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Introductory Note

Based on the Memorandum on the Principles of the New Monetary Policy Framework, adopted in August

2006, the NBS has committed to achieve its core inflation objective, set within a specified target range, by

using key policy rate as its main instrument and other monetary policy measures as supporting instruments. 

Since the NBS aims to formally adopt inflation targeting in the near future and hence increase transparency

of its monetary policy and improve efficiency of communication with the public, it has decided to begin

regular preparation and publishing of quarterly inflation reports. This report, as the main channel of

communication, will provide key economic facts and figures that shape the MPC’s decisions and the

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, reasoning behind the MPC’s decisions and an

assessment of efficiency of the monetary policy implemented during the previous quarter. Also integral to

this report is inflation projection for at least four quarters ahead, assumptions on which such projection is

based and an analysis of key risks to achieving target inflation.

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 its inflation objective. Moreover, it

will play a role in containing inflationary expectations and maintaining price stability, which is the

main task of the NBS.

The August Inflation Report was adopted by the Monetary Policy Committee in its meeting of 26 August 2008.

Earlier issues of the Inflation Report are available on the NBS website (http://www.nbs.rs).
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Inflation is well above the target range for 2008. Due to

strong inflationary pressures generated by supply-side

shocks, this year’s target is expected to be overshot. Our

estimates, however, indicate that tighter measures of the

National Bank of Serbia and the weakening of mostly

supply-side inflationary pressures will bring inflation

back within the target range by mid-2009. 

In Q2 2008, year-on-year inflation reached its highest

level in nearly two years. In June, headline inflation

measured 12.1% and core inflation 10.0%, year-on-year.

Particularly worrying is that core inflation is moving

further away from the upper bound of the target range (3-

6%) and that its growth in Q2 has proved to be much

stronger than assumed in the May Inflation Report.   

The supply-side induced acceleration in core inflation

resulted primarily from robust growth in food prices, cost

effects of rising prices of petroleum products (exceeding

our expectations once again), lag effects of the Q1 dinar

depreciation and high inflation expectations. The effect of

fiscal policy relaxation should not be neglected either.  

However, majority of factors inducing inflation in the

preceding period are now beginning to work in the

opposite direction. Implementation of restrictive

measures by the NBS and the constitution of the new

I. Overview Government have led to the strengthening of the dinar and

a subsequent decline in imported inflation. As weather

conditions have been favourable, this year’s harvest looks

promising, which could turn food prices into another

inflation-dampening factor in the coming period. World

oil prices declined significantly in mid-July, but it is still

too early to make any definitive conclusions as to the

reversal in their trend.    

Demand-side inflationary pressures are also subsiding.

In Q2, the output gap went from positive to neutral.

Some indicators (wages, lending to households, etc.)

point to a slackening of household demand, while fiscal

policy was the only factor inducing growth in aggregate

demand in Q2. 

Despite the slowdown, Q2 saw high growth in economic

activity. The structure of GDP spending changed for the

better – the share of investment spending increased, while

the share of personal spending decreased.

Monetary authorities tightened their stance in response to

mounting inflationary pressures, which led to a slowdown

in household lending and, aided by the restored political

stability, to the strengthening of the dinar.  The effect of

monetary tightening will show already in the third quarter

this year, when both headline and core inflation are

expected to decline significantly.

Core inflation decline is likely to continue even after Q3. It

will be sustained by restrictive monetary policy, the

anticipated slowdown in food prices, and the weakening of

inflationary pressures coming from petroleum products if

the July drop in oil prices proves not to be just temporary.

Inflation Report

Core inflation projection 
(y-o-y rates, in %)
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would provide the greatest contribution to fight against

inflation, while, at the same time, creating scope for

gradual monetary policy relaxation. The revision of the

2008 budget and the adoption of a budget for 2009 will

resolve many dilemmas and largely determine the character

of monetary policy in the period ahead.
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High inflation expectations will probably continue to slow

down the retreat of core inflation within the target range for

quite some time yet. 

Although core inflation is expected to decline, this year’s

target will most likely be overshot in Serbia as in the

majority of other IT countries. Central projection for core

and headline inflation at end-2008 is placed at 8.7%

(7.0–10.4%) and 9.4%, respectively. Core inflation is

expected to settle within the target range around mid-2009.

Fiscal policy and world oil prices are seen as the key risks

underlying our current inflation projection. 

The National Bank of Serbia’s Monetary Policy Committee

holds that retaining the current level of restrictiveness (key

policy rate of 15.75%) over the short run is sufficient to

bring core inflation back within the target range by mid-

2009, especially in view of the weakening of inflationary

pressures on the supply side (food and oil), strengthening

of the dinar and dampened household demand. On the

other hand, persistently high inflation expectations and

uncertainties regarding the fiscal policy thrust will continue

to hold off any major relaxation of the monetary policy

stance for some time yet. There is, however, room for

lowering the key policy rate over a one-year time horizon.

The MPC holds that a responsible fiscal policy, involving a

cut in public spending and narrowing of the budget deficit,

8

2007

Dec Mar Apr May June

Retail prices 
(y-o-y growth, in %) 10.1 11.8 12.0 11.6 12.1

Core inflation 
(y-o-y growth, in %) 5.4 7.0 8.0 8.9 10.0

Belibor (90 days, monthly 
average, annual level) 10.3 14.1 15.5 16.3 16.4

3 (y-o-y growth, in %) 44.1 43.9 40.8 41.4 35.5
GDP (y-o-y growth)1) 6.9 8.2 … … 6.82)

Consolidated fiscal result         
(% of GDP)1)

Ministry of Finance 
methodology -6.8 1.4 … … -3.3

IMF methodology -7.6 0.6 … … -3.3

Balance of goods  
and services (% GDP)1) -22.7 -25.0 … … -25.0

1) Quarterly data.
2) NBS estimate.

2008

Table I.0.1 Key macroeconomic indicators
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Core inflation measured 3.7% in Q2. As its year-on-year growth at end-Q2 came to 10.0%, i.e. above the upper bound of the
targeted range, it is certain that the target for 2008 will be overshot. Year-on-year, core inflation is expected to reach around
9.9% at end-Q3.

For the first time since Q2 2006, quarterly retail price growth (3.2%) was lower than core inflation. Year-on-year, retail price
growth measured 12.1% in Q2 and is expected to decline to around 10.2% by end-Q3.

The May Inflation Report designated prices of food

and petroleum products as the key determinants of

inflation in Serbia. Their growth, however, well

exceeded our expectations.

Upward trends in year-on-year core inflation, begun in

July 2007, continued in Q2 2008. Core inflation

amounted to 10.0% year-on-year, thus exceeding the

upper bound of the target range for 2008. At the same

time, its quarterly growth (3.7%1) was the strongest

since Q4 2005 (4.3%). 

Higher growth in core inflation than assumed in the

May Inflation Report resulted from the sharp rise in

prices of processed food products included in the

calculation of core inflation, indirect effects of soaring

world oil prices, lagged effects of depreciation from

Q1 and an expansive fiscal policy stance. The key

drivers of core inflation growth, however, were higher

inflation expectations, which resisted the agricultural

shock and remained broadly stable until late 2007

when they went sharply up.  

II. Inflation developments

Inflation Report

1 Monthly breakdown: April 1.2%, May 1.1%, June 1.4%.
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(contributing 1.7 pp to core inflation) as the effects of

agricultural shock spilled over into other prices

through inflation expectations. Cost effects of rising

oil prices also played a role in this respect. 

Major individual contributions to the Q2 core inflation

came from meat products (1.1 pp), transport services,

construction material and fats (0.4 pp each). 
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Price growth was recorded for both groups of products

and services within core inflation (food and non-food

core inflation2). It should be noted, though, that the

contribution of processed food products (2.0 pp) to

core inflation was significantly higher than a quarter

earlier (0.5 pp). Year-on-year growth in prices of

processed food products came to 18.1%, contributing

as much as 5.8 pp to year-on-year core inflation

growth. Non-food core inflation also continued up
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Contribution 
to  core 
inflation

range,  in %

XII 2006 XII 2007 III 2008 VI 2008
XII 2005 XII 2006 III 2007 VI 2007

Retail prices 6.6 10.1 11.8 12.1
Core inflation 5.9 5.4 7.0 10.0
Consumer prices ... 11.0 13.6 14.9
Cost of living 6.0 11.9 14.6 15.9
   Prices of goods 6.1 13.0 16.5 17.8
   Prices of services 5.2 5.2 3.1 3.8
Industrial producer 
prices 7.3 9.8 12.8 13.1

Agricultural producer 
prices 7.3 27.2 36.5 48.8

Table II.0.1 Indicators of price growth
(growth rates in %)  

 

2 Core inflation excluding food prices.



National Bank of Serbia

11

Headline inflation as measured by retail price growth

came to 3.2%3 and was largely determined by movements

in core (1.8 pp) and regulated prices (1.5 pp). Year-on-

year, retail price growth amounted to 12.1%.

Regulated prices climbed by 3.2% in Q2 (13%, year-on-

year) solely on account of an increase in prices of

petroleum products, bread and flour. Quarterly growth in

petroleum product prices came to 9.9% (34% year-on-

year), while their total growth in H1 equalled 20.9%.

Although prices of agricultural products fell by 1.4% in

Q2, their year-on-year growth remained high – 29.7% in

June – providing a 1.1 pp contribution to year-on-year

growth in headline inflation.

If the two dominant factors (prices of food and petroleum

products) are excluded from the calculation of headline

inflation, overall retail price growth in Q2 turns out to be

significantly lower – 1.5%, or 5.0%, year-on-year.

Inflation Report

3 Monthly breakdown: April 1.1%, May 1.1%, June 1.0%.
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Q2 Q3 Q4 Q1 Q2

Retail prices 2.9 2.6 3.0 2.8 3.2
Core inflation 0.9 2.2 2.2 1.5 3.7
Prices of agricultural products 3.0 6.6 9.4 12.8 -1.4
Regulated prices 5.1 2.7 3.3 3.3 3.2
Electricity 15.0 0.0 0.0 3.5 0.0
Petroleum products 7.2 3.5 7.1 10.0 9.9
Utilities 0.7 0.9 0.6 0.4 0.6
Social welfare services 13.9 9.4 0.8 0.8 0.2
Transport services (regulated) 0.7 4.5 0.0 2.2 0.4
Postal and telecommunications 
services -0.1 -1.7 0.0 0.0

0.0
Bread and flour 0.1 17.9 9.7 9.0 13.5
Milk 0.8 12.2 20.1 0.3 1.2
Cigarettes 5.6 0.4 7.9 0.0 0.0
Medications 3.9 1.6 0.5 0.4 0.0
Other 0.7 0.6 0.9 0.3 3.5

Table II.0.2 Retail price growth by component
(by quarter, in %)
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Q2 Q3 Q4 Q1 Q2

Retail prices 2.9 2.6 3.0 2.8 3.2
Core inflation 0.4 1.1 1.1 0.7 1.8
Prices of agricultural products 0.1 0.2 0.3 0.5 -0.1
Regulated prices 2.4 1.3 1.6 1.6 1.5
Electricity 1.1 0.0 0.0 0.3 0.0
Petroleum products 0.6 0.3 0.6 0.9 1.0
Utilities 0.1 0.1 0.1 0.0 0.0
Social welfare services 0.2 0.2 0.0 0.0 0.0
Transport services (regulated) 0.0 0.2 0.0 0.1 0.0
Postal and telecommunications 
services 0.0 -0.1 0.0 0.0 0.0
Bread and flour 0.0 0.4 0.2 0.2 0.4
Milk 0.0 0.1 0.3 0.0 0.0
Cigarettes 0.2 0.0 0.3 0.0 0.0
Medications 0.1 0.0 0.0 0.0 0.0
Other 0.0 0.0 0.0 0.0 0.1

2007 2008

Table II.0.3 Contribution to retail price growth
(by quarter, in percentage points)



Overall consumer price growth (4.1%) was mainly due to

movements in core prices (2.3 pp contribution), while

regulated prices and prices of agricultural products

contributed 1.2 pp and 0.6 pp, respectively. Standing at

14.9%, year-on-year headline inflation measured by CPI

is higher than its RPI equivalent.    

Regulated prices edged up by 3.4% (14.3% year-on-year

in June) exclusively as a result of an increase in prices of

bread and flour (56.7% year-on-year) and petroleum

products (33.4% year-on-year). Prices of agricultural

products rose by 7.1% (44.4% year-on-year), which is

half the growth recorded in the previous quarter. 
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Consumer price index4

Core inflation as measured by the CPI recorded a

much stronger rise in Q2 (4.0%5) than a quarter earlier

(1.6%). Such growth was driven primarily by prices of

processed food products which increased by 8.2% (3.3

pp contribution). Non-food core inflation equalled

1.3% (0.7 pp contribution). 

Year-on year CPI core inflation continued its upward

trend, begun in Q2 2007, and amounted to 11.7% at

end-Q2 2008.   

4 In addition to RPI inflation, the NBS also monitors CPI inflation as our country

plans to soon switch to CPI inflation targeting.
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National Bank of Serbia

13

Inflation Report

Inflation and food prices across the region 

According to the latest IMF data (June 2008/June 2007), world food prices rose by 44.4% over the past year and represent one

of the key generators of inflation in most countries. 

With a 32.2% growth in prices of food and non-alcohol

beverages over the past 12 months, Serbia is a record breaker

in the region. At the same time, its headline inflation,

measuring half the growth in prices of food and non-alcohol

beverages, was the highest in the region. Robust growth in

food prices was also recorded in Bulgaria and Macedonia,

nearly double the growth in consumer prices.

According to our estimates, Serbian food prices have now

reached 83% of the EU average compared to 67% in mid-

2006. In terms of milk and dairy products, our prices currently

equal the EU average, whereas in mid-2006, they stood at

75% of the EU average.

Statistics show that the share of food in the consumer basket

is higher in less developed countries. Among the countries

observed, Macedonia ranks the first in terms of the share of

food in CPI (39.6%), and is followed by Romania (36.9%)

and Serbia (35.2%). The one with the smallest share of food

in CPI is Slovenia (17.4%). Chart 2, showing headline

inflation after the exclusion of prices of food and non-

alcohol beverages, illustrates the impact of food prices on

inflation. It is evident that Macedonia, with the largest share

of food in CPI, records the lowest inflation after exclusion

of food and beverages (4.5%), while Serbian inflation after

exclusion of food and beverages equals “merely” 5.5%. In

other countries, the rise in consumer prices excluding prices

of food and beverages is commensurate with the share this

group of products holds in the total inflation basket. This is,

perhaps, best illustrated by Bulgaria, where the boom in

food prices did not reflect that much on headline inflation,

especially in view of the fact that the share of food in

Bulgaria’s consumer basket at 23.9% is significantly lower

compared to that of Macedonia and Serbia.  

Food price growth, recorded worldwide, has been

exceptionally strong in Serbia. Economists argue that food

prices are unreasonably high – they put tremendous pressure

on inflation and represent a fast growing item of spending for an average-income family. Producers, on the other hand, tend to

blame the soaring food prices on increased production costs, most notably costs of energy, while there are also those who tend

to blame it on merchant fees. Solutions to this problem should be searched for along the lines of improving the institutional

framework to enable unimpeded operations and strengthening of competition in the food industry and trade.
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As world oil prices hiked in early Q3 and are now heading

downwards, their overall effect in Q3 is expected to be

deflationary. Prices of petroleum products are expected to

decline by around 5% (–0.5 pp contribution).

Within regulated prices, a significant rise is also expected

for prices of transport, utilities and social welfare services

given their low level since the beginning of the year and

the fact that new local government authorities were set up. 

In view of the above outlook for regulated prices, prices

of agricultural products and market-determined prices,

our estimate for Q3 retail price growth is 0.6-1.0%

quarter-on-quarter and 10.0-10.4% year-on-year.

National Bank of Serbia Inflation Report

Inflation outlook for Q3 2008 

Q3 core inflation is expected to be significantly lower

than in Q2 and to range between 1.8 and 2.3%. Year-on-

year, it will start to decline and settle between 9.6 and

10.1% by the end of Q3.

In the third quarter of 2008, core inflation will be most

affected by the following factors:

1) high, albeit eased, inflation expectations 

2) increase in electricity prices, feeding through into

higher production costs

3) price inertia 

4) nominal appreciation of the dinar from Q2, inducing a

decline in import prices.

Based on historical data analysis and in view of the

favourable weather conditions, prices of agricultural

products are likely to experience a seasonally-induced

drop, which will be somewhat higher than usual (15-20%)

this year, and to provide a negative contribution of

-0.6-0.9 pp to total retail price growth.

Growth in regulated prices is likely to range between

0.9–1.3% (0.4–0.6 pp contribution). The strongest rise is

anticipated for electricity prices, which are likely to

contribute 0.7 pp to total price growth.6

14

Growth 
rate

(in %)

Contributions to retail 
price growth  (p.p.)

Electricity 8.9 0.7
Utilities 0.9 0.1
Petroleum products -4.7 -0.5
Transport services 4.7 0.2
Other 4.2 0.1

Table II.0.4 Major revisions of regulated prices expected 
in Q3 2008

6 On 1 August, the price of electricity was raised by 8.4% on average and by 8.9%

for households.
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(Non)achievement of inflation targets across the world

Brazil seems to be not only the four-time world champion in football, but the current unofficial champion in inflation

targeting as well. Namely, as indicated by data for June, only Brazil has managed to maintain inflation within the targeted

range.   

