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Ladies and gentlemen, esteemed members of the press and fellow economists,
welcome to the presentation of the August Inflation Report.

Over the past weeks we have witnessed turbulence in the global financial markets,
stemming primarily from sovereign debt crises in some advanced economies and currency
zones. Growing pessimism has led to a sharp downfall in stock indexes across the world,
pushed up the prices of gold and sent down international prices of primary commaodities. All
of this has heightened uncertainties with regard to the pace of further economic recovery at
home. With the world facing a sovereign debt crisis, the markets will be particularly sensitive
to the conduct of fiscal policy and the implementation of the planned budget framework.

According to preliminary estimates, following strong growth in the first quarter, economic
activity grew by 2.2% y-o-y in the second quarter, while stagnating g-o-q. Still, we expect
that the weaker performance in the second quarter will be compensated for by stronger
growth in the second half of the year, mainly because of good agricultural performance.
Therefore our projection for GDP growth has remained unchanged from May Inflation
Report, i.e. in 2011 we expect growth of around 3%.
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After peaking in April, y-o-y inflation has been trending down over the last three months,
reaching 12.1% in July. As expected by the National Bank of Serbia, the new agricultural
season has led to lower food prices and weaker inflationary pressure on that account.

We expect inflation to continue to fall, gaining particular momentum from August to
November due to the base effect. We expect that the next time we meet here, at the
presentation of the November Inflation Report, y-o-y inflation will be in single digits, and
that it will return within the target tolerance band in the first half of 2012. In addition to
lower inflationary pressures from food prices, the drop in inflation will be aided by the
restrictive monetary policy measures taken in the prior period, by the low aggregate
demand and the likely drop in inflation expectations.



Assessing that inflationary pressures are receding, the National Bank has started a monetary
policy easing cycle in June, lowering the key policy rate since then by a total of 0.75 pp to its
current level of 11.75%. In its August meeting, the NBS Executive Board decided to keep the
key policy rate on hold in order to get a better insight into the effects of recent turmoil in
global financial markets.

Today we will present our view of past inflation and macroeconomic developments, explain
monetary policy measures taken by the NBS, set out the expected outlook 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

The second quarter of 2011 saw a turnaround in movement of food prices and a drop in the
associated inflationary pressures. Inflation fell from 5.5% in the first quarter to 1.2% in the
second quarter, or in y-o-y terms, from 14.1% in March to 12.7% in June, which is at the
lower end of our fan chart from the May Inflation Report.

The new agricultural season brought about a decrease in fruit and vegetable prices already
in the second quarter, which is atypical for that time of the year. This is due to the fact fruit
and vegetable prices were exceptionally high at the start of the new season, and to good
weather conditions favourable to agricultural production.
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Additionally, processed food prices slowed down from 8.0% in the first quarter to 1.0% in
the second quarter, reflecting largely the waning of the effects of last year’s increases in
prices of primary agricultural products and the first signs that this year’s harvest could be
better than the previous.

Non-food core inflation rose 1.0% in the second quarter. Its growth in the first half of the
year came at 1.7%, which is consistent with the inflation target for this year.



Administered prices, by contrast, recorded a hefty rise in the second quarter. They went up
by 9.1% in the first half of the year, hitting the upper end of the 2011 planned growth range
of 7£2%. As there are no official announcements of major administered price revisions in the
near term, no significant growth in these prices is likely in the second half of the year.

In line with our expectations, y-o-y inflation continued to fall in July, settling at 12.1%. At
monthly level, consumer prices dropped 0.5% on the back of the 14.7% seasonal decrease in
fruit and vegetable prices recorded in July. Fruit and vegetable prices were actually the key
driver of decline in y-o-y inflation as their contribution kept falling from March to July, and
even entered the negative zone. Non-food core inflation measured 0.4% in July, stabilising
for the sixth consecutive month within the 0.3-0.4% range.
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Food prices depend primarily on movement in prices of their production inputs, such as
wheat or corn. Inflationary pressures from food prices have eased over the past several
months, but the effects of that easing are yet to be felt. With the new harvest, domestic
wheat prices plummeted by 27% in June and July, leading to a drop in flour prices and
lowering of the maximum price of bread. Corn prices have already decreased in international
markets, and similar movements are expected at home. The new crop corn prices in forward
trading in Serbia are by around 30% lower than the price of last year’s crop.
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Source: NoviSad commodity exchange.

