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Highlights — Inflation

Headline inflation is slowing down in most of Adria region, with only Serbia
being an outlier in the recent months as headline inflation pressures seem
to have built up further. On a global view, inflation pressures coming from
energy and food categories are easing, especially energy costs with
relatively warm winter which in case of Europe meant less usage of gas
and electricity. More so on Europe trends, energy supply reallocation away
from Russia was quite successful, likewise adding to energy cost easing.
The focus then in shifted onto core inflation elements to reflect the phase
of the ongoing inflation pressure, especially as domestic demand proved
to be much stronger than assumed before. Further elements are
highlighted below. We are also examining the future path of inflation in the
rest of 2023 as suggested by our quantitative models.

Croatia was recently in focus as the eurozone entry propelled an increased
social attention that there were sizeable, unfounded price hikes at the key
retailers. However, January-2023 has produced a 0.3% mom rise in prices
according to the Eurostat's HICP methodology (i.e. 0.0% mom according to
national methodology), which is quite close to a 20Y+ average change for the
first month of the year. Food prices did increase, but this was still at the same
pace as in the years before on average. More importantly this time around is that
our preferred core inflation gauge (HICP’s excl. energy and seasonal food
category) is on a sturdy rise and suggests there is enough demand in the
domestic private sector to allow for further price upside corrections with the
previous energy and food price hikes. In total, headline HICP inflation came in
at 12.5% yoy, being down from 12.7% yoy in December (and an average rate of
12.7% yoy for the 2H22), which also confirms that headline inflation has
passed its peak recorded at 13% yoy in November.

Sticking with Croatia, producer prices posted 20% yoy rise in December-2022,
being significantly slower compared to mid-2022, when producer prices were
increasing at yoy rates above 30%. We see decreasing fuel prices and
slowdown in producer prices signalling downward path in headline inflation
rates from the cost side of the prices. However, food price inflation is quite sticky
(opposite to transport prices, which adjust much faster to energy costs), which is
preventing a much steeper reduction in headline inflation rates.
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Highlights — Inflation

Slovenia also confirmed that inflation passed its peak, with HICP inflation rate
falling to 9.9% in January-2023 (vs. 10.8% yoy in December), which is the first
single-digit level since May-2022. Still, food price inflation remains sticky,
producing a higher rate in early 2023 (19.8% yoy vs. 19% in 4Q22) and
preventing a steeper slowdown in the headline inflation rate. More importantly,
food prices rose by 2% mom, being completely outside of the headline move (-
0.1% mom). Slovenia has the lowest share of food within HICP basket (16%)
almost half of what is North Macedonia showing (36%), so Slovenian HICP is at
a lesser extent sensitive to food prices — in other words, a bigger share of
household spending on food would resultantly keep headline inflation even
higher. When it comes to energy, Government capped electricity prices to
below cost for micro, small and medium sized companies until June-2023, which
will provide some certainty in this price area. Electricity for households and small
business customers is also capped until August-2023. Fuel prices will
experience upward price pressures coming from Government considering
adjusting margins in accordance with inflation rates. Additional upward
pressure to consumer prices is expected to reflect producer prices posting higher
rates (23.3% yoy in December-2022). On the other side, we are still looking for
demand to pass trough the effects of ECBs monetary policy continuous
tightening (core excl. energy and seasonal food accelerated to 9.8% yoy vs.
8.4% average in 2H22), economic slowdown and real wages decrease (-6% in
2022 on average) but challenged by low unemployment rate).

After peaking in October-2022 at 19.4% vyoy, headline HICP in North
Macedonia slowed down to 16% yoy in January-2023. Core inflation slipped to
17.2% yoy, also calming after 18.1% average in 4Q22. The main drivers behind
the headline move were food prices, dropping by 0.8% mom after a 2.3% mom
drop in December-2022. Transport costs also went down by 1.9% mom in
January driven by the drop in fuel prices mirroring global markets. Slowdown in
food price inflation is partially driven by weakening demand, as wages dropped
5% in real terms yoy in 2H22 (dropping continuously from May-2022), and we
can see significant deterioration in retail trade of food, beverages and tobacco.
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Staying with North Macedonia, basic food staples margins have been capped in
most of 2022 and prolonged to April 2023, as government intends to keep basic
foods from surging with the market in order to somewhat discipline basic prices.
The effect may not seem so significant when compared with headline inflation
(inflation w/o administrated prices was +0.6 pp on average in 2022), but it
certainly is significant from social aspect bearing in mind its share in lower-
income households most hit by rising food prices (within the region N. Macedonia
is bearing the largest share of food category in total HICP, amounting to 36%). In
total, we see inflation further stabilizing given global price dynamic, high base
effects and ongoing deterioration in consumption fundamentals.

