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Ladies and gentlemen, esteemed members of the press and fellow economists,

The factors fuelling inflationary pressures and at the same time dampening Serbia’s economic growth
include: uncertainty in the euro area and overall weaker global growth prospects, increased
expansiveness of our fiscal policy since the start of the year, higher country risk premium and a
downgrade of Serbia’s credit rating, as well as unfavourable trends in global and domestic
agricultural production.

Chart 1 Inflation projection Chart 2 GDP growth projection
(y-o-y rates, in %) (y-o-y rates, in %)
16 8
7
14
6
12 5
10 4
3
8
2
6 1
4 0
-1
2 2
0 -3
6 9 12 3 6 9 12 3 6 9 12 3 6 9 12 3 6 L 1 Y | | Y | 1 I V2 O VI 1| Y AV B ||
2010 2011 2012 2013 2014 2010 2011 2012 2013 2014
Source: NBS. Source: NBS.

The main task ahead of the new government is the adoption of measures which would bring budget
deficit and public debt in the medium term within the bounds envisaged by fiscal rules. The National
Bank of Serbia expresses hope that the announced measures will be adopted to that effect, and that
the agreement with the International Monetary Fund will, as a result, be renewed. This would send a
positive signal to investors and contribute to improved risk perception, stabilisation of the foreign
exchange market and weakening of inflationary pressures. The factors that played a key role in the
rise of the country risk premium and the build-up of depreciation pressures this year were increased
government spending, suspension of the arrangement with the International Monetary Fund and
uncertainty in the euro area. And though the National Bank of Serbia’s measures managed to
appease the local foreign exchange market over the past several months, a more durable market
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stabilisation remains contingent on the adoption of credible fiscal measures and implementation of
structural reforms.

Bad weather conditions prompted a downward revision of agricultural production forecast for
leading agricultural exporters since mid-June. Both worldwide and at home this precipitated a rise in
the prices of primary commodities, such as wheat, corn and soybean, and renewed the cost push
pressure on food prices.
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As anticipated in earlier editions of the Inflation Report, inflation has been rising since May. At 6.1%
in July, it passed the upper bound of the target tolerance band.

Inflation was driven mainly by heightened cost-push pressures on food prices and rising import
prices. Unprocessed food prices recorded the strongest upturn over the past few months, with fruit
and vegetable prices rising on the back of droughty weather and the low base effect, and fresh meat
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prices going up on account of rising prices of fodder. Further inflationary pressures, primarily on
import product prices, came from the weakening of the dinar.



Year-on-year inflation is expected to continue rising in the period ahead. After peaking in the first
half of 2013, it is expected to settle within the bounds of the target tolerance band by the end of the
year.

Inflation growth will be fuelled by several factors. Most notably, a surge in prices of primary
agricultural commodities is expected to induce an increase in processed food prices. The high share
of food in the consumer price index makes inflation highly sensitive to food price shocks, as shown by
developments in the second half of 2010.

Although the dinar may strengthen following the adoption of fiscal consolidation measures, past
depreciation is likely to feed through to rising import product prices for some time yet.

Growth in administered prices is also likely to pick up, as these prices were broadly flat in the year so
far.

Conversely, given rising unemployment and a modest outlook for economic growth both at home
and abroad, low aggregate demand will continue to dampen price growth.

* k% %

Economic activity increased by 0.6% from the previous quarter, but fell by 0.6% from the same
period last year. The quarterly increase resulted in part from the low base effect of the first quarter
of the year due to the extremely cold month of February. Faster growth in exports relative to imports
and rising government consumption and investment gave a positive boost to economic growth in the
second quarter, while domestic private demand, both investment and household, subsided.

Chart 10 Contributions to y-o-y GDP growth*
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Drought-induced contraction in agricultural production and deterioration of the growth prospects of
the euro area led to downward revisions of Serbia’s GDP growth forecasts, from 0.5% to -0.5% for
2012, and from 3.0% to 2.5% for 2013.

The prolonged drought is likely to significantly affect this year’s crop yields, primarily of corn, our
main agricultural product. Bearing in mind the share of agricultural production in gross domestic
product and exports, this will bear down considerably on economic activity and trade in the coming
period.



In addition, the downgrading of the next year’s growth forecasts for the euro area will reflect
negatively on investment activity in Serbia and demand for our export products. On the other hand,
exports will benefit from a production boost in the almost exclusively export-oriented automotive
industry, and from the past weakening of the dinar.
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A further rise in the unemployment rate, which reached 25.5% in April, and a meagre increase in the
household real income will continue to weigh on personal consumption and imports of consumer
goods for some time yet.

* k %k

In a bid to ease rising inflationary pressures, the National Bank of Serbia raised its key policy rate
three times since June to the current level of 10.5%, while deciding at the same time to increase the
portion of the required reserve allocations in dinars in order to withdraw dinar and free up foreign
currency liquidity of banks.

The monetary policy stance in the coming period will depend largely on the character of fiscal policy.
Providing more efficient fiscal consolidation and structural reforms, including the continuation of the
arrangement with the International Monetary Fund, price and financial stability can be delivered at a
lower degree of monetary policy restrictiveness. The future path of the key policy rate will also
depend on movements in food prices and their impact on year-ahead inflation expectations. To a
degree, risks are also associated with future developments in the international environment.

High sensitivity of financial markets in the current environment to any disruption in macroeconomic
and financial stability should also be borne in mind. In this context, the best way for the government
and the central bank to contribute to the improvement of the business environment is to pursue a
policy which ensures long-term macroeconomic stability.

Such policy implies a sustainable level of public debt, medium-term price stability, and a stable and
resilient financial system. Stimulating the economy in a manner which is not sustainable over the
long run would jeopardise the achievement of the above objectives and result in deepening of the
foreign trade deficit, a rise in the country risk premium and costs of borrowing, and deterioration of



the business and investment environment. Allow us to highlight once again that medium-term
sustainability is more important than the pace of short-term economic growth.

Chart 13 Public debt* Chart 14 Consolidated revenue, expenditure and deficit
(in % of GDP)

(EUR min) (in %)

10,000 60 59 10
9,000 57 9
8,000 50 55 8
7,000 20 53 7
6,000 51 6
5,000 30 49

47 5
4,000 4
3,000 20 1‘2
3
2,000 10 a1 )
1,000 39
0 0 37 1
L 1 2 |V Yy | 11 A2 I I {1 I AV B 0
2008 2009 2010 2011 2012+ 35
Il External debt (LHS) 33 -1
N Internal debt (LHS) L 1 A | | | 1 VI | A 11 AV R 1|
Public debt in % of GDP (RHS) 2008 2009 2010 2011 2012
* Public debt statistics records government securities as of November 2011. In line Consolidated deficit (RHS)
with such methodological change, the NBS assessed the stock of public debt for the —Revenue (LHS)
previous period. Expenditure (LHS)
** NBS estimate. Source: Ministry of Finance and Economy.

Consistent with the above, we express our expectation that fiscal consolidation measures to be taken
in the immediate future will bring budget deficit and public debt in the medium term within the
bounds envisaged by fiscal rules. On its part, the National Bank of Serbia will continue in the direction
of stabilising medium-term inflation at a low level and maintaining a sound financial system, which in
our opinion is the best way to support the economy in the current circumstances.



