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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 the monetary policy effectiveness during the previous quarter. Also integral to this report is
inflation projection for at least four quarters ahead, assumptions on which such projections are based and
an analysis of the 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, as well as in achieving and maintaining price stability,
which is the main task of the NBS.

The November Inflation Report was adopted by the Monetary Policy Committee in its meeting of 18
November 2008.

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

Monetary Policy Committee of the National Bank of Serbia:

Radovan Jelasi¢, Governor
Ana Gligorijevi¢, Vice-Governor

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

As stated in the previous Inflation Report, this year’s core
inflation target will not be achieved despite tight
monetary policy pursued by the National Bank of Serbia.
Although the key policy rate was kept unchanged
throughout Q3, the degree of restrictiveness of the
monetary policy increased.

Year-on-year core inflation measured 10.2% in Q3 and is
likely to reach around 10.9% by the end of the year, thus
significantly exceeding the upper bound of the targeted
range (3-6%). Core inflation is expected to decline from
Q2 2009, whereas its retreat within the target range is
anticipated for the end of that year.

Year-on-year retail price growth measured 9.9% and is
expected to slow to around 9.7% by year-end.
Significantly slower growth in retail prices than in core
inflation in Q3 (0.5% vs. 2.4%) was mainly due to a sharp
drop in prices of agricultural and petroleum products.

Nothwithstanding increased monetary tightness and
disinflationary effects coming from a number of sources,
core inflation growth continued unabated primarily due to
high inflation expectations. High inflation expectations
coupled with downward price rigidity neutralized the
effect of higher interest rates and stronger dinar, as well as

Core inflation projection
(y-o-y rates, in %)

the indirect effects of lower prices of agricultural products
and world oil prices.

Dampened aggregate demand failed to produce the
expected disinflationary effects. Household demand
declined in real terms more than a quarter earlier, and will
most probably remain under the sway of tight credit
conditions and a possible drop in the inflow of
remittances in the coming period. As negative trends of
nearly all investment indicators signal, investment
spending slowed down. Only public spending sent
upward pressures on aggregate demand, albeit much
weaker than a quarter earlier.

Economic activity, other than in agriculture, slowed down.
Output gap entered the negative zone in Q3 and is likely to
widen further. This points to excess supply, which should
have inflation-reducing effects in the coming period.

On the other hand, the October escalation of the global
financial crisis has set in motion strong depreciation
pressures and inflation expectations. Continued growth
in prices of food and hefty increases in prices charged by
public enterprises led to the upward revision of the July
inflation projection and prompted the Monetary Policy
Committee to raise the key policy rate to 17.75% in its
last October meeting. If depreciation pressures continue
to build up and jeopardize the achievement of core
inflation target for 2009, further tightening of monetary
reins will be inevitable.

Consistently with the above monetary policy stance, core
inflation is expected to retreat within the target range
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(2.5%-5.5%) by end-2009 rather than by mid-2009 as
assumed in the July projection. Risks to the October
projection are very high and relate primarily to the effect
of the global financial crisis on Serbia. By contrast to the
July projection, the new projection is asymmetrical to the
upside and wider in range, as the risks were estimated to
be mostly biased to the upside relative to the central
projection.

During 2009, there will probably be scope for monetary
policy relaxation, as declining domestic and global
demand, subsiding global inflation and falling prices of
commodity products are expected to produce
disinflationary effects. A tighter fiscal policy could create
additional scope for monetary policy relaxation.

Although the NBS has until recently been often criticized
for its tight monetary grip, it is clear today that its stance
and prudential measures taken so far have significantly
mitigated the negative effects of the global financial
crisis on the stability of our financial system.

Table |.0.1 Key macroeconomic indicators

2007 2008

Dec Mar June

Retail prices

(y-0-y growth, in %) 101 11.8 12.134
Core inflation

(y-o-y growth, in %) 54 70 100
Belibor (90 days, monthly

average, annual level) 10.3 141 16.4
M3 (y-o-y growth, in %) 425 425 337
GDP (y-0-y growth)” 64 84 62

Consolidated fiscal result
(% of GDP)"

Ministry of Finance
methodology 73 15 -3.4

IMF methodology -80 06 -3.4
Balance of goods
and services (% GDP)"
" Quarterly data.
% NBS estimate.

-227 -253 -25.7

Sep

9.9
10.2

16.4
245
6.77

-0.8
-0.9

-22.7
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I1. Inflation developments

Though disinflationary pressures in Q3 came from a number of sources, their combined impact was not sufficient to
lessen the increase in core inflation to any significant degree. As a result, at 2.4%, quarterly growth in core inflation
(10.2% y-o-y) was significantly above the increase in retail prices (0.5%). Year-on-year, however, retail price growth
measured 9.9% and is expected to decline to around 9.7% by end-2008.

In Q3, core inflation reached 2.4%', slightly exceeding
expectations stated in the August Inflation Report.
Breakdown by type of product shows that major
contribution came from prices of fresh and processed
meat and prices of construction materials (0.6 pp each).

Though disinflationary pressures in Q3 stemmed from a
number of sources, core inflation recorded high growth
rates mainly due to the continued rise in inflation
expectations. Inflationary pressures also came from the
early July increase in electricity prices, the indirect effects
of which unfolded in the months that followed.
Disinflationary pressures, on the other hand, originated
from world oil prices, good weather conditions (abundant
supply of agricultural products), appreciation of the dinar
and its lag effects from the preceding period. Together
with the negative imported inflation, widening of the
appreciation gap of the real exchange rate produced
disinflationary effects, though not to the extent expected.

Price growth was recorded for both of the two groups of
products and services within core inflation (food and

' Monthly breakdown: July 0.5%, August 1.0%,September 0.9%.
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Chart11.0.1 Movements in prices
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non-food core inflation). The contribution of non-food
products (1.4 pp), however, was somewhat higher due to
sharp rise in prices of construction materials and an
increase in prices of textbooks, taxi and intercity
transportation. Within the group of construction
materials, the strongest price growth was recorded for
concrete iron coils. Upward trend in prices of
construction materials is not at all surprising given the
movements in international iron ore prices (see text
box on p.29). Within food products, major contribution

Chart1.0.2 Movements in prices
(y-o-y growth, in %)

to core inflation came from prices of fresh and
processed meat (see text box on p.13) and prices of
alcoholic beverages.

Driven primarily by unrelenting growth in prices of non-
food products and services, year-on-year core inflation
continued up reaching 10.2% at end-Q3.

Though much lower than a quarter earlier, retail price
growth of 0.5% was mainly due to movements in

Table 11.0.1 Indicators of price growth
(growth rates in %)

14 XI112007 1112008 VI2008 IX 2008
XI12006 |11 2007 VI2007 1X2007
12
10.2 Retail prices 101 11.8 121 9.9
o ' Core inflation 54 7.0 10.0 10.2
9.9 Consumer prices 11.0 13.6 14.9 10.9
Cost of living 11.9 14.6 15.9 10.6
L Prices of goods 13.0 16.5 17.8 11.4
Prices of services 52 3.1 3.8 5.0
6 .
Infiustrlal producer 08 128 131 132
prices
4 .
Agncultural producer 272 365 48.8 265"
prices
2 " August on August.
11 IV | 1] 11 IV I 1] [
2006 2007 2008
e R etail prices Core inflation
Chart 11.0.3 Distribution of price growth for products included in core inflation in Q3 2008
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market-determined prices (1.2 pp). Regulated prices services was largely offset by the sharp decline in prices
contributed “mere” 0.2 pp, which is attributable to a of petroleum products.

steep decline in prices of petroleum products, while

prices of agricultural products provided negative As the weather conditions were good all around, prices
contribution (0.8 pp) resulting in a build up of of agricultural products declined by 19.7% and their
disinflationary pressures. year-on-year growth amounted to -2.4% at end-Q3.

Regulated prices rose by 0.4% in Q3 (10.6% y-o-y). The
increase in prices of electricity, cigarettes and transport

Chart 11.0.4 Contribution to retail price growth Chart 11.0.5 Contribution to core inflation
(in percentage points) (in percentage ponts)
40 1 10.0 .2
3.5 3.0 82 10 |
9
3.0 2.6 o 2.8 — ‘ .
DG 7.0
. 7 5.4 x
2.0 6
X
15 ° 33
_— 4
1.0 0.5 3 x
0.5 2
0.0 1
0.5 0
10 111 v | 1l 1
2007 2008
1 \Y | 1l 11
2007 2008 Index of food prices within core inflation
i Non-food core inflation
mm Regulated prices . .
. . ==x == Core inflation
Prices of agricultural products
Core inflation
Retail prices
Table 11.0.2 Retail price growth by component Table 11.0.3 Contribution to retail price growth
(by quarter, in %) (by quarter, in percentage points)
2007 2008 2007 2008
Q3 Q4 Q1 Q2 Q3 Q3 Q4 Q1 Q2 Q3
Retail prices 26 30 28 32 05 Retail prices 26 30 28 32 05
Core inflation 22 22 15 37 24 Core inflation 11 11 07 18 1.2
Prices of agricultural products 6.6 94 128 -1.4 -19.7 Prices of agricultural products 02 03 05 -01 -08
Regulated prices 27 33 33 32 04 Regulated prices 13 16 16 15 02
Electricity 00 00 35 00 389 Electricity 00 00 03 00 07
Petroleum products 35 71 100 99 -116 Petroleum products 03 06 09 10 -12
Utilities 09 06 04 06 09 Utilities 01 01 00 0.0 01
Social welfare services 94 08 08 02 19 Social welfare services 02 00 00 00 00
Transport services (regulated) 45 00 22 04 58 Transport services (regulated) 02 00 01 00 02
Postal and telecommunications Postal and telecommunications
n -1.7 0.0 0.0 0.0 .
services 0.0 services 01 00 00 00 00
Bread and flour 179 9.7 9.0 135 -09 Bread and flour 04 02 02 04 00
Milk 122 201 03 12 -06 Milk 01 03 00 00 00
Cigarettes 04 79 00 00 95 Cigarettes 00 03 00 00 04
Medications 16 05 04 00 0.0 Medications 00 00 00 00 00

Other 06 09 03 35 57 Other 00 00 00 01 041
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Consumer price index’

Core inflation outturn of 2.4%°, as measured either by
RPI or CPI, was significantly lower in Q3 than in the
previous quarter. Such growth was mainly driven by
prices of processed food products, although their
contribution in Q3 (1.6 pp) was much lower than a quarter
earlier. Non-food core inflation, on the other hand,
showed no signs of a slowdown and, as in Q2, amounted
to 1.3% providing a contribution of 0.8 pp.

Year-on-year CPI core inflation discontinued its upward trend
begun in Q2 2007, and amounted to 10.2% at end-Q3 2008,
which is the level recorded by its RPI equivalent as well.

Chart 11.0.6 Core inflation

(in %)
1.8 14
1.6
12
1.4
' 10
1.2 =
1.0 ' 8
0.8 = 6
0.6 ' '
y 4
0.4
2
0.2
0
IX X X X1 1 0oV ovovEVIE VI X
2007 2008

I Retail prices
Consumer prices
Y ear-on-y ear consumer price growth

Y ear-on-y ear retail price growth

* In addition to RPI inflation, the NBS also monitors CPI inflation as our country
plans to soon switch to CPI inflation targeting.

Overall consumer price growth in Q3 (0.2%) was mainly
due to plummeting prices of agricultural products (-1.7 pp
contribution), while market-determined and regulated
prices contributed 1.3 pp and 0.6 pp, respectively. Ending
a 15-month upward trend, year-on-year CPI headline
inflation declined to 10.9% at end-Q3.

Owing to good weather conditions, prices of agricultural
products fell by 20.1% (9.9% y-o-y growth in
September). Regulated prices edged up by 1.6% (12.0%
y-0-y) mainly as a result of an increase in prices of
electricity and cigarettes (12.5% and 16.7% y-o-y,
respectively), while lower prices of petroleum products
generated disinflationary pressures (14.2% y-o-y).

Chart 11.0.7 Headline inflation

(in %)
2.1 16
1.8 1
15
1.2 ' 12
0.9 I / 10
0.6 r .
0.3 I
0.0 m 006
03 .
0.6
0.9 2
1.2 0
IX X XX L 0 0V VOV VIV IX
2007 2008

I Retail prices
Consumer prices
Y ear-on-y ear consumer price growth
Y ear-on-y ear retail price growth

* Monthly breakdown: July 0.3%, August 1.1%,September 0.9%.




Meat price growth: causes and duration?

After sharp rise in Q2 followed by a slowdown in early Q3, meat prices in Serbia are heading upwards again. It is increasingly
likely that such upward tendencies will persist until the close of the year. Expectations that meat prices will stabilize as the
prices of fuel and agricultural products decline (due to good harvest this year), have so far failed to materialize.

Meat prices
(monthly grow th rates, in %)

40

35

30 -
Rise in livestock feed prices Decline in livestock feed prices

25 -
" \

15
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] \ ,/\\./\_/
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Pork Poultry Processed and canned meat Lamb Veal

In the first nine months of 2008, meat prices rose by 17.0%. Prices of pork increased by as much as 55.5%, veal by 20.9%, and
poultry by 5.6%. In Q3, growth in meat prices made up 25% of total increase in core inflation and was one of its key
determinants. The strongest price growth was recorded for pork followed by processed and canned meat which, taken together,
contributed 0.5 pp to core inflation growth in Q3.

Arguments advanced to justify the hike in meat prices are contradictory. The latest decrease in prices of animal feed, for
instance, followed by growth rather than decline in meat prices was attributed to “poor meat supply due to declining livestock
numbers and the fact that animals were fed on more expensive animal feed in the preceding period. Nevertheless, when the
prices of feed edged up in August last year, this almost immediately triggered a rise in retail meat prices, even though meat
was in large supply and the livestock was fed on cheaper feed.