Following relative stabilisation during the second quarter and July, international prices of the
majority of other important primary commodities entered a decline in early August. In the
first half of that month, oil prices fell by around 5%, and prices of base metals followed a
similar path.

As indicated by preliminary estimates, economic activity stagnated in the second quarter.
The positive contribution of net external demand to GDP growth appears to have been
offset by the negative contribution of domestic demand. Within domestic demand, final
consumption and fixed investment recorded a drop.
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After quite a while, exports and imports registered a decline in the second quarter, but
exports showed a recovery in June. On the side of imports, the sharpest quarterly drop was
recorded for equipment and intermediate goods. The good news though, is that those two
components also recorded the strongest growth relative to the same period last year. The
4.5% fall in exports was driven mainly by the dwindling exports of food and base metals.
Quite expectedly, with last year’s crop inventories depleted, exports of agricultural products
went down by 24%, but are expected to rebound as the new crops arrive.



Chart 11. Exports and imports Chart 12 Imports by key components
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Household spending is estimated to have weakened in the second quarter by 1.1% in real
terms. The key indicators signalling its weakening are the drop in retail trade and green
markets turnover. The continuing fall in personal consumption reflects households’ low
purchasing power, due to high unemployment and a real drop in wages over the last year.
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By contrast to previous quarters, fixed investment recorded a decline in the second quarter.
Notwithstanding the 7.9% drop g-o-q, fixed investment registered a 10.3% rise y-o-y. Overall
in 2011, fixed investment is expected to provide a positive contribution to GDP growth.

Non-agricultural value added, a measure of economic activity in estimating the output gap,
declined in the second quarter. This reflected on the widening of the negative output gap,
which suggests that the disinflationary pressures generated by low aggregate demand are
still strong.
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Since the start of the global economic crisis, the sources of GDP growth have been shifting
away from domestic demand, both final and investment, towards net external demand.
Thus, exports in June were 9% higher and imports 21% lower than their pre-crisis levels. In
2011 and in the years beyond, we expect that the strongest contribution to economic
growth will come from fixed investment and net exports. This is essential for sustainable
long-term growth. Investments in automobile industry represent a good example in this
context. By 2016 these investments could add around 2 pp to GDP growth on a cumulative
basis, primarily by boosting exports. This is discussed in Text box 1 of the August Inflation
Report. The Text box also presents an estimate that the announced investments in
automobile industry would cut the share of current account deficit in GDP by around 1.5 pp
per year during the period observed.

After strengthening from November through May, the dinar weakened slightly over the past
two months. Unlike the previous years, its weakening was not accompanied by the slide in
interbank foreign exchange market trading volumes. Quite to the contrary, interbank trading
volumes have risen since May, indicating healthy functioning of the foreign exchange market
in Serbia. Average daily turnover equalled EUR 117.5 min in July. Daily volatility of the dinar
exchange rate increased during this period, but still remained lower than that exhibited by
other currencies with a floating exchange rate, such as the Polish zloty, Hungarian forint and
Turkish lira, and we expect such tendencies will persist in the coming period as well. The
deepening of the interbank foreign exchange market and a somewhat greater daily volatility
of the exchange rate of the dinar should have a positive impact on the use of FX hedging
instruments and the process of dinarisation. It should also lead to a shift in the structure of
capital inflows towards longer-term flows, which will strengthen the stability of the market
and, by extension, alleviate exchange rate volatility in the medium run.



Chart 17 Movements in exchange rates of national currencies Chart 18 Risk premium indicator — EMBI by country
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MONETARY POLICY IN THE PRIOR PERIOD

As a consequence of restrictive measures taken until April, the degree of monetary policy
restrictiveness increased in the second quarter. This was primarily due to the widening of
the appreciation gap in the second quarter as a result of nominal strengthening of the dinar.
On the other hand, with respect to the real interest rate, the degree of restrictiveness was
approximately the same as in the first quarter. In view of developments over the last two
months, the appreciation gap of the real exchange rate has narrowed in the meantime.
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In June and July, the key policy rate was lowered by a total of 75 basis points based on the
estimate that with the new harvest and a sharp fall in food prices, the disinflationary
pressures will prevail in the period ahead and that conditions have been met for monetary
policy easing.



EXPECTATIONS FOR THE COMING PERIOD - INFLATION, ECONOMIC ACTIVITY AND
MONETARY POLICY MEASURES

A decline in y-o-y inflation is expected to continue in the coming period, while its return
within the target tolerance band is probable in the first half of 2012.