Overall, it appears that for the majority of inflation targeters the year 2008 will not be a year to remember, let alone

celebrate. Despite a proven track record in IT, even developed countries have recently found it difficult to keep inflation on

target. For example, Bank of England maintained inflation between 1 and 3% for a whole decade, only to face a 3.8%

inflation in June, with the likelihood of further growth. Eurozone inflation, which has for years been kept at around 2%,

reached 4% in June, hence significantly overshooting the “close to but below 2%“ target.

.

Do the above inflation results diminish the credibility of inflation targeting as a monetary policy regime? Before making a final

judgment, weigh up the impact of completely unpredictable shocks that the national economies were faced with in the past year

or two. These shocks were nearly apocalyptic in scale and, as such, hardly conceivable several years ago. In not more than a

year and a half (2007–June 2008) world oil prices tripled and prices of key agricultural products more than doubled.

Actual inflation
(June 08/June 07) in % 

Australia 2-3 4.5
Brazil 4½(±2) 6.1
Canada 1-3 (2 as a midpoint) 3.1
Chile 2-4 9.5
Columbia 2-4 7.2
Czech Republic 3(±1) 6.6
Ghana 0-10 18.4
Hungary 3(±1) 6.6
Iceland 2½(±1½) 12.7
Indonesia 5(±1) 11
Israel 1-3 5.3
Mexico 3 5.3
New Zealand 1-3 4
Norway 2½ 3.4
Peru 2(±1) 5.7
Philippines 4-5 11.4
Poland 2½(±1) 4.3
Romania 4(±1) 8.7
Slovakia 0-2 4.3
South African Republic 0-2 12.2
South Korea 3(±0,5) 5.2
Sweden 2(±1) 4.3
Switzerland 0-2 2.8
Thailand (core inflation) 0-3½ 3.6
Turkey* 4(±2)* 10.6
United Kingdom 2 (1-3) 3.8
Eurozone “Close to but below” 2 4
Serbia (core inflation) 3-6 10

* The Central Bank of the Republic of Turkey has in the meantime raised its target for 2009 to 7.5%.

Targeted inflation (in %)
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Initially, central banks viewed the oil shock and rising food prices as only temporary and their effects as short-lived. Besides,

as inflation expectations remained broadly stable, monetary authorities were reluctant to tighten their policy stance. Many

central banks deliberately let inflation rise, due to concerns that, while a more restrictive monetary policy would certainly

contain inflation over the short run, it could also seriously affect output and unemployment, as was the case in Serbia. 

However, the unexpected continuation of growth in global prices of oil and other commodities induced a heightening of

inflation expectations throughout the world. In the UK, inflation expectations were well above the target (2%), hitting a record

high since the survey of expectations began (1999). A similar trend was perceived in the U.S. where expectations for the next

year shot past 5% (inflation was 5% in June). Surveys of inflation expectations conducted by the European Commission also

revealed a sharp increase. 

In such circumstances, a majority of central banks responded by tightening their monetary policy stance (e.g. Poland, Romania,

Hungary, Chile, Mexico). Not all banks, however, opted for a more restrictive policy stance. The Bank of Slovakia, for

instance, kept its policy rate unchanged since May 2007, preferring to rely on the effects of a pronounced nominal appreciation.

Of the top three central banks, it is only the European Central Bank that raised its policy rate to 4.25% in July this year.

Confident of their credibility, the Bank of England and the Federal Reserve, on the other hand, opted for a fairly relaxed stance

due to concerns of an economic slowdown.1 A number of central banks, e.g. Turkey and Guatemala, responded to inflationary

pressures by revising their target range upwards. The costs of such actions (erosion of credibility and ability to influence

inflation expectations) could, however, well outweigh the potential benefits.

1 The Bank of England cut its key policy rate three times since December last year (5% at present), while the FED lowered its policy rate seven times since

September 2007 to date (2% at present).
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As the failure to achieve the inflation target could result in an “erosion” of the long-built credibility of monetary authorities,

the question arises as to whether monetary authorities’ decisions to tighten their policy stance may have come too late in the

day or were simply not tight enough. And although inflation remains well above the target in most of the countries, a restrictive

monetary policy is expected to bring it back within the target range in the course of 2009.

Anyhow, the main idea behind inflation targeting is not to keep inflation on target at all times and at all costs, but to keep it on

target over the medium run. At the end of the day, we may speak of a failure if higher than targeted inflation persists, which

only time will tell.

Serbia was misfortunate enough to face the oil and agricultural shocks as early as in the second year of its inflation targeting

programme, which, together with heightened political risks in the country and global financial crisis, led to an increase in the

country risk premium and the resultant depreciation pressures.

Finally, note that the highest inflation rates within the European Union were recorded in countries pursuing a currency board

regime (Estonia and Bulgaria) rather than inflation targeting.
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Is the exclusion-based method adequate for calculating core inflation?

Core inflation plays an important role in the process of monetary policy decision making, even when the target is defined in

terms of headline inflation. Namely, the volatility of monthly price growth makes it difficult for monetary policy makers to

forecast long-term inflation trends. It is for this reason that economists calculate different core inflation measures, which are

less volatile than headline inflation. As, in our case, the distribution of components within the price index departs from the

normal distribution pattern, being mostly asymmetrical to the right and leptokurtic (has more acute “peaks”), the weighted

arithmetic mean is not a good indicator of the central tendency.

Although economic experts have been using the term ‘core inflation’ for years, there is still no universally accepted definition

of either core inflation or its calculation method. The majority of central banks rely on the exclusion-based method, but many

also publish different measures of core inflation.

The exclusion-based method leaves out the components that are considered to be particularly volatile (or subject to some form

of regulation). Usual exclusions are food and energy prices. However, the core inflation index obtained by the exclusion of

volatile components will not always be less volatile than the headline inflation index, as the volatility of the excluded

components could be offset by opposite movements in other headline index components.

The National Bank of Serbia applies the exclusion-based method for computing core inflation. Agricultural products and

products and services under some form of government regulation are excluded from the calculation.

Trimmed mean (TM) is another method for computing core inflation. Price index components are sorted in a descending

sequence and a certain percentage of extreme values (top and bottom price growth rates) are excluded from the calculation.

When applying this method, it is not a question which components, but rather what percentage of extreme values to exclude.

The following statistics are used for this purpose: root mean squared error (RMSE) and median absolute deviation (MAD),

which measure the departure of the series obtained from the inflation trend (12-month moving average is customarily used). A

series with minimum RMSE or MAD relative to the inflation trend is the optimal TM measure. Trimming can be either

symmetrical or asymmetrical.
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In the case of Serbia, asymmetrical measures have proven better, as price distribution is not symmetrical either and has a longer

right-side tail. We have analyzed 11- to 27-percent trimmed means. Asymmetrical trimming, involving 12- and 19-percent

trimmed means, yielded the optimal core inflation measure. The best result (lowest RMSE and MAD) was obtained by

excluding 6.5 percent of the weight at the top and 5.5 percent at the bottom for the 12-percent trimmed mean and by excluding

10 percent of the weight at the top and 9 percent at the bottom for the 19-percent trimmed mean. A weighted median is a special

form of the trimmed mean, obtained by excluding 50% of the top and bottom prices.

It is important to note that all core inflation series obtained by applying either of the above methods display much less volatility

than headline inflation. 

Another point to be remembered is that the measure of core inflation should under- or overestimate headline inflation to the

smallest possible extent. The results given above show that, as a rule, all core inflation measures (but especially the weighted

median) underestimate headline inflation growth in all periods under review. The exclusion-based method underestimates

headline inflation the least and is, in that particular sense, the best of the measures analyzed. 

In addition, analysis of monthly volatility of headline inflation and the group of products it includes confirms that the

composition of the core inflation index obtained by the exclusion-based method is adequate. Tables below give an overview of

the monthly volatility of headline inflation and individual groups of products comprising the headline index, in different

periods. What all three periods under review have in common is the volatility of either the entire agricultural products group

or some of its sub-groups. To illustrate, in the period from 2004 to date, agricultural products have had a 10 times higher

standard deviation relative to headline inflation. In all of the reviewed periods, prices of liquid fuels and gas also displayed

extreme volatility, as did the prices of electricity, sugar and services under some form of regulation (social welfare services,

postal and telecommunications services, transport, etc.). Another interesting point is that prices of financial services, which

include prices of compulsory vehicle insurance and MOT, are also highly volatile.

Jan 2001 - Jun 2008 Jan 2004 - Jun 2008

Exclusion-based method 0.6 0.7

 method, 12% symm. 0.6 0.7

 method, 19% symm. 0.5 0.6

 method, 19% asymm. 0.5 0.6
 method, 12% asymm. 0.6 0.7

Core inflation

Ratio - standard deviations of core inflation/standard deviation of 
headline inflation

Exclusion-based 
method

 method, 12% 
asymmetric

  method, 
19% asymmetric

Weighted 
median

Jan 1997 - Jun 2008 30.7 28.9 19.8 16.5 11.7

Jan 2002 - Jun 2008 13.2 8.5 8.0 6.1 3.5
Jan 2003 - Jun 2008 11.5 8.3 7.6 5.9 3.5
Jan 2004 - Jun 2008 11.5 9.0 8.2 6.4 4.0

Headline 
inflation

Core inflation

Average year-on-year growth rates in different periods
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Since the majority of the above mentioned products and services are not included in the core inflation measure calculated by

the exclusion-based method, we may conclude that the products to be excluded from the price index in order to obtain the core

inflation index have been well selected.

Monthly volatility of inflation and its 
components in the January 2001 - June 2008 period

Ratio - st. dev. of 
components/st. dev. of 

headline inflation

Headline inflation 1.0
Fresh vegetables 11.6
Financial and other services 11.3

8.3
Postal and telecommunications servic 6.7
Fresh eggs 6.7
Bread and pastry 6.7
Housing and utility services 6.4
Agricultural products 6.2
Social welfare services 5.9
Books and textbooks 5.8

4.9
Newspapers and magazines 4.4

4.3
Medications and other 
healthcare products 

Electricity, lighting and installation
material

Liquid fuels and gas

Monthly volatility of inflation and its
components in the January 2004 - June 2008 period

Ratio - st. dev. of 
components/st. dev. of

headline inflation

Headline inflation 1.0

Agricultural products 10.3

Fresh eggs 10.1

Liquid fuels and gas 9.7

Financial and other services 6.8

Milled and husked wheat 6.1

Transport services 5.5

Liquid fuels and lubricants 5.2

Sugar 5.1

Social welfare services 5.1

Fats 5.1

4.9

Housing and utility services 4.8

Fresh meat
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1. Monetary conditions

Monetary policy tightened on a quarter earlier as the
appreciation gap of the real exchange rate widened and
the real interest rate rose above its trend. At the same
time key policy rate ran above its neutral level. 

Both components of the real monetary conditions

index7 (appreciation gap of the real exchange rate and

real interest rate) indicate that a more restrictive

monetary policy stance in Q2 came as a result of

accumulated effects of the key policy rate hikes since

the start of the year.

With the strengthening of the dinar in nominal terms and

acceleration of domestic inflation, the appreciation gap of

the real exchange rate widened in Q2. This trend in

nominal appreciation of the dinar was briefly

discontinued in Q1 under the impact of non-market

factors, only to be resumed in Q2 as the effect of non-

market factors eased and the NBS introduced tighter

measures. Based on our estimates, it is the widened real

exchange rate appreciation gap that will generate most of

the disinflationary pressures in the coming period. The

strength of these pressures will, however, depend on

whether nominal appreciation continues or not.

By contrast to a quarter earlier when the real interest rate

component produced inflationary rather than

disinflationary effects in an accelerating inflation

environment, its disinflationary effects strengthened in

Q2 following the revision of the key policy rate by 125

basis points. 

In Q2, the real interest rate rose by around 232 basis

points on a quarter earlier. As the latest Gallup survey

III. Inflation determinants

Inflation Report
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Chart III.0.1 Monetary Conditions Index (MCI)

7 The real monetary conditions index is a combined indicator of the effect of the

real exchange rate gap and interest rate on price stability and/or aggregate demand.

The following equation was used in constructing the monetary conditions index:

MCIt = 0,2(rt - rtrend ) + 0,8(zt - ztrend ), where rt is the real interest rate, and zt
is the real exchange rate. 
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Chart III.0.2 Real exchange rate 
and its trend
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indicates that the financial sector expects headline

inflation to amount to 12.1% p.a., we may say that the key

policy rate (15.75%) is currently running above its neutral

level (14.7%). 

The key reason for the MPC’s decision to further tighten

its monetary grip was the pass-through of changes in

international oil and food prices to other prices through

altered inflation expectations. The MPC also assessed that

increased restrictiveness would not jeopardize economic

growth in the short run, while its decision was further

supported by the fact that the inflationary effect of the

majority of relevant factors had strengthened in the

meantime. 

As expected, the prudential measure obligating banks to

allocate and maintain 10% of the calculated foreign

currency required reserves in dinars gave rise to certain

appreciation pressures8.  
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Monetary policy response to oil and agricultural shocks
(August 2007 - June 2008)

In contrast to demand side shocks which call for prompt response by monetary authorities, responding to supply side

shocks depends on the nature and duration of the shock involved. In this context a question arises whether monetary policy

should respond to current inflationary pressures generated by rising world oil and food prices. 

Economic theory suggests that monetary policy should not respond to short-term (one-off) effects such as the cost effects

of oil and food price growth, as the resulting inflationary effects are only short-lived and inflation is likely to retreat to its

pre-shock level very soon. If, however, the shocks continue to propel inflation expectations, long-term inflationary

pressure could affect all prices and inevitably lead to the tightening of the monetary policy stance. 

Assessing that the effects of the agricultural shock would wear off by year-end, the National Bank of Serbia decided not

to respond by tightening the policy stance as inflation expectations remained stable despite growth in prices of

processed food products. 

As noted in the August 2007 Inflation Report, the National Bank of Serbia will act in response to a rise in prices of

agricultural products only to the extent that they trigger a rise in inflation expectations. The Report further stated that

movements at the time did not threaten the achievement of core inflation objective and were in themselves no cause for

monetary policy response, but that the NBS intended to continue monitoring inflation factors and take decisions to

counteract their effect.  

It soon became clear, however, that the effects of the agricultural shock were more durable than originally assessed and

that the food price growth was not merely a regional feature, but a global phenomenon. Namely, by the end of the year,

the agricultural shock, sustained by booming world oil prices and depreciation pressures generated by non-market factors,

spilled over into inflation expectations and ultimately into other prices, thereby inducing a core inflation spiral up. It is

noteworthy that even non-food core inflation accelerated. In response to such developments, the MPC decided to raise the

key policy rate by 50 basis points in December, hence signalling a tighter monetary policy stance in the period ahead.

However, as this measure failed to produce the expected results, i.e. ease inflation expectations driven primarily by high

inflation outturn and the direct cost effects of oil price growth, the MPC continued to increase its monetary grip in 2008,

raising the key policy rate in Q1 by 450 basis points.   

It was only in late Q2 that further monetary tightening, enforcement of a set of prudential measures by the NBS and

the subsiding of political factors resulted in the strengthening of appreciation pressures and a moderation of

inflation expectations.   

Although prices of oil and agricultural products are declining, the monetary grip will not be eased before it becomes clear

that current movements will continue and the resulting disinflationary effects will outweigh the inflationary effects of some

other factors. Namely, as in the case of inflation-inducing supply side shocks, easing of monetary policy in a disinflationary

environment is beneficial only if such movements are expected to last and their disinflationary effect is likely to reflect on

other prices through moderation of inflation expectations.



Despite the fact that the increase in real yields usually

sparks interest for this type of investments, no such

effect was produced in Q2. NBS debt to commercial

banks arising from open market operations declined by

around RSD 2.8 billion or 1.3% down to RSD 210.2

billion at end-June.  

Money market interest rates followed the changes in the

key policy rate. Increased volatility in the interbank

money market, recorded in Q1, gradually eased in Q2

from one month to another, pointing to a moderation

of expectations. On the other hand, the decline in

BEONIA’s volatility was expected to some extent as

the methodology for calculating required reserves10

had changed.

BEONIA rose by 424 basis points in Q2, averaging 14.92%

p.a. Similarly to BEONIA, BELIBOR recorded an increase

for all maturities. Despite the fact that it recorded the

strongest increase (419 basis points), at 15.54% p.a.,

BELIBOR for Т/N maturity remained the lowest. By

contrast, six-month BELIBOR recorded the smallest

increase from the previous quarter (4.07 pp) and reached
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Interest rates

Money market interest rates in Q2 reflected movements in
the key policy rate of the National Bank of Serbia. Interest
margins shrank as the growth in bank deposit rates
outpaced the increase in lending rates. Although indices
in the Belgrade Stock Exchange picked up, they remained
relatively unstable compared to most stock market indices
in the region.  