Low purchase price that remained flat throughout 2007 (attributable, inter alia, to the absence of initiative on the part of the
government with respect to the policy on commodity reserves) failed to cover the costs of breeding, which resulted in declining
livestock numbers in early 2008. Given the cyclical nature of livestock production, periodic changes in price levels are not at
all unusual. However, what we are dealing here with is a lack of initiative in terms of agrarian policy and unregulated market
relations across livestock breeders, dealers, abattoirs and retail traders. For this very reason, pork meat has lately been recording
exceptionally high prices reaching the unprecedented level of over EUR 2 per kg of live weight.

Emergency import of meat, that sparked substantial public debate, would at this point lead to a decline in meat prices only if
payment of customs duties (30%) were to be abolished. On the other hand, we cannot count on cheaper imports of meat as
Europe has also been faced with a decline in the size of its herd.

Industry experts argue that if energy and feed prices remain stable, this situation is likely to persist until the end of the year.
An increase in livestock numbers and decrease in meat prices can reasonably be expected in Q1 2009 at the earliest, as most
famers have begun to take serious steps to replenish their depleted herds rather than to sell them out.
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Inflation outlook for Q4 2008

Core inflation in Q4 is expected to be somewhat higher
than in Q3 and to settle at around 2.8%. The year-on-year
rate will continue rising to reach 10.9% at year end.

Core inflation movements in Q4 will be mostly driven by
the following factors:

1) persistently high inflation expectations;
2) price inertia;

3) decline in prices of petroleum products, reflected
through reduced production costs;

4) inflationary effects which are likely to be generated by
the exchange rate, given the strength of depreciation
pressures since early Q4.

Table 11.0.4 Major revisions of regulated prices expected in
Q4 2008

Contributions to

Groyvth rate retail price growth
(in %)
(p-p.)

Utilities 7.9 0.6
Postal and

telecommunications services 151 0.6
Petroleum products -6.8 -0.6
Transport services 2.4 0.1
Social welfare services 4.0 0.1
Medications -5.0 -0.1

Prices of agricultural products are expected to increase
by about 20%, thereby contributing 0.6 pp to total retail
price growth

The increase in regulated prices is anticipated in the
region of 1.2% to 1.6% (contributing 0.6—-0.9 pp.). The
highest price growth is expected for utilities, primarily as
a result of increased costs of heating, and postal and
telecommunication services since Serbian residential
landline telephone rental charges have been increased.

In addition, considerable growth in costs of social welfare
services and a somewhat lower growth in costs of
transportation are expected, while prices of medicaments
are likely to decrease.

Given the continuous decline in prices of crude oil in the
world market, prices of petroleum products are expected
to decrease further. The registered decline in prices of
petroleum products is lower than that recorded so far for
crude oil, as the effect of announced increase in excises
on petroleum products by four dinars per litre has already
been entered into calculation. Given the expected
stabilization of crude oil prices in the coming period, it is
estimated that prices of petroleum products will decline
by 6.8% (contribution —0.6 pp.).

To conclude, based on anticipated movements in regulated
prices, prices of agricultural products and market-formed
prices, fourth-quarter growth in retail prices is expected to
reach around 2.8%, while their year-on-year growth is
expected to come to about 9.7% year-on-year.
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II1. Inflation Determinants

1. Monetary conditions

As the appreciation gap of the real exchange rate
widened and the real interest rate remained above the
trend line, monetary policy became more restrictive in
Q3. And though inflation expectations have increased,
the key policy rate is still running above the neutral
level.

Even with the key policy rate remaining flat, the monetary
policy stance was more restrictive in Q3, primarily as a
result of pronounced nominal appreciation of the dinar.

Tighter policy stance is also evident from movements in
the real monetary conditions index. Namely, one of its
components — the appreciation gap of the real exchange
rate, which had been a factor of disinflation since as far
back as H2 2006, produced particularly strong
disinflationary effects in Q3 2008. The appreciation gap
widened on account of nominal appreciation of the dinar
against the euro and the dollar (5.2% and 1.2%,
respectively), but also of higher domestic inflation.

Although the real exchange rate appreciation gap is
expected to generate further disinflationary effects, their
strength hinges on the continuation of the trend of
nominal appreciation. Given the depreciation pressures
prevailing at the moment, disinflationary effects of the
appreciation gap of the real exchange rate are likely to
wane over the short run. Whether the same will be the
case over the long run, and whether the appreciation gap
will close altogether, depends on the duration of the
global financial crisis and the extent to which it reflects
on economic developments in the country.

The new set of NBS measures®, obligating banks to
deposit 20% of their calculated foreign currency required
reserves in dinars and abolishing required reserves on

* Adopted at the MPC meeting of 17 October 2008.

Chart l1l.0.1 Monetary Conditions Index (MCI)
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banks’ new foreign borrowing, will lead to a release of
foreign currency liquidity which, in turn, will induce a
weakening of depreciation pressures and stabilization of
the dinar in the period ahead.

The real interest rate, as the second component of the real
monetary conditions index, is another indicator of
monetary tightening and has been running above the trend
line since Q2. According to this indicator, monetary
conditions remained unchanged from Q2. In Q3, the real
interest rate averaged at 4.2% or around 120 basis points
above the trend line.

Chart 111.0.3 Real interest rate on repo
operations and its trend
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As findings of the Reuters survey point to a mild increase
in inflation expectations, the neutral interest rate level
was somewhat higher in Q3 than in Q2. However, the key
policy rate continues to run above the neutral level.

As global financial developments are having an adverse
effect on the nominal value of the dinar, as well as
pushing up inflation expectations and threatening to
induce a decline in aggregate demand, the monetary
policy stance in the period ahead will depend primarily on
how the current financial crisis unravels.

Interest rates

Both lending and deposit rates of commercial banks
increased on the back of a rise in international interest
rates. The consequent fall in loan demand prompted
banks to invest more in the money market, which induced
some decline in interbank market interest rates. Mounting
investor pessimism and the spill over of the global liquidity
crisis into the domestic market led to a slump in capital
market liquidity and a fall in prices on the Belgrade Stock
Exchange.

Though the key policy rate in Q3 remained unchanged at
15.75 p.a. other money market interest rates declined
somewhat, most likely as a result of a slowdown in bank
lending. At the same time, the interest rate on six-month
outright NBS bills decreased during Q3 to stand at
14.95% p.a. at the September auction. Although this rate
is applied to relatively less liquid NBS securities, it
continued moving away from the key policy rate.

Chart lll.1.1 NBS repo interest rate
(w eighted average, in percent per annum)
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Chartlll.1.2 Interest rate movements
(daily data, annual level, in %)
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Source: National Bank of Serbia and Reuters.

Breakdown by quarter reveals that the BEONIA interest rate
rose from 14.91% in Q2 to 15.54% in Q3. This was mostly
due to the fact that BEONIA was relatively lower and
departed more from the key policy rate in the prior period
on account of a change in the methodology of calculating
required reserves.’

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

Chart lll.1.4 NBS key policy rate and commercial
bank interest rates
(w eighted average, per annum, in %)
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Breakdown by month, however, shows that on average,
BEONIA was lower in September than in June (15.27%
relative to 15.45%). The BELIBOR interest rate for all
maturities had a smaller decline in September relative to
June (from 9 to 11 bp).

The steeper decline in BEONIA than in BELIBOR led to
a lowering of the yield curve level and an increase of its
slope. However, if the money market yield curve slope
is taken to represent a band between longest- and
shortest-maturity BELIBOR interest rates, it becomes
clear that it has remained practically unchanged from
June this year. It is, therefore, possible that the BEONIA
declined more than BELIBOR due to its volatility or
different methodologies used in calculating these rates.

Interest rates in the market of Republic of Serbia
treasury bills are rising. The weighted average interest
rate in September was 4.95% p.a. or 36 basis points
higher than in June.

Although the key policy rate remained flat and money
market interest rates were relatively stable, lending and
deposit rates of commercial banks went up. The average

* The first calculation of required reserves, including the days of the weekend,
began on 17 May.
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Chart l11.1.5 EURIBOR 6 M and bank loans
interest rates
(monthly average, in percent per annum)
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Chart 1.6 Weighted average interest
rates on securities
(in percent per annum)

16
14
12
10

[0}

N b

0 11 12 1 2 3 4 5 6 7 8 9
2007 2008

Republic of Serbia T-bills

Securities used by NBS in OMO

Source: NBS and RS Ministry of Finance.

weighted lending rate of banks rose by 42 basis points, to
17.35% p.a., mostly as a result of rising international
interest rates. The global financial crisis which has led to
a worldwide liquidity slump also triggered an increase in
weighted average deposit rates, which increased by 26
basis point to reach 6.4% p.a.

As a result, the interest margin of commercial banks
widened. Depending on whether the weighted average
interest rate on total bank lending or the weighted average

interest rate on credits is used in the calculation of the
interest rate margin, in September it equalled 10.95 or
12.08 pp, respectively, which is an increase by 0.17 or
1.44 pp, respectively, relative to June.

Belgrade Stock Exchange

As third-quarter developments in the Belgrade Stock
Exchange show, the liquidity rebound in May and June
was just a rare encouraging episode before stock
exchange indicators began heading for their historic
lows. In Q3, as the effects of the global financial crisis
were first felt in the domestic capital market, liquidity
was at an extremely low level. This was further
aggravated by mounting investor pessimism, as reflected
by a low expectations index — Belex Sentiment.

Total share trading equalled roughly RSD 10.6 billion,
down by as much as 56% from Q2. In relative terms, the
number of transactions declined less than total trading,
which points to a continuing downward trend in financial
market depth, evident since end-Q1 this year. Another
factor behind the fall in market liquidity was reduced
participation of foreign investors in stock exchange
trading since April this year®.

End-Q3 capitalization of the shares market was RSD 925
billion or 17.3% down from end-Q2. The fact that
capitalization declined less than trading is another
indicator of a liquidity slump in the market.

In late September, the Belex line index reached 1941.76
index points or 37.2% less relative to end-June. The blue-
chip index, Belex15, recorded an even more drastic
slump (43.7%), falling close to its nominal value as at
end-September (1003.77 index points). With the
escalation of the global financial crisis in early October
and a fall in domestic investors’ expectations, share
prices in the Belgrade Stock Exchange declined further
and the Belex15 fell below its nominal value, breaking
its historic low.

Serbia’s third-quarter drop in share prices was the
steepest in the region. The highest correlation with
movements in the Belex 15 index was recorded for
Bucharest and Sofia Stock Exchange indices, as they
declined most after Belgrade Stock Exchange indices

¢ In Q3, trading by foreign investors declined from RSD 32.9 to RSD 7.9 billion.
By contrast to Q2 when foreign investors were net buyers (around RSD 5.6
billion), in Q3 foreign investors participated as net sellers (RSD 426 million),
which led to a fall in prices.
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Chartlll.1.7 BELEX15 index in 2008
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(BET: 34.5%, SOFIX: 31.3%). The Belex15 index was
the most volatile’ of all stock exchange indices across
the region.

7 As measured by the variation coefficient.

* The series of A2008 bonds matured for payment in mid-Q2.

Both turnover and capitalization in the bonds market
declined, which was not only due to a liquidity slump but
also to the appreciation of the dinar and reduced width of
the bonds market®. The average weighted yield in the
bonds market declined mildly on a quarter earlier (from
6.71% to 6.67%, p.a.). In terms of bond series, the
average yield for all series was higher in September than
in June. In addition, the strongest increase in yield was
recorded by series with shorter maturities (A2009 and
A2010), as investors demanded higher yields for these
series to offset the increased liquidity risk.

Exchange rate

In Q3, the dinar strengthened against the two major
world currencies under the influence of both external
and internal factors. The interbank foreign exchange
market was relatively stable and foreign exchange
liquidity remained sound. With the deepening of the
global financial crisis in early Q4, however, foreign
exchange liquidity of banks declined and the dinar
depreciated.

In Q3, the dinar appreciated by 5.2% against the euro
relative to a quarter earlier. The dinar/euro exchange rate
fluctuated inside a band of RSD/EUR 75.75 to 79.06,
with the strongest daily fluctuations in August (0.4%°).

The main factors behind the strengthening of the dinar
were a restrictive monetary policy stance and the resultant
high interest rate differentials which made repo
investment very attractive. Encouraged by a stable
political situation, parent foreign banks engaged in
buying dinars through their local subsidiaries in order to
benefit from the above interest rate differentials.
Continued growth in direct enterprise borrowing abroad
and a seasonal decline in banks’ sale of foreign exchange
to clients contributed further to the strengthening of the
dinar. In the first half of August, the dinar hit a record
high of RSD/EUR 75.75".

Although the ECB hiked its key policy rate by 25 bp
while the FED’s policy rate remained flat, in mid-July the
dollar started climbing against the euro to reach
USD/EUR 1.43 in late September.

’ Measured as the standard deviation of daily rates of change in the dinar/euro
exchange rate.

"*The highest since October 2004.
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Chartlll.1.9 Movements in the RSD/EUR
exchange rate and the two-week repo rate
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As a result of appreciation of the nominal effective
exchange rate for the dinar and faster growth in domestic
relative to foreign prices, the dinar appreciated by 1.7% in
real terms (real appreciation by 3.7% against the euro and
real depreciation by 5.7% against the dollar).

The interbank foreign exchange market was relatively
stable throughout the third quarter. The only exception
were three days in August when strong appreciation
followed by bouts of depreciation pressures prompted the
National Bank of Serbia to intervene, first by selling and
then by buying euros, in order to moderate excessive daily
fluctuations. On all other days, the exchange rate of the
dinar was determined by demand and supply of foreign
exchange in the interbank market. Average daily trading
volume in the interbank forex market equalled EUR 88.1
million. Total foreign exchange trading volume (EUR 5.8
billion) declined by 13.6% from a quarter earlier.

After a dip in Q2, the EMBI" surged in Q3 with the
deepening of the global financial crisis. In late September,

" Emerging Markets Bond Index.

