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Esteemed members of the press and fellow economists,
welcome to the presentation of the May Inflation Report.

After temporary slowdown in Q4 2010, economic recovery resumed in Q1 2011.We expect
the recovery to continue at a moderate pace, accompanied with structural adjustment of
GDP from consumption towards investment, and a reduction of external imbalances. The
strongest contribution to GDP growth in 2011 should come from investments, bolstered by
improved domestic and international economic recovery prospects. On the other hand,
despite the unfreezing of public sector wages, high unemployment will hold back household
consumption, making its contribution to GDP positive, but rather modest. The contribution
of net exports will continue to be positive, although lower than in the previous period, partly
due to the real appreciation of the dinar, but also due to the expected growth in imports of
capital and intermediate goods spurred by economic rebound.
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Inflation measured 14.1% in March, thus exceeding the upper bound of the target tolerance
band for the sixth consecutive month. In accordance with the Agreement on Inflation
Targeting, the NBS wrote an open letter to the government in April, stating the reasons for
the divergence, the time needed to bring inflation back to the target tolerance band, and the
necessary economic policy actions. In the meantime, inflation came at 14.7% in April, which
was in line with NBS expectations.

After peaking in April or May, inflation is expected to start retreating towards the target, and
to return within the tolerance band in H1 2012.Through its tight monetary policy in the
previous period, the NBS aimed to return the inflation within the target band gradually and
sustainably, while minimizing negative effects on economic activity and employment. In
addition to monetary policy measures, inflation’s return to the target is supported by stable
inflation expectations and low aggregate demand, as well as by the gradual easing of
inflationary pressures from food prices, which were the main driving force behind inflation
growth in the prior period.



In this speech, we will present our view of past inflation and macroeconomic developments,
explain monetary policy measures taken by the NBS, set out the expected profile for
inflation and economic growth in the coming period, and outline monetary policy measures
to be taken by the NBS in accordance with those expectations.

INFLATION AND MACROECONOMIC DEVELOPMENTS

Inflation in Q1 2011 came at 5.5%, while food price grew by 10.6%. Processed food prices
rose by 8.0%, mainly due to cost-push pressures from the rising prices of primary agricultural
products, such as corn and wheat. Fruit and vegetable prices recorded a particularly strong
growth of 25.3%, which is significantly above the seasonal pattern for this part of the year.
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From June 2010 to March 2011, inflation rose from 4.2% to 14.1% y-o-y. Of this 9.9
percentage point inflation rise, 9 percentage points are attributable to food prices.

On the other hand, the easing of market-determined non-food product prices is
encouraging. Non-food core inflation fell from 2.6% in Q4 2010 to 0.7% in Q1 2011, on
account of stable inflation expectations, waning effects of last year’s depreciation, and the
strengthening of the dinar at the turn of the year. Besides, low demand elasticity of food
meant that higher food prices left consumers with less disposable income for the purchase
of non-food products, which further reduced non-food core inflation.

The rise in food component of core inflation dominated the fall in non-food component, so
overall core inflation increased in Q1 2011.

According to official statistics released last week, April inflation measured 1.1% m-o-m, or
14.7% y-o-y. These figures are in line with NBS expectations. Though this inflation rate is
high, a closer economic analysis shows the easing of inflationary pressures. Namely, most of
CPl inflation in April was due to higher electricity prices, which account for 0.8 pp of the 1.1%
increase.



April data also points to the weakening of inflationary pressures from food prices. Atypical
for that month, fruit and vegetable prices recorded a decline, while the rise in processed
food prices slowed down from 3.8% in March to 0.6% in April. This is the third consecutive
month in which non-food core inflation stabilised at a relatively low 0.3%, hence overall core
inflation came at 0.4%.
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For the third consecutive year regulated prices are rising faster than planned. Including the
April’s increase in electricity prices, regulated prices growth reached 8.8% in the first four
months of the year. This makes it very likely that the agreed growth limit of 7+2% for the
year as a whole will once again be exceeded.

The global food price index shot past its mid-2008 peak and climbed to a fresh record high in
Q1 2011. It should be noted that the prices of some primary agricultural products, such as
wheat, rose more sharply in Serbia than abroad. Hence it is reasonable to expect their fall in
the coming period. Food prices are therefore expected to decline after the new agricultural
season, though not to the levels of early 2010.
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As announced in the February Inflation Report, following a temporary drop in late 2010,
economic activity came back on track in early 2011. According to our estimates, GDP in Q1
2011 rose 1% g-o-q or 2.4% y-o-y, coming closer to its pre-crisis peak.
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The most significant contribution to GDP growth came from private investments, while
household consumption continued to fall. By contrast to the prior period, net external
demand had a negative contribution to GDP growth, due to faster growth in imports relative
to exports.

Exports growth slackened in response to the slowing exports of food, while base metals
worked in the opposite direction, supported by the high world prices. In March, exports
were 17% higher than their pre-crisis level (January—September 2008).