The National Bank of Serbia increased the restrictiveness

of monetary policy in Q2 by the use of its main

instrument. The key policy rate was raised in two

instances – first in April (from 14.50% to 15.25%), and

then in May (to 15.75%). However, such movements did

not reflect entirely on the interest rate on six-month NBS

bills sold in outright auctions, which even declined in

June to 16.14% p.a. due to financial sector expectations of

key policy rate cuts in the period ahead. 

The upward revision in the key policy rate induced an

increase in real yields on repo securities, both relative to

inflation and the exchange rate.9 Similar real yields were

recorded for 6M bills sold in outright auctions. 

9 Expectations with regard to changes in the exchange rate were approximated

using quarterly moving averages. 
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10 BEONIA’s volatility declined from June after the inclusion of the days of the

weekend in the calculation of required reserves. This has practically put an end to

banks’ practice of withdrawing money from their accounts on Friday to employ

them during the weekend in the form of excess liquidity deposits augmented by

interest payable at prevailing rates (BEONIA usually declined on Fridays amid

increased supply of deposits to the banks).
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the highest level (14.92%). Owing to such movements, the

short-term yield curve extended to a higher level and its

slope declined, indicating stabilization in the financial

sector’s inflation expectations.

Deposit rates reflected key policy rate movements to a

greater measure than lending rates. Relative to March, in

June the weighted average deposit rate increased by 95

basis points to 6.14 p.a. In addition to the key policy rate,

another major contributor to deposit rate increase was the

rise in the EURIBOR rate (by 45 basis points). Interest

rates on loans to enterprises and households, on the other

hand, rose by a modest 4 basis points reaching 16.79%

p.a.11 Increase in the weighted average lending rate is

mainly driven by the rise in EURIBOR, while stronger

competition in the banking sector leads to its decrease. 

On average, banks earned 10.64 pp on the interest margin

or 91 basis points less than at end-Q1.

Downward trend in interest rates on the RS treasury bills

was halted in Q2. The weighted average interest rate on

these bills rose by 22 basis points on the previous quarter

to 4.49% p.a. Interest rate on the RS treasury bills

remained significantly lower than that on NBS bills. No

wonder then that the sale of RS treasury bills accounted

for the withdrawal of a much more modest amount of

funds compared to NBS repo operations12. According to

some announcements from the Ministry of Finance,

larger issues of government bonds will be released in the

near future. These bonds will, however, be attractive

only if their interest rate moves nearer to the NBS key

policy rate.  

Inflation Report
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12 The government withdrew a mere RSD 1.9 billion in Q2, which is almost

negligible compared to the amount withdrawn through NBS repo operations. 

11 The average lending rate of commercial banks moved broadly in line with the

changes in the key policy rate in Q2, which was expected given the weight

assigned to the NBS open market operations and money market interest rates in the

interest rate methodology. In June, the weighted average lending rate increased by

234 basis points to 16.93% p.a.



The rise in prices and trading volumes is largely

attributable to stronger foreign investor activity. As

opposed to the previous quarter, when foreign

investors withdrew from trading in the stock exchange

(as net sellers of shares worth around RSD 788

million), in Q2, they acted as net buyers of shares

worth around RSD 5.6 billion. 
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Belgrade Stock Exchange

Q2 saw more stable movements in the stock exchange

indices and a mild improvement in the BSE liquidity

supply and trading volumes. Owing to higher liquidity13,

the value of both stock indices and trading in bonds and

shares recorded an increase.   

13 Stock market liquidity is measured as the ratio of an average quarterly volume of

trading to capitalization. In Q2, this ratio equalled 0.85%, up by 0.4 pp on a quarter

earlier. However, upon exclusion of the volume of block transactions, the stock

market liquidity appears to have risen only by a relatively small degree (from

0.39% in Q1 to 0.43% in Q2).
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Although the Q2 movements in the BSE indices were the

most stable in the past three quarters, they were relatively

wobbly compared to movements in the majority of stock

exchange indices in the region.14 In late June, the index of

the most liquid shares, Belex15, rose by 3.8% on end-

March. The general BSE index, Belexline, recorded a

more moderate growth of 0.8%. The sharpest growth in

both indices (20.7% and 15.7%, respectively) was

recorded two trading days prior to and one trading day

following the presidential elections. At the same time,

other stock exchange indices in the region did not display

any more favourable movements in Q2, particularly not

on the eve of presidential elections in Serbia15.

The rise in share prices was accompanied by the increase

in market capitalization of shares included in the BSE

indices, rather than by the increase in overall stock market

capitalization. Namely, the stock market capitalization

fell by 1.1% due to a decline in the prices of shares traded

in the single price auctions, most notably shares not

included in the BSE indices.  

On the other hand, the volume of stock trading rose by as

much as 68.9% on Q1 mainly owing to the rise in block

transactions. It is most likely that the volume of block

transactions increased as key stock market players

decided to reallocate their portfolios once data in financial

statements for the prior year were disclosed.  

Bond capitalization in the BSE declined by 14%, which

was logical to expect given the maturing of А2008 series

in Q2. Holders of securities with maturity in 2008

generally engaged in the purchase of the same type of

instrument with a later maturity date, which resulted in

increased trading in these bonds by as much as 96.5%.

The increase in yields for all series of RS bonds issued

against frozen foreign currency savings in Q2 was partly

attributable to the upward revision of the key policy rate.

The strongest increase in yields was recorded for bonds of

medium-term maturity (most notably А2014 and А2015

series – around 60 basis points) and the smallest for the

А2009 series (20 basis points). Upward trends in the yield

curve, recorded in the past three quarters, continued.

Negative slope of the yield curve for bonds issued against

frozen foreign currency savings, typical for our market,

declined as a result of slightly more optimistic

expectations with regard to macroeconomic stability, and

above all, as a result of more stable movements in the

exchange rate of the euro.   

Exchange Rate.

In Q2 2008, the dinar appreciated against the euro by
1.9% in nominal and 6.2% in real terms, as a result of
a decline in risk premium following the constitution of
the new Government and tightening of the monetary
policy stance.

In Q2, the dinar appreciated by 1.9% against the euro

relative to a quarter earlier (4.2%, end of period). The

dinar/euro exchange rate fluctuated inside a broad band of

RSD/EUR 78.98 and 83.87. The average exchange rate of

the dinar against the euro was RSD 81.1, while the

strongest daily oscillations were recorded in May (0.8%). 

Exchange rate movements were very much influenced

by political factors. Namely, the national currency

weakened over uncertainties surrounding the outcome of

the May parliamentary elections and continuation of the

European integration processes. With the first signs that

a pro-European government was in the making, supply

Inflation Report

14  According to the volatility coefficient, Belex15 is more volatile than most of the

corresponding indices in the region (Crobex, NTX, SBI10, Sofix, Bet). Only the

Macedonian and Monetenegro stock exchange indices (NEX20, MOSTE, MBI10)

showed a higher degree of volatility in the period under review. 

15  Indices of the most liquid shares in the majority of countries in the region

recorded a decline in Q2. The sharpest decline in stock exchange indices was

recorded in Montenegro (MOSTE: -36.7%, NEX20: -27.6%) and Macedonia

(МВI10: 27.2%). 
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to boost trading and the overall market liquidity, the

National Bank participated in the interbank foreign

exchange market by selling a portion of its net foreign

exchange purchases from exchange dealers via the

Reuters Dealing System (as the price taker).

Following the stabilization of the forex market and a

notable increase in foreign exchange trading volumes,
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of foreign exchange increased and the domestic

currency strengthened. 

At the same time, appreciation pressures intensified as a

result of the key policy rate hikes and decisions to change

the methodology for calculating the foreign exchange risk

and capital adequacy ratios (and the resultant capital

increase by banks) as of 1 July16. 

Foreign exchange inflow from increased direct foreign

borrowing by enterprises and positive signals emanating

from the Belgrade Stock Exchange also generated

appreciation pressures.

During the period under review, the ECB kept its policy

rate unchanged while the FED decided on yet another

policy rate cut (by 25 basis points). The dollar, therefore,

depreciated only slightly against the euro to around

USD/EUR 1.55. In Q2 2008, the dinar appreciated against

the dollar by 6.2% in nominal terms.

As a result of appreciation of the nominal effective

exchange rate for the dinar and faster growth in domestic

relative to foreign prices, the real effective exchange rate

of the dinar rose by 5.9% in Q2 (by 6.2% against the euro

and by 5.1% against the U.S. dollar). 

In early Q2, foreign exchange trading volumes in the

interbank foreign exchange market were still low. In order
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16 www.nbs.rs/export/internet/latinica/20/kpb/2005_adekvatnost.pdf,

www.nbs.rs/export/internet/latinica/20/kpb/2005_rizici.pdf.
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the National Bank suspended its sales from the second

week of May and the exchange rate for the dinar was

thereafter formed entirely with reference to foreign

exchange trading among commercial banks. Average

daily trading in the interbank foreign exchange market

rose from EUR 28.7 million in March to around EUR

125.0 million in June.

In Q2 2008, sales by the National Bank totalled EUR

102.0 million or 1.5% of overall trading in the interbank

foreign exchange market. National Bank’s participation in

spot foreign exchange trading in the interbank market

declined from 6.0% in Q1 2008 to 1.7% in Q2.

Both EMBI17 and five-year CSD18 spread for Serbia point

to an increase in investors’ propensity to invest in Serbia

following the constitution of the new Government and the

subsequent decline in risk premium. The upward trend in

the EMBI index (in place since mid-2007) reversed in Q2.

At end-Q2, the yield on Serbian sovereign bonds traded in

the Luxembourg Stock Exchange exceeded the yield on

US Treasuries by around 330 basis points. 

Inflation Report

EUR

Q1 Q2 Total 2008

IFEM 5,929,464,073 6,727,285,908 12,656,749,981

NBS - Banks 291,000,000 102,000,000 393,000,000
Bank - bank 5,638,464,073 6,625,285,908 12,263,749,981

(in % of total trade)

Q1 Q2 Total 2008

IFEM 100.00 100.00 100.00

NBS - Banks 4.91 1.52 3.11
Bank - bank 95.09 98.48 96.89

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

17 Emerging Markets Bond Index.

18 Credit default swap (CDS).
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Is strong dinar an “enemy” of the Serbian economy?

In a country long accustomed to the weakening of the domestic currency1 (over several decades), each instance of exchange

rate strengthening, or even stability, is perceived as a genuine economic earthquake. This view is shared by a number of Serbian

economists who argue that the dinar should be depreciated to as low as RSD/EUR 160, since “strong dinar” has a “devastating

effect on the domestic economy” and is largely to blame for the high foreign trade deficit.  

This assertion, however, has no backing in facts and figures. Namely, though the foreign trade deficit has indeed increased,

Serbia’s economic growth is vigorous and trending up over the medium run in an environment of high real appreciation

(relative to the euro). This, of course, does not mean that real appreciation of the domestic currency is a generator of

economic growth, but rather that economic growth (in an environment of strong inflow of foreign investment) is the

generator of real appreciation. 

As countries in the initial stages of transition are typically less economically developed than industrial countries, it is

realistic to expect them to record higher output growth (as part of the catching up process) and stronger growth in domestic

relative to foreign prices expressed in the same currency (real appreciation). Such has been the experience of countries

ahead of Serbia in the transition process. As Serbia’s economic growth well exceeds growth in the euro area2, real

appreciation is at this point virtually inevitable. 

Therefore, over the medium run, monetary regulators cannot influence movements in the real exchange rate, but only the way

in which real appreciation is “distributed” between the nominal exchange rate and inflation. One option is to allow nominal

appreciation against a background of low domestic inflation. The other is to fix the nominal exchange rate and allow a higher

spillover of real appreciation into inflation.

The third, and, in our view, the least desirable option is to keep trying to offset the difference between domestic and foreign

inflation by depreciating the nominal exchange rate in order to prevent real appreciation. This approach creates a vicious circle

in which nominal depreciation leads to a still higher domestic inflation, which in turn entails further depreciation of the

currency and generates fresh inflationary pressures. In an economy in transition, this race between the exchange rate and

inflation can be won by the exchange rate over the short run only.  

1 In the 1994-2005 period following the hyperinflation, the dinar weakened against the euro 43 times. 

2 In 2007, GDP growth in Serbia and the euro area equaled 7.5% and 2.6%, respectively. 
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Exchange rate depreciation spills over into prices, thereby offsetting its initial effect on the real exchange rate, with striking

regularity (chart 1)3. The same would happen if we decided, for instance, to depreciate the dinar in order to stimulate exports. 

Monetary policy measures can therefore have an effect on the real exchange rate and, possibly, foreign trade balance, over the

short term only (until the prices catch up with the exchange rate), but this comes at a high cost of rising inflation.  

As argued earlier, monetary policy measures and instruments can only influence movements in the nominal exchange rate over

the medium term. In that sense, the National Bank of Serbia is everything but a “hawk,” compared to other East European

transition economies. Namely, during what is frequently referred to as the period of high appreciation of the dinar (since 2001

onwards), the policy stance of the National Bank has been among the least restrictive, second only to the Romanian central

bank (chart 2). And while a majority of national currencies in the transition economies either strengthened or were pegged to

the euro, the Serbian dinar lost 37% of its value during this period. In addition, an analysis of current movements (June 2007

– June 2008) shows that the level of appreciation against the euro was much higher in many countries with the fluctuating

exchange rate (the Czech Republic – 17.4%, Poland – 12.8%, Slovakia – 12.2%) than in Serbia (1.1%).

To conclude, in an environment of strong economic growth and high foreign exchange inflow, both real and nominal

appreciation of the national currency are likely to occur. Any attempt to depreciate the domestic currency in order to stimulate

economic growth will pose a threat to macroeconomic stability which, over the long run, is the single best guarantee of

economic development. 

3 The longer lag in the effect of the exchange rate on prices in the 1999-2000 period came as a result of increased regulation, i.e. fixing, of prices in this period.

The effects of depreciation from 1999 were fully felt only after the liberalization of prices in October 2000.
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generate disinflationary effects and moderate core

inflation growth. In the period ahead, core inflation will

continue to be driven primarily by movements in

international oil and commodity prices.

Prices of oil and commodities

The pressure on oil prices continued unabated, driving

them to one peak after another. On the last day of Q2, the

New York Mercantile Exchange closed on the price of

USD 135 per barrel for Ural and USD 139 pb for Brent

oil. Just a day earlier, a barrel of Texas light crude reached

USD 143 at one point in trading on that day.  

The immediate cause of the most recent leap in oil prices

were geopolitical tensions. Namely, Libya threatened to

cut oil production in response to announced enforcement

of sanctions against OPEC members, while Iran, the

fourth largest oil producer in the world, threatened to

close the Hormuz Straits for oil tankers in the event of

an Israeli military strike. In addition, an ever increasing

number of analysts were predicting a rise in oil prices

ranging from USD 170 (OPEC president) to USD 250

(chairman of the Gazprom’s Board of Directors).

Forecasts were also released by renowned investment

firms. Goldman Sachs, for instance, predicted three

years ago that the price of oil, standing at USD 55 at the

time, would exceed USD 100. In early May 2008, the
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2. Import prices

Following its robust growth in Q1, imported inflation
turned negative in Q2. Its rise was prevented by the
nominal appreciation of the dinar despite the increase in
inflation in EU and USA, the strongest in the several last
decades. The decline in imported inflation, however,
failed to slow down the increase in core inflation as
inflation expectations and international oil and
commodity prices kept rising.

In the second quarter of 2008, imported inflation was

negative at –8% p.a.19 The decline may be attributed to a

14.3% appreciation of the nominal effective exchange

rate of the dinar20 (per annum average), and came about

despite growth in inflation in the EU and USA21 by 7.4%

(per annum average). Given the onset of appreciation

pressures already in late Q1, this negative growth in

imported inflation in Q2 was quite expected. However,

the fall in imported inflation failed to induce a

corresponding decline in core inflation, which actually

accelerated on the back of skyrocketing oil and

commodity prices and growing inflation expectations.   

Given current movements in the exchange rate, the

prevailing appreciation pressures, and the anticipated

curbing of inflation in the EU and USA, Q3 is likely to

see a further decline in imported inflation, which may

19 Annualized ratio of averages for two consecutive quarters.

20 EUR 70%, USD 30%.

21 Weighted average inflation figures for the EU and USA (70:30) were used in the

calculation of world inflation.
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very same analysts set the likely price of oil over the

next 6–24 months between USD 150 and 200 per barrel.

After quite a while, oil prices recorded a first

significant decline (by around USD 15) in the second

half of July. Though it may be too early to draw any

conclusions as to the reversal of price movements, this

decline will no doubt lead to a drop in petroleum

product prices, even if only a short-term one.   

Other commodity prices also recorded strong growth

from the beginning of the year to date. The price of

copper, for instance, reached record levels in March,

soaring to USD 8,820 per ton.  It rose again in July on

the news of miners’ strike in Peru, the world’s second

largest copper producer.            

The price of gold recorded yet another increase amid

mounting inflationary pressures, reaching around

USD 940 per troy ounce at end-Q2. As cereal prices

show no sign of declining, it seems likely that

inflationary pressures will also be generated by the

growth in food prices.   

Inflation Report
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Economic policy response to rising commodity prices  

Nearly all players in the oil market agree that the mismatch between oil supply and the ever increasing oil consumption in

fast-growing economies is what lies at the core of the unrelenting price hike. However, the question arises as to why it took

five years (2002–2007) for oil prices to climb by USD 60 pb, and just one for them to climb by the same amount in 2007. 