Chartlll.1.10 Daily changes in RSD/EUR
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Table 111.1.1 Composition of trade in the IFEM
(total trade)

Q2
IFEM 6,727,285,908
NBS - Banks 102,000,000
Bank - bank 6,625,285,908
Q2
IFEM 100.00
NBS - Banks 1.52
Bank - bank 98.48

the yield on Serbian sovereign bonds traded in the
Luxembourg Stock Exchange was roughly 520 bp above
the yield on US Treasuries. Such increase in the EMBI
reflects diminished investors’ propensity to invest in
Serbia, which adds to current depreciation pressures.

In early October, as the global financial crisis escalated,
foreign exchange liquidity in the domestic financial
system slumped and the dinar began depreciating against
the euro. In an effort to prevent excessive daily exchange
rate fluctuations, the National Bank intervened heavily in
the IFEM during October, selling to banks a total of EUR
269.0 million. Despite these interventions, the exchange
rate depreciated by around 10.11%. On 17 October 2008,
the NBS adopted a set of measures aimed at boosting
banking sector liquidity'?, which had a positive, albeit
short-lived, effect on the interbank forex market. Namely,
although they faced no problems in settling their
obligations to clients, banks increased their demand for
foreign exchange due to limited access to external
financing, and so spurred depreciation pressures.

"> These measures introduce changes to the manner of calculating and depositing
foreign currency required reserves.

EUR
Q3 Total 2008
5,814,909,352 18,471,659,333
9,000,000 402,000,000
5,805,909,352 18,069,659,333

(in % of total trade)

Q3 Total 2008
100.00 100.00
0.15 2.18
99.85 97.82

Chartlll.1.12 Risk premium indicator -
EMBI and CDS
(monthly averages, in basis points)
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Effects of the global financial crisis on Serbia

The global financial crisis has arrived in Serbia. It is reflected in diminished availability of foreign funds and a
psychologically-induced decline in confidence among savers, which led to withdrawal of some foreign currency
deposits. The decline in foreign exchange liquidity gave rise to strong depreciation pressures in early October. The dinar
weakened notably despite hefty interventions of the National Bank in the forex market.

And whereas most central banks of developed economies responded to the crisis by cutting their policy rates, central
banks of emerging economies decided on monetary policy tightening to combat increased depreciation pressures. As
Serbia faces problems with foreign exchange liquidity rather than dinar liquidity, monetary policy relaxation and
downward revision of the key policy rate would, in fact, only add to the already strong depreciation pressures.

In order to boost foreign exchange liquidity, the National Bank of Serbia decided on a set of prudential measures, and
hence abolished the reserve requirement on fresh external borrowing by banks, and at the same time, increased the
dinar-denominated share of required reserves on foreign currency accounts. In addition, banks were given the option
of applying a more favourable reserving base when calculating required reserves on foreign currency savings deposits,
while penalties for failure to allocate required reserves at the end of the period were lowered. These measures induced
a mild, but fairly short-lived, strengthening of the dinar.

The country’s real economy will not go unscathed by the current financial crisis, either. Namely, if depreciation
pressures persist, they will produce inflationary effects over the short run. Escalation of the global financial crisis has
already led to a steep slump in global demand and a fall in prices of oil and other commodities. Further decline in global
demand could induce notable dampening in export growth. The companies will respond either by focusing on domestic
markets or by cutting down their production, both of which are likely to have a disinflationary effect.

Increase < Global financial crisis > Global economic crisis N Drop in global prices
in risk premium Drop in global liquidity Drop in global demand o of commodities
Depreciation P Limited and costlier financing for Slowdown in
pressures - domestic banks and enterprises domestic exports

v v

Rising domestic interest rates (on
savings and loans)
Credit growth slowdown

> Slowdown in economic growth
(drop in demand)

y —

Inflation B

Rising international real interest rates and the decline in availability of foreign funds will put a further strain on the
country’s economic growth and will have negative implications for domestic demand. As a drop in domestic demand,
coupled with a decline in global commodity prices, could lead to a slackening of imports, end-effects on the foreign
trade deficit are on the whole uncertain.

o
(3]



The global financial crisis has, therefore, produced depreciation pressures and led to a decline in global commodity prices,
rising real interest rate trends, slowdown in economic activity, and a slackening of both exports and imports. The ultimate
effects of the crisis, however, will depend on both its severity and duration. The results of the latest measures taken by
central banks of the most developed economies are yet to be assessed. For its part, Serbia should try to alleviate any
negative consequences of the crisis by pursuing a responsible fiscal and monetary policy. Already in its October meeting,
the Monetary Policy Committee decided to tighten the monetary policy stance, thereby sending a clear signal to the public
that the National Bank remains firmly committed to achieving its primary objective — preservation of price stability.

Finally, let us note that the National Bank did not only deal with the consequences of the crisis. It had, in fact, acted pre-
emptively by pursuing a responsible monetary policy and enacting prudential measures, which greatly mitigated the effects
of the global financial crisis. Namely, the National Bank conducted a restrictive monetary policy (high key policy rate and
excess liquidity sterilization), enacted prudential and administrative measures (high reserve requirement on foreign
currency savings deposits and foreign borrowing by banks, limiting the ratio of gross household lending to the level of
capital, limiting household borrowing) and tightened supervision of commercial banks (setting up of the Credit Bureau,

reducing exposure to the foreign exchange risk).

Although the NBS has often been criticized for its restrictiveness, it is now clear that the conduct of exactly such policy
has helped preserve the stability of the country’s banking system, despite the strong shock it has received. At the end of
the day, it is the policy directly opposite to that of the National Bank of Serbia (deregulation of financial markets and stock
exchange systems and conducting an expansive monetary policy) which may be singled out as the key cause of the current

global financial crisis.
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2. Import prices

Decline in imported inflation, begun in Q2, continued
into Q3 on the back of appreciation of the nominal
effective exchange rate of the dinar and much lower price
growth in the EU and USA. However, the drop in

imported inflation did not lead to any major easing of

core inflation growth as inflation expectations continued
to run high.

Q3 saw negative imported inflation of as much as 16.4%
at annual level” resulting from the 17.9% appreciation of
the nominal effective exchange rate of the dinar™ (per
annum average) and only 1.8% price growth in the EU
and USA" (per annum average). With strong appreciation
pressures in late Q2, it seemed quite likely that imported
inflation would continue declining in Q3, and although it
managed to ease core inflation growth to some extent
(11.6%, vs. 12.7% in Q2), the slowdown was lower than
expected considering the depth of the decline in imported
inflation and international oil and commodity prices.

Given current depreciation of the exchange rate of the
dinar, imported inflation is most likely to record a

Chart lll.2.1 Core and imported inflation
(average annualized quarterly grow th rates)
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significant increase in Q4. In this context, movements in
core inflation in Q4 could show if the link i.e. pass-
through from imported to core inflation has weakened,
as would be logical to expect after several years of
inflation targeting, or the effect of the exchange rate on
inflation has simply been asymmetric (weakening of the
dinar leads to rapid inflation growth, while vice versa,
the effects tend to lag well behind).

Oil and commodity prices

Since the last Inflation Report, oil prices have
experienced a sharp reversal in trend. Not long ago, in
July 2008, the price of North Sea Brent oil hit the record
high of above USD 147 per barrel, and there were
analysts, at the time, who predicted that oil prices would
rocket to as high as USD 200-250 pb.

However, prices of this most important strategic
commodity have, in the meantime, tumbled down. At
end-Q3, prices of Brent and Ural oil reached USD 97.5
and USD 91.4 pb. The plummeting of oil prices to
below USD 100 per barrel raised genuine concern
among OPEC countries, which are used to earning extra
income on high prices, and, at the same time, provided
relief to oil-importing nations and contributed to
disinflation. However, this was only the beginning of a
slide in global oil prices. The first half of October
witnessed yet another, even sharper, drop in oil prices
by USD 30 per barrel. Such a dramatic decline over a
short period of time managed to surprise even the most
optimistic of forecasters.

In fact, oil prices plummeted as the world economy
slowed down, most notably major advanced economies -
some of which are now even verging on recession. This
has led to a significant weakening of energy demand by
the largest oil consumers. The second reason behind the
drop in oil prices is strengthening of the US dollar and the
third, the sale of oil futures by investors and their flight to
safe haven assets.

Oil prices are currently showing strong downward trends.
Hence, the very same economic analysts (Goldman
Sachs) who, swayed by strong upward trends in HI,
predicted that oil prices would exceed USD 200 pb, now
even reckon with the possibility of their decline to USD
50 USD in the event of a deep and prolonged global
recession. We, however, believe that the forecasts
released by the Economist Intelligence Unit (EIU) are
more realistic. According to the EIU, average price of
Brent oil in 2009 and 2010 will equal USD 75 and USD
82 pb, respectively. By contrast, in the latest issue of the

24
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World Economic Outlook, the IMF has projected much
higher average oil prices —USD 107.25 in 2008 and USD
100.50 pb in 2009. It should be noted, though, that the
IMF released its forecasts before the most recent sharp
drop in oil prices.

According to our projections, the likely price of Ural oil
at end-2008 will revolve around USD 75 pb. Our
projection assumes that the OPEC cartel will reduce its
output by at least million barrels a day, which should halt
the downward spiral in oil prices.

A sharp drop in prices was not only recorded for oil, but for
all other commodities as well. Copper is one of the most
important raw materials in industrial production. In mid-
October, the price of copper equalled USD 4,650 per ton,
whereas in April it peaked at a historical high of USD 8,715
per ton. In not more than six months, the price of copper
fell by more than 45%. Even gold, regarded by investors as
a safe haven in times of crisis, has declined in value. In
mid-October, it reached USD 805 per troy ounce, down by
20% from the record high registered in mid-July 2008.

Chartlll.2.2 Qil prices
(in US dollars)

150

140
130
120
110
100
90
80
70
60
50

12 3 6 9 12
2006 2007

Ural crude oil

Brent crude oil

Source: Bloomberg.

2008




Why are natural gas prices heading up while crude oil prices are heading down?

The import price of natural gas is calculated based on a formula that includes prices of petroleum products being
surrogates for natural gas.' Thus, gas is priced in line with movements in international crude oil prices during the prior
9-month period and the US dollar selling rate as at the price calculation date.

Based on prices of reference petroleum products, import price of natural gas in Q4 2008 has been estimated at 500
USD/000 m3, up by 101.82% from May 2007 when gas prices for households were last adjusted. Furthermore, as the
costs of gas transport through Hungary have risen by 27.52%, the price of natural gas for households was revised
upwards by 60% to reach 34 RSD/m3 (price for gas distributors, fiscal fees excluded).

The paradox of rising natural gas prices against a background of declining crude oil prices is explained by the fact that
natural gas is priced based on movements in reference petroleum products during the 9-month period prior to the price
calculation date, which this time happens to coincide with the period when crude oil prices reached their historical highs.
This is why natural gas prices are now heading up, while crude oil prices are heading down. It should be noted that it
will take a while for the current drop in world oil prices to reflect on gas prices. Assuming that prices of petroleum
products remain at their current level (see the shaded part of the chart), gradual lowering of gas prices can be expected
from Q1 2009 at the earliest.

Gas and crude oil prices
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Source: IMF and RS Ministry of Finance.

' Mazut with 1% sulphur content, mazut with 3.5% sulphur content and heating oil with 0.2% sulphur content.



Global financial crisis and action taken by central banks and governments

Deep crisis that has been shaking financial markets for over a year reached its peak in the first half of October 2008 when
world stock markets collapsed and short-term interbank lending came virtually to a halt. Confidence plunged as fear and
panic swept across the markets.

What lies at the very core of this crisis is the abuse of the concept of a free non-regulated market by bank managers,

investment funds, mortgage and insurance companies and other financial institutions.

A free self-regulated market that needs no government control is actually a well-conceived idea, but, unfortunately,
abundantly abused in practice. This became particularly obvious when a new type of trading came into play — trading in
instruments known as financial derivatives. Many financial experts warned of the dangers of these instruments, while
legendary investor Warren Buffet even named them “financial weapons of mass destruction”.

Derivative transactions imply pooling of various types of bank investments, credits or savings, i.e. pooling of high-risk and
more secure, low-risk banking operations, for the purpose of dispersing risk across a larger number of participants. While
allowing risk dispersion, financial derivatives also enabled financial players to invest much larger sums of money, including
the supposedly safe deposits on accounts with banks, into much riskier business transactions. Although twenty years ago
this type of financial transactions was completely unknown, it expanded rapidly over recent years. In 2002, total volume of
trading in financial derivatives equalled USD 106 trillion, only to quintuple in 2008 reaching USD 531 trillion. The boom
in derivatives trading raised concern among financial experts who demanded that the derivatives market be put under
control and appropriate legislation adopted. This, however, failed to get adequate response from the competent institutions.

The idea of encouraging individual creativity in the market is essentially good, but what nobody could predict at the time
when financial derivatives were developed, was the scale to which they would be abused. In a deregulated financial market,
investors engaged in an uncontrolled race to gain maximum profit and invested into increasingly risky deals, hence
deepening the risk and increasing the number of players exposed to such risk. This is why banks throughout the world, that
took the bait of making easy risk-free money and engaged in derivatives trading, are now bearing the consequences of their
reckless behaviour and risky business dealings of American financial moguls. Consequences of the American financial
folly are now reaching even the conservative depositors whose savings are termed with prime world banks or buyers of safe
financial assets such as bonds.