Core inflation, food and transport prices
(yoy change in prices)
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Highlights — Inflation

When it comes to Serbia, this is a single country in the region displaying an
acceleration in HICP yoy inflation — the yoy rate rose to 15.2% in January-
2023 (vs. 14.6% yoy in December) to mark the highest HICP figure since at least
mid-2000s. Additional upside pressures to yoy headline rate are coming from
costlier housing energy prices and costlier services. On the other hand, we
see transport energy prices calming now, but transmitting previous rises almost
fully to core inflation. Food price inflation is sticky — domestic supply is limited
by competitive pricing at exporting markets, which keeps prices for the local
consumers elevated. There is ample supply of eggs, but abroad price pressures
are spilling over, as the exports of eggs was increased 25% in 2022 in quantity,
but 75% in value, showing surge in export price. The opposite situation we see
with milk - milk imports increased cca 40% yoy in 2022 in quantity, and 75% in
value, showing that domestic supply is not enough to fulfii demand (in 2022
Serbia became a net importer of milk after years of being net exporter).

Transport prices slowed down to 7.4% yoy (vs. 13.7% yoy in 2H22), posting
back-to-back negative mom rates, as the drop in the global commodity market
copied to the domestic market. We see this as a factor of inflation calming down
during 2023. Relevant monetary policies stayed restrictive, with both ECB and
NBS increasing rates further in 2023, and we expect some results to be seen in
2023. Pressures from the labour market were strong during 2022, as
unemployment is dropping and real wages begun to drop only from October
2022, with a slow pace. Fiscal policy acted expansionary during post pandemic
years, which somewhat supported domestic demand. We see further prices’
trajectory to sum up measures undertaken in previous periods, and to absorb
decrease in global energy prices and slowdown in global (in particular European)
inflation rates as large amount of the inflation in Serbia is imported. Food prices
will stabilize slowly driven by supply (and climate) conditions and supported by
the sense that the fiscal policy is going to keep stimulating demand for basic food
staples by increasing pensions and lump sum flows to the most vulnerable
citizens (with high marginal spending propensity). In addition, capped prices of
basic foods keep inflation rate cca 2 pp on average lower in 2022 compared with
inflation rates w/o administrative prices.
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The annual inflation rate in Bosnia and Herzegovina slowed down to 14.8% in
December-2022, after peaking in October-2022 at 17.4%. Like in the rest of the
region, food prices posted the highest inflation rate at 24.5% supporting overall
rate. Mom change in prices dropped into a negative zone, recording 0.6%
decrease. Transport prices posted the most significant decrease of 6.1% mom in
December-2022, as fuel prices went down. Clothing and footwear prices were
3.7% lower in December-2022, compared with the previous month, representing
weaker demand pressures. Rise in prices in Bosnia and Herzegovina are a
significant burden to low-income households, as wages are falling in real terms,
and there were no measures to halt prices of basic food staples in the moment of
high food inflation. There are hints of further price increases during first months
of 2023 (including slight rise in fuel retail prices) and announced tobacco prices
increase from March-2023 (due to announced higher retail tobacco prices from
BAT group).

Core inflation, food and transport prices
(yoy change in prices)

Serbia Bosnia and Herzegovina*

30 40

25

30

20

15 20

10 a 10

5 /

0 ~= 0

= 10

-10 i

-15 -20
A I N O A < N O d < N O dH A < N~ O A < M~ O +d <
O O O 4 O O O 4 O O O +HA O
SSSSssssssss8s¢s g8 88eg8s g¢g
O O O O «d «+d «+*€ 4 N N N N M O O O O d «+d «+d «+H N «
SS88885988888 5888383888

e Transport e Transport
Food Food
= Overall index excluding energy and seasonal food == General Index

*For BH CPI indicies used, as core inflation measure is not available, general index presented
Source: Eurostat and BH statistical office

2022M07

2022M10




Special topic — food prices

In this part we try to clear out how food prices in the region build up, trying
to gauge many relevant aspects. As our analysis suggests, food price
inflation is constantly higher than the headline rate, with some of them
already having regulated caps on some prices.