Rules of thumb that enabled oil traders and analysts to predict movements in oil prices seem no longer to apply. To

illustrate, ever since the oil shock of the 1970s, it was believed that softer US economy meant lower energy prices, and

yet, though US economy has slowed down, oil prices have been soaring, hitting one record after another. 

There is also an apparent disagreement on the role of energy market speculators, especially the role of the new category

of financial investors (pension and hedge funds) which tend to regard oil and other commodities as yet another instrument

for boosting their profits. Although the real extent of their impact on oil prices is not fully clear, trading in oil futures by

these financial investors is often cited as the reason for sky-high oil prices. One of the assumptions once held is that the

spot oil price is always higher than the future price, whereas now the future price is higher than the spot price. This possibly

reflects market concerns over future oil supply. It is estimated that demand will outpace production in the coming years so

the refineries should boost their inventory levels. In such circumstances, prices will continue up until global thirst for oil

is quenched, while in the current situation oil demand continues to rise despite sky-rocketing prices.

Some analysts are looking for new ways to explain the causes of the rapid rise in oil prices. Some say that the steep slump

in the dollar’s value has induced investors to buy commodities to hedge against inflation. Others, however, argue that there

has been a very small degree of correlation between the value of the US dollar and oil prices over the past thirty years.   

In the food markets, unfavourable weather conditions, rising fuel costs, growing biofuels production, and, more recently,

trade restrictions have added to upward price pressures.  On the supply side, production of the major food crops has not

kept up with the rising demand in emerging and developing countries, while biofuels production in advanced economies

has only fuelled demand growth further. Apart from this, a growing number of food exporters have begun to use trade

policies to raise domestic food supplies and lower domestic prices, with lower exports of major producers putting pressure

on world prices.

Looking forward, oil and food prices are expected to ease only moderately from recent highs as more resources need to

move into the sectors to alleviate supply constraints. Food prices are expected to ease only gradually in the short-term,

while a more substantial easing is expected in the medium term. Expectations of better harvests in 2008–09 have already

led to significant easing in wheat prices. The April World Economic Outlook assumed an increase in fuel and food prices

between 2007 and 2008 of 34.3% and 18.2%, respectively.  

Generally, growth in fuel prices tends to exert stronger impact on the balance of payments than growth in food prices

as fuel accounts for a much larger portion of imports (in middle-income countries, the value of fuel imports is nearly

double the value of food imports). According to the IMF survey1, growth in fuel prices will have a high adverse impact

in 48 low-income countries and 33 middle-income countries, implying a loss of foreign exchange reserves exceeding

0.5 months of imports. Potential growth in food prices by an additional 20% would have smaller repercussions.

According to the survey results, in the event of a 20% rise in fuel prices (relative to the WEO projection), Serbia would

suffer a loss in foreign exchange reserves of around 0.8 months of imports, whereas an equal rise in food prices would

have no consequences at all.

1 Food and Fuel Prices Development, Macroeconomic impact, and Policy Responses, June 2008.
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Higher food and fuel prices have already led to substantial increases in headline inflation, particularly in low-income

countries. In many countries, though, the appreciation of the nominal exchange rate vis-à-vis the US dollar during 2007 has

provided some relief from the higher international prices. The increase in food prices had a larger direct effect on headline

inflation than the rise in fuel prices, particularly in low-income countries. The share of food in their consumer baskets is

significantly below the direct share of petroleum products (in Serbia 35:4 in favour of food). Nevertheless, it should be taken

into account that the weight assigned to petroleum products in CPI underestimates the significance of fuel which is an

intermediate input in the production of most products and services. On the other hand, the weight of spending on food in CPI

overestimates the significance of food as it includes a much broader group of products whose prices are subject to both direct

and indirect effects of the rising commodity prices. 

Increasing world prices of fuel and food products present a difficult policy challenge for governments. Passing these price

increases on to consumers results in a decrease in real incomes for households. On the other hand, passing through the higher

prices encourages producers to increase supply and consumers to decrease demand, thus either reducing the adverse impact

on the current account balance of net importing countries or increasing the gains to net exporting countries. It is certain that

without the increases in supply and reductions in demand engendered by full pass-through of world prices, the upward

pressure on domestic prices will be further exacerbated.

In this context, one logically wonders as to the potential impact of changes in the taxation and subsidy policies. Thirty seven

of 147 countries responding to the above survey decreased their fuel tax rates from 2006 onwards, while forty countries

reported increases. The largest decrease in fuel tax rates was reported by Asian countries, and the largest increase by high-

income OECD countries. Policy responses adopted by governments to address food price growth were somewhat different.

Food import taxes were decreased in 76 countries and VAT in 22 countries. Some exporters of key food products have

introduced quantitative restrictions on export volumes or increased export taxes to reduce domestic food prices. Export

restrictions were imposed by at least 30 countries. Some even increased public sector wages to compensate workers and

pensioners for higher prices. 

According to the IMF, higher global commodity prices should be passed through to consumers and producers alike so as

to preclude negative effects on the rest of the market. A complete pass through of higher world prices to domestic prices

would lead to market self-regulation, safeguarding public finances from excessive expenses and easing price volatility.

This would, of course, result in a significant decline in the real income of households, particularly in low-income countries,

which would have to find appropriate solutions to protect the poor. The best policy option in this case would be targeted

cash or food transfers.



financial sector remains dominant in the composition of

total foreign direct investment, with a share of around

30% (Unicredit bank, Banka Intesa). The largest

individual share was that of U.S. Steel Serbia, which

accounted for around 19% of total investment. Investment

in trade, real estate and telecommunications (NCA

Investment group, Topnet) accounted for around 21% of

total investment, while the share of investment in industry

lagged well behind. 

The downward trend in portfolio investment, in place

since early 2008, continued. 

In Q2, total disbursement of credits decreased and credit

repayments increased relative to the same quarter a year

earlier. Net borrowing by banks declined due to a drop in

fresh borrowing, while net borrowing by enterprises

declined due to increased repayments. The value of

financial loan obligations of the government and the NBS

increased, as a result of a rise in new borrowing and a

decrease in repayments.

Total foreign debt servicing (interest and principal

repayment) increased by around 30%, year-on-year, to

reach 9.9% of GDP. The ratio of foreign debt servicing to

exports of goods and services dipped to 31.8%. 

As a result of the above movements and after more than a

year (Q1 2007), in Q2 the overall balance of payments ran
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3. Balance of payments

Serbia’s balance of payments deteriorated in Q2 2008.
The surplus on the financial and capital account was
not sufficient to offset the high current account
deficit, which resulted in a decline in foreign
exchange reserves.

Current account

In Q2, Serbia's current account deficit reached USD 2,714

million or 20.7% of GDP.

Current account deficit widened primarily on account of

an increase in the deficit on trade in goods and services,

but also due to a rising deficit on the income account.

Moreover, the surplus on current transfers was lower than

in the comparable period a year earlier.

As the deficit on trade in goods and services widened by

52.4% relative to the comparable period a year earlier, its

share of GDP increased as well (25%).

Year-on-year growth in exports (43.1%) fell somewhat

short of growth in imports (47.7%). The deficit on trade

in goods resulted primarily from trade in energy and

capital goods, but a portion of the deficit was offset by a

surplus on trade in iron and steel.

Capital and financial account

The overall balance of payments deteriorated as the

surplus on capital and financial account was not sufficient

to offset the high current account deficit recorded in the

second quarter.

The surplus on the financial account increased by 135%

and its share of GDP climbed to 18.3%. Excluding

changes in NBS foreign exchange reserves and foreign

currency assets of commercial banks and other sectors

from the financial account (currency and deposits, net),

capital inflow to Serbia shows an increase by 19.4% in Q2

2008 relative to the comparable period a year earlier. Its

share of GDP, however, declined over the same period. 

The direct investment account recorded a surplus of USD

879.1 million (6.7% of GDP), compared to a deficit in the

comparable period a year earlier.22 Investment in the

22 In Q2 2007, a deficit of USD 253.7 million (net) was recorded on the direct

investment account as a result of purchase of Telekom of the Republic of Srpska.

Table III.3.1 Balance of payments in % of GDP

II 2007 II 2008

Current account -14.7 -20.7
Balance of goods and services -22.7 -25.0

Income -1.6 -2.6
Current transfers 9.7 6.9
Capital account 0 0.1
Financial account (excluding changes 
in foreign exchange reserves) 16.7 14.6
Direct investment - net -2.7 6.7
Portfolio investment - net 2.6 -0.5
Commercial credits - net 1.3 -1
Financial credits - net 14.8 9.1
Currency and deposits - net 0 0.3
Other 0.6 0
Errors and omissions - net 3.9 2.3
Overall balance 5.9 -3.7
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a deficit of USD 485.4 million (3.7% of GDP), which led

to a decline in foreign exchange reserves.

At end-Q2, foreign exchange reserves of the National

Bank of Serbia amounted to USD 14,382.6 million (EUR

9,107.5 million), which is a decline by 4.7% from a

quarter earlier. Foreign exchange reserves currently cover

close to 7 months of imports of goods and services.

The main contribution to the decline in NBS foreign

exchange reserves came from lowered reserve

requirement for banks (contribution of 2.5 pp), repayment

of obligations in respect of frozen foreign currency

savings and economic development loan (contribution of

1.7 pp), National Bank’s participation in the IFEM

(contribution of 1.2 pp) and change in the market value of

foreign securities. 

The main inflows to the NBS foreign exchange reserves

came from net purchase of foreign exchange in respect

of exchange transactions of the National Bank

(contribution of 1.4 pp), temporary payment transactions

with Kosovo and Metohija (contribution of 0.5 pp) and

foreign loans and grants to the government (0.4 pp and

0.3 pp, respectively). 

At end-Q2, overall foreign exchange reserves of the

Republic of Serbia came to USD 15,687.2 million (EUR

9,933.6 million).

In Q2 2008, only EUR 417.1 million of reserve money

was created against net foreign exchange transactions of

the NBS. Contributors to reserve money growth included

direct foreign exchange transactions and foreign

exchange purchases in respect of exchange transactions of

the NBS (EUR 398.2 and 130.8 million, respectively),

while National Bank’s participation in the interbank

foreign exchange market resulted in a decline in reserve

money by EUR 112.0 million. Within direct foreign

exchange transactions of the National Bank, a total of

EUR 272.9 million was purchased from the government,

while foreign exchange receipts generated through other

direct transactions and temporary payment transactions

with Kosovo and Metohija increased the reserve money

by EUR 75.3 million and EUR 50.0 million, respectively.

In Q2 2008, National Bank’s participation in the foreign

exchange market23 came to 3.6%, which is a slight decline

from a quarter earlier (4.2% in Q1).
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II III IV I II
NBS foreign exchange 
reserves (growth in %) 5.2 9.1 5.6 6.1 -4.7

Foreign exchange market 3.8 2.7 2.8 -1.3 0.7
         Exchange 
         transactions 4.4 2.9 3.0 1.3 1.4
         NBS's foreign 
         currency net-sale 
         in the IFEM -1.1 -0.7 -0.7 -3.0 -1.2
         Temporary payment 
          transactions1) 0.5 0.5 0.6 0.4 0.5

Reserve requirement on 
foreign currency deposits 
and credits, and new foreign 
currency savings deposits 1.5 1.2 -1.9 0.0 -2.5
Foreign credits to 
government 0.2 0.3 0.2 0.1 0.4
Grants 0.1 0.2 0.2 0.1 0.3

Frozen foreign currency 
savings deposits and 
Economic Development 
Loan -1.8 -0.7 -0.2 -0.1 -1.7

Other2) 1.4 5.5 4.4 7.2 -1.8

2) Includes privatization receipts, IMF credit, etc.

Table III.3.2 Contribution to NBS foreign exchange 
reserves growth 
(in percentage points) 

2007 2008

1) Payment transactions with Montenegro (until 26 June) and Kosovo 
and Metohija.

Forex 
market1)

Direct 
transact-

ions2)

Exchange 
offices1)

Total net 
foreign 

exchange 
transactions

EUR -284.0 221.5 123.5 60.9
RSD -23,531.1 18,128.4 10,130.1 4,727.4

EUR -112.0 398.2 130.8 417.1
RSD -9,159.4 32,175.8 10,609.7 33,626.1

EUR -396.0 619.7 254.3 478.0
RSD -32,690.5 50,304.2 20,739.8 38,353.5

Table III.3.3 Net foreign exchange transactions of the NBS 
with an effect on the monetary base
(in millions)

2) Includes net foreign exchange transactions with the government, state
authorities, temporary payment transactions with Kosovo and Metohija
and other net foreign exchange transactions (e.g. revenue and
expenditure of the NBS in respect of transactions with foreign exchange 

Q2

Total 2008

Q1

1) Includes net inflow/outflow of foreign currency in respect of
purchase/sale of foreign currency by the NBS in the interbank foreign
exchange market and in respect of exchange transactions.

23 In addition to interbank trading, forex market trading also includes trading

between banks and the NBS, on one side, and their clients and exchange dealers,

on the other, as well as trading between the NBS and the government and other

direct foreign exchange transactions of the NBS.



As expected, the relaxed fiscal policy stance in Q2 was

another source of money creation. In the period under

review, the government drew down almost half of its

deposits held with the NBS for the payout of frozen

foreign currency savings and for other purposes. In June,

government deposits in dinar accounts increased slightly.

By contrast to reserve money, dinar monetary aggregates

continued to decline. After a slump early in the year and

a short-lived rebound in May, both currency in circulation

and enterprise and household dinar deposits declined

further in June. This was most probably due to the

National Bank’s decision to abolish mandatory down

payment on loans taken out in dinars, but also to increased

drawing of time dinar deposits by the enterprise sector. 

The decline in money supply M3 resulted from a drop in

dinar deposits, but was also caused by the appreciation of

the dinar, given the steady rise in euro-denominated

foreign currency savings. At end-Q2, household savings

equalled EUR 5.3 billion, up by 6.5% on end-Q1, which

makes up around 46% of money supply M3. However, the

composition of household foreign currency savings

worsened slightly with an increase in the share of short-

term savings deposits, particularly deposits maturing in

less than 3 months. 

Relative to Q1, lending activity and net foreign currency

transactions contributed less to money supply growth

(M3). The contribution of net foreign exchange

transactions was in fact negative, as banks drew on their
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4. Monetary Flows

Money supply declined in Q2 2008, primarily as a result
of increased withdrawal of enterprise and household
deposits. Lending activity of domestic banks slackened
further, while direct enterprise borrowing abroad
continued, without, however, creating any significant
inflationary pressures.  

Monetary Aggregates

Reserve money increased in Q2 2008, mostly as a result

of the recently introduced requirement for banks to

allocate 10% of their foreign currency required reserves

in dinars. In May and June, this source contributed RSD

40 billion to money creation. 

Net foreign exchange transactions provided a negative

contribution to reserve money growth. Hence, the only

sources of reserve money creation were dinar

transactions, open market operations and transactions

with the government.

Contrary to expectations and despite two key policy rate

hikes in Q2, open market operations did not result in

money withdrawal. As banks drew on the proceeds from

previously purchased repo securities to finance their

obligation to allocate 10% of foreign currency required

reserves in dinars, the stock of these securities declined by

around RSD 19 billion during Q2. 
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foreign exchange reserves in order to settle their foreign

obligations. The contribution of bank lending declined

due to tightened price terms and more stringent credit

rating criteria on foreign currency-indexed loans. Namely,

mandatory down payment on such loans was raised from

20% to 30% of the loan value. 

Even in the long-term perspective, money supply growth

seems to be slackening. Year-on-year M1 growth, for

instance, declined from 18.1% at end-Q1 to 14% in June.

Broader money categories displayed similar trends.

Although the relationship between money supply and

inflation is very difficult to determine over the short

run, a notable decline in year-on-year rates relative to

2007 seems to indicate that inflationary pressures

originating from this source could be expected to

weaken over the medium run. 

Bank Lending

Lending activity of banks slowed down further in Q2.

Lending to enterprises and households increased notably

less than in Q1 – by RSD 43 billion. Lending to

households grew at a slower pace (3.1%) than lending to

enterprises (6.1%). As the share of foreign currency-

indexed loans was higher for households (around 65%)

than for enterprises and the national currency

strengthened in the meantime, the slackening of

household credit growth can partly be attributed to the

appreciation of the dinar, but also to continued tightening

of the monetary policy stance.

The cost of domestic borrowing increased on the back of

key policy rate hikes, thereby prompting enterprises to

resort to direct borrowing abroad. In late June, foreign

debt of the enterprise sector reached USD 15 billion. Total

credit to GDP currently stands at around 70%, which

roughly equals the average for transition economies.

To finance their lending activity, banks mostly relied on

domestic sources, primarily the increase in household

foreign currency savings. Further, banks resorted to

drawing on core capital increases, but refrained from

fresh borrowing abroad for lending purposes. 

Following a rise in Q1, borrowing by republic and

government authorities declined towards the end of Q2.

In May, borrowing by local governments intensified and

that by public enterprises subsided. In June, bank claims

on public enterprises remained unchanged.