The financial crisis is currently in full swing and its consequences are global. Although pinpointing and dissecting the
causes of the crisis is easy, nobody can tell how long it will last. As the financial system has been shaken to its foundations
and is now under serious threat, the central banks and governments of Western European countries and the United States
have taken a number of radical, even unprecedented measures, to breathe life into the interbank lending market and rescue
stock markets from collapse. As the turmoil had begun in the United States and their financial system is most under threat,
the USA has taken the lead in passing measures to counteract the effects of financial crisis. By purchasing equity shares,
the Treasury Department injected USD 250 billion in US banks out of the USD 700 billion financial bailout plan approved
by the US Congress. To loosen paralyzed channels of credit, the Treasury will guarantee all new debt issued by banks in
the following three-year period, as well as all non-interest bearing deposits with banks (deposits of small businesses). At
the same time, the Fed has granted commercial banks unlimited access to its deposit facility and made dollar credit lines
available to other central banks. The Fed provided USD 540 billion to be injected in the money market through the purchase
of commercial papers (short-term papers issued by corporate entities for the purpose of financing their day-to-day
operations). Thus, for the first time since the Great Depression, the Fed will provide funding for corporate activities. In a
coordinated move with five other leading central banks, the Fed has cut its policy rate by 1 percentage point to 1%.



Governments and central banks of European countries, led by the UK, have also taken a number of drastic measures. The
UK government will guarantee new short- and medium-term debt issuance up to GBP 250 billion and provide additional
GBP 100 billion so that banks can exchange unrecoverable claims for US Treasuries. In addition, the UK government has
approved GBP 25 billion to bolster capital adequacy of banks, and spent GBP 39 billion for partial nationalization of some
of the leading English banks: RBS, HBOS and Lloyds. The Bank of England has cut interest rates by half a point to 4.5%
and raised the savings guarantee for depositors from GBP 35 thousand to GBP 50 thousand.

The governments of Germany, France and Spain, members of the euro zone, approved a total of EUR 820 billion to
guarantee new commercial bank lending (measure for resuscitating the short-term interbank lending market). All euro zone
countries raised the savings guarantee for depositors, while Germany and Austria provided unlimited guarantee on bank
deposits. The European Central Bank also joined the coordinated rate cut by 0.5 percentage points.

Action to alleviate the consequences of the current financial crisis and to prevent its further spreading were also taken by
Russia, China, Japan, Australia and a large number of Asian and Latin American countries. Serbian government and its
central bank have also enacted a set of measures to facilitate new foreign borrowing by banks and bolster household
savings, thus joining in the global effort to mitigate the effects of the financial turmoil.

The consequences of the financial crisis are all too present in today’s world. They are felt not only by financial market
players, but also by ordinary people in the street — savings depositors and mortgage loan beneficiaries. It will take a lot of
time and extraordinary efforts by government institutions to restore confidence in the financial system based on the laisser
faire ideology. In fact, the financial system as we know it, and which until recently appeared to be functioning perfectly
well, is gone never to return. Before long it will be replaced by an institutionally-regulated system that will allow
predictions and prevent irresponsible behaviour of financial entities. After a number of years, the government has returned
to the world of finance in style, as the concept of neoliberalism and denial of the role of the government has failed. This
clearly shows that extensive freedoms granted to financial players did not produce the results expected, and, unfortunately,
were taken advantage of. Once it sets in, the new financial reality will involve a painful downward adjustment for all
participants in financial transactions, as well as for ordinary consumers who had enjoyed the world of money illusion for

quite some time.



Price of iron and its impact on inflation

Rising prices of construction materials are an important factor behind persistent core inflation growth in Q3 2008
(contributing 0.6 pp to core inflation of 2.4%).

Prices of construction materials
(January 2006=100)
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Reflecting a dramatic increase in the global price of iron ore on a year earlier, the price of iron in 2008 surged in Serbia as
well. Iron is one of the few commodities whose price in the world market has risen substantially since 2007, which is
mostly due to the fact that the three largest world producers of iron ore (from Brazil and Australia) jointly account for
around 75% of global iron ore supply. Once a year, producers from the above countries negotiate with the largest buyers
in their respective regions — Brazilians in December and Australians in March. The price negotiated in those meetings is
then applied for the next year as a benchmark for prices charged in the global market.

This year’s movements in iron ore prices are particularly interesting, as the price negotiated in the earliest contracts (of 1
January) was 67% higher than a year earlier, while the price contracted later in the year (1 April) was as much as 97%
higher than a year earlier. As the IMF statistics rely on the first contract prices, the official figure for the price of iron ore

is much lower than actually charged.

One of the key reasons for such strong growth in iron ore prices over the past 6 years is the global monopoly position
enjoyed by its producers. Plus, producers have failed to adequately adjust their supply to rising demand. At the moment,
with the share of 46%, China is the single largest importer of iron ore in the world. In 2007 alone, China increased its steel
production by 16%, which is one third of the global production.



In the first nine months of the year, prices of construction materials in Serbia rose by 25%, or 24.4%, year-on-year, hence
contributing 1.2 pp to core inflation (10.2%). Within retail prices, the strongest growth (as well as contribution) was
recorded for prices of concrete iron in coils: by 67% relative to September 2007 and by 24% in Q3 alone. Prices of other
products from this group also increased, but to a much smaller extent (tile brick, nails, cement, etc.).

Growth in domestic prices of iron was particularly pronounced in April, probably as a consequence of the new global
contract price applied as of that month. As concrete iron is not produced domestically, the entire market demand is met
from imports.

It should, however, be emphasized that the weakening of the U.S. dollar greatly moderated iron price growth in Serbia
relative to the global market. Namely, annual growth in dinar prices of iron ore came to 50%, which is below the growth
recorded in the global market.

Analysts, however, do not forecast that this trend in iron ore prices will continue in the next year. Quite the contrary, they
expect the global financial crisis to trigger a decline in iron ore prices by around 20%.
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3. Balance of payments

Although overall balance of payments ran a surplus,
movements within individual categories deteriorated
relative to the comparable period a year earlier.

Current account

Third-quarter current account deficit reached USD 2,339
million, up by around 63% on Q3 2007. It 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. The deficit on trade in goods and services
rose by 38.1% on the same period a year earlier.

As growth in economic activity is estimated to have been
seasonally faster in Q3, the share of the current account
deficit in GDP was lower (17.0%) than in Q2 (21.9%).
The share of the deficit on trade in goods and services
also declined from 25.7% in Q2 to 22.7% in Q3.

Due to seasonal factors, the slowdown in export growth
(31.6%, year-on-year) was not as pronounced as that in
import growth (34.5%). The main contribution to the deficit
on trade in goods came from energy and equipment sections.
A part of the deficit was covered by the surplus recorded on
iron and steel, vegetables, fruit and grain sections.

The surplus on the current transfers account was only
marginally higher than in the comparable period a year
earlier, covering a much lower portion of the deficit on
trade in goods (31.2% instead of 41.0%).

Table [11.3.1 Balance of payments in % of GDP

Q32007 Q32008

Current account -141 -17.0
Balance of goods and services -22.3 -22.7
Income -1.0 -1.3
Current transfers 9.1 71
Capital account 0.1 0.0
Financial account (excluding changes

in foreign exchange reserves) 19.0 18.9
Direct investment - net 5.8 1.5
Portfolio investment - net 1.6 0.3
Commercial credits - net 1.2 -1.9
Financial credits - net 10.0 151
Currency and deposits - net 0.3 3.9
Other 0.2 0.0
Errors and omissions - net 0.2 0.9
Overall balance 52 2.8

Capital and financial account

The surplus on the capital and financial accounts was
sufficient to offset the high current account deficit. As a
result, the overall balance of payments was positive and
foreign exchange reserves of the National Bank of
Serbia increased.

The surplus on the financial account rose by 57.9%
relative to the same period a year earlier and its share of
GDP climbed from 13.8% to 16.1%.

Within financial account, there was a notable slowdown
in net inflow from foreign direct investment (only USD
202 million). Breakdown of FDI reveals a sharp decrease
in investment in the financial sector (from USD 358
million in Q2 to only USD 76 million in Q3). Of total
investment, over three fifths referred to investment in
property (23.4%), wholesale and retail trade (22%) and
processing industry (16%).

On the portfolio investment account, the outflow trend
prevailing in H1 2008 (USD 132 million) was
discontinued, but the inflow (USD 39 million) was much
lower than in the comparable period a year earlier.

Net inflow of other investment doubled on the
comparable period a year ago, mostly on account of
foreign borrowing by enterprises. Borrowing by banks,
primarily short-term, went up in September. The value of
government obligations in respect of financial credits
declined, as repayments went up and new borrowing
went down.

Total foreign debt servicing (interest and debt
repayments) rose by 34.6% in Q3 relative to the same
period a year earlier and made up 8.0% of GDP. The ratio
of foreign debt repayment to exports of goods and
services rose marginally to 26.3%.

As a result of the above movements, in Q3 the overall
balance of payments ran a surplus of USD 390 million
(2.8% of GDP), which led to an increase in foreign
exchange reserves of the National Bank of Serbia
(excluding exchange rate changes).

At end-Q3, foreign exchange reserves of the National
Bank of Serbia came to USD 13,935.8 million (EUR
9,693.1 million), which is a decline by 3.1% relative to
Q2. Foreign exchange reserves currently cover 5.6
months of imports of goods and services.

The main contribution to growth in NBS foreign
exchange reserves came from a raised foreign currency
reserve requirement for banks (contribution of 1.5 pp), net
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foreign exchange purchases in respect of exchange
transactions of the National Bank (contribution of 0.9 pp),
temporary payment transactions with Kosovo and
Metohija (0.6 pp) and grants (0.2 pp).

The main contribution to the decline in NBS foreign
exchange reserves resulted from exchange rate losses
(contribution of 5.9 pp) and repayment of obligations in

Table 111.3.2 Contribution to NBS foreign exchange
reserves growth
(in percentage points)

2007 2008

Q3 Q4 Q1 Q2 Q3
NBS foreign exchange

reserves (growth in %) 91 56 64 -47 -31
Foreign exchange market 27 28 -13 07 15
Exchange transactions 29 30 13 14 09
NBS's foreign currency net-
sale in the IFEM -0.7 -0.7 -30 -1.2 00
Temporary payment
transactions” 05 06 04 05 06

Reserve requirement on

foreign currency deposits and

credits, and new foreign

currency savings deposits 12 19 00 -25 15

Foreign credits to government 0.3 02 01 04 00

Grants 02 02 01 03 02

Frozen foreign currency
savings deposits and
Economic Development Loan -0.7 -02 -01 -1.7 -04

Other? 55 44 72 -18 -59

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

2 Includes privatization receipts, IMF credit, etc.

respect of frozen foreign currency savings deposits and
economic development loan (0.4 pp).

In Q3 2008, only EUR 152.9 million of reserve money
was created against net foreign exchange transactions of
the NBS. Contributors to reserve money growth included

foreign exchange purchases in respect of exchange
transactions and direct foreign exchange transactions of
the NBS (EUR 84.4 and 65.5 million, respectively).
Within direct foreign exchange transactions of the
National Bank, a total of EUR 106.5 million was sold to
the government, while foreign exchange receipts
generated through other direct foreign exchange
transactions and temporary payment transactions with

Table 111.3.3 Net foreign exchange transactions of the NBS
with an effect on the monetary base

(in millions)
Forex Direct Exchange szt:eligst
1 transact- D
market ions? offices exchan.ge
transactions
Q1
EUR -284.0 221.5 1235 60.9
RSD -23,531.1 18,1284 10,130.1 4,727 .4
Q2
EUR -112.0 398.2 130.8 4171
RSD -9,159.4 32,175.8 10,609.7 33,626.1
Q3
EUR 3.0 65.5 84.4 152.9
RSD 223.2 5,024.3 6,679.3 11,926.8
Total 2008
EUR -393.0 685.2 338.7 630.9
RSD -32,467.3 55,3285 27,419.1 50,280.3

Y 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.

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
securities, etc.)

Kosovo and Metohija equalled EUR 113.9 million and
EUR 58.1 million, respectively.

In Q3 2008, National Bank’s participation in all segments
of the foreign exchange market came to around 2%.



Is the financial stability of Serbian economy under threat?

Like all other countries in the region, Serbia has not escaped the effects of global financial turmoil. The question,
however, remains to what extent can the fallout of the current financial crisis jeopardize the stability of the domestic
financial system given that the market share of foreign-owned banks is high, reliance on foreign borrowing substantial,
and exposure to foreign exchange risk quite large.

We will try to answer this question by analyzing the channels through which the crisis might spill over into the domestic
financial system, as well as by comparing financial stability indicators across the region.

It is beyond doubt that the global financial crisis will lead to a slowdown in domestic lending. General slump in
confidence, reflected in scarcer foreign sources of finance, higher interest rates and risk premium, will tighten access to
credit in the forthcoming period. As the liquidity of their parent banks declines, foreign currency liquidity of domestic
banks will also decrease amid limited inflow of foreign sources of finance. In addition, direct foreign borrowing by
enterprises is likely to contract due to higher interest rates in the world market.

Owing to tight monetary policy stance and implementation of a number of prudential measures, lending in Serbia, most
notably lending to households slowed down. Hence, banks stopped relying predominantly on foreign sources of finance
and turned to encouraging domestic savings. However, in an attempt to evade allocation of foreign currency required
reserves, banks advised their clients to borrow directly abroad, which has caused some deterioration in the quality of

banking sector assets.

As the stability of the banking sector depends to a large extent on credit risk exposure, it would be quite interesting to
compare the share of credit in the banking sector balance sheet total across the region. At around 50%, the share of credit
in the Serbian banking sector balance sheet total is among the lowest in the region, and the banking sector, as such, is
less exposed to credit risk. As the repo stock is also high, liquid assets account for around 30% of the total.

The share of non-performing loans in total lending is below 5% and matches the regional average. It should be noted,
though, that it has trended up this year as a consequence of direct foreign borrowing by profitable enterprises whereby
a part of the good quality credit portfolio of banks was transferred abroad. Nevertheless, nil reserve requirements on new
foreign borrowing by banks are likely to result in the replenishment of the good quality credit portfolio constituents of
the domestic banking sector.