Food prices on the global market are sliding down. Oil prices are back on
their January-2021 level, while meat, dairy and cereals are back on their levels at
the beginning of 2022, although still above 2021. Global food prices are not
mirrored perfectly in the domestic prices (neither producers nor consumers),
even though countries in the region show solid import-export flows.

Domestic food prices rely on domestic production conditions (even some of them
are also imported, like energy prices), and to a lesser extent to global food
prices. Food prices in the past periods were impacted strongly by rising transport
costs and more expensive agrochemicals, both necessary for agriculture,
manufacture of food products and distribution to retail spots. This was influenced
by Russia — Ukraine conflict, as they are major cereal and agrochemicals
producers. Agriculture production in the region was also hit strongly by drought in
2022, reducing production and imposing upward pressures on prices.

Aside from that, avian influenza in Europe wiped out a significant volume of
poultry and egg supply, threatening to keep spreading as many countries are still
reporting cases of the flue. When it comes to our region, Slovenia and Croatia
are recording cases of the flue in 2023, still only within the wild birds. Even
though domestic food production is a major factor stabilizing domestic supply,
higher prices caused by shortages over Europe tempt domestic producers to turn
to exports in case domestic prices don’t adjust (thus strong increases in, for
example, egg prices in Croatia, along the fact that one of the major national
producers closed production at the end-2022). Serbia, North Macedonia and
Albania are part of the Open Balkan initiative within which they agreed to
cooperate to bridge food crisis, among other issues. By signing the Agreement
on food safety, members of the initiative agreed to allow free trade of a list of
products within. This will somewhat stabilize food supply in this part of the
Western Balkan, as members agreed to lift any bans on food export that were
imposed in case of trade within the countries of the initiative.
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Outlook ng‘berg

As regards inflation outlook, in most of the region the turning point in the
headline inflation took place in the recent months (with Serbia being the sole
outlier). Much warmer winter and quite good energy supply reallocation to
sources other than Russia allowed for less costlier energy. Still, core domestic
demand is proving much more resilient to the overall economic slowdown and
especially previous price hikes, as we examined details of spending
fundamentals in our recent report on retail trade. Simplified, this means that
headline inflation will remain quite sticky and core inflation will keep producing
upside pressures at least during 1H 2023 — bear in mind that core inflation also

3) NBRNM — we see central bank increasing interest rates by 75bps in
1H2023, as inflation is still high. As the central bank targets EUR/MKD
stability, we have shifted our view towards higher rates, bearing in mind that
current reconstruction of Government and recent bond issuance fiasco act
destabilizing and central bank may have to act more prudently to fulfil its
goals (complementing FX interventions with interest rate rises).

Inflation forecasts

maintains a lag to overall spending fundamentals. As a result, headline inflation Annual averages (%) 2022 2023 2024
rates will be slightly lower on average this year, whereby the central bank Croatia 10.7 8.4 3.9
inflation targets are not to be reached before 2025. Slovenia 93 85 41
i : _ : I B-H 14.0 9.2 5.3

We see monetary policies keeping restrictive stance, as its transmission to bi
the prices seems heavily challenged by strong labour markets and milder than Serbia _ 11.7 11.4 o1
N. Macedonia 13.9 11.3 5.2

expected economic weakening in the region and the main trading partners.
Private sector interest rates are expected to rise further, damping credit activity
and pulling down demand. Our expectations regarding relevant monetary
institutions follow:

1) ECB - we see the ECB hiking rates by 75bps after upside surprises to the

Inflation forecasts (annual rates in %, )