Imports outpaced exports in Q1 2011. Encouraging, though, is that imports growth was
driven by imports of intermediate goods, and after a while, by capital goods too. Imports of
intermediate goods rose by 30% and those of capital goods by 17%, while imports of
consumer goods were on the decline. The rise in imports of capital goods points to growing
investment activity. In the past, the increase in imports of capital and intermediate goods
was usually followed by a stronger economic growth.

A further drop in retail trade turnover points to continued fall in household consumption.
Furthermore, real household income, as the key source of consumption, declined in Q1 2011
in response to rising inflation, while the growth in consumer loans weakened.
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(in EUR mIn)
1,400
1,200
1,000
Imports
800
600
400 Exports
200
Mar  June  Sep Dec Mar  June  Sep Dec Mar
2009 2010 2011
——Original data —— Seasonally-adjusted data —— Trend-cycle

Chart 12 Imports by key components
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Higher economic activity observed in Q1 2011 induced a moderate closing of the negative
output gap. However, we estimate that the aggregate demand is still low, and as such it will
continue to produce disinflationary pressures in the coming period.

Chart 13 Retail trade
(seasonally-adjusted data, 2008=100)

105

N
100 \—

95

90

85

80

75
L 1 A e | 1 e L L ([ v
2007 2008 2009 2010 2011

Chart 14 Real domestic and cross-border borrowing
(g-o-g rates, in %)

8

6
4
2
0
2 W
-4
| ] 1} v | Il L} \% |
2009 2010 2011

Household borrowing*
—— Enterprise borrowing*
Cross-border borrowing by enterprises
* Deflated by inflation and FX value changes.

The previous two years were marked by a shift in GDP structure from domestic demand,
both consumption and investments, towards net export demand. Reduction in the structural
external disequilibrium entails, in line with our expectations, that growth be propped not
only by exports, but also to an increasing extent by investments. At the same time, economic
policy measures should continue to aim at containing household consumption growth within

realistic bounds.



Chart 15 Output gap Chart 16 Contributions to y-o-y GDP growth
(percentual deviation from the trend) (in pp)
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Structural adjustment, implying a lower contribution of household consumption, is painful in
the short run in socio-economic terms, as it causes somewhat slower economic recovery and
lower standard of living. But in the long run, it represents the basis for the sustainable
economic development. We therefore believe that, more important than the speed of
economic growth in the coming period, is the shift in the GDP structure in favour of net
exports and investments, and a reduction in the share of household consumption.

Such structural adjustment has also been noted by investors, and has been one of the
drivers of the recent increase in capital inflow.

Strengthening of the dinar against the euro, in place since December 2010, continued in the
first four months of 2011. Similar trends were observed in other Eastern-European
economies with flexible exchange rates, in response to declining risk premium, and
increasing confidence of foreign investors in these economies. The dinar’s appreciation was
also driven by restrictive monetary policy measures, taken by the NBS to contain inflationary
pressures, such as the interest rate increases and modified regulation on banks’ reserve

Chart 17 Movements in exchange rates of national currencies Chart 18 Risk premium indicator = EMBI by country
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fluctuations in either direction in the coming period. The only safe way for companies and
households to protect themselves against possible negative consequences of FX fluctuations
is to borrow in the currency of their income, or to use FX hedging instruments.

Over the last year, the impact of exchange rate volatility on the corporate and household
sectors has diminished. This is the result of a decline in the share of FX and FX-indexed loans
in total loans to firms and households from 76% to 68% in the past year. Additionally, almost
half of new loans in this period were extended in dinars (without an FX indexation clause),
meaning that shifts in the exchange rate will not affect those borrowers. Another positive
development is the increased use of FX hedging instruments.

chart19 Share of indexed and FX receivables in total bank Chart 20 Share of dinar and FX loans in total new lending
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MONETARY POLICY IN THE COMING PERIOD

In an effort to contain inflationary pressures, the NBS continued to tighten its monetary
policy stance in early 2011.

In 2011, the key policy rate has been raised by 1 pp, to 12.5%. Since August 2010, when the
cycle of upward adjustments started, the rate has been raised by a total of 4.5 pp. In
addition, the new decision on reserve requirements diminished the earlier planned
relaxation in that area.
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As indicated by both components of the monetary conditions index, monetary policy is
assessed to have become restrictive in Q1 2011. First, strengthening of the dinar in early
2011, and higher inflation, prompted real appreciation and opened the appreciation gap. At
the same time, the real key policy rate rose above its trend, which declined due to falling
country risk premium.

Despite the restrictive measures taken by the NBS over the past eight months, inflation will
remain above the upper bound of the target band until end-2011, and is expected to retreat
within the band in H1 2012. This may raise the question as to why the central bank did not
react more aggressively.

To answer this question, one should first underline that the NBS’s inflation target is set
continuously, for each month of the year, and not just for a year-end, as it is sometimes
wrongly interpreted by the public. Hence, achieving the inflation target, for instance, in
March or June, is equally important to the NBS as in December.

