
Inflation Report – November 2010

Belgrade, 17 November 2010



Key messages of the November Inflation Report
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 Y-o-y inflation came at 8.9% in October and overshot the upper bound of the target tolerance

band (6.3 2%).

 Inflation accelerated in Q3 (2.6%) mainly on account of rising prices of processed food products

and a smaller than usual seasonal drop in agricultural product prices. Other factors include

growth in inflation expectations, dinar’s depreciation to date, and the weakening disinflationary

impact of aggregate demand.

 Driven mainly by net exports, real GDP growth will reach around 1.5% in 2010. The negative

output gap is narrowing further though economic recovery slowed mildly in Q3 (1.4%) as a result

of faltering agricultural output. In 2011, we expect GDP to grow by 3.0-3.5%, chiefly in response

to rising investments, and to a lesser extent, in response to rising net exports and final

consumption.

 We expect that inflation in the near term will be moving above the upper bound of the

target tolerance band, only to subside as of mid-2011 and retreat within the band in late

2011 (4.5±1.5%). To this end, the NBS is using and will continue to use all available

instruments within its remit.

 The key risks to inflation projection relate to movements in food prices, inflation expectations and

the risk premium.



Inflation projection

 According to our estimates, y-o-y inflation will be moving above the target tolerance

band over the coming period, and will retreat within the band by end-2011

(4.5±1.5%).

 Monetary policy measures actively work towards steering inflation within the target

tolerance band in the medium term.

 Further increase in the key policy rate is likely in the near term, as well as monetary

policy tightening through the use of other instruments under NBS remit. 3
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In Q3, inflation retreated within the target tolerance band

 Headline inflation accelerated further in Q3 in response to a vigorous rise in food prices (7.8%) and a

smaller than the usual seasonal drop in agricultural product prices (-10.1%).

 For the sake of comparison, the contribution of processed food prices was 0.1 pp in Q3 2009 vs. 2.1 pp

in Q3 2010, while the contribution of agricultural product prices equalled -1.6 pp in Q3 2009 vs. -0.9 pp in

Q3 2010.

 Faster growth in non-food prices was to a great extent spurred by the pass-through of past depreciation

and, through inflation expectations, by the spill-over of rising food prices on prices of other products.

 Regulated price growth slowed in Q3 (1.9%) – within this group, the strongest rise was recorded for

prices of utilities, cigarettes and medicaments.
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Impact of food prices on the achievement of inflation target 
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 Food prices in Serbia are highly volatile and represent a significant component in

the CPI basket.

 The main reasons for the departure of inflation from its target in 2010 are the

agricultural shock and the ensuing rise in food prices.

 Upgrading agrarian policy measures (commodity reserves, countercyclical import

and export policy, and antimonopoly policy) could lessen food price volatility in

future.

Share of food in 

CPI in 2010

Level Y-o-y rates Level Y-o-y rates

Serbia 34,1 15,7 12,3 5,3 8,1

Bulgaria 19,0 10,3 10,7 4,0 5,6

Hungary 17,0 9,3 5,5 3,5 4,5

Macedonia 34,3 7,6 9,0 3,6 4,7

Romania 32,6 6,9 4,5 2,2 3,0

Slovenia 14,6 6,2 5,7 2,6 3,4

Croatia 25,6 6,0 5,9 2,4 3,6

EU-27 14,2 4,0 3,3 1,6 2,1

* NBS calculation based on Eurostat data.

** Prices of agricultural and processed food products.

*** Ratio of food prices to general price level.

Table 1. Food price volatility by country (standard deviations)* 

Dec. 2006 – July 2010

Relative food prices***Food prices**



Inflation outlook in Q4

 Inflation developments in Q4 will be determined by food prices, inflation

expectations, depreciation pressures and regulated prices. The key risks to inflation

projection stem from movements in food and regulated prices.

 Inflation expectations continued up in October and November to 6.5% and 7.2%

respectively (Bloomberg).
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Moderate economic growth in 2010

 Moderate economic recovery in 2010 and GDP growth of 1.5% are driven by

stronger net exports (2.2 pp) and investment recovery (0.5 pp).

 We expect faster GDP growth in 2011 (3.0 – 3.5%), mainly on the back of an

increase in investment activity.
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 GDP growth is estimated to have slowed in Q3 (1.4% y-o-y, 0.6% seasonally adjusted, relative

to the previous quarter) mainly as a result of the expected drop in agricultural output. In terms

of y-o-y growth, higher base also played a role.

 NAVA accelerated (2.8% y-o-y), touching its pre-crisis level in Q3. The strongest contribution to

NAVA growth came from transport and telecommunications, and financial intermediation.

 Though net exports provided the key contribution to the narrowing of negative output gap at

year level, the most important contributory factors in Q3 were private investment and

household spending.

GDP growth has slowed
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Imports grew faster than exports in Q3

 Seasonally-adjusted, imports grew faster than exports in Q3.