The capital adequacy ratio of Serbian banks equalled 28.1% at end-June which is almost four times higher than anywhere
in the region, or almost 16 percentage points above the prescribed minimum. Compared to other countries in the region,
banks in Serbia resorted most to capital increases to finance their lending activity as they were required to adjust gross
household lending to their share capital (according to effective NBS regulations, the gross household lending to share
capital ratio is set at 150%). Although these prudential measures were aimed primarily at curbing excessive lending to
households, high level of capital has made our banks more resilient to shocks in these turbulent times. It is no wonder
that the purchase of shares and strengthening of the capital base is one of the key forms of government support to the
liquidity-troubled financial institutions.

In Serbia, the standard measure of banking sector profitability, return on equity (ROE), is close to the regional average.
This shows that despite high capital increases in the past year, domestic banking sector remains profitable and would
probably be the last market for foreign banks to withdraw from in the event of further deepening of the crisis and general
liquidity squeeze. Return on assets (ROA), as an indicator of asset management efficiency, is among the highest in the
region (2.7%).



Currently, the most severe threat to our financial system is embodied in the high share of indexed loans (nearly 70%), and
Serbia is almost on top of the list for the region in that respect. High share of indexed loans increases not only bank exposure
to foreign exchange risk, but to the interest rate risk as well. As both the real sector (due to relatively low share of exports
in GDP) and the households (receiving income in dinars) are exposed to the foreign exchange risk, nominal depreciation
pushes up the share of non-performing loans and adversely affects the quality of banking sector assets. Interest rate risk
increases since the domestic lending rates mirror the movements of international interest rates, which have been showing a

strong upward tendency against the background of financial turmoil.

Banking sector - financial stability indicators

Share of loans in I CETLES Share of indexed  NPLs in total Credit growth External bank

banks' balance
0y 0 0
GDP (%) sheet total (%) loans (%) loans rate debt, % of GDP

2007 Q22008 2007 Q22008 2007 Q22008 2007 Q22008 2007 Q22008 2007 Q22008

Serbia 342 358 484 525 69.0 66.9 3.8 48 392 31.7 132 9.5
Bulgaria 66.8 738 910 1024 56.9 58.5 21 21 627 523 199 25.0
Hungary 51.9 520 4638 463 531 53.1 2.4 - 173 16.6 30.9 33.7
Romania 36.6 401 569 60.0 542 55.1 9.7 9.7 604 63.4 179 18.2
Croatia 75.5 757 616 643 620 - 4.8 48 146 105 237 21.0
Resigent deposits, D;opn(:::i;n Deposits in foreign iri&:;]:s(:p‘ll/zacl)f Capital . S::;;i(:a(l)fir:ot:)etlagln
% of GDP currency (%) currency (%) GDP adequacy ratio capital

2007 Q22008 2007 Q22008 2007 Q22008 2007 Q22008 2007 Q22008 2007 Q22008

Serbia 27.5 2717 216 196 784 80.4 4.8 53 171 281 773 79.8
Bulgaria 32.6 329 420 416 580 584 33 3.2 7.7 82 700 72.0
Hungary 28.9 295 812 78.1 18.8 21.9 1.2 1.1 9.9 9.1 80.0 80.0
Romania 36.7 36.1 657 622 343 37.8 1.6 1.9 7.3 70 878 -
Croatia 571 574 342 324 658 67.6 45 34 125 154 904 90.5

* Core capital to risk-weighted assets ratio

Source: central bank websites.

Even though Serbia is in a relatively better position than other countries in the region and its financial stability is currently
not in jeopardy, strong turbulences in the international financial market and general liquidity squeeze will definitely dampen
demand for loans. Credit demand will weaken as a result of higher interest rates sustained by a dry-up of cheap sources of
finance, general economic softening and slackening in global aggregate demand. It is yet to be seen whether the abolishment
of reserve requirements on bank foreign borrowing will provide additional liquidity and whether domestic savings, which
are currently trending down due to the growing mistrust of the banking system, will manage to provide sufficient base for

financing further credit growth.
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4. Monetary flows

Slowdown in lending activity of domestic banks persisted
and direct foreign borrowing by enterprises slackened as
terms of borrowing in the international money market
worsened. This is expected to produce substantial
disinflationary effects in the period ahead.

Monetary aggregates

In Q3, reserve money declined by RSD 18.7 billion,
mostly as a result of increased bank demand for NBS
bills. Slightly over RSD 36 billion was withdrawn
through repo purchased securities, which fully offset the
effect of money creation through net foreign exchange
transactions and spending of dinar-denominated
government deposits. Though more moderate than in
Q2, the government’s fiscal policy remained expansive
in Q3 as dinar deposits worth roughly RSD 6 billion
were withdrawn from government accounts with the
National Bank.

In a longer term perspective, reserve money growth is
slowing in both nominal and real terms. Similarly to
reserve money, money supply M1 fell in nominal terms
and its year-on-year growth rate declined. By contrast,
M2 went up, despite a year-on-year slowdown, as dinar
savings deposits increased by RSD 17.7 billion on the
back of nominal appreciation of the dinar, while a portion
of funds kept by enterprises and households on their
current accounts was converted into time deposits.
Although the dinar appreciated in nominal terms, foreign
currency deposits of non-monetary sectors rose by EUR
528 million, thereby providing major contribution to
growth in money supply M3. Household deposits still
account for a dominant share of foreign currency deposits
held with banks: at end-Q3, they reached EUR 5.6 billion
or EUR 0.3 billion above a quarter earlier.

Lending to the private sector provided major contribution
to money supply growth in Q3, while exchange rate
losses induced a decline in money supply M3 in dinar
terms. Banks invested funds obtained through short-term
foreign borrowing in loans, repo securities and, to a
smaller degree, in their own reserves.

In early Q4, monetary aggregates moved in the opposite
direction relative to Q3. Namely, banks reduced the
volume of repo purchases even more than seasonally
expected for the start of the month and retained most of
those funds in their gyro accounts, which resulted in
reserve money growth. At the same time, monetary

aggregates declined on account of reduced inflow both
from abroad and from domestic sources. Expectations
that the global financial crisis will spill over into the
domestic market induced a loss of confidence in the
banking sector and the decline in foreign currency
savings deposits.

Table 111.4.1 Growth rates of monetary aggregates
(in percent)

2007 2008 Share in
M3
mwv I 1 (Sept)
M3 117 142 55 -07 40 1000
Foreign currency
deposits 107 10.4 141 -08 41 614
M2 132 197 58 -05 39 186
Dinar time 304 312 -08 -01 126 160
deposits
M1 62 140 -87 -08 -16 225
DEMENRE 89 123 -87 -06 36 153
deposits
U0 [ 05 17.8 -87 -12 30 73
circulation

Chartlll.4.1 Movements in monetary
aggregates deflated by retail prices
(y-o-y growth rates, in %)
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In the meantime, the Government of the Republic of
Serbia and the NBS proposed a set of measures to
counteract the effects of the financial crisis. The
Government announced raising the insured amount of
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foreign currency deposits from EUR 3,000 to EUR
50,000 and temporarily lifting the capital gain tax on
savings deposits. The first effects of these measures will
be evident after the Savings Week, during which a
substantial portion of term savings come to maturity. A
decline in household foreign currency savings deposits
held with banks and reduction of foreign currency inflow
from abroad would certainly induce a further slowdown
in bank lending.

Bank lending

Slowdown in lending activity of banks continued from
early 2008. In the year to end-September, lending to the
private sector equalled RSD 139 billion and its share of
GDP reached 39.1%. Of this, 12.9% referred to household
loans. At the same time, the share of the increase in total
loans to GDP was 5.4%.

Although, third-quarter nominal lending to the private
sector was higher than in Q2, in a long term perspective,
lending activity is slowing down (from 30.3%, year-on-
year, in June to 29.4%, year-on-year, in September). This
is mostly due to a slackening in household lending
growth (from 35%, year-on-year, in June to 16.9%, year-
on-year, in September). Such slowdown came primarily
as a result of a tight monetary policy and numerous
prudential measures taken by the National Bank in the
prior period, but, to a smaller extent, also due the
appreciation of the dinar (in view of the high share of
foreign currency clause indexed loans). Compared to Q2,
lending to households even declined in nominal terms.
Mortgage loans increased, use of account overdrafts
stagnated, while cash and consumer loans recorded a
marked slump.

By contrast to household loans, year-on-year growth in
enterprise loans gathered additional momentum (from
32.1% in Q2 to 39.8% in Q3). As terms of borrowing in
the international money market deteriorated, enterprises
resorted more to borrowing from domestic banks and less
to direct foreign borrowing.

To finance their lending activity, banks mostly relied on
domestic sources, including primarily foreign currency
savings deposits and, to a smaller degree, new foreign
borrowing and capital increase of banks.

Real credits, which include not only enterprise and
household borrowing from domestic banks, but also
direct borrowing abroad, continued to move below the

Chart lll.4.2 Movements in money and inflation
(y-o-y grow th rates, in %)
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Chart l1.4.3 Domestic credits and cross border
year on year (in %)
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trend level, reflecting movements in the output gap.
The resulting disinflationary effects were not strong
enough to offset the effect of growing inflationary
expectations. Stronger disinflationary effects on this
account are expected in the future, as the global
financial crisis induces a slowdown in economic
activity and raises interest rates, both of which will
result in lower demand for loans.
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Movements in the real credit gap (as one of the main  being, there are no demand-side inflationary pressures
indicators of aggregate demand) indicate that, for the time and that none should be expected over the short run.

AN
HAUEEEEEEEE
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5. Supply and Demand

Economic activity

Economic activity, other than in agriculture, is slowing
down. Estimates are that such slackening resulted from
a drop in spending and investment activity. The third-
quarter output gap was negative and could deepen in the
period ahead as domestic and global demand slow down
and foreign sources of finance become less available.

Second quarter of 2008

According to the latest report of the RS Statistical Office
which revised GDP figures for several recent years, real
GDP growth was slower in Q2 (6.2%) than in Q1 (8.4%).
And whereas this is in line with our expectations
expressed in the previous issue of the Inflation Report,
our estimate (6.8%) exceeded the official statistics as we
had overestimated the item ‘taxes’ (less subsidies). As
measured by non-agricultural value added (NAVA),
economic activity growth came to 7.0%, which is a
slowdown by 1.3 pp relative to Q1.

According to seasonally adjusted data, Q2 saw a notable
drop in GDP (0.5% p.a.), while NAVA growth slackened
(5.7% p.a.) from a quarter earlier.

In Q2, gross value added (GVA) contributed 5.7 pp to
year-on-year GDP growth, while the contribution of
taxes (less subsidies) was 0.5 pp. Within GVA, the largest
contribution to year-on-year GDP growth came from the
services sector: transport activity (2.2 pp), financial
intermediation (1 pp), as well as retail and wholesale
trade (0.7 pp).

Growth in the services sector was on a slowing path since
the start of the year, mostly on account of slackening
growth in domestic demand. The latter growth, however,
is still higher than that of material production (8.2% and
3.7%, year-on-year, respectively), but the two rates are
trending closer together.

Third quarter of 2008

Economic activity indicators and our estimates point to
accelerated GDP growth in Q3. Seasonally adjusted data

Chart lll.5.1 Contribution to y-o-y GDP growth
(in percentage points)
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Chart 111.5.2 GDP - estimates by quarter
(in RSD min)
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indicate that GDP growth stepped up to 4.8% p.a. and
NAVA growth slowed down to 3.6%. Year-on-year
growth rates for GDP and NAVA are estimated at 6.7%
and 6.1%, respectively. Despite accelerated material

39



National Bank of Serbia

Inflation Report

production growth, NAVA slowed down due to a
slackening in services growth.

In Q3, year-on-year growth in industrial production lost
speed relative to Q2 (1% and 2.4%, respectively), as a
consequence of an unforeseen decline in industrial
production in August (4.4%). Although this slowdown
can partly be ascribed to the two working days less in
August this year compared to the same month last year,
its main cause was the slackening of domestic demand in
prior months. Another indicator of the slowdown is
accelerated growth in stocks of finished products in the
industry sector since the start of the year, which, in
September, was particularly pronounced for intermediary
goods. In terms of industrial production, growth in
processing industry slowed down (0.4%, year-on-year),
while production in August slumped in 17 out of 23
fields of activity.

The September growth in industrial production came as
no surprise. The agricultural year was good, which
boosted activity in the food industry, and the comparison
base was low due to an overhaul in US Steel a year ago.
On the other hand, as, late in Q3, US Steel closed down
one of its plants most probably in response to a decline in
global demand for steel, we may expect a more notable
slowdown in industrial production in the period ahead.

Year-on-year real growth in retail trade slowed from 5.6%
in Q2 to 2.1% in Q3. According to seasonally adjusted

Chart l11.5.3 Growth in economic activity
indicators (seasonally adjusted quarterly grow th
rates, at annual level)
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data, the decline in retail and wholesale trade was milder
(1.8% compared to 7.6% p.a. in Q2).

Third-quarter output gap is estimated to be negative at
around 0.6%. The gap is expected to deepen in the coming
months, as a consequence of the global financial crisis
and a slowdown in demand growth.

Chart 111.5.4 Growth in economic
activity indicators
(year-on-year grow th rates)
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Foreign demand

Financial crisis that has shaken the global economy to its
core will strongly reflect on economic growth
worldwide. The world is, practically, teetering on the
brink of recession of uncertain depth and duration.
Global economic growth in 2008 will be significantly
slower than last year. A modest recovery is not to be
expected until late 2009. Such developments will, no
doubt, lead to substantial weakening of global demand.

The IMF now projects that the global economy, which
grew 5% last year, will slow down to 3.9% this year. It
is forecast to weaken even more — to just 3% — next
year, marking the worst showing since 2002. According
to the IMF, global growth of 2-3% is equivalent to
global recession. There is a good chance that in 2009
major advanced economies will be in or on the brink of
recession. Growth in emerging economies is also losing
speed and is expected to remain below the long-term
trend in 2009.

