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Inflation projectionInflation projection

In March 2010, inflation measured 4.7% and in April, 4.3% y-o-y.
Q2 is likely to see further inflation decline – June consumer price growth is projected 
below 4%. 
In H2 inflation is expected to gradually retreat within the target tolerance band (6±2% for 
end-2010) and to revolve around the target throughout 2011. Inflation target for end-2011 
is set at 4.5±1.5%. 

Chart 1. Inflation projection
(y-o-y rates, in %)
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Key messages of the May Inflation Report

In Q1 2010 inflation moved below the lower bound of the target tolerance band. Low aggregate 
demand will continue to be the key disinflationary factor. After undershooting the target 
tolerance band in H1, inflation will gradually retreat within it (6±2% for end-2010 and 4.5 ±1.5% 
for end-2011). 

0.9% economic growth in Q1 was driven primarily by higher public spending (contribution of 1.6 
pp). 

In view of the global economy’s sluggish emergence from recession and weak domestic demand, 
GDP is expected to grow 1.5% in 2010. Rising investments and net exports will be the key 
contributory factors of GDP growth in the coming period. Public and personal consumption will 
continue down;

The key risks to inflation projection are those relating to:

- the risk premium and exchange rate pass through to inflation (short-term), 

- the speed of economic recovery (medium-term), and

- food prices.

The key policy rate is more likely to be lowered in the coming period than kept on hold (8.0%). 
However, the pace of lowering the key policy rate be slower than in the prior period. 
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The degree of monetary policy expansiveness increased in The degree of monetary policy expansiveness increased in 
20102010

The degree of monetary policy expansiveness increased primarily as a result of the dinar’s 
depreciation in Q1 and widening of the real exchange rate gap.  

As the significant drop in inflation expectations neutralised the effects of the key policy rate cut, 
the real interest rate headed slightly upwards.
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Inflation was somewhat lower than expected in Q1Inflation was somewhat lower than expected in Q1... ... 
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Lower consumer price growth than anticipated at the time of the February Inflation Report (2.2%) is 
attributable to stagnation in core inflation. Core inflation remained unchanged in Q1 as the drop in food 
prices offset the growth in non-food products and services;

At the same time, consumer price growth stepped up from 0.4% to 2.0% due to the expected increase in 
regulated prices (5.5%) and decrease in agricultural product prices (7.0%). 

In April 2010, inflation measured 0.6% (4.3% y-o-y).
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......and is most likely to continue moving below the lower and is most likely to continue moving below the lower 
bound of the target tolerance band in Q2bound of the target tolerance band in Q2

In June 2010, inflation will measure around 3.6% y-o-
y. 

Q2 is expected to see price growth of around 2.0% 
on the back of: 

seasonal increase in agricultural product 
prices,

halted decline in processed food prices that will 
speed up core inflation growth,

growth in regulated prices that will, however, 
be slower than in Q1.

The key risk to inflation projection is the growth in 
agricultural product prices. Some risks also stem 
from the risk premium and food prices.

Chart 6. Short-term inflation projection 
(y-o-y growth, in %)

7±2%

0
2
4
6
8

10
12
14
16

6
2008

9 12 3 6
2009

9 12 3 6
2010

Тable 1. Major revisions of regulated prices expected in 
Q2

Growth rate
(in %)

Contribution to retail 
price growth (pp)

Medicaments 6,8 0,2

Petroleum products 6.3 0.3

Transport services (regulated) 3.0 0,0

Utilities and housing services 1.5 0,0

Other (TV subscription) 11,6 0,1
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One yearOne year--ahead inflation expectations are negligibly above ahead inflation expectations are negligibly above 
the targetedthe targeted inflationinflation
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According to the Reuters survey, end-Q1 
inflation expectations of the financial sector 
declined relative to end-2009.

In March 2011, the financial sector expects 6% 
inflation, which is only slightly above the target.

In the Reuters survey carried out in May, the 
financial sector expressed the same inflation 
expectations as in March.