Short-term loans, particularly enterprise loans, recorded

faster growth in the period under review, which indicates

that enterprises mostly borrowed for the purposes of

foreign debt repayment and purchase of raw materials and

intermediate goods. On the other hand, slackened growth

II III IV I II

M3 5.3 12.3 16.7 4.2 -0.8 100.0
   Foreign currency 
   deposits 10.2 10.9 10.3 14.1 -0.8 63.7

   2 9.8 15.1 26.8 -9.6 -0.9 36.3

    Time and 
    savings 
    deposits

18.1 33.6 38.3 -4.3 -1.7 13.5

    1 6.6 7.9 21.2 -12.5 -0.4 22.8
      Demand 
      deposits

5.6 12.0 23.0 -14.4 0.0 15.2

      Currency in 
      circulation

8.5 0.5 17.7 -8.7 -1.2 7.6

Share in 
M3 

(June)

2007 2008

Table III.4.1 Growth rates of monetary aggregates
(in percent)
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in domestic long-term loans and continued long-term

borrowing abroad show that enterprises resorted

primarily to foreign sources to finance investment in

equipment and technology. 

At end-Q2, household loans rose only mildly  relative

to Q1. The composition of household lending

improved, as the share of housing loans rose to 32.4%.

The decline in cash and consumer credits (RSD 6.9

billion) was the major contributor to the slowdown in

overall household lending growth. Housing loans

increased by RSD 8.1 billion, while credit cards loans

and use of account overdrafts rose by RSD 5 billion.

However, a negative trend of increase in bad and non-

performing loans was also recorded.

In a long-term perspective, lending activity appears to

be slowing down. End-June year-on-year credit growth

came to 32.5% or 6.4 pp down on end-March. Growth

in household credits continues to outpace that in

lending to enterprises, but this is mostly due to a lower

calculation base.

In real terms, domestic bank credits to enterprises and

households and direct borrowing by enterprises abroad

moved below their long-term trend, although cross-

border lending continues unabated. A comparison of

movements in the real credit gap, as an indicator of

aggregate demand, with movements in the output gap, as

measured by gross value added excluding agriculture,

reveals a positive correlation. As the negative real credit

gap in Q2 was accompanied by a neutral output gap, this

source is not expected to generate significant inflation

pressures in the period ahead.  
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The Provision of Long-term Financing, Institutions, and Inflation

One important function of the banking system is to finance capital investment projects that require long-term financial

commitment.  These projects have a large scale and advanced technology, but generate returns only after years of operation.

Banks provide the financing for such projects by transforming short-term liquid deposits into illiquid long-term credits. As a

result, the rate of economic growth is higher in countries where economic agents have easier access to long-term financing.

The analysis of the availability of long-term

financing sources is particularly interesting if one

focuses on the transition countries, as their

financial sector has experienced dramatic changes

over a short period of time. For example,

transition countries have achieved low and stable

inflation, improved their institutions, and

privatized the banking industry. Furthermore, the

share of foreign ownership of banks has increased,

and several countries have improved the access to

information about borrowers by establishing

credit information sharing institutions. Each of the

changes listed above can in itself impact the

availability of long-term financing. 

The chart illustrates the difference between

countries in terms of contribution of long-term

bank credit (with maturity longer than one year)

to the overall bank credit at the end of the first

quarter of 2008. While almost 94% of credit in

Bulgaria has the maturity longer than one year, in the Slovak Republic such credit accounts for less than 57% of the

overall credit. 

Access to long-term financing can be affected by two groups of factors: institutional and economic. From the theoretical

perspective, the differences in the maturity of bank credit in countries described above can be explained by the following

institutional factors:

1) Rule of Law. – If the inefficient legal system makes lenders unable to collect payments of their loans (or if they cannot

do it in a timely fashion), banks would prefer giving short-term credit to control entrepreneurs’ opportunistic behaviour by

using the threat of not renewing their loans. Rule of law, measured by the World Bank index that ranges from -3 to 3,

equalled -0.57 in Serbia at the end of 2007.

2) Bank Ownership. – The government ownership of banks enables the government to choose strategic long-term projects

that private banks would not finance. However, the government ownership of banks may also be associated with

inefficiencies and the transfer of ownership to the private (or foreign) sector might improve information gathering and

processing, and the monitoring of borrowers. At the end of 2006, almost 15% of banks in Serbia were majority state-owned,

while 79% of banks in Serbia were majority foreign-owned.

3) Credit Information Sharing. – When the banks establish information sharing about their borrowers, they can better choose

their clients and projects as they have information of greater quality. In such an environment, banks are no longer forced to

control their borrowers shortening the maturity of loans. Public credit registry has been operating in Serbia since 2002.
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Asides from institutional factors, economic factors that characterize a country can have an important role in the availability

of long-term financing. One of the most important economic factors is inflation. Low and stable inflation can positively

affect long-term financial contracts by lowering the uncertainty about the real value of future nominal payments. Banks are

less willing to commit their funds for longer term in the environment characterized by higher inflation. High inflation,

preventing agents from entering into long-term financial contracts, forces banks and other financial intermediaries to keep

highly liquid portfolios. In such inflationary environment banks are less eager to supply long-term financing for technology

and capital formation, and this has a negative impact on the rate of economic growth. 

In addition to inflation, several other economic factors can influence the credit maturity. Greater banking sector, through the

economies of scale, would have lower monitoring costs, which reduces lending risk and increases the supply of long-term

credit. Volatility of output (as a measure of business risk) decreases the availability of long-term financing, while the GDP

growth (as the measure of investment opportunities) increases the availability of long-term financing. Banking sector

competition can have a dual effect: while the competitive banking sector removes inefficiencies and increases the

availability of long-term financing, a more concentrated banking sector may foster close relationships between banks and

borrowers and increase the availability of long-term financing. The stock market development can also have dual effect on

the maturity of bank credit: while the stock market reveals additional information about borrowers, it also represents an

alternative source of long-term financing.

To establish a statistical relationship between the bank credit maturity and institutional and economic factors, we have

estimated the following equation:

where yi,t is the share of long-term bank credit in the overall bank credit in country i in period t, α is the constant, X is a

vector that includes independent variables (i.e. economic and institutional factors), η is the country-specific effect, and ε is

the error term. Estimates of the β coefficients are presented in the following table.

tiititi Xy ,,,  

The Impact on the Availability of Long-Term financing

Coefficient estimates Statistical Significance

Inflation (in %) -0.215  (0.000)
Rule of Law (World Bank index from -3 to 3) 8.905  (0.009)
State Banks’ Asset Share (in %) -0.264  (0.000)
Foreign Banks’ Asset Share (in %) -0.034  (0.129)
Credit Information Sharing (1 if operates, 0 otherwise) 2.642  (0.024)
Credit / GDP 3.764  (0.005)
Per Capita GDP (in thousands USD) 2.122  (0.036)
Real Per Capita GDP Growth (in %) 1.236  (0.000)
Output Volatility (author calculated index) 0.17  (0.537)
Stock Market Turnover (% of GDP) -6.257  (0.042)
Banking Industry Concentration (asset share of three largest banks) -3.587  (0.309)
EU Membership Dummy -11.792  (0.404)
Constant 57.806  (0.000)

Note: The equation results are obtained using Hausman-Taylor estimation, where the Credit / GDP is assumed to be endogenous. We have used 317 observations

from 11 countries. p-values are shown in parentheses. 
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Inflation is one of the factors that have a statistically significant effect on the share of long-term bank credit in the overall

bank credit in the transition economies. Apart from being statistically significant, this effect has strong economic

implications: if the rate of inflation increases by 5 p.p., the share of long-term credit in overall credit would decrease by 1.1

p.p. Results suggest that inflation, asides from known and more publicized costs, also discourages long-term financial

contracting and banks are unable to invest in long-term project that increase the rate of growth.

The rule of law has a statistically significant impact on the availability of long-term financing, and this impact is positive.

If the increase in the efficiency of legal system leads to an increase in the rating of the country by one index point, the share

of long-term credit in overall bank credit would increase by almost 9%. State ownership decreases the share of long-term

credit, while foreign ownership does not have a statistically significant impact. Countries with higher credit to GDP ratio

also have a relatively higher share of long-term credit, while the countries with credit information sharing institutions have

about 2.6 p.p. higher share of long-term credit. Richer countries (i.e. countries with higher per capita GDP) and faster

growing countries (i.e. countries that have higher per capita GDP growth) have more long-term financing sources. Results

also suggest that the stock market is the alternative source of long-term financing in the transition countries. 



Seasonally adjusted data reveal the same trend. GDP

growth picked up notably in Q1 (15.3% p.a.), while

the growth in NAVA slackened (6.5% compared to

9.3% in Q4 2007, p.a.).

In Q1, gross value added (GVA) contributed 6.8 pp, and

taxes (less subsidies) 1.4 pp, to year-on-year GDP

growth. Although the strongest contribution to year-on-

year GDP growth came from the services sector

(transport activity – 2.5pp, retail and wholesale trade –

1.2 pp and financial intermediation – 1.4 pp), it was still

somewhat lower than in a quarter earlier.

The composition of GDP growth changed in Q1. By

contrast to 2007, when material production24 was the

main factor of slowdown in economic activity growth

(as a result of exogenous factors and the overhaul in US

Steel), the first quarter was marked by an accelerated

increase in material production and a slowdown in

services sector growth.  

Second quarter of 2008

The RS Statistical Office has not yet released any official

GDP statistics for Q2 2008. Economic activity indicators

and our estimates, however, point to a slowdown in GDP

growth in Q2 to around 6.8%, while placing NAVA growth

at about 7.3%. GDP growth slowed down despite a strong
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5. Supply and Demand

Economic activity

Economic activity picked up in Q1 2008 (8.2%).
Although material production gathered momentum,
GDP growth slackened in Q2 to around 6.8% as the
showdown in the services sector continued. Non-
agricultural value added output gap is estimated to have
been neutral in Q2. 

First quarter of 2008

According to the latest report of the RS Statistical

Office, real GDP growth gathered speed in the second

quarter to reach 8.2%. The official statistics thus

exceeded our estimate (7.1%), mostly due to our

underestimation of the item ‘taxes’ (less subsidies). 

A rebound in agricultural activity (up by 0.5% in Q1

compared to a 9-percent decline in Q4 2007) was the

main impetus behind accelerated GDP growth,

especially in view of the slowdown in economic

activity growth (8.7%) measured by the non-

agricultural value added. 
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increase in material production, as growth in services

slackened notably. 

Seasonally adjusted data on quarterly growth rates point to

an evident slowdown in GDP growth in Q2 (2.4%, p.a.).

The slowdown in NAVA growth continued (3.2%).

Data released by the RS Statistical Office also reveal a

year-on-year slowdown in industrial production growth

(2.3%). Seasonally adjusted data, however, seem to

indicate that the three-month trend of decline in

production has been reversed, with production recording

positive growth rates in both May and June. In addition,

industrial production, primarily the processing industry,

also rallied notably.

Increased foreign demand for domestic industrial

products, primarily capital and intermediary goods, is

undoubtedly the main driver of the dynamic increase in

industrial production. 

Construction activity is also looking up, as evident from the

key indicators: government investment spending recorded

a positive year-on-year growth rate, while the decline in the

production of non-metal minerals slowed down.

As weather conditions have been favourable, agricultural

activity is expected to increase notably (especially given

the low base from 2007), which will reflect positively on

the processing industry.

Year-on-year real growth in retail trade slowed down in Q2

(0.9% compared to 12.3% in Q1). This slowdown was

expected, as in April and June 2008, for the first time in

several years, real retail trade declined, year-on-year, to

reflect a notable slump in household demand. Seasonally

adjusted data on quarterly growth rates point to a

pronounced decline in retail and wholesale trade in Q2

(down by 14% p.a. compared to growth by 9% p.a. in Q1).

The decline resulted from a slowdown in real wage growth

and a slackening of growth in household lending. 

The inflationary effects of demand as measured by NAVA

output gap, recorded in the preceding two quarters, waned

in Q2. Economic activity as measured by NAVA moved

around its long-term trend, which could be an indicator of

discontinuation of inflationary demand-side pressures.

Inflation Report
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In the United States, first-quarter GDP grew by 0.9%,

compared to 0.6% in Q4 2007. The main contribution to

GDP growth came from exports. On the other hand,

household spending and property investment declined. In

2008, economic activity is expected to slow down as the

effects of the financial crisis, which first broke out in the

U.S. mortgage market, have spread. Personal spending is

expected to drop, as standard of living deteriorates due to

rising fuel prices. This drop in personal spending will also

be occasioned by the reduced wealth effect resulting from

the fall in property prices. Monetary policy relaxation and

a stimulating fiscal package are expected to have a

positive impact.

Economic growth in Central and East European

countries, including the Czech Republic, Poland,

Romania and Russia, slackened mildly in Q1 2008. In all

of the above countries, rising inflation prompted policy

rate hikes by central banks. Economic activity is expected

to slow down in 2008, though it will remain at a sound

level. In smaller euro area countries, such as Slovakia and

Bulgaria, economic activity was very dynamic, while the

Baltic countries faced a slump in demand. 

Indicators of household spending

Dampened household demand generated no
inflationary pressures in Q2. The main reasons behind
a slowdown in aggregate household demand were
slower wage growth, lower net inflow of foreign
exchange from exchange transactions and faster growth
in savings relative to fresh borrowing.

Based on the decreased share of household revenue (less

increase in savings and plus credit growth) in the

composition of real GDP, it may be concluded that

aggregate household demand generated no inflationary

pressures in Q2 2008.   

The main reasons behind the slowdown in consumer

demand growth in Q2 were as follows:

Wages. The share of net wages from the statistical sample

in estimated GDP was 13.4%, 0.3 percentage points less

than in the comparable period a year earlier. 

Remittances and exchange transactions. Registered

remittances and net inflow from exchange transactions

accounted for 5.8% of estimated GDP, 3 percentage

points less than in Q2 2007.  
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Taking into account estimated real GDP and price growth,

second-quarter nominal GDP is expected to come to

around RSD 680 billion, up by around 19.7% on the same

period a year earlier.

Balance of payments data indicate that the disposable GDP

would, in that case, amount to around RSD 851 billion

(125% of GDP), with exports and imports of goods and

services accounting for 31% and 56% of GDP, respectively.

Foreign demand

First-quarter real GDP growth in the euro area exceeded

all expectations, reaching 0.8% relative to Q4 2007. The

strongest growth was recorded in Germany (1.5%), as a

result of surging investment. Findings of consumer and

business confidence surveys, however, signal a possible

decline in real GDP growth as early as in Q2 2008.  

Despite the financial market crisis and rising prices of

oil and food, the euro area does not suffer from any

major macroeconomic imbalances. The profitability of

the non-financial sector remains sound, with

unemployment down to its lowest rate in 25 years

(7.1%). Lending to households increased by 4.9% p.a.

Projections place euro area economic growth for 2008

between 1.5% and 2.1% (IMF’s estimate is 1.75%),

while GDP growth for 2009 is forecast between 1.0%

and 2.0% (IMF’s estimate is 1.25%). 
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Credits and savings. Borrowing provided households

with an additional source of financing consumption and

amounted to 3.6% of estimated GDP, down by 0.6

percentage points from the same period a year earlier. 

At the same time, household savings picked up and their

share in estimated GDP came to 4.1%, which is 1.4

percentage points higher than in Q2 2007. 

The component of aggregate demand which induced its

growth in Q2 were social transfers. They accounted for

17.2% of estimated GDP, 2.0 percentage points more

than in Q2 2007. 
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Price of Oil and Economic Growth

Oil price fluctuations have considerable consequences on economic activity, but their end effect on economic growth

differs in oil exporting and oil importing countries. In oil exporting countries, for instance, an oil price hike induces

higher production and foreign currency inflow in the initial period, while at the same time leading to real appreciation of

the national currency, which may negatively affect economic activity at a later stage. In oil importing countries, however,

oil price shocks will inevitably have negative consequences on economic growth.

Oil prices have an impact on economic activity through both supply and demand channels. The supply side effects are

related to the fact that crude oil is a basic input to production and, as such, induces an increase in overall production costs,

which are then partly passed on to end consumers (through an increase in prices), but partly also deducted from the

company’s income. The decline in income, in turn, leads to a slump in production and investment. In addition, price

increase dampens demand and consumption, inducing a further decline in economic activity, while a fall in investment

leads to a slowdown in potential economic growth. 

A large body of research suggests that oil price fluctuations have a negative impact on economic activity in oil importing

countries. According to ECB’s research1, conducted on a sample of the main industrialized countries, the largest negative

short-run influence of oil price changes on economic activity takes place within the year of the shock and is reached in

either the third or the fourth quarter after the shock. The impact of the shock becomes very small after the first year, dying

out almost completely after three years. By contrast to price growth, a decline in oil prices has a positive impact on

economic activity in only a few countries from the above sample (e.g. US and UK). IMF research2, on the other hand,

suggests that a permanent oil price hike of 20 percent would reduce GDP growth by some 0.4 percent for the United

States and euro zone, by around 0.3% for the UK and by about 0.2% for Japan. The slackening of economic activity in

the above countries can, therefore, largely be attributed to the close to 200-percent increase in world oil prices in the

period from early 2007 until June 2008. 