The most important market for Serbia is that of the euro
zone countries with which it trades most extensively.
After 0.2% contraction in Q2, euro zone economy is
expected to either stagnate or shrink in Q3. Should the
latter be the case, the euro zone will officially slip into
recession (technically speaking, recession means two
consecutive quarters of negative economic growth).
The IMF forecasts that the economy of 15 countries
sharing the euro will grow at 1.3% in 2008, half the
growth recorded a year earlier. Projections for 2009
point to a mere 0.2% growth, with the most advanced
euro zone economies (Germany, Italy, France, Spain)
either shrinking or slipping into the doldrums.
Economy of the EU-27 is forecast to grow 1.7% in 2008
and 0.6% in 2009.

The emerging economies, which until recently seemed
immune to the financial crisis, are now also losing
traction. However, in view of the exceptionally strong
growth recorded in these economies in 2006 and 2007
(7.9% and 8%, respectively), the projected slowdown to
6.9% in 2008 and 6.1% in 2009 may be considered
moderate compared to the slackening in major advanced
economies. Growth in Central and East European
countries, that Serbia also has strong foreign trade ties
with, is expected to slow down to 4.5% in 2008 and
3.4% in 2009 vs. 6.7% recorded in 2006.

Altogether, these forecasts suggest that the slowdown in
the economy of the above countries has already
triggered a decline in demand which is yet to gather

momentum and weigh down on Serbian exports. Our
imports are also likely to decline in 2008 and 2009,
falling victim to slower economic growth induced by the
global financial turmoil.

Chart lll.5.6 Household demand and GDP
(y-o-y real grow th rates, in %)
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Indicators of household spending

Dampened by remittances and credit, real household
spending declined in Q3. Its sources of growth, however,
were pensions and wages.

Based on selected indicators, household spending is
estimated to have declined in Q3 from the same period a
year earlier by 5% in real terms. It was driven down by
increased purchase and lower sales of foreign currency
cash in exchange offices as well as a significant
slowdown in borrowing.

Consumer demand movements in Q3 were under the
dominant influence of the following factors:

Wages. The share of net wages from the statistical
sample in estimated GDP rose on the comparable period
a year earlier by 0.4 structural points. Assuming that
employees not included in the sample earned on average
as much as those included in the sample, the ratio of net
wages to estimated GDP was 2 structural points higher
than in the same period a year earlier.

Social transfers accounted for 16.6% of estimated GDP,
which is 1.2 structural points more than in the same
period in 2007.
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Remittances and offices. Registered
remittances and net inflow from exchange transactions
accounted for 6.5% of estimated GDP, 0.5 structural
points less than in Q3 2007.

exchange

Credits. Borrowing provided households with an
additional source of financing consumption and
amounted to 0.1% of estimated GDP, down by 4.8
structural points from the same period a year earlier.

At the same time, household savings growth reached
3.6% of estimated GDP, which is 1.1 structural points
less than in Q3 2007.

As a share of GDP, household revenue minus increase in
savings and plus increase in credits, decreased by 1
structural point — from 57.4% to 56.4%. Taking this into
account, as well as retail price growth which pushed
nominal GDP up, it may be concluded that household
demand produced disinflationary pressures in the third
quarter of 2008.

Public consumption

The third-quarter budget deficit of RSD 6.3 billion (as
calculated by the IMF methodology) was much lower
than in a quarter earlier. The effect of the consolidated
budget was milder and equivalent to the creation of RSD
5.7 billion, which induced a slowdown in aggregate
demand growth. The fourth quarter, however, is likely to
see a new wave of fiscal expansion.

Total consolidated revenue, excluding grants, equalled
RSD 275.5 billion in Q3 2008 (up by 14.7% in nominal
and 3.6% in real terms on the same period a year earlier),
while total consolidated expenditure came to RSD 281.8
billion (up by 10.1% in nominal and 0.2% in real terms on
the same period a year earlier), resulting in a budget
deficit of RSD 6.3 billion. The fiscal deficit came to RSD
6.3 billion or 0.9% of GDP.

The effect of budget flows on aggregate demand was
equivalent to the creation of RSD 5.7 billion. The
resulting difference to the above specified fiscal deficit is
mostly attributable to the repayment of domestic and
foreign debt and interest.'

'® A portion of these costs (e.g. repayment of domestic debt) are not included in the
calculation of the deficit but affect aggregate demand, while another portion is
included in the calculation of the deficit but those costs do not affect aggregate
demand (e.g. repayment of interest on foreign debt).

The share of revenue in GDP declined, but the share of
expenditure in GDP also fell notably relative to Q1
and Q2 of 2008.

On the revenue side, tax on profit was the only category
that recorded notable year-on-year growth (59.9% in
nominal and 44.5% in real terms), continuing a long time
trend. However, tax on profit does not have a significant
weight in the overall revenue. The most significant
revenue items, VAT and excise duty, performed badly in
Q3. In real terms, VAT revenue declined by 0.2% on the
same period a year earlier, while the excise duty
collection stagnated. This was mostly due to insufficient
tax discipline, but also to a decline in economic activity
and trade in goods.

Social benefit payments were the only expenditure
category which continued to record a strong increase.
This refers primarily to pensions, which increased by
25.6% in nominal terms (13.5% in real terms) relative to
the same period a year earlier. And whereas Q3 saw a
decline in subsidies, the adopted budget revision for 2008
envisages another round of substantial agricultural

Chart 111.5.7 Public revenue and
expenditures (IMF methodology)
(as % of GDP)
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subsidy payouts before the end of the year. Growth in
outlays for wages was finally reined in and came to 3.7%
in real terms, year-on-year. The execution of capital
expenditure remained low (33.1% in nine months of
2008), resulting in only 1.5% year-on-year growth.

Among other things, the fourth quarter is likely to see
additional expenditure of RSD 10.8 billion for pensions
and RSD 7.7 billion for agricultural subsidies, but
execution of capital expenditure will be reduced, at least
to the extent planned by the budget revision (RSD 6.9
billion), but possibly even more.” Full execution of
capital expenditure at state level would call for spending
of RSD 12 billion per month until the end of the year,
whereas the average monthly execution in the year so far
has been around RSD 2.3 billion. Therefore, if Q4 sees no
unplanned increases in current expenditure, especially on
item ‘transfers to households’, total expenditure could be
lower than planned. However, as the financial crisis is
likely to induce a slowdown in the collection of tax
revenue, despite savings on capital expenditure, the fiscal
deficit could equal the already announced end-year level
of RSD 60 billion.

Table 111.5.1 Fiscal balance
(by quarter, in RSD billion)

Q1
I. Consolidated revenues and grants 220.36
o/w grants 0.13
Il. Consolidated expenditures and debt repayments 219.91
foreign debt repayment 1.32
frozen foreign currency savings repayment 0.59
debt pre-payment 0.00
Ill. Consolidated revenues without grants 220.23
V. Consolidated expenditures and debt repayments
(excluding foreign debt repayments, pre payments and 218.01
FFCD repayments)
Fiscal balance - IMF methodology (Il - IV) 2.23
GDP 484.41
Fiscal balance - IMF methodology in % of GDP 0.46

Source: Calculation based on RS Ministry of Finance data.

"7 For more details on 2008 budget revision, see text box on page 46.
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Table 111.5.2 Consolidated public expenditure
(by quarter, in RSD billion)

2007 2008 Indices Indices real

Q3 2008 Q3 2008

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q3 2007 Q3 2007
Total expenditure and debt repayment“ 220.0 230.1 2599 3421 2612 3123 290.9 111.9 1011
Outlays to households: 1505 156.4 167.1 183.6 182.8 200.7 196.5 117.6 106.3
Net wages 53.1 57.5 59.4 69.7 63.9 713 68.2 114.8 103.7
Employee contributions 9.4 10.5 10.8 12.3 1.3 12.4 12.4 114.8 103.7
Social transfers 88.0 88.4 969 1016 1076 1170 1159 119.7 108.1
Pensions and unemployment benefits 70.2 72.0 74.6 79.4 84.8 91.7 93.7 125.6 113.5
Social benefits 15.1 13.7 19.4 18.3 19.1 20.7 17.3 89.0 80.4
Other transfers to households 2.7 2.7 2.8 3.9 3.6 4.6 4.9 173.5 156.8
Subsidies 9.5 11.8 20.0 26.5 13.4 222 13.9 69.6 62.8
Material expenses 271 32.8 36.4 56.6 34.3 43.1 43.2 118.6 107.1
Investment 17.9 15.3 222 50.6 10.6 211 242 109.1 98.5
Interest expenses 5.8 3.1 4.2 2.9 5.3 25 4.8 113.6 102.6
Debt repayment 10.9 13.8 5.8 14.2 7.0 18.2 9.2 157.9 142.6
Payments in respect of frozen flc savings 96 133 38 134 57 127 36 95.0 85.8
and pension arrears
Foreign debt repayment 1.3 0.5 2.1 0.8 1.3 2.0 2.8 137.4 1241
Repayment of outstanding internal debt 13.4 0.4 3.1 2.8 9.5 3.5 2.8 89.6 81.0
Other? 7.7 7.4 14.9 20.0 19.0 16.9 11.5 771 69.6

" The sum does not include employee contributions and repayment of outstanding internal debt.
2 |tem Other includes: other transfers, net purchase of financial assets and other current expenses.

Source: Calculation based on RS Ministry of Finance data.



Table 111.5.3 Execution of the budget of the Republic of Serbia, January-September 2008

(IMF methodology)

2008 Execution I-IX
plan (in RSD billion)

I. TOTAL REVENUE 639,600.3
CURRENT REVENUE 639,600.3
1. Tax revenue 596,179.1
1.1. Income, profit and capital gains tax 106,024.4
1.3. Value added tax 311,493.5
1.3. Excise duty 111,274.7
1.4. Tax on international trade and transactions 61,584.7
1.5. Other tax revenue 5,801.9
2. Non-tax revenue 43,421.1
3. Grants -

4. Transfers -

CAPITAL REVENUE -
ll. TOTAL EXPENDITURE excl. repayment of foreign debt, frozen fx
savings and economin recovery loan 691,004.8
CURRENT EXPENDITURE 588,053.8
1. Employees 176,711.5
2. Goods and services 45,806.6
3. Payment of interest 17,138.0
of which interest on foreign debt 15,762.0
4. Subsidies 39,571.9
5. Social insurance rights 66,703.2
6. Other expenditure 9,359.7
CURRENT TRANSFERS 232,762.8
CAPITAL EXPENDITURE 65,837.8
lll. PROCUREMENT OF FINANCIAL ASSETS 26,119.6
IV. REPAYMENT OF PRINCIPAL 48,358.8
1. to domestic creditors 39,160.5
of which frozen fx savings and economic development loan 28,167.0

2. to foreign creditors 9,198.2

478,487.9
477,871.2
426,881.2
80,542.7
223,990.8
73,095.7
48,028.7
1,223.4
50,990.0
616.7

499,475.2
455,215.1
133,012.7
34,904.0
11,784.1
11,271.2
30,365.4
65,462.3
7,5405
172,146.1
21,822.5
17,244.6
28,110.9

21,964.7
16,771.7

6,146.2

In %

74.8
74.7
71.6
76.0
71.9
65.7
78.0
211
117.4

723
77.4
75.3
76.2
68.8
71.5
76.7
98.1
80.6
74.0
33.1
66.0
58.1

56.1
59.5

66.8



Impact of budget revision on inflation

The revised Republic of Serbia budget increases revenue for 2008 to RSD 650.2 billion or by RSD 10.6 billion more
than planned in the Law on the Budget of the Republic of Serbia for 2008. In view of the developments so far, such
increase in revenue will certainly be achieved. What causes concern, however, are structural changes that will occur, as
revenue will increase on account of import tax (VAT and customs duties on imported goods) and decline on account of

domestic VAT and excises (especially on petroleum products).

The planned expenditure (including expenditure classified as procurement of financial assets and repayment of pension
arrears) was revised upwards to RSD 703.1 billion (compared to RSD 691.4 billion in the Budget Law). In terms of
individual expenditure items, a notable increase was planned for transfers to mandatory insurance organizations (RSD
13.1 billion) and agricultural subsidies (RSD 7.7 billion). A cut back was planned only within capital expenditure (RSD
6.9 billion, which is feasible in view of the previous dynamics of spending on this item) and, to a smaller degree, within
procurement of financial assets (RSD 4.2 billion). In addition, cut backs will also be made at the expense of pension
arrears (RSD 3.7 billion), which was included in the calculation of the budget deficit and represents an additional

burden on future revenue.

The increase in current expenditure at the expense of capital expenditure is undesirable for at least two reasons. First,
such increase would place additional upward pressure on prices, while exerting no positive effect on economic growth
over a longer run. Second, it would threaten the long-term objective of downsizing the share of public expenditure in
GDP, as the volume of transfers to households, once approved, tends not to be revised downwards. The fact that the
present increase in transfers to mandatory insurance organizations will mean additional expenditure of over RSD 60
billion in 2009 is, therefore, particularly worrying.

Taking into account planned levels of revenue and expenditure and unspent privatization receipts from prior years (of
RSD 7.9 billion), the Republic of Serbia budget for 2008 will run a deficit of RSD 60.8 billion or an estimated 2.2%
of GDP, as calculated by applying international methodology. Monetary eftects of the Republic of Serbia budget,
inclusive of the proposed amendments and supplements, are estimated at RSD 74.8 billion. As, subject to the Law on
the Budget System, the budget only plans the revenue and expenditure of the republican budget, but not the
consolidated budget which gives a more realistic picture of the character and effects of the fiscal policy, these figures
should only be considered with reference to comparable data for earlier periods. The Budget Law adopted early this
year set the deficit at RSD 51.8 billion and its monetary effect at RSD 64.2 billion. As the consolidated deficit is
usually somewhat smaller and its monetary effect somewhat milder, the consolidated budget deficit is expected to
reach around RSD 60 billion until year end.