Similar expectations were reported in the April 
Gallup survey ( 6.2%).

Chart 7. Short-term inflation projection 
(y-o-y growth, in %)
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Economic activity picked up mildly in Q1Economic activity picked up mildly in Q1... ... 

For the first time since the start of the crisis, GDP grew in y-o-y terms (1%). Relative to the 
previous quarter, GDP rose 0.9%.  

GDP growth in Q1 is for its major part due to last year’s low base. 

The sluggish pace of recovery is also signalled by the deepening output gap.
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……owing primarily to the increase in public consumptionowing primarily to the increase in public consumption......

Domestic demand growth in Q1 was driven entirely by the considerable increase in public 
consumption. 

With the freeze on public sector wages in place, the increase in public consumption is short-lived. 
The budget for 2010 envisages 10% nominal growth in the value of purchase of goods and services 
– most of this amount was effectuated in Q1.  

Chart 10. Growth in GDP and domestic demand   
(seasonally-adjusted quarterly growth rates) 
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... ... but also to net exportsbut also to net exports

Seasonally-adjusted data for Q1 point to a mild increase in exports and to stagnation in imports.

In y-o-y terms, the strongest contribution to GDP growth came from net exports (6.1 pp). Y-o-y, 
exports rose by 13.9% and imports plunged by 4.8%, which resulted in lower trade deficit 
measuring 16.7% of GDP in Q1.

The share of current account deficit in GDP was 10.5% in Q1. 

In 2010, exports and imports are expected to grow 8.0% and 2.0% y-o-y, respectively, while the 
share of current account deficit in GDP is estimated to reach around 8.5%.

Chart 12. Exports and imports
(in EUR mln)
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Industrial output is on the rise, while the decline in retail 
trade is losing pace
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Chart 13. Quarterly moving averages of industrial output and 
retail trade 
(y-o-y rates, in %)

The decline in retail trade slowed down, while total industrial output in GDP recorded a quarterly 
growth of 1.9% mainly thanks to the stepped up activity in the sector of mining and quarrying.
Nonetheless, the manufacturing industry fell by 0.2%. 

The steepest quarterly decline was recorded for the production of capital goods, while the 
strongest growth relative to the previous quarter was registered in the production of durable 
consumer goods. 
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GDP growth projection

GDP growth will be modest this year (around 1.5%) reflecting the global economy’s 
sluggish emergence from recession and the weakness of domestic demand.

GDP growth in 2010 will be driven by the increase in net exports (1.7 pp) and investment 
recovery led by government capital investments (0.9 pp), while the contribution of 
consumption to GDP growth will be negative (-1.2 pp).

No major step-up in economic growth is likely before 2011 (3.0%). 
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Budget deficit projection

Fiscal deficit for 2010 is projected at 4% of GDP. It is expected to gradually decline over 
next two years reaching 2.4% of GDP in 2012.  

The key risk to the projection is the increase in wages and pensions from October 2010 
onwards.

To illustrate, a 6% increase in wages and pensions would push the deficit up by 0.38% of 
GDP.
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Despite further lowering of the key policy rate, banks Despite further lowering of the key policy rate, banks 
continue to invest in securitiescontinue to invest in securities

Chart 18. NBS open market operations
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As inflation expectations declined, investment in treasury bills, RS bonds and NBS securities became 
more attractive.

The April increase in dinar liquidity triggered by the lowering of reserve requirements brought further 
investment in securities.

On 4 May, the Republic of Serbia issued for the first time 18-month dinar bonds; on 19 April the NBS 
organised an auction sale of RS bonds maturing at end-2010. 

Chart 17. Effective rates on T-bills and the stock of portfolio
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A mild increase in lending in Q1

In real terms, lending went up by  2.3% in Q1 (2.4% to enterprises and 2.2% to households) compared 
to 1.9% in Q4 2009.

Growth in domestic lending was aided by the stepped up activity in the subsidised loan market 
segment.