Though price stability is NBS’s primary objective, it should be underscored that the monetary
policy task in an inflation targeting regime is not to keep inflation on target at all times. Price
adjustments are often a necessary element in reaction to supply-side shocks, such as the last
year’s food shock. The central bank’s task in an inflation targeting regime is to respond using
all instruments at its disposal to cushion the effects of either inflationary or disinflationary



price shocks, and to bring inflation back to the target as quickly as possible, but in a
sustainable and stable manner.

Box 1 of the Inflation Report illustrates different inflation paths, resulting from different
monetary policy reactions to an inflationary shock. An adequate monetary policy reaction, as
opposed to a very aggressive one, would result in inflation returning to the target band
somewhat later after the initial shock, but after coming close to the target inflation would
remain there in the medium term. In case of a very aggressive reaction, inflation would
return to the target band more swiftly. However, due to the monetary policy lag, such a
reaction usually results in significant undershooting, as well as volatility, and the ensuing
much later stabilisation around the target.
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High volatility of inflation and the key policy rate is adverse for theeconomy, as it creates an
unfavourable climate for businesses and increases uncertainty in decision making. Hence,
the aim of an adequate monetary policy is to avoid macroeconomic instability as much as
possible.

Had the NBS raised the key policy rate more aggressively in H2 2010 and early 2011, it could
have brought about faster return of inflation within the target band. However, excessive
monetary tightening could have produced extreme disinflationary pressures, and caused
possible undershooting of the target tolerance band in 2012, or even deflation.
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EXPECTATIONS FOR THE COMING PERIOD - INFLATION, ECONOMIC ACTIVITY AND
MONETARY POLICY MEASURES

We expect GDP growth of around 3% in 2011 and 4.5% in 2012, driven mainly by rising
investments and net exports.

Inflation is expected to reach its peak in April or May 2011, after which it should begin to
retreat towards the target, entering the tolerance band in H1 2012.

Despite economic recovery, aggregate demand will continue to produce disinflationary
effects. With further economic recovery, demand-side disinflationary pressures will
gradually fade.

Well anchored inflation expectations, and stable imported inflation will tend to relax
inflationary pressures.

In the period ahead, y-o-y inflation will largely be determined by the, so called, base effect,
i.e. by monthly inflation rates from the appropriate period of 2010. Let me remind you that
inflation growth, fuelled by food prices, started in June and gathered particular pace since
August 2010. As last year’s price hikes get excluded from the calculation of y-o-y inflation
and new, lower inflation rates get accounted for, y-o-y inflation will decline as well. We
therefore expect y-o-y inflation to decline as of June, with particularly strong decline from
August 2011 onward.

chart1 Inflation projection Chart 2 GDP growth projection
(y-0-y rates, in %) (y-0-y rates, in %)

16 10

14 8

12 6

10 4

8 2

6 0

4 2

2 -4

0 6

Mar June Sep Dec Mar June Sep Dec Mar June Sep Dec. Mar June Sep Dec Mar ™ Mar June Sept Dec Mar June Sept Dec Mar June Sept Dec Mar June Sept Dec Mar
2009 2010 2011 2012 13 2009 2010 2011 20122013
The key risks to the projection relate to movements in agricultural product prices, country’s
risk premium, and fiscal policy.

First, the inflation projection draws on the assumption of an average agricultural season this
year, implying a moderate decline in agricultural product prices, though not their return to
the early-2010 levels. Based on that, inflation is expected to retreat within the target band in
H1 2012. In case of another exceptionally weak agricultural season, agricultural product
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prices would probably not decline and inflation’s retreat within the target band would be
slower. On the contrary, in case the agricultural season turns out well, these prices could
decline much more swiftly, and inflation would fall back within the target band more rapidly.

The second risk stems from movements in Serbia’s risk premiumthat reflects investors’ trust
in the country. Risk premium fluctuated strongly throughout 2010 — it rose from May in
response to the sovereign debt crisis in some euro zone member states, triggering
depreciation pressures on the dinar, only to decline by end-2010 and early 2011, fuelling
appreciation pressures. Surprises in this regard cannot be fully disregarded, and could affect
the speed of inflation’s return to the target.

The third risk concerns the fiscal policy role in maintaining macroeconomic stability. Any
stronger exceeding of the planned fiscal deficit would elevate demand-side inflationary
pressures, but could also spur a renewed rise in risk premium and capital flight, causing
depreciation pressures and inflation’s slower return to the target. On the other hand,
keeping the fiscal deficit within the planned limit would underpin the projected inflation’s
return to the target.

On balance, risks to the projection are slightly skewed to the upside.

Based on the inflation projection and its underlying risks, the Executive Board judges that
the key policy rate is either close to, or at the peak of its current cycle. To keep inflation
within the target band in the medium term, the NBS will probably continue implementing
tight monetary policy, using all instruments of monetary regulation available.

Finally, allow me to reiterate our confidence that high inflation rates will not persist over an
extended period, and that we expect inflation to return within the target band until the
middle of the next year.

Thank you for your attention.
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