Impact of the pension bill on fiscal result

The revised budget increases monthly transfers to the Pension and Disability Insurance Fund by RSD 5.4 billion. In
the year to date, monthly outlays for pensions averaged RSD 29 billion', of which RSD 18 billion on average was
paid out from pension and disability insurance contributions, RSD 10.5 billion from the republican budget and the
remainder from other sources of finance of the PDI Fund. As the increase in collection of contributions is unlikely
to suffice, the present budget revision will imply additional outlays of RSD 65 billion from the central budget in 2009
(more than 2% of GDP).

At present, the initial pension level is set by applying the same principle used in the indexation of subsequent pension
payments — 87.5% is indexed to growth in costs of living and 12.5% to wage growth. According to plans, as of 2009,
pensions will be indexed to growth in costs of living only. This is not a standard approach in other European countries,
where, as a rule, indexation at the time of retirement (i.e. at the time of determining the initial pension level)* and
indexation of subsequent pension payments differ. In most countries, the initial pension level is indexed to wage growth
to make sure that the impact on the pensioner’s standard of living is not too strong. Each subsequent indexation is made
relative to growth in the costs of living. Thus, the relative purchasing power of the pension decreases gradually, while
the pressure on budget outlays earmarked for this purpose lessens. And whereas it is true that transition countries such
as Serbia experience far stronger wage growth than developed economies and that it would make sense to consider the
possibility of partial indexation to wage growth, full indexation to wage growth, both at the time of retirement and
during subsequent pension payments, would be completely unsustainable from the financial point of view. Average
year-on-year wage growth from September 2007 until September 2008 came to 21.46%, while average growth in costs
of living was 12.76%. Therefore, a change in indexation rules, in the sense of full indexation to wage growth both when
setting the initial pension level and at the time of subsequent adjustments, would result in additional annual deficits of
at least 2% of GDP. Hence, the problem is not so much in one-off indexation in order for pensions to reach the legally
defined minimum, but rather in the adoption of rules which, over the long run, link outlays for pensions to fast growing
categories such as wages.

The effect of any such deficit on inflation would depend on the source of deficit financing. If, as has been the case so
far, the deficit is financed from privatization receipts from prior periods, it would entirely spill over into excess

aggregate demand and have the same effect as money creation.

' Of which, RSD 1.5 billion was paid out to army pensioners directly from the budget of the Republic, and not through the PDI Fund.

* Pension level at the time of retirement is set based on a relevant coefficient (specified with reference to the number of years of work and the ratio of
the insured’s wage to average wage), which is then multiplied by the so-called single weight.



Indicators of investment spending

The main indicator of investment in fixed capital, i.e.
medium- and long-term foreign borrowing by enterprises,
slowed down significantly from a quarter earlier (62.9%
y-0-y) and showed a 27.6% year-on-year growth in Q3.
Growth in domestic bank credits to enterprises and
households also eased relative to the preceding quarter,
resulting in lower imports of capital goods.

In fact, significantly slower imports of capital goods
(14.3% vs. 55.4% in Q2) largely eased the widening of
the trade deficit on capital goods (1.6% vs. 52% in Q?2).
Considerably slower growth in the volume of the
production of capital goods (5% in Q3 vs. 18.4% in Q2)
and their unchanged stock levels also point to a slowdown
in investment. In addition, government investment
spending decelerated significantly in the third quarter.

Lower growth rates of nearly all investment indicators point
to a possible economic slowdown in the coming period.

Most of the expected downturn in investment can be
put down to the effects of global financial crisis and
tight access to foreign credit for domestic enterprises.
As foreign credits were the key source of finance for
the real sector, it may be expected that our economy
will receive strong head winds in the coming period in
this respect.

Table 111.5.4

Investment indicators
(growth rates in %)

Real indicators

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

Exports of intermediate goods

Stocks of intermediate goods

Imports of capital goods

Exports of capital goods

Stocks of capital goods

Financial indicators

Medium- and long-term external borrowing by enterprises (net)
Loans approved to households and enterprises, in RSD billion

Government investment spending

Chart l11.5.9 Growth in imports of
capital goods
(year-on-year grow th rates)
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Interest rate hike in the international financial market and
the onset of recession in leading Western economies has
reduced investors’ preference for investing in the real
sector, especially in transition countries, which only
further exacerbates the long-term outlook for our
economy. Recession which engulfed the United States,
and then spread to EU countries, is likely to dampen
export demand for Serbian products in the short run and
consequently, lead to a drop in their production,
considering that more than half of domestic export is that
to the EU. In terms of GDP composition, it is expected that
the crisis will first affect the financial mediation services.

Q22007 Q32007 Q42007 Q12008 Q22008 Q3 2008

Q22006 Q32006 Q42006 Q12007 Q22007 Q32007

-0.8 15.8 71 7.8 18.4 5.0
44.3 41.5 29.2 33.0 35.0 21.8
39.4 28.3 20.0 33.1 43.1 28.4
-1.3 23 -0.7 -2.4 -2.3 -1.4
46.3 55.3 51.9 37.0 55.4 14.3
65.2 51.9 99.4 67.8 66.4 59.0
-8.7 -10.6 -10.9 -4.4 5.3 5.3
132.7 40.4 107.0 49.7 62.9 276
22.2 28.7 39.1 38.0 31.6 29.9
20.2 42.5 34.7 -41.0 37.5 9.1

Note: As the USD 806 million credit approved to Telekom Srbije a.d. by Citygroup in June was intended for purchase of Telekom Republike
Srpske and did not induce a rise in investment activity in the country, it has been excluded from the calculation of long-term external borrowing

by enterprises.
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6. Labour Market Flows

Wages

Year-on-year net wage growth slowed down mildly in
03, while real wages stepped up on the back of declining
costs of living. This, however, generated no major
inflationary pressures.

The slowdown in nominal wages continued into Q3 (18.0%
y-0-y). As the costs of living slowed down even more (12%
y-0-y), real wages picked up by 5.3%.

Relative to Q2, year-on-year wage growth slackened in all
branches of activity, except in electricity production and the
financial sector which recorded a slight increase. Such
movements in wages are fully in line with the decline in
employment across all sectors of economy. Slightly
moderated, but nonetheless high, nominal year-on-year
growth was recorded for wages in the construction (20.9%)
and trade industry (21.4%).

Chart 111.6.1 Average net wages
(y-o-y growth, in %)
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Year-on-year, growth in public sector wages was
somewhat more sluggish in Q3 — 15.3% in nominal terms
and 2.9% in real terms. Except wages in local public
enterprises, whose growth in Q3 was the same as in Q2,
wage growth in other branches of activity within the
public sector was slower. The average net wage in the
public sector equalled 37,309 dinars hence exceeding the
average net wage in Serbia of 33,053 dinars.

Chart 111.6.2 Average net wages in the
public sector
(y-o-y growth, in %)
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Chart 111.6.3 Movements in productivity,
real gross wages and unit labour costs
in the industrial sector
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Continued softening of industrial production in Q3 paved the
way for further slowdown in productivity growth. However,
as the growth in real gross wages fell behind productivity
gains, unit labour costs declined by 1.8%. Similar
movements were registered in the manufacturing industry,
but as the growth rates of real gross wages and productivity
trended closer, unit labour costs declined negligibly by 0.3%.
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Employment

Decline in employment was recorded in all sectors, most
notably in the processing industry. Total unemployment,
however, also dropped

markedly driving the

unemployment rate down.

Total employment in September was 2,664 thousand,
which is 12 thousand down from March. Although the
decline in employment was registered in most sectors of
the economy, it was most pronounced in the processing
industry — by around 10 thousand or 2.7%. Decrease in
employment was also recorded in the services sector
(trade, hotels and financial mediation), as opposed to a
steady increase in earlier years.

From March to September, unemployment fell by 68
thousand or 8.6%. The number of first-time job seekers
declined by 10%, and the number of persons seeking
employment for over two years by 6.9%.

Year-on-year growth in new employment and job
vacancies slowed down from the previous quarter to 8.1%
and 5.3%, respectively. The difference between the
number of vacancies and new employment contracts did
not change much from a quarter earlier.

The estimated rate of unemployment declined from
22.9% at end-March down to 21.4% in September as a
result of a marked drop in unemployment.

Chart 111.6 .4 Unemployment
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Source: Serbian Bureau of Statistics and National
Employ ment Service.

As the unemployment rate estimated based on data
provided by the National Employment Service differs
significantly from the unemployment rate based on the
labour force survey, the reasons for such discrepancy
need to be explained. As from 2008, the labour force
survey is conducted twice a year. In addition to October
findings, we now also have the April survey results.
According to the April survey, unemployment rate is
14%, which is significantly below the rate established
by the October 2007 survey of 18.8%. Employment is
higher by around 180 thousand and equals 2,838
thousand. It is important to note that the statistical
sample used in the April survey is different from the one
used in the October survey in that the number of farm
households is higher. For this very reason, employment
in agriculture has risen by around 169 thousand
(reaching nearly 670 thousand), accounting for almost
one quarter of total employment. The difference
between the two sets of data on unemployment rate (as
provided by the National Employment Service and the
labour force survey) stems from a huge difference in the
number of the unemployed. Registered unemployment
figure, published by the National Employment Service,
equalled 726 thousand in September, while the one
based on the labour force survey stood at 432 thousand.
Findings of the labour survey should be taken with some
reserve due to the impact of seasonality and increased
employment in both agriculture and construction.

Chart 111.6.5 New employment
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7. Inflation expectations

High inflation expectations remain one of the main
inflation generators.

Escalation of the world financial crisis, tighter access to
funding, and depreciation pressures in the domestic
foreign exchange market have pushed inflation
expectations up. The Reuters survey, conducted in
October on the sample of 17 bank dealers, showed that
as a result of high inflation outturn, core inflation
expectations for end-2008 rose to 10.0%, which is

higher than reported a month earlier (9.4%).

Table 111.7.1 Expectations of the banking sector™

Expectations with regard to the level of the exchange
rate are broadly in line with the current depreciation
pressures prevailing in the foreign exchange market. On
average, the respondents expect the exchange rate to
reach around 84.0 RSD/EUR at year-end.

For the first time in several months, expectations of
bank dealers are that the National Bank of Serbia will be
gradually increasing the level of monetary policy
restrictiveness during the remaining months of the year
and that the key policy rate will average 16.2%, which is
consistent with their expectations of core inflation
growth (the survey was conducted before the key policy
rate was raised from 15.75% to 17.75%).

Core inflation Key policy rate RSD/EUR
end 2008 end Sept end Oct end Nov end 2008 end Nov end 2008
Abpril 6.7 133 81.2
May 7.8 15.2 81.0
June 8.0 14.4 80.2
July 9.1 145 79.3
August 9.1 15.4 141 77.8
September 9.4 15.6 14.7 77.9
Octocer 10 16.0 16.2 83.8 84.0

n Survey includes 17 banks.

Source: Survey (Reuters).
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IV. Inflation projection

Decline in core inflation is expected from Q2 2009 and its retreat within the target range by end of that year. The central
projection places end-2008 core inflation at 10.9% (within the range of 9.8 — 12.4%) and headline inflation at 9.7%. This
projection is consistent with the current or higher level of monetary policy restrictiveness over the short run. There are high,
mostly upside risks to the October projection, due to uncertainties surrounding the global financial crisis.

The medium-term inflation projection shows 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 fuffil its
principal role as defined by the current monetary policy framework.

Initial conditions

The third quarter was marked by high core and negative
non-core inflation, as the drop in prices of petroleum and
agricultural products had a direct effect on non-core and
headline, but not on core inflation.

In Q3, supply-side inflationary pressures subsided.
The dinar strengthened, global prices of oil, metal and
other commodities slumped from mid-July, and
agricultural products prices fell sharply on account of
good weather conditions.

Real medium term factors also had a disinflationary
effect. Slackened economic activity (as measured by
NAVA) and a negative output gap pointed to a weakening
inflationary pressures. With the
strengthening of the dinar, the appreciation gap of the real
exchange rate widened.

of demand-side

Notwithstanding all of the above, core inflation remained
very high, mostly due to unabated inflation expectations
and short-run downward rigidity of prices. Moreover, half
of growth in Q3 core inflation can be ascribed to a rise in
prices of meat and construction materials following last
years’ drought and rising global prices of iron.

The fiscal deficit in the revised budget is higher than
expected earlier, mostly on account of an extraordinary
increase in pensions. It remains to be seen whether the
global financial crisis will prompt the Government to plan

a more responsible fiscal policy for 2009 and what the
budget planned for 2009 will be like.

In Q3, the National Bank of Serbia kept its key policy rate
unchanged, assessing that disinflationary effects of a
number of factors (dinar appreciation, fall in agricultural
prices, drop in global oil prices) were yet to be felt, but
also that inflationary expectations and risks posed by
fiscal expansion were still running high.

The global financial and economic crisis will be a major
factor of uncertainty in the period ahead. On the one
hand, it has and will continue to lead to depreciation
and inflationary pressures. On the other hand, the
escalation of the financial crisis has given additional
impetus to the decline in global prices of oil and other
commodities. The crisis could further lead to a
slowdown in export growth, which, combined with
rising international interest rates and diminished
availability of financing, could dampen the country’s
economic growth and dent domestic demand. All these
risks, both regarding the duration and severity of the
crisis and its effects on Serbia, render the October
projection very uncertain.

There is also little certainty about the future conduct of
the government, as it recently decided on sudden and
drastic increases in prices of some utilities (landline
telephony and gas) which, in the period ahead, could
trigger new increases in regulated prices, with significant
implications for headline inflation.
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This, coupled with the October depreciation, could
hinder the process of disinflation we had expected until
recently. Estimates are that core inflation will rise
somewhat in Q4 relative to Q3 and reach a double-digit
level by year end. Headline inflation outturn will mostly
depend on how many regulated price hikes take place
until the end of the year.