Y-o-y, the slowdown in lending activity has ended, but there are still no signs of a visible recovery (y-o-
y growth rates have been revolving around 9% for several months already).

Compared to other countries in the region, Serbia seems to have fared better in 2009  - while most saw 
a real decline in lending volumes, Serbia recorded “only” a slowdown.  

Chart 19. Real domestic  and cross-border borrowing
(quaterly growth rate in %)

Chart 20. Real domestic  lending
(y-o-y growth rates, in %)
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After weakening in Q1, the dinar After weakening in Q1, the dinar strengthened mildlystrengthened mildly
against the euro in Aprilagainst the euro in April

Despite NBS interventions, the dinar weakened most in January and February, but regained some
stability in March. In Q1, the NBS sold EUR 631.5 million to banks, and the dinar depreciated by 
4.2% on average. 

IFEM trading volumes remained low – average daily turnover was less than EUR 30 million. 

The dinar strengthened mildly against the euro in April (0.3% on average) as a result of lower sale 
of foreign exchange to enterprises, higher purchase of foreign cash from exchange dealers, and 
stronger growth in household foreign currency savings.

Chart 22. Current account deficit and net capital inflow
(in EUR mln)

Chart 21. IFEM turnover and exchange rate

Text box: Three-month FX swap auctions
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The risk premium rose in May prompted by the crisis in 
some European countries
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Chart 23. Risk premium indicator - EMBI
(in basis points)

In early May, the region saw a rise in risk premiums prompted by the crisis is some European 
countries; national currencies succumbed to the downward pressure (4% - Poland, 3% - Hungary). 
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Projection assumptionsProjection assumptions

Regulated prices are expected to remain within the 2010 planned growth range of 
9±2%. 

As the agricultural product prices are currently very low, they are likely to grow faster 
than other prices over the next two years. 

We believe that the dinar’s depreciation was seasonally-induced and that the trend of 
real appreciation of the dinar against the euro is likely to step up with the waning of the 
crisis. Exchange rate movements will also depend on the outcome of negotiations with 
the IMF and agreement on the European rescue package for Greece.

Together with the decline in risk premium, continued real appreciation of the dinar 
should induce a drop in the real interest rate trend. 

External factors:

economic recovery in the eurozone, 

no upward revision of the ECB policy rate before 2011,

moderate growth in international oil prices consistent with the pace of global 
recovery.
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After undershooting its lower bound in H1, inflation is After undershooting its lower bound in H1, inflation is 
expected to gradually retreat within the target tolerance expected to gradually retreat within the target tolerance 
band in H2band in H2

The May inflation projection for 2010 is slightly lower than the one published in the 
February Report, while projections for 2011 are more or less the same.

The May projection band is less tilted to the upside owing to the downward revision 
of inflationary risks from food prices. 

Chart 24. Current vs. previous projection
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Outlook for the key policy rateOutlook for the key policy rate

Based on the current inflation projection and its underlying risk factors, the NBS Monetary 
Policy Committee judges that the key policy rate is more likely to be lowered in the coming 
period than kept on hold (8.0%). 

Potential lowering of the key policy rate, however, will be slower than in the prior period.

There will be scope for monetary easing 

- if aggregate demand remains low, sustained by the freeze on public sector wages and 
pensions, and

- if the risk premium falls following successful completion of negotiations with the IMF.  

However, if inflationary pressures stemming from: 

food price growth,

stronger pass-through of depreciation to inflation, and

faster recovery of aggregate demand 

prove stronger than  expected, the process of monetary easing may be even completely 
discontinued.
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Inflation projectionInflation projection

In March 2010, inflation measured 4.7% and in April, 4.3% y-o-y.
Q2 is likely to see further inflation decline – June consumer price growth is projected 
below 4%. 
In H2 inflation is expected to gradually retreat within the target tolerance band (6±2% for 
end-2010) and to revolve around the target throughout 2011. Inflation target for end-2011 
is set at 4.5±1.5%. 

Chart 25. Inflation projection
(y-o-y rates, in %)
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