Other research3 suggests that both oil price changes and oil price volatility have a negative impact on GDP growth.

Moreover, the same research indicates that the effect of volatility on output is even stronger and more immediate. A

sudden surge in world oil prices after a period of low volatility will have a stronger impact on economic growth than if

it had followed a period of high volatility, as the shock effect results in an increased uncertainty, prompting companies

to postpone investment expenditures. 

In addition, in the countries where the shift of specialized labour and capital from one sector to another is very costly, a

decline in output leads to a rise in unemployment as, after an oil shock, the workers do not change immediately to another

sector, but rather wait for conditions to improve, which impairs the reallocation capacity of the labour4. This effect is

particularly pronounced when oil prices become more variable.

The effects of the most recent oil shock on the Serbian economy are yet to be evaluated. In fact, the latest official statistics

point to a GDP growth of as much as 8.2%, y-o-y, in Q1. In part, this was due to undeveloped competition in the country,

which enables producers and merchants to pass on each increase in costs to the end consumer. This could, however,

seriously dent household demand (real wage growth has already slackened), which may, in turn, induce a slowdown in

production activity in the period ahead. 
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1 R. Jimenez-Rodriguez and M. Sanchez: “Oil price shocks and real GDP growth”, WP No 362, ECB, May 2004.

2  IMF Staff: “GEM A new international macroeconomic model”, OP 239, IMF, 2004.

3 J.P. Ferderer: “Oil Price Volatility and the Macroeconomy”, Journal of Macroeconomics 181, 1996.

4 R. Sauter and S. Awerbuch: “Oil price volatility and economic activity: Survey and literature review”, IEA Research Paper, August 2003.
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In Serbia, the effects of the global rise in oil prices could be alleviated not only by cutting taxes on petroleum products,

but, even more importantly, by liberalizing the market of petroleum products, increasing the efficiency of the Petroleum

Industry of Serbia (NIS) and allowing for free competition by rescinding the Decree on the monopoly of the NIS. Both

of the above measures, however, would have only limited effect. Namely, the cut in taxes would, in itself, not suffice to

offset the effects of a long-term increase in oil prices, but could pose a threat to sustainability of the fiscal policy. And

since oil industry efficiency is limited by an inadequate petroleum processing technology, there is no efficient way to

completely remove the negative consequences of continuous growth in oil prices. 
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88.8% (68.8% in real terms), and outlays for social

benefit payments by 32.3% (18.3% in real terms).

Even with no budget revision, fiscal policy stance is

likely to loosen further over the coming period, and if

promises of higher social benefit payments are acted

upon, budget deficit could easily reach 2–2.5% of GDP
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Public consumption

Q2 saw a budget deficit of RSD 22.3 billion, as
calculated by the IMF methodology. The effect of
consolidated budget on aggregate demand was
equivalent to the creation of RSD 33.7 billion.  

Total consolidated revenue of the budget of the

Republic of Serbia, excluding grants, reached 271.9

billion in Q2 2008 (up by 16.9% in nominal and 4.4%

in real terms on the same period a year earlier), while

total consolidated expenditure came to RSD 294.2

billion (up by 35.9% in nominal and 21.5% in real terms

on the same period a year earlier), resulting in a budget

deficit of RSD 22.3 billion. The ratio of budget deficit

to GDP equalled 3.27%. 

The effect of budgetary flows on aggregate demand was

equivalent to the creation of RSD 33.7 billion.  The

resulting difference to the above budget deficit is for its

major part attributable to the repayment of debt in respect

of frozen foreign currency savings (RSD 12.7 billion),

which is not included in the calculation of deficit, but

increases aggregate demand.  

The share of budgetary revenue in GDP declined. Had it

not been for the Q3 2007, the share of budgetary revenue

in GDP in Q2 would have been the lowest in the past two

years, whereas the share of budgetary expenditure in GDP

would have been the highest in the past three years had it

not been for the high elections-related public spending in

the fourth quarter of either 2007 and 2006.   

Tax on profit was practically the only revenue category

that recorded significant year on-year growth (45.6% in

nominal and 30.1% in real terms). However, as tax on

profit does not have a significant weight in the overall

sum due to the low rate and base, its growth did not

reflect on total revenue growth. The same goes for

customs revenue and income tax receipts, which,

admittedly, also recorded milder growth.  The most

significant revenue items, VAT and excise duty,

performed badly in Q2. In real terms, VAT revenue rose

by 5.8% on the same period a year earlier, while excise

duty revenue declined by 5.3%.  

Strong growth in several categories of current

expenditure continued in Q2. This mainly referred to

outlays for subsidies, employee wages and social

benefit payments. Growth in capital expenditures also

stepped up, reflecting on the overall fiscal result.

Relative to the same period a year earlier, outlays in

respect of wages rose by 24% in nominal terms (10.8%

in real terms), outlays for subsidies by as much as
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p.a. Though considered to be within tolerable limits by

European standards, we have to ask ourselves whether

such a deficit is acceptable in a high inflationary

environment currently prevailing in our country.

Information on the execution of the budget of the

Republic of Serbia is for the first time included in the

Inflation Report to highlight the problem of higher than

proportionate current expenditures (most notably outlays

Inflation Report

2008 Indices Indices,
real

Q1 Q2 Q3 Q4 Q1 Q2 Q2 2008
Q2 2007

Q2 2008
Q2 2007

I. Consolidated revenues and grants 220.36 232.94 240.56 281.74 263.02 272.45 117.0 104.5

  o/w grants 0.13 0.27 0.35 0.42 0.16 0.52 192.8 172.3

II. Consolidated expenditures and debt repayments 219.91 230.14 259.82 343.19 261.18 308.96 134.3 120.0

   foreign debt repayment 1.32 0.47 2.07 0.81 1.30 2.01 428.3 382.8

   frozen foreign currency savings repayment 0.59 13.19 3.75 8.94 0.50 12.71 96.4 86.1

   debt pre-payment 0.00 0.00 0.00 0.00 0.00 0.00 100.0 100.0

III. Consolidated revenues without grants 220.23 232.67 240.21 281.32 262.86 271.94 116.9 104.4

IV. Consolidated expenditures and debt repayments 
(excluding foreign debt repayments, pre payments and FFCD 
repayments)

218.01 216.48 254.00 333.44 259.39 294.25 135.9 121.5

Fiscal balance - IMF methodology (III - IV) 2.23 16.19 -13.79 -52.13 3.47 -22.31 -137.8 -123.1

GDP 506.30 568.87 620.02 681.27 609.33 681.31 119.8 107.0

Fiscal balance - IMF methodology in % of GDP 0.44 2.85 -2.22 -7.65 0.57 -3.27 -115.0 -102.8

Source: Calculation based on RS Ministry of Finance data.

2007

Table III.5.1 Fiscal balance
(by quarter, in RSD billion)

Indices Indices real

Q1 Q2 Q3 Q4 Q1 Q2 Q2 2008
Q2 2007

Q2 2008
Q2 2007

Total expenditure and debt repayment1) 220.0 230.1 259.9 342.1 261.2 308.8 134.2 119.9

Outlays to households: 150.5 156.4 167.1 183.6 182.8 200.7 128.3 114.6
      Net wages 53.1 57.5 59.4 69.7 63.9 71.3 124.0 110.8
      Employee contributions 9.4 10.5 10.8 12.3 11.3 12.4 118.2 105.6
     Social transfers 88.0 88.4 96.9 101.6 107.6 117.0 132.3 118.2
          Pensions and unemployment benefits 70.2 72.0 74.6 79.4 84.8 91.7 127.3 113.7
          Social benefits 15.1 13.7 19.4 18.3 19.1 20.7 151.1 135.0
          Other transfers to households 2.7 2.7 2.8 3.9 3.6 4.6 170.4 152.3
Subsidies 9.5 11.8 20.0 26.5 13.4 22.2 188.1 168.1
Material expenses 27.1 32.8 36.4 56.6 34.3 43.1 131.4 117.4
Investment 17.9 15.3 22.2 50.6 10.6 21.1 137.9 123.2
Interest expenses 5.8 3.1 4.2 2.9 5.3 2.5 81.8 73.1
Debt repayment 10.9 13.8 5.8 14.2 7.0 14.7 106.8 95.4

      Payments in respect of frozen f/c savings 
      and pension arrears

9.6 13.3 3.8 13.4 5.7 12.7 95.5 85.3

      Foreign debt repayment 1.3 0.5 2.1 0.8 1.3 2.0 400.0 357.5
Repayment of outstanding internal debt 4.5 0.4 3.1 -1,53) 4.4 3,4 848.7 758.4

Other2) 7.7 7.4 14.9 20.0 19.0 16.9 227.5 203.3

1) The sum does not include employee contributions and repayment of outstanding internal debt. 
2) Item Other includes: transfers to Kosovo and Metohija, net borrowing and other current expenses. 
3) Cancellation of debt repayment towards the NBS (RSD 2.6 billion), shown in Q1 2007.
Source: Calculation based on RS Ministry of Finance data.

2007

Table III.5.2 Consolidated public expenditure
(by quarter, in RSD billion)

2008



expenditures (relating mainly to construction works),

practice has shown that they hardly ever reach the amount

planned until year-end, while capital expenditures (which

are, as a rule, more problematic in terms of generating

inflationary effects) tend to be revised upwards. 
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for social benefit payments, wages and subsidies) and less

than proportionate capital expenditures. 

Although low capital expenditures in the first half of the

year are partly due to the very nature of these

       Cumulative
(in RSD billion) In %

I. TOTAL REVENUE        319,795.1      50.0%

CURRENT REVENUE       319,316.3      49.9%

1. Tax revenue       284,453.9      47.7%

1.1. Income, profit and capital gains tax         55,465.8      52.3%

1.3. Value added tax       150,146.0      48.2%

1.3. Excise duty         45,967.6      41.3%

1.4. Tax on international trade and transactions         31,734.6      51.5%

1.5. Other tax revenue           1,139.8      19.6%

2. Non-tax revenue         34,862.5      80.3%

3. Grants              478.8      

4. Transfers                    -        

CAPITAL REVENUE                    -        
II. TOTAL EXPENDITURE excl. repayment of foreign debt, frozen fx savings

and ec.dev. loan       342,080.7      49.5%

CURRENT EXPENDITURE       308,904.4      52.5%

1. Employees         89,388.2      50.6%

2. Goods and services         22,407.5      48.9%

3. Payment of interest           7,334.4      42.8%

    of which interest on foreign debt           7,251.1      46.0%

4. Subsidies         22,162.5      56.0%

5. Social insurance rights         44,335.2      66.5%

6. Other expenditure           5,316.7      56.8%

CURRENT TRANSFERS       117,959.9      50.7%

CAPITAL EXPENDITURE         12,793.3      19.4%

III. PROCUREMENT OF FINANCIAL ASSETS         15,190.0      58.2%

IV. REPAYMENT OF PRINCIPAL         21,704.2      44.9%

1. to domestic creditors         18,401.7      47.0%

    of which frozen fx savings and economic development loan         13,208.8      46.9%

2. to foreign creditors           3,302.5      35.9%

Table III.5.3 Execution of the budget of the Republic of Serbia, January-June 2008                         
(IMF methodology)
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Macroeconomic effects of government bond issues

According to announcements from the Ministry of Finance, the Government of the Republic of Serbia will resume

issuing bonds in September. These bonds will most probably be dinar-denominated, and their total nominal value is likely

to be between 30 and 35 billion dinars. Other features of the forthcoming bond issue are still not known. Experience of

transition economies suggests that the features of government bonds largely depend on the specific economic attributes

of the issuing country.

In terms of macroeconomic effects, interest rate is what matters the most. Countries with a history of interest rate and

exchange rate volatility (for instance, Latin American countries) traditionally issue variable rate bonds. Fixed rate bonds,

on the other hand, are typically issued in the Middle East, Asia and Central Europe. In highly dollarized economies, such

as Peru, interest rate is mainly indexed to the exchange rate. Bonds of this type are then used to hedge against currency risk.

Inflation targeting countries (e.g. Israel and Chile) tend to link to inflation their government bond interest rates so as to

signal to the general public that the government is pursuing a proactive anti-inflationary policy. In fact, government

commitment to achieving low interest rate (low inflation) and minimizing the costs of borrowing indirectly leads to the

lowering of inflation expectations. Movements in the secondary market of government bonds serve as an indicator of

inflation expectations, and thus, represent one of the key inputs to the monetary policy decision-making process. However,

despite the compatibility between inflation linked bonds and IT strategy, inflation targeters are increasingly switching to

fixed rate bonds as they have proved to be the focus of investor interest.

Macroeconomic effects of bond issuing also depend on some other features of the primary (e.g. selected auction method,

restrictions on the number of auction participants and bid price levels, participation of primary dealers, etc.) and secondary

bond issue (e.g. the role of central bank and the Ministry of Finance in the secondary market, rules and legislation on trading

in the secondary market, etc.). As these features of the forthcoming issue of government bonds have not yet been specified,

it is very difficult to assess their future macroeconomic effects.

Empirical studies on transition economies1 show that high-inflation countries tend to issue government bonds of shorter

maturity2. However, bond market maturity structure will be more varied in a low inflation environment as such environment

ensures investor confidence in longer maturities. Besides, bonds are in most cases issued by countries running budget

deficits and marketed domestically if, at the same time, such countries have a significant share of foreign capital inflow in

GDP. Namely, in most transition economies, foreign capital inflow is sterilized through central bank issues of short-term

treasury bills, while governments only later begin releasing issues of longer-term bills for the same purpose.

No correlation has been established between inflation and the value of issued bonds in transition economies. As the sale of

government bonds to economic entities (other than the central bank) does not lead to an increase in reserve money, it does

not produce any direct inflationary pressures3. However, inflationary pressures may emerge if the deficit is long-lasting and

the maturity structure of bond issues and consumption is mismatched.

Inflation Report

1 BIS Papers No.11, The Development of Bond Markets in Emerging Economies, 2002, Bank for International Settlements, Switzerland.

2  Low-inflation countries generally tend to issue bonds of longer maturities (15–30 years), which could be interpreted as a sign of an adequate maturity

matching of assets and liabilities in their budgets (i.e. using longer-term borrowing to finance longer-term investments, such as investments in

infrastructure, etc.).

3 According to Mishkin (The Economics of Money, Banking and Financial Market, 7th edition, Addison-Wesley Series in Economics, 2004), a deficit may

lead to persistent inflation if it is permanent in character rather than temporary and if it is financed through reserve money issue rather than through issue

of bonds. Being legally restricted to a relatively low level, financing through reserve money issue is not a realistic option for our country. 
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Some authors argue that issuing government bonds leads to a decline in investment, and thereby economic activity, as

stronger demand for capital pushes interest rates up4. However, the former does not necessarily apply to less-than-full

employment cases where the rise in interest rates does not necessarily lead to lower investment. Besides, in open

economies such as ours, domestic interest rates do not necessarily rise significantly, given that greater demand for capital

is satisfied through imports of capital.   

Issuing of bonds will definitely have a positive effect on the development of the Serbian financial market. Actually, it is

expected to give a significant impetus to the development of the local bond market, which is a key prerequisite for the

development of all other market segments (most notably the market of financial derivatives).5 Financial market players

will thus be able to trade in securities of relatively good quality, which will, owing to low risk, soon become a benchmark

for valuation of other, more risky instruments in the securities and loans market. A more developed bond market will also

lead to a more adequate risk management enabling enterprises to strike the balance between the maturity and currency

structure of their assets and liabilities. A better currency structure will mitigate the risk of refinancing and the risk of

financial instability amid increased sensitivity to sudden changes in financial conditions. On the other hand, if bonds are

foreign currency-denominated, longer maturity will lead to an increase in the currency risk.  

Finally, a more developed bond market will improve the efficiency of monetary policy given that the information on

macroeconomic developments, responses and expectations derived from this market represents a key input to monetary

authorities. Excessive government reliance on this type of financing, however, may generate some negative effects on

the financial market by way of pushing out other issuers of debt securities.  

4 Joseph E. Stiglitz, Public Sector Economy, Faculty of Economics, Belgrade, 2004.

5 An adequate maturity structure is a prerequisite for bond market liquidity. 
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Fiscal deficit and inflation – is the 3% limit on fiscal deficit adequate 
in the case of Serbia

Although the relationship between the fiscal deficit and inflation is difficult to prove empirically, the economic theory

unambiguously states that a prolonged fiscal deficit will inevitably lead to an increase in inflation.

The above assertion is supported by the following logic: if, over a longer time period, the government runs a deficit which

is covered by borrowing, the debt will, at a certain point, become so high as to make further borrowing either difficult or

altogether impossible. If, at that point, the government is unable to realize a fiscal surplus, it will have to resort to fiscal

deficit monetization, which will automatically lead to destabilization of the general price levels. Monetization of the fiscal

deficit is less likely to occur if the central bank is independent from the government. A prolonged fiscal deficit and

excessive indebtedness of the country will, however, pose a threat to the very independence of the central bank. 
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2001 2002 2003 2004 2005 2006 2007

EU 2.2 2.1 2.0 2.0 2.2 2.2 2.3
Czech Republic 4.5 1.4 -0.1 2.6 1.6 2.1 3.0
Estonia 5.6 3.6 1.4 3.0 4.1 4.4 6.7
Latvia 2.5 2.0 2.9 6.2 6.9 6.6 10.1
Lithuania 1.6 0.3 -1.1 1.2 2.7 3.8 5.8
Hungary 9.1 5.2 4.7 6.8 3.5 4.0 7.9
Poland 5.3 1.9 0.7 3.6 2.2 1.3 2.6
Romania 34.5 22.5 15.3 11.9 9.1 6.6 4.9
Slovenia 8.6 7.5 5.7 3.7 2.5 2.5 3.8
Slovakia 7.2 3.5 8.4 7.5 2.8 4.3 1.9
Serbia* 91.8 19.5 11.7 10.1 16.5 12.7 6.8
* Serbian inflation as measured by the retail price index.