 Y-o-y growth in foreign trade in Q3 was mostly due to:

 base metals, chemical products and food on the side of exports, and

 intermediate goods on the side of imports.
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Lending activity slackened
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 Real growth in lending slowed from its pace in Q2 (2.9%), particularly in the corporate sector.

 The volume of subsidised lending is dwindling from one month to another. As of October,

dinar cash loans are no longer subsidised. From November, government subsidy rate for

liquidity loans will be curtailed, while the interest rate charged to clients will be capped by

the level of the key policy rate.

 Dinarisation strategy is showing results: the share of foreign currency clause-indexed

receivables in total household and corporate receivables is declining (from 75.6% in February to

70.9% in September).
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 In real terms, both public and private sector wages declined in Q3.

 Consolidated budget deficit stood at RSD 27.5 bln in Q3. It is expected to reach 4.5%

of GDP in 2010, and to gradually decline to 1.8% of GDP by 2013.

 Still, the risks to the projection are estimated to be more pronounced in the direction

of a higher deficit – due to the forthcoming supplementary budget in the short run, and

the risks to the implementation of fiscal consolidation plans in the medium run.

Wages and fiscal movements
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Fiscal responsibility – introducing fiscal rules 
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 Amendments and Supplements to the Law on the Budget System introduce fiscal

rules.

 Public debt is limited to 45% of GDP.

 Medium-term consolidated budget deficit is limited to 1% of GDP, while at the same

time allowing for short-term deviations.

 The aim is to accommodate countercyclical fiscal policy, allowing the fiscal deficit to

exceed 1% of GDP in times of recession, and to stay below it or reverse into surplus

in times of expansion:

dt = dt-1 – a (dt-1 – d*) – b (gt – g*)

dt – fiscal deficit, d* – target fiscal deficit, gt – real GDP growth rate, g* –

potential medium-term real GDP growth rate, a – speed of adjustment of the 

actual deficit to the target deficit, b – deviation of the fiscal deficit from the target 

due to the deviation of GDP growth rate from the potential growth rate.

 The fiscal rules are expected to strengthen fiscal discipline and public finance

sustainability, thereby contributing to the overall macroeconomic stability of the

country.
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Key policy rate has been raised to 10.5%

 In making this decision, the Executive Board has taken into account the need to halt

the rise in inflationary pressures spurred by food price increases, as well as the

effects of past depreciation of the dinar and faster than expected recovery in

aggregate demand.
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Money market interest rates continued up
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 The rise in money market interest rate, in place since mid-Q2, proceeded in October.

 In November, effective rates on treasury bills ranged from 11.3% (3M bills) to 13.6%

(18M bills).

 Notwithstanding the rise in effective interest rates, auctions remained significantly

undersubscribed.

 Trading volumes in the secondary market remained low.
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 Average interest rates on newly approved household and corporate loans (16.0%

in September) have also been on the rise since August, reflecting in part smaller

volume of subsidised lending and a mild rise in European interbank market rates.

 Deposit rates recorded a modest increase – they averaged 4.9% in September.
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Depreciation pressures continue....
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 On average, the dinar lost against the euro 3.6% in Q3 and 0.8% in October amid elevated country risk

premium (since May), low FDI inflow and net foreign debt repayment by banks and enterprises.

 High level of NBS foreign exchange reserves (EUR 9.5 bln) ensures stability of the foreign exchange

market. To ease excessive daily volatility of the exchange rate and/or to bolster trading volumes, the

NBS intervened in the foreign exchange market by selling EUR 585.2 mln in Q3 and EUR 173 mln in

October (net).

 Country risk premium, measured by EMBI, remained elevated in Q3 and in October. Since the start of

November EMBI headed down, reaching 445 basis points on 12 November. Fitch upgraded the outlook

on Serbia’s credit rating from negative to stable.
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...against the backdrop of low foreign capital inflow
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 Capital inflow under FDI will be relatively low in 2010. In Q3, it measured mere EUR

176 mln, while banks and enterprises net repaid their foreign debt (EUR 105 and

134 mln, respectively).

 Around 15% (EUR 53.5 mln) of the funds made available under the fifth tranche of

the IMF’s loan was drawn in September.
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Household savings

 According to preliminary data, total household savings have increased by EUR

298.3 mln since the start of the Savings Week.
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Profitability of savings from 2001 to 2010

 The analysis of the profitability of savings has shown that at times saving in dinars

was more profitable than saving in FX, and at times saving in FX was more

profitable than saving in dinars, but that on the whole it was more profitable to save

in dinars in a larger number of periods (out of 108 period observed).

 Dinar savings paid off better than FX savings of the same maturity owing to a more

favourable tax treatment and higher interest rates.
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Inflation projection
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 According to our estimates, y-o-y inflation will be moving above the target tolerance

band over the coming period, and will retreat within the band by end-2011 (4.5±1.5%).

 Monetary policy measures actively work towards steering inflation within the target

tolerance band in the medium term.

 Further increase in the key policy rate is likely in the near term, as well as monetary

policy tightening through the use of other instruments under NBS remit.
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