Projection assumptions

The October projection assumes that the global financial
crisis will induce a rise in the real interest rate trend and
a moderation of the appreciation trend of the real
exchange rate.

The projection of regulated prices excluding petroleum
products includes the latest recorded and announced price
increases for the current and next year. Based on central
government’s announcements, our assumptions are that
budget deficit will be lower in 2009 relative to 2008.

A very important projection assumption is that growth in
economy will slow down further next year, as the global
financial crisis dents domestic demand.

The October projection also presupposes that global oil
prices will keep their October level and that EU inflation
will decline. Another assumption is that the ECB’s policy
rate will be lowered notably in the current and the next
year, though this is unlikely to lead to any significant
decline in interest rates on foreign borrowing by domestic
banks and enterprises.

Table IV.1.1 Projection assumptions

External assumptions

EU inflation (Dec to Dec)

ECB policy rate (end-year)

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

GDP growth

Regulated prices excl. petroleum products (Dec to Dec)

Prices of agricultural products (Dec to Dec)

Fiscal budget deficit (share of GDP)
Trends

Real exchange rate trend (average)

Real interest rate trend (average)

Core inflation projection

The central projection places 2008 core inflation at
10.9%, within the range of 9.8-12.4%.

Core inflation may be expected to decline as of Q2 2009,
mostly as a result of a fall in both domestic and global
demand caused by the global financial crisis. In
addition, world inflation is expected to subside in the
period ahead which, coupled with a fall in international
prices of commodities, could significantly lower
imported inflation. Over the short run, however, high
imported inflation will be sustained by the depreciation
of the dinar which will hinder the process of disinflation
for some time yet.

Core inflation (year-on-year) is expected to retreat within
the target range towards the end of the next year. This
projection is consistent with the current or higher level of
monetary policy restrictiveness over the short run and a
gradual easing of the stance during the coming year.

There are major upside risks to the October projection
which relate primarily to uncertainties regarding the
exchange rate. The projection range is therefore
asymmetrical to the upside relative to the central projection.

Headline inflation projection

The October projection places retail price growth in 2008
at around 9.7%. It is based on the projections of core

2008 2009
2.8% 1.8%
2.75% 1.50%
-25% 0%
6.7% 3.5%
10.7% 11.2%
8% 7%
-2.2% -2.0%
5.0% 4.5%
3.0% 4.0%
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The fan chart depicts 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 in it is 10%. Outturns of inflation are
also expected to lie somewhere within the entire fan chart with probability of 90%. In other words, the probability that

core inflation in the next seven quarters will lie outside the band in the chart is 10%.

inflation (10.9%), regulated prices excluding petroleum
products (10.7%), prices of agricultural products (8.2%)
and prices of petroleum products (-0.3%).

Risks to the projection

Risks to the October projection are very high and
relate primarily to the effect of the global financial
crisis on Serbia.

As has already been mentioned, the global financial
crisis could affect Serbia through several channels:
exchange rate, global and domestic demand,
international inflation and global prices of commodities.
The effects of these factors could depart notably from
the path assumed by the projection, depending on the
depth and duration of the financial crisis.

Should they occur, these departures will not only reflect
on the inflation projection, but also on the projected
monetary policy stance.

Comparison with the July projection

The projection was revised upward on account of
depreciation pressures prevailing in October, unexpected
continuation of food price growth and hefty hikes in
regulated prices. Therefore, core inflation is expected to
come to 10.9% at year end (instead of 8.7% according to
the July projection) and to retreat within the target band
by end-2009 (instead by mid-2009 according to the July
projection).

Although the disinflationary effect of some factors is
stronger than we expected, this will not be sufficient to
offset the increase in inflationary pressures. Prices of oil
and other commodities are lower than expected in the July
projection. In addition, GDP growth for 2009 will be
much lower than we projected in July, which will lead to
a notable slowdown in demand and a weakening of
inflationary pressures from this source.

By contrast to the July projection, the October projection
is asymmetrical to the upside and has a wider range, as we
estimated that risks are mostly biased to the upside
relative to the central projection.
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Chart IV.1.2 Comparison of current to previous projection
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Table 1V.1.2 Change in projection assumptions for 2008

External assumptions
EU inflation (Dec to Dec)
ECB policy rate (end-year)
Ural oil price per barrel (inter-year growth)
Internal assumptions
GDP growth
Regulated prices excl. petroleum products (Dec to Dec)
Prices of agricultural products (Dec to Dec)
Budget deficit (share of GDP)
Trends
Real exchange rate trend (average)
Real interest rate trend (average)

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 unchanged (at 17.75%) or revised
upwards, than to be revised downwards. Over the next year,
however, the monetary policy will most likely be relaxed.

It is also important to note that uncertainties regarding the
monetary policy stance remain high and that, although
both upward and downward departures from the above
projections are possible, it is our estimate that risks will
be more to the upside.

Monetary policy tightening will be necessary over the
short run if depreciation pressures continue, as they could

October projection
(y-o-y rates, in %)
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July projection October projection

2008 2009 2008 2009
3.10% 2.10% 2.8% 1.8%
4.25% 4.25% 2.75% 1.50%

30% 0% -25% 0%

6.0% 6.5% 6.7% 3.5%

8.8% 7.0% 10.7% 11.2%
-1.0% 7.0% 8.2% 7.0%
-2.0% -2.0% -2.2% -2.0%

5.0% 5.0% 5.0% 4.5%

3.0% 2.8% 3.0% 4.0%

threaten the achievement of the core inflation target set
for the next year.

During 2009, there will probably be scope for monetary
policy relaxation, as declining domestic and global
demand, subsiding global inflation and falling prices of
commodity products are expected to produce
disinflationary effects in the period ahead. A tighter fiscal
policy could also create additional scope for monetary
policy relaxation.

The main reasons for upward revision of the July key
policy rate projection are the impact of the global
financial crisis on the exchange rate of the dinar and the
indirect effects of increase in regulated prices.



Table A
Indicators of external position of Serbia

2001 2002 2003 2004 2005 2006 2007 Q12008 Q2 2008 Q3 2008

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

services (in months) 3.1 45 5.2 43 5.9 9.5 8.3 7.3 5.9 5.7
Forex reserves/short-term debt 1141 2235 3363 4249 3859 7173 7297 892.0 792.4 505.7
Forex reserves /GDP 10.1 149 180 17.9 23.0 40.2 36.5 36.2 31.9 28.6
Debt repayment/GDP 0.8 14 2.0 3.9 4.7 6.8 10.2 12.4 104 8.0
Debt repayment/exports of goods and
services 3.7 71 9.1 16.8 17.9 23.1 337 37.0 31.7 26.3
EXTERNAL SOLVENCY INDICATORS (in %)
External debt/GDP 96.1 735 687 59.3 61.0 66.2 67.4 68.0 65.3 60.6
Short-term debt/GDP 8.9 6.7 5.3 4.2 6.0 5.6 5.0 4.1 4.0 5.7
External debt/exports of goods and
services 4569 3793 3115 2537 2342 223.7 2224 218.5 207.4 194.7
FINANCIAL RISK EXPOSURE INDICATORS (in %)
Forex reserves/M1 135.9 1433 1953 221.0 291.1 3565 306.9 346.1 319.0 334.5
Forex reserves/reserve money 136.3 1320 168.0 1662 1703 177.8 1739 185.8 166.4 177.0
OPENNESS OF ECONOMY
(EXPORTS + IMPORTS)/GDP 599 59.0 635 73.3 73.0 80.6 83.4 92,5 91.1 83.6
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MEMORANDUM: (in USD million)
GDP (in USD million) 11,581 15277 19,755 23,776 25,361 29,604 38,898 10,493 12,465 13,798
External debt 11,125 11,230 13,575 14,099 15467 19,606 26,236 28,356 29,447 29,516
External debt servicing 91 211 397 935 1,183 2,021 3,977 1,302 1,295 1,106
Central bank foreign exchange 1,169 2,280 3,550 4,245 5843 11,888 14,216 15,084 14,383 13,936
Short-term debt 1,026 1,020 1,056 999 1,514 1,657 1,948 1,691 1,815 2,756
Current account balance 280 650 -1,532 -3,281 -2,194 -2986 -5286 -1,951 -2,734 -2,339

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

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

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

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

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

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

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

Notes:

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

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

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

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



Table B

Key macroeconomic indicators

Real GDP growth (in %)

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

NBS foreign exchange reserves
(in USD million)
Exports (in USD million)?
- growth rate in % compared
to a year earlier
Imports (in USD million)?
- growth rate in % compared
to a year earlier
Current account balance®
(in USD million)
as % of GDP
Unemployment, official data
(in %)*
Unemployment according to the
Survey (in %)°
Wages
(average for the period, in EUR)
RS budget deficit/surplus
(in % of GDP)®
Consolidated fiscal result
(in % of GDP)

- Ministry of Finance
methodology

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

RSD/EUR exchange rate
(end of period)

Memorandum
GDP (in USD million)

YNBS estimate.

2001
5.4

40.7

205

1,169.1
2,435
17.9
-4,499

28.3

280
24

21,8

12.2

89.9

0.0
-0.5

97.6

66.68

67.67

59.78

59.71

11,581

2002
3,6

14.8

4.4

2,280.1
2,961
21.6
-6,059

34.7

-650
-4.3

245

13.3

151.7

-1.8
-2.6

76.4

64.46

58.98

60.68

61.52

15,277

2003
2,8

7.8

6.1

3,550.1
4,358
47.2
-8,177

35.0

-1,632
-7.8

26,1

14.6

176.7

-1.4

-2.1
-2.7

69.9

57.56

54.64

65.05

68.31

19,755

2004
8,2

13.7

11.0

42445
5,557
27.5
-11,863

45.1

-3,281
-13.8

239

18.5

194.4

-0.1

0.7

55.4

58.39

57.94

72.57

78.89

23,776

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

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

® Source: RS Ministry of Finance Bulletin.

2005
6,0

17.7

145

5,842.8
6,605
18.9
-11,901

0.3

-2,194
-8.7

253

20.8

210.4

1.5

1.2
0.7

48.0

66.70

72.22

82.92

85.50

25,361

2006
5,6

6.6

5.9

11,887.5
8,763
32.7
-15,086

26.8

-2,986
-10.1

26.6

20.9

260

1.4

-2.0

41.6

67.10

59.98

84.16

79.00

29,604

2007
71

101

5.4

14,215.8
11,798
34.6
-20,647

36.9

-5,286
-13.6

240

18.1

347

1.3

-1.4
-2.1

33.7

58.44

53.73

79.98

79.24

38,898

Q12008
8.4

11.8
7.0

15,084.1
3,522
42.6
-6,181

37.7

-1,951
-18.6

22.9
13.3
365

23

1.5
0.6

33.3
55.11
52.13
82.65

82.31

10,493"

Q2 2008

6.2

121

10.0

14,382.6

4,080
42.8

-7,278

45.3

-2,734

-21.9

221

-3.4
-3.4

30.2

51.89

50.01

81.08

78.98

12,465"

Q3 2008
6.7"
9.9

10.2

13,935.8
4,204
29.7
-7,332

33.2

-2,339
-17.0

21.4

428

-0.8
-0.9

51.27
53.28
7714

76.60

13,798"
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National Bank of Serbia Inflation Report

B) Prudential Measures Aimed at Curbing Credit Growth

There were no changes in the above regulations from the time of publication of the August Inflation Report
until 15 November 2008.
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Meetings of the Monetary Policy Committee of the National Bank of Serbia
and key policy rate changes

Key policy rate Change
Date . . . .
(annual level, in %) (in basis points)
MPC meetings held
2008

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

Scheduled MPC meetings

2008
18 November
28 November
16 December
30 December

2009
15 January
29 January
12 February
27 February
12 March
27 March
16 April
30 April
14 May
28 May
11 June
29 June
16 July
30 July
13 August
27 August
17 September
30 September
15 October
29 October
13 November
27 November
17 December
30 December



National Bank of Serbia Inflation Report

Press Releases from the NBS Monetary Policy Committee Meetings

Press release from the MPC meeting held on 2 September 2008

After reviewing current economic circumstances, the Monetary Policy Committee of the National Bank of Serbia
announced today its decision to keep the key policy rate unchanged at 15.75%.

Governor Radovan Jelasi¢ will elaborate on the rationale behind this decision in today’s press conference.

Press release from the MPC meeting held on 16 September 2008

After reviewing current economic developments, the Monetary Policy Committee of the National Bank of Serbia
decided to keep the key policy rate unchanged at 15.75%.

The next MPC meeting is scheduled for 1 October 2008.

Press release from the MPC meeting held on 1 October 2008

After reviewing current economic developments, the Monetary Policy Committee of the National Bank of Serbia
decided to keep the key policy rate unchanged at 15.75%.

The next MPC meeting is scheduled for 17 October 2008.

Press release from the MPC meeting held on 17 October 2008

Following discussion of current economic developments, the NBS Monetary Policy Committee decided to keep the key
policy rate unchanged at 15.75 percent.

The MPC also adopted a set of measures to boost liquidity of the banking sector, which will be presented by Governor
Jelasic at a press conference today.

Press release from the MPC meeting held on 31 October 2008

After reviewing current economic circumstances, the NBS Monetary Policy Committee announced today its decision to
raise the key policy rate by 2 percentage points to 17.75% as of 3 November 2008. NBS Governor Radovan Jelasi¢ will
elaborate on the decision to tighten the monetary policy stance in the press conference scheduled for 3 November 2008.

In today’s meeting, the MPC also adopted amendments to the Decision on Banks’ Required Reserves Held with the
National Bank of Serbia, subject to which, exceptionally for the 18 October — 17 November maintenance period, banks
may calculate required reserves on foreign currency savings based on the book balance of foreign currency savings
deposits as at 15 October 2008 or as at 30 October 2008, whichever is more favourable.
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