Inflation, average per annum, as measured by HICP

2001 2002 2003 2004 2005 2006 2007

EU -1.4 -2.5 -3.1 -2.8 -2.5 -1.4 -0.9
Czech Republic -5.7 -6.8 -6.6 -3.0 -3.6 -2.7 -1.6
Estonia -0.1 0.4 1.8 1.6 1.8 3.4 2.8
Latvia -2.1 -2.3 -1.6 -1.0 -0.4 -0.2 0.0
Lithuania -3.6 -1.9 -1.3 -1.5 -0.5 -0.5 -1.2
Hungary -4.0 -8.9 -7.2 -6.5 -7.8 -9.2 -5.5
Poland -5.1 -5.0 -6.3 -5.7 -4.3 -3.8 -2.0
Romania -3.5 -2.0 -1.5 -1.2 -1.2 -2.2 -2.5
Slovenia -4.0 -2.5 -2.7 -2.3 -1.5 -1.2 -0.1
Slovakia -6.5 -8.2 -2.7 -2.4 -2.8 -3.6 -2.2
Serbia -0.5 -2.5 -2.6 0.6 0.7 -1.9 -2.0

Fiscal deficit, in % of GDP
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In the European Union, the Maastricht criteria set the limit on national debt at 60% of GDP, while capping fiscal deficit at

3% of GDP. In Serbia, both of the ratios are currently below the above limits. It should, however, be noted that these limits

were set with low inflation economies in view, while Serbian inflation continues to run high.  

With an expected deficit of 2 to 2.5% and total public debt of under 30%1 of GDP in 2008, Serbia seems to meet the

EU standards. The problem is, however, that the fiscal deficit has been deteriorating over the past three years, while

the government has announced new issues of bonds to finance infrastructural investment despite the fact that actual

inflation has well overshot the projection. Even more worrying is the fact that the fiscal deficit is, as a rule, caused

primarily by current spending, i.e. unrealistically high outlays for wages (as growth in wages has latterly often

outpaced productivity growth).

1 Public debt to GDP ratio of 30% is customary for other transition economies as well.
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Indicators of investment spending

The majority of real and financial indicators on hand
point to an acceleration of investment activity in Q2.

Domestic demand for capital goods, i.e. company

investment in fixed assets, picked up in Q2. As strong

investment demand could not be fully met from increased

production, stocks were increasingly reduced and the

deficit on trade in capital goods with the rest of the world

widened at a quick pace. Such movements seem to signal

an increase in material production in the period ahead.

Domestic bank loans were not the only source of

financing the accelerated investment activity. In fact, the

slowdown in long-term lending to enterprises in Q2

relative to Q1 (29.0% to 26.8%, respectively) was

compensated by intensified direct enterprise borrowing

abroad in Q2.

Growth in long-term household loans also slackened

(from 46.9% to 35.1%), partly as a consequence of a

slowdown in mortgage lending after the government

suspended its housing loan subsidies programme.

Following a notable drop in Q1, government investment

spending recorded high year-on-year growth in the

second quarter. In Q2, government investment was 37.5%

higher than in the same quarter a year earlier.
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Q1 2007

Q1 2006

Q2 2007

Q2 2006

Q3 2007

Q3 2006

Q4 2007

Q4 2006

Q1 2008

Q1 2007

Q2 2008

Q2 2007

Real indicators

Imports of intermediate goods 49.0 44.3 36.1 34.1 33.0 35.0

Exports of intermediate goods 51.6 39.4 28.3 20.0 33.1 43.1

Stocks of intermediate goods, y-o-y 

indices 0.8 -1.3 2.3 -0.7 -2.4 -2.3

Imports of capital goods 70.8 46.3 47.5 58.6 37.0 55.4

Exports of capital goods 71.6 9.9 63.3 89.7 67.8 150.2

Stocks of capital goods -1.1 -8.7 -10.6 -10.9 -4.4 -5.3

Financial indicators
Short-term credits to enterprises -0.6 7.3 14.3 33.5 39.1 32.0

Medium- and long-term external 

borrowing by enterprises (net) 133.5 132.7 40.4 107.0
49.7 62.9

Long-term credits to households 54.5 49.0 54.0 54.7 46.9 35.1

Long-term credits to enterprises 16.3 15.1 22.4 32.3 29.0 26.9

Government investment spending 121.0 20.2 42.5 34.7 -41.0 37.5

Table III.5.4 Investment indicators

18.17.87.1
Physical volume of industrial 

production of capital goods
-0.2 -0.8 15.8



on-year net wage growth was recorded in agriculture

(31.2% in nominal terms). Stepped up economic activity

and above-average wage growth, albeit slower than a

quarter earlier, were also recorded in construction

(21.9%). Wage growth in manufacturing, transport and

trade declined from Q1, falling victim to a slowdown in

economic activity in these three branches of activity. By

contrast, slackening in the pace of electricity production

and financial services were accompanied by stepped up

wage growth.
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6. Labour Market Flows

Wages

Economic softening in Q2 was accompanied by a
slowdown in both nominal and real year-on-year
wage growth. As the growth in real gross wages
slowed more than the growth in productivity, unit
labour costs declined.

Q2 saw further slowdown in both nominal and real

wages.  Year-on-year nominal growth in average net

wages remained at the Q1 level (19.5%), while the

growth in real net wages was further braked by the

accelerated growth in the costs of living. Thus, real net

wage growth amounted to 3.4% in Q2, or 1.9 pp less

than a quarter earlier.  

Wages in the public sector grew at a slower pace than total

wages. Relative to the same period a year earlier, net

wages were higher by 17.0% in nominal and 1.2% in real

terms. Within the public sector, only wages in education

and culture grew at above-average rate (21.0% year-on-

year nominal growth). The average net wage in the public

sector equalled 36,841 dinars and exceeded the average

net wage in Serbia of 32,452 dinars. 

As in the previous quarter and in line with the general

upswing in this branch of activity, an accelerated year-
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Softer industrial production in Q2 led to slower

productivity growth. As the growth in real gross wages

fell behind productivity gains, unit labour costs declined

2.8% relative to the same period a year earlier. Similarly

to movements in industrial production, a mild slowdown

in the manufacturing industry was off-set by

significantly weaker wage growth, resulting in 3.5%

lower unit production costs than in Q1. 

Considering the potential impact of productivity on

prices, it is very important to monitor movements in

productivity in the sectors of tradeable and non-

tradeable goods and their relationship, i.e. relative

productivity in our country, and compare them to those in

the eurozone25. Productivity in the tradeables sector26 and

relative productivity in Serbia is significantly higher than in

the 12 country eurozone. Such a situation is typical for

transition economies – it lasts throughout the period of

more intense technological progress and until the process

of real convergence is completed, and is responsible for the

trend of real appreciation prevailing in such economies. 

In Q127, a slowdown in productivity in the sector of

tradeable goods was more pronounced in Serbia than in

the eurozone. Relative productivity also eased.  

Inflation Report
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25 According to the Baumol-Bowen effect, faster growth in productivity in the

tradeables sector leads to wage growth not only in the tradeables sector, but in the

nontradeables sector as well (because of labour force mobility), feeding through

into faster growth in prices of nontradeables. According to the Balassa-Samuelson

effect, faster growth in relative productivity in one country compared to that in

another country results in higher inflation and real appreciation in the first country

of comparison.  

26 Measured as the ratio of gross value added and employment in the industrial

sector. The nontradeables sector includes all sectors save agriculture.  

27  Q2 data for EU-12 are not available.



in the number of first-time job seekers and those seeking

employment for longer than two years. 

At the same time, new employment rose 13.5% year-on-

year, reaching 183.6 thousand. New employment was

accounted for primarily by job changers, with a

comparatively smaller share of the unemployed. Though

unexpected in view of the economic slowdown, Q2 saw a

9.1% year-on-year growth in job vacancies, which came

to 198.0 thousand. The mismatch between the number of

job vacancies and new employment contracts declined.   

The estimated rate of unemployment fell from 24.1% at

end-March to 23.2% as a result of lower unemployment

and increased new employment.  
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Employment

Based on available data, total employment in June 2008

was estimated at 2,501.8 thousand persons, 5.9 thousand

down from March. Employment declined in most sectors

in Q2. As in Q1, the sharpest drop was recorded in the

processing industry (around 5.700 thousand), which is in

line with the general slackening of activity in this sector. 

The strongest rise in employment was recorded in the

public sector. Namely, the number of employees in public

and state-owned enterprises, and health and social welfare

institutions, increased by 3 thousand.

With a decline of 4.8%, registered unemployment reached

756.4 thousand at end-June. A decline was also recorded
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Labour Market in Serbia and Countries of the Region

Unemployment, particularly long-term unemployment (over one year) caused by insufficient absorption capacity of the

growing private sector, remains one of the most serious issues facing the Serbian economy. Although the economy is

growing at a robust pace, the rates of unemployment have remained stubbornly high. 

Unemployment has been rising steadily throughout the transition period, mostly as a result of employee redundancies

in restructured and privatized state and socially-owned enterprises. Namely, the majority of companies which were

closed during the restructuring process were state-owned, while newly opened private companies are mostly small

or medium-sized. 

Other reasons behind such high unemployment include low labour mobility and insufficient flexibility of the labour

qualifications structure to changed production patterns.

Long-term unemployment makes up over 70% of total unemployment in Serbia. Another disadvantage of the Serbian

labour market is a low participation rate1 of the young (15-24 years of age), which, at 31.1%, is below the average for other

transition economies (around 40%). The participation rate of the elderly (55-64 years of age) is 40.3%, which is higher

than the average for other transition economies (around 30%). At 32.7%, the unemployment rate for the young (15-24

years of age) well exceeds the headline unemployment rate. The employment rate for women is 16 percentage points lower

than for men.

In 2007 relative to 2006, the rate of employment increased by 2.5 percentage points to 54%, but still fell well short of the

Lisbon criterion of 70%. The rate of unemployment equalled 14%, and, compared to other countries of the region, was

higher than in Croatia and Bulgaria.

In terms of the labour force qualifications structure, the findings of the Labour Force Survey for April 2008 reveal that

persons with secondary school education accounted for the highest (55%) and persons with no education for the lowest

share (1.1%) of total employment. Although persons with 2-year college education display better employment results, this

category also records high rates of unemployment.  

Average wages in Serbia rose notably from 2006 onwards. In euro terms, they almost doubled and currently stand at the

regional average.2 Lower wages were recorded in Bosnia and Herzegovina, Romania, Macedonia and Bulgaria. The growth

in wages and the appreciation of the dinar have dented the competitiveness of the domestic economy.

Inflation Report

     Average net wages in April 
2008

Growth relative to January 
2006

Slovenia 879 17%
Croatia 694 15%
Hungary 476 n.a.
Montenegro 402 48%
Serbia 401 92%
Bosnia and Herzegovina 389 30%
Romania 351 55%
Macedonia 255 17%
Bulgaria 200 48%

1 Labour force participation rate is the percentage share of the economically active population in total population of 15 or more years of age.

2  The concept of net wages was used in the comparison due to methodological differences in calculating gross wages.
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In Romania, for instance, intensive wage growth has already gradually eroded one of the main comparative advantages of

the country – cheaper labour force. In addition, massive workers’ migrations have depleted the qualified labour force. It

should be noted, however, that there are many other non-price factors of competitiveness, such as the degree of capacity

utilization, availability and development of production technologies, etc.

The minimum wage in Serbia currently stands at around EUR 156, which is higher than in Bulgaria and Romania which

recorded EUR 112 and EUR 141, respectively. Minimum wages vary widely across European Union countries, with the

lowest wages in Bulgaria and the highest in Luxembourg – as much as EUR 1,570. 

Macroeconomic stability, improved investment environment, including, in particular, incentives for greenfield investment,

are some of the preconditions for sound labour market development in Serbia. Enterprises should be encouraged to invest

in employee education and training in order to reach the desired level of labour flexibility.  

A sustainable, internationally competitive and export-oriented SMEs sector will be the main factor of employment in the

period ahead. In 2007, a set of legal regulations was enacted to support the development of this sector. As a result of their

implementation, time needed for setting up a business has been shortened and the initial capital requirement lowered. 
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7. Inflation Expectations

Strong inflation expectations were one of the key
generators of inflation. They continued rising in Q2
2008, though at a more moderate pace than in the
preceding quarter. The June survey, conducted by the
TNS Medium Gallup, indicates a decline in inflation
expectations growth. 

Findings of the June Survey, conducted by TNS

Medium Gallup, point to a continuing, although more

moderate rise in inflation expectations of the financial

sector relative to preceding quarter. June expectations of

this sector were 12.1% p.a. 

Financial sector expectations are regarded as a more

reliable indicator of future inflation than those of either

households or trade unions. Inflationary expectations of

households are often driven by current price movements,

which in turn are influenced by current factors. However,

monetary authorities must pay close attention to the

inflation expectations of the latter two sectors, trade

unions in particular, as high inflation expectation may

prompt them to demand a rise in salaries, thereby

triggering the wage/price spiral and inducing the so-called

second round effect. 

The June survey indicates that inflationary expectations of

households rose on the preceding quarter, to reach 15.4%,

hence equalling the level of union trades’ inflation

expectations. The enterprise sector was the only one to

record a decline in inflation expectations (from 12.2% at

end-March to 11.9% in June).

Though tightening of the monetary policy by the National

Bank of Serbia meant signalling a decline in future

inflation, expectations of all sectors were primarily

influenced by movements in world markets and

historically high inflation rates.

The Reuters Survey, conducted in July on the sample of

17 bank dealers, showed that core inflation expectations

at end-2008 averaged 9.1%. The dinar is expected to

depreciate mildly by the end of the year and the exchange

rate to stand at approximately 79.3 RSD/EUR. However,

expectations with regard to the end-year exchange rate

moved within a relatively broad range (between

RSD/EUR 74 and 83). 

Bank dealers expect that the key policy rate will

remain unchanged at end-August and that there will be

a mild loosening of the monetary policy stance at year-

end. The key policy rate is expected to average 14.5%,

despite the likely rise in core inflation. 

Inflation Report

 

5

7

9

11

13

15

17

19

8 9 10 11 12 1 2 3 4 5 6

Source: Survey (TNS M edium Gallup).

Enterprises Financial sector

Trade unions Households

                  2007                                                     2008

Chart III.7.1 Expectations regarding inflation 
movements over the next 12 months 
(in %)

Core inflation

end 2008 end June end July end Aug end 2008 end Aug end 2008

January 2008 5.9 10.5 81.1
February 2008 6.0 10.5 81.0
March 2008 6.6 13.4 81.7
April 2008 6.7 13.3 81.2
May 2008 7.8 16.2 15.2 81.0
June 2008 8.0 15.8 15.8 14.4 80.2
July 2008 9.1 15.8 15.8 14.5 78.5 79.3

Table III.7.1 Expectations of the banking sector1) 

RSD/EUR

Source: Survey (Reuters).

1) Survey includes 17 banks.

Key policy rate
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Core inflation is expected to decline in the period ahead. The objective for 2008 will, nonetheless, be overshot, although
core inflation is likely to fall back within the target range towards mid-2009. The central projection places core inflation for
2008 at 8.7% (7.0-10.4% range) and headline inflation at 9.4%. The current degree of monetary policy restrictiveness is
consistent with the projection. An expansive fiscal policy or a fresh increase in world oil prices could, however, impede the
process of disinflation.

The medium-term inflation projection aims to show expected movements in inflation in the period ahead, the main factors
behind such movements and the underlying risks. Core inflation projection is expressed as both a range and a central
projection figure. This projection presupposes an active monetary policy which aims to keep core inflation within the target
range and thus fulfil its principal role as defined by the current monetary policy framework.

Initial conditions 

Second-quarter growth in core inflation, announced in the

May Inflation Report, well exceeded our expectations.

Inflation was mainly driven by supply-side factors,

including, in particular, an unexpectedly high increase in

food prices, cost effects of a hike in petroleum product

prices and lagged effects of the first-quarter depreciation

of the dinar. Steady growth in inflation expectations

added further momentum to inflation.

Current developments, however, indicate that most of the

above pressures are on the wane. A notable strengthening

of the dinar following constitution of the new

Government and restrictive measures of the NBS has

induced a fall in imported inflation. Favourable weather

conditions are likely to result in a good agricultural year,

which could turn food prices into a factor of disinflation.

IV. Inflation projection

Even world oil prices slumped in mid-July, although it is

still too early to speak of any turnaround in oil prices. 