The strongest disinflationary pressures are expected from food prices. A good agricultural
yield this year, coming after a weak 2010 season, has already triggered a sharp fall in fruit
and vegetable prices, which will be factored into y-o-y inflation rates until the next
agricultural season.
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We do not expect inflationary pressures from weakening of the dinar in June and July as
dinar’s strengthening in the first half of the year has not brought about a drop in prices of
imported products. This implies that the exchange rate factored by net importers in their
products is probably higher than its current level.

As indicated by the negative output gap, low aggregate demand will generate disinflationary
pressures in the medium run. As the economy recovers, the disinflationary impact of this
factor will weaken.

A decline in inflation in the coming months is likely to bring down inflation expectations,
meaning that the related inflationary pressures might weaken, thereby lending a further
impetus to the disinflation process.

Following a vigorous rise in the first half of 2011, administered prices will rise much more
moderately during the remaining months of the year. This notwithstanding, administered
price growth in 2011 will overshoot the planned limit of 7£2%, and will reach, according to
our current estimates, around 11.6%.

In addition to monthly rates, the path of y-o-y inflation in the coming period will be largely
determined by the so-called base effect, i.e. monthly inflation rates in the corresponding

8



period of the previous year. As last year’s price hikes are taken out of the calculation of y-o-y
inflation and new, lower inflation rates are taken in, y-o-y inflation rates will decline. This
decline will be particularly pronounced from August to November as the full blown effect of
the food shock on inflation was felt last year during those particular months.

The key risks to the current projection are: country’s risk premium movements, fiscal policy
and food prices in the coming period.

In recent days, concern has increased over the effects that may arise from the
materialisation of risks in some advanced countries and currency zones. If the current crisis
were to deepen, the risk premium could rise further, which may generate depreciation
pressures with inflationary consequences.

Unfavourable global developments could have negative repercussions on the Serbian
economy. Together with falling prices of primary products worldwide, a drop in aggregate
demand would have a disinflationary effect, which would partly alleviate the inflationary
consequences of the rise in the country’s risk premium.

As the latest crisis is a sovereign debt crisis, markets will be particularly sensitive to the
pursuance of fiscal policy and any greater deviation from the planned budgetary framework
could lead to a greater rise in risk premium and strengthening of depreciation pressures. In
that sense, the Government’s readiness, expressed at the recently held meeting with the
National Bank, to keep fiscal policy within the agreed framework and to commence a new
arrangement with the IMF, is of paramount importance for safeguarding macroeconomic
stability.

In regard to food prices, risks to the projection are present in both directions. If favourable
weather conditions and a decline in world prices of primary agricultural products continue in
the coming months, the disinflationary effects arising from food prices would be even more
pronounced than assumed by our projection. Otherwise, bad weather in Serbia or in the
countries of world major agricultural producers could trigger a rise in these prices. Given the
favourable weather forecast, the latter scenario seems increasingly less probable, and it is
our estimate that risks stemming from food prices would be rather disinflationary.

In the coming period, we expect moderate economic recovery — GDP growth of 3% in 2011
and 4.5% in 2012. In the second half of 2011, a high contribution to growth will come from
agricultural production. The initial indicators of this year’s agricultural vyields are
exceptionally encouraging, reflecting favourable weather conditions. In line with the usual
seasonal cycle, growth in agricultural production is likely to be the strongest in the third
quarter.

On the expenditure side, the largest contribution to GDP growth is likely to come from rising
investment activity. Though positive, the contribution of household consumption will be
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modest due to high unemployment and modest wage growth. Though smaller than in two
previous years, the contribution of net exports will remain positive, mainly due to imports of
equipment and intermediate goods spurred by the expected growth in investment activity.

The most recent turmoil in global financial markets heightens the uncertainty as to the
speed of economic recovery in the coming period, both worldwide and at home. We do not
expect the global economy to decline as it did in 2009, yet the risks emanating from a
possible downturn in global demand and deceleration in Serbia’s economic growth still exist.

Based on the current projection and its underlying risks, the Executive Board of the National
Bank of Serbia views that the future path of the key policy rate will depend on the effects
which may arise from the materialisation of risks in some advanced countries and currency
zones, as well as possible fiscal risks at home. Should the fiscal policy remain within the
agreed framework, as announced, there will be scope for further relaxation of monetary
policy. The National Bank will closely monitor the developments in the international
environment and the implementation of the planned budget framework, and will take
appropriate measures based on estimated effects on the Serbian economy.
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