Inflationary pressures generated by real factors are also

subsiding. In Q2, the output gap turned from positive to

neutral, while the appreciation gap widened, partly as a

result of a restrictive monetary policy stance. Some

indicators (wages, lending to households) point to a

notable slackening of household demand. Fiscal policy

was the only factor inducing demand growth in Q2.

In response to the expected high inflation pressures in H1

2008, monetary authorities tightened the policy stance,

which led to a slowdown in household lending and a

strengthening of the dinar (which was also due to regained

political stability). The inflation-reducing effects of the

tight policy stance are likely to be felt as early as in Q3.

Inflation Report



effects. Finally, if the July drop in oil prices proves to be

more than temporary, inflationary pressures generated from

this source may also be expected to ease. 

On the other hand, stubbornly high inflation expectations

and rising electricity prices will continue to impede the

process of disinflation and the return of core inflation within

the target range for some time yet. As inflation expectations

mostly depend on recent movements in (year-on-year)

headline inflation, they are unlikely to decline to any notable

degree in the course of the year.  

Despite a fall in inflation, it is almost certain that the

target for 2008 will be overshot. Core inflation (year-on-

year) can be expected to retreat within the target range

by mid-2009. The projection is consistent with

continuation of the present degree of monetary policy

restrictiveness over the period to come.  

Headline inflation projection

The projection places retail price growth in 2008 at

around 9.4%. This projection is based on the projections

of core inflation (8.7%), regulated prices excluding

petroleum products (8.8%), prices of agricultural

products (-1%) and prices of petroleum products (20%).

Risks to the projection 

There are very high both upside and downside risks to the

projections of core, but especially headline inflation

which are likely to cause departure from the above
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Projection assumptions

In the period ahead, much will depend on movements in

food prices. The new projection assumes a cut in prices of

agricultural products in the latter half of the year and a

moderate increase in 2009. Increase in regulated prices

(excluding petroleum products) will continue to outpace

core inflation during both this and the next year, due to the

process of price disparity adjustments. The fiscal deficit

for this and the next year is expected to remain broadly

unchanged from 2007. 

The new projection also presupposes that world oil prices

keep their level from July (notwithstanding strong upside

and downside risks to this projection), that EU inflation

declines and the ECB policy rate remains unchanged until

the end of the next year. 

Core inflation projection

The central projection places core inflation for 2008 at 8.7%,

within the 7.0-10.4% range. 

Both quarterly and year-on-year inflation will subside in the

period ahead, due primarily to the tightening of the policy

stance. The more restrictive monetary policy has, namely,

already yielded results in the way of a stronger dinar (which

was also due to the regained political stability) and a

slackening household demand. The period ahead is not likely

to see any significant hikes in food prices, which were a

major generator of inflation growth over the past year. Quite

to the contrary, a number of indicators point to a very good

agricultural year, which is likely to generate disinflationary

Table IV.1.1 Projection assumptions

2008 2009

EU inflation (Dec to Dec) 3.1% 2.1%

ECB policy rate (end-year) 4.25% 4.25%

Ural oil price per barrel (intra-year growth) +30% 0%

GDP growth 6% 6.5%

Regulated prices excl. petroleum products (Dec to Dec) 8.8% 7%

Prices of agricultural products (Dec to Dec) -1% 7%

Fiscal budget deficit (share of GDP) -2% -2%

Long-term trends

Real exchange rate trend (average) 5% 5%

Real interest rate trend (average) 3% 2.8%

External assumptions

Internal assumptions
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projections. Fiscal policy measures and world prices of

oil are seen as the key risks to the projection.

Now that the restrictive monetary policy is beginning to

yield results and supply-side inflationary pressures are

easing, a loose fiscal policy stance could be the greatest

impediment to the projected disinflation process. Namely,

any increase in public spending and budget deficit would

not only pose a substantial threat to the inflation

projection, but would also entail further tightening of the

monetary policy stance.

Although it is too early to make any assumptions,

recent stabilization of the global oil market could

signal less volatility in oil price movements in the

period ahead. However, world oil prices could easily

depart from the path assumed in the projection in case

of significant shocks. 

High political uncertainty and the rise in prices of

agricultural products, identified as major risks in the

May Inflation Report, are no longer a serious threat to

the projection. 

Inflation Report

 
 

The fan chart depicts the probability of various core inflation outcomes in the next seven quarters. Central 
projection is within the darkest central band and the probability that core inflation would lie within 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 core inflation in the next seven quarters will lie outside the band in the chart is 10%. 
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inflation) in Q2, an unexpectedly high increase in

prices of petroleum products in H1 and strong growth

in world inflation. These factors also led to higher

inflation expectations in Q2 than assumed in the

earlier projection. 

On the other hand, the agricultural year will probably

prove better than assumed in the previous projection,

but this in itself will not suffice to offset increased

short-term inflationary pressures generated by other

sources. 
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Comparison with the April projection 

The profile of the new projection is similar to the April

one – core inflation rising in H1 2008 and declining

thereafter. The new projection, however, assumes

stronger inflationary pressures over the short run, placing

core inflation for end-2008 at 8.7% compared to 5.8% in

the April projection. 

The upward revision was prompted by a stronger than

expected growth in food prices (included in core
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Chart IV.1.2 Comparison of current to previous projection

April projection July projection

EU inflation (Dec to Dec) 2.2% 3.1%
ECB policy rate (end-year) 3.75%    4.25%
Ural oil price per barrel (inter-year growth)  +15%  +30%

GDP growth 6% 6%
Regulated prices excl. petroleum products (Dec to Dec) 9.5% 8.8%
Prices of agricultural products (Dec to Dec) 21% -1%
Budget deficit (share of GDP) -2% -2%

Internal assumptions

Table IV.1.2 Change in projection assumptions for 2008

External assumptions
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Key policy rate outlook

Taking into account the current projection and all

underlying risks, the Monetary Policy Committee of the

National Bank of Serbia holds that the key policy rate is

more likely to remain at its present level (15.75%) than to

be revised either upwards or downwards. Over a one-year

time horizon, the key policy rate may even be lowered if

the inflation projection is achieved.

The Monetary Policy Committee judges that retaining

the current level of restrictiveness over the short run

would bring core inflation within the target range

towards mid-2009, especially in view of the easing of

supply-side inflation pressures (food, oil), appreciation

of the dinar and slackening of consumer demand. On the

other hand, persistently high inflation expectations and

uncertainties regarding the fiscal policy stance will

continue to hold off any major relaxation of the

monetary policy stance for some time yet. 

As the new government has set the lowering of inflation as

one of its priorities, it is the MPC’s view that the conduct of

a responsible fiscal policy, involving a cut in public

spending and narrowing of the budget deficit, would best

promote the achievement of this objective. This would at the

same time create scope for monetary policy relaxation. The

revision of the 2008 budget and the adoption of a budget for

2009 will remove many uncertainties and largely determine

the monetary policy stance in the period ahead.

Although second-quarter core inflation well exceeded our

expectations, the new key policy rate projection has been

revised downwards from April, due to a weakening of

inflationary pressures over the medium run and the already

evident results of the restrictive monetary policy conducted

in the prior period. Moreover, the announcement of the target

range for the next two years has extended the monetary

policy horizon, which, in the current circumstances, enables

a lower key policy rate trajectory relative to the April

projection when the time horizon was shorter. 

Inflation Report



70

National Bank of Serbia Inflation Report

Forex reserves/imports of goods and 
services (in months) 3.1 4.5 5.3 4.5 5.9 9.6 8.3 7.1 5.9

Forex reserves/short-term debt 114.1 223.5 336.3 424.9 385.9 717.3 729.7 892.0 792.4
Forex reserves /GDP 9.9 14.4 17.5 17.3 22.2 39.1 34.9 34.5 30.4
Debt repayment/GDP 0.8 1.3 2.0 3.8 4.5 6.6 9.8 11.9 9.9
Debt repayment/exports of goods and 
services 3.7 7.1 9.1 16.8 17.9 23.5 33.7 37.2 31.8

External debt/GDP  94.2 70.9 66.7 57.5 59.1 64.5 64.5 64.9 62.2
Short-term debt/GDP 8.7 6.4 5.2 4.1 5.8 5.4 4.8 3.9 3.8
External debt/exports of goods and 
services 

456.9 379.2 343.0 253.6 234.2 228.1 222.5 220.6 209.4

Forex reserves/ 1  135.9 143.3 195.3 221.0 291.1 356.5 306.9 346.1 319.0

Forex reserves/reserve money 136.3 132.0 168.0 166.2 170.3 177.8 173.9 185.8 166.4
OPENNESS OF ECONOMY
(EXPORTS + IMPORTS)/GDP 58.7 56.9 61.6 71.0 70.7 78.4 79.7 88.9 87.0
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GDP (in USD million) 11,812 15,841 20,345 24,517 26,193 30,412 40,697 11,061 13,120
External debt 11,125 11,230 13,575 14,099 15,467 19,606 26,236 28,356 29,447
External debt servicing 91 211 397 935 1,183 2,021 3,977 1,302 1,295
Central bank foreign exchange 1,169 2,280 3,550 4,245 5,843 11,888 14,216 15,084 14,383
Short-term debt 1,026 1,020 1,056 999 1,514 1,657 1,948 1,691 1,815
Current account balance -196 -1,267 -1,795 -3,281 -2,194 -2,986 -5,286 -1,956 -2,714

Notes: 

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

Methodological notes: 

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.

Q1 2008

CREDIT RATING

Q2  2008

MEMORANDUM:                                                                                                                                         (in USD million)

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.

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

Table A 
Indicators of external position of Serbia 

2001 20032002 2004 2005

EXTERNAL LIQUIDITY INDICATORS (in %)    

EXTERNAL SOLVENCY INDICATORS (in %)

FINANCIAL RISK EXPOSURE INDICATORS (in %)

20072006

5. In accordance with BPM 5, a portion of estimated remittances was transferred from the financial account to the current account.  

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/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.

4. GDP for 2007 and 2008 as estimated by the National Bank of Serbia.



National Bank of Serbia

71

Inflation Report

2001 2002 2003 2004 2005 2006 2007 Q1 2008 Q2 2008

Real GDP growth (in %) 4.8 4.2 2.5 8.4 6.2 5.7 7.5 8.2 6.8
1)

Retail prices (in %, relative to the 

same month a year earlier)
40.7 14.8 7.8 13.7 17.7 6.6 10.1 11.8 12.1

NBS foreign exchange reserves

(in USD million)
1,169.1 2,280.1 3,550.1 4,244.5 5,842.8 11,887.5 14,215.8 15,084.1 14,382.6

Exports (in USD million)
2)

2,435 2,961 4,358 5,559 6,606 8,763 11,798 3,502 4,067

      - growth rate in % compared 

        to a year earlier
17.9 21.6 47.2 27.6 18.8 32.7 34.6 41.8 42.3

Imports (in USD million)
2)

-4,499 -6,059 -8,177 -11,853 -11,902 -15,086 -20,647 -6,236 -7,346

     - growth rate in % compared 

       to a year earlier
28.3 34.7 35.0 45.0 0.4 26.8 36.9 38.9 46.7

Current account balance
3)

(in USD million) -196 -1,267 -1,795 -3,281 -2,194 -2,986 -5,286 -1,956 -2,714

as % of GDP -1.7 -8.0 -8.8 -13.4 -8.4 -9.8 -13.0 -17.9 -20.7

Unemployment, official data 

(in %)
4) 21,8 24,5 26,1 23,9 25.3 26.6 24.0 24.2 23.2

Unemployment according to the 

Survey (in %)
5) 12.2 13.3 14.6 18.5 20.8 20.9 18.1 13.3 /

Wages 

(average for the period, in EUR)
89.9 151.7 176.7 194.4 210.4 260 347 365 400

RS budget deficit/surplus 

(in % of GDP)
6) -0.2 -4.3 -1.4 -0.1 1.5 1.4 1.3 2.3 -2.7

Consolidated fiscal result 

(in % of GDP)

  - Ministry of Finance 

    methodology
-0.5 -1.9 -2.0 0.9 1.2 -1.1 -1.4 1.4 -3.3

  - IMF methodology 0.0 -2.8 -2.6 0.6 0.7 -1.9 -2.0 0.6 -3.3

RS public debt 

(external + internal, in % of GDP)
6) 106.5 73.7 67.9 53.7 46.2 38.8 30.5 26.3 23.7

RSD/USD exchange rate 

(average, in the period)
66.68 64.46 57.56 58.39 66.70 67.10 58.44 55.11 51.89

RSD/USD exchange rate

(end of period)
67.67 58.98 54.64 57.94 72.22 59.98 53.73 52.13 50.01

RSD/EUR exchange rate

(average, in the period)
59.78 60.68 65.05 72.57 82.92 84.16 79.98 82.65 81.08

RSD/EUR exchange rate

(end of period)
59.71 61.52 68.31 78.89 85.50 79.00 79.24 82.31 78.98

GDP (in USD million) 11,812 15,841 20,345 24,517 26,193 30,412 40,697
1)

11,061
1)

13,120
1)

5) 
Source: Labour Force Survey, Serbian Bureau of Statistics.

7.0
Core inflation (in %, relative to the 

same month a year earlier)

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

6) 
Source: RS Ministry of Finance Bulletin.

3) 
In accordance with BPM 5, a portion of estimated remittances was transferred from the financial account to the current account.  

1) 
NBS estimate.

Memorandum

4)
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.

10.05.4

Table B

Key macroeconomic indicators

20.5 4.4 6.1 11.0 14.5 5.9
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Meetings of the Monetary Policy Comittee of the National Bank of Serbia and

key policy rate changes in 2007 and 2008

Date

MPC meetings held
2007

10 January 14.00 0
29 January 13.00 -100
9 February 13.00 0
28 February 11.50 -150
13 March 11.50 0
28 March 10.50 -100
18 April 10.50 0
27 April 10.00 -50
15 May 10.00 0
29 May 9.50 -50
11 June 9.50 0
28 June 9.50 0
12 July 9.50 0
27 July 9.50 0
15 August 9.50 0
28 August 9.75 +25
11 September 9.75 0
1 October 9.75 0
10 October 9.75 0
29 October 9.50 -25
12 November 9.50 0
28 November 9.50 0
10 December 9.50 0
27 December 10.00 +50

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

Scheduled MPC meetings in 2008
2 September
16 September
30 September
16 October
30 October
14 November
28 November
16 December
30 December

      Key policy rate          
(annual level, in %)

            Change         
(in basis points)
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Press release from the MPC meeting held on 15 May 2008

After reviewing current economic circumstances, the NBS Monetary Policy Committee announced today its decision to

keep the key policy rate unchanged at 15.25%.

The Monetary Policy Committee also discussed the Inflation Report for the first quarter of this year, which will be

presented by NBS Governor Radovan Jelasic in a press conference scheduled for next week.

Press release from the MPC meeting held on 29 May 2008

After reviewing current economic circumstances, the NBS Monetary Policy Committee announced today its decision to

raise the key policy rate by 0.5 percentage points, from 15.25 to 15.75 percent. 

The MPC noted that the monetary policy stance needs to be tightened further in order for core inflation to settle within

the target range of 3 to 6 percent before the end of the year. 

The MPC further assessed that inflation expectations are heightened and that rising prices of petroleum and processed

food products were the main factors behind higher than expected core inflation growth in Q2. Another reason for the

upward revision of the key policy rate is the likelihood of fiscal expansion and public sector wage growth, given the

obligations arising from the adopted budget. 

The MPC will closely watch further economic developments and will proactively tighten its monetary policy to ensure

the achievement of the core inflation objective for both this and the year to come. 

The next MPC meeting is scheduled for 12 June 2008.

Press release from the MPC meeting held on 12 June 2008

Having concluded its assessment of current economic conditions, the MPC decided in its meeting today to keep the key

policy rate unchanged at 15.75 percent.

The next MPC meeting is scheduled for 30 June.

Press release from the MPC meeting held on 1 July 2008

After reviewing current economic developments and assessing the progress in achieving core inflation projection for this

year, the Monetary Policy Committee has decided today to keep the key policy rate at its present level of 15.75 percent. 

However, the MPC concluded that the NBS will increase the restrictiveness of monetary policy if inflationary pressures

continue to build up and the fiscal authorities fail to tighten their stance sufficiently.

Press release from the MPC meeting held on 17 July 2008

Having assessed current economic developments, the NBS Monetary Policy Committee decided to keep the key policy

rate unchanged at 15.75%.

The next MPC meeting is scheduled for 28 July 2008.

Press release from the MPC meeting held on 29 July 2008

Having concluded its assessment of current economic developments, the MPC decided in its meeting today to keep the

key policy rate unchanged at 15.75 percent.

After record high inflation in the second quarter, the MPC estimates that the restrictive monetary policy, which also

reflected on the strengthening of the dinar, will result in lower inflation rates already in July. Inflation is expected to

subside on the back of a decline in world oil prices and a notable drop in the prices of agricultural products. Therefore,

the MPC decided not to tighten the policy stance any further despite the fact that inflation expectations are running high.  

The NBS holds that, in a situation when the key external factors are becoming increasingly conducive to price

stabilization, it is essential that fiscal policy does not encourage growth in aggregate demand and that the budget remains

within the framework originally planned for this year.

Press release from the MPC meeting
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