EA core inflation readings which increasingly fuels into a potential for 25 1 I
additional 25bp rate hike somewhere in mid 2023. We see tightening cycle in 20 | e BH i
terms of rising interest rates to close in 1H2023, but tightening policy to be RS | [[FORECASTPERIOD
continued in terms of quantitative tightening. In all, we see Euribor 6M 15
settling around 4.00% as of mid-2023 until at least mid-2024.
2) NBS — we see the NBS hiking rates by an extra 75bps till mid-2023 (in 10 1
25bp moves). We expect inflation to peak in 1Q2023, slowing down further c |
supported by restrictive ECB and NBS policies. Inflation rates in 2023 will
stay elevated, especially in 1H2023, making it harder for NBS to finish the 0 : : : : : : : : : :
restricting cycle (bearing in mind EUR/RSD rate is formally managed floating, ==
but in fact is kept stable, which keeps NBS busy with looking at interest rate 5 - N o < o« < <
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Disclosures Appendix

This report is oriented for professionals and analysts that live in the country or abroad who are interested in
investing and following local and regional markets. The information and opinions in this report/investment
research were prepared by Bloomberg Adria and/or one or more of its subsidiaries/affiliates (collectively,
'‘Bloomberg Adria’) for information purposes only. This report is not investment advice or an offer or solicitation
for the purchase or sale of any security/financial instrument or to participate in any trading strategy. Neither
Bloomberg Adria nor any of its employees accept any liability for any direct or consequential loss arising from
any use of this publication or its contents. Any investments referred to herein may involve significant risk, are
not necessarily available in all jurisdictions, may be illiquid and may not be suitable for all investors. The value
of, or income from, any investments referred to herein may fluctuate in price and value. Past performance is
not indicative of future results. Besides, the risks associated with an investment in the financial, money market
or investment instrument or security under discussion are not explained in their entirety. Estimates of future
performance are based on assumptions that may not be realized. Investors should make their own investment
decisions without relying on this publication. Only investors with sufficient knowledge and experience in
financial matters to evaluate the merits and risks should consider an investment in any issuer or market
discussed herein and other persons should not take any action on the basis of this publication.

This report is based on information available to the public. While reasonable care has been taken to ensure
that the information contained herein is not untrue or misleading at the time of publication, Bloomberg Adria
makes no representation or guarantee with regards to the accuracy, completeness or suitability of the data.
Bloomberg Adria does not undertake to advise you of changes in its opinion or information. Moreover, we
reserve the right not to update this information or to discontinue it altogether without notice.

From time to time our analysts receive assistance from the issuer including, but not limited to, discussions
with management of the subject company(ies). However, it should be presumed that the author(s) have
communicated with the subject company to ensure factual accuracy of the (company) research report prior to
publication, without mentioning recommendation and summary.

Any opinions and estimates contained herein reflect the current judgment of the author(s) and do not
necessarily reflect the opinion of Bloomberg Adria or any of its subsidiaries and affiliates. This report is
disseminated and available primarily electronically to professional clients and eligible counterparties, who are
expected to make their own investment decision without undue reliance on this publication, and may not be
sold, redistributed, reproduced or published in whole or in part for any purpose without the prior express
consent of Bloomberg Adria.

Please always cite source when quoting. The content is copyrighted and cannot be quoted in a commercial
setting/media outlet without prior written consent.

Additional information is available on request. Bloomberg Adria and others associated with it may be involved
or seek to be involved in many businesses that may relate to companies, issuers or instruments mentioned in
this report. These businesses include market making, providing liquidity and specialized trading and other
proprietary trading, fund management, investment services and investment banking.

Bloomberg Adria and others associated with it including any of its employees may have positions in securities
of companies or financial instruments discussed in this research, and may trade them in ways different from
those discussed in this report.
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This report may include research based on technical analysis. Technical analysis is generally based on the
study of trading volumes and price movements in an attempt to identify and project price trends. Technical
analysis does not consider the fundamentals of the underlying issuer or instrument and may offer an
investment opinion that conflict with other research generated by Bloomberg Adria. Investors may consider
technical research as one input in formulating an investment opinion. Additional inputs should include, but are
not limited to, a review of the fundamentals of the underlying issuer/security/instrument.

The author(s) is/are named in the front page of this report. The research analyst(s) or analysts who prepared
this report (see the first page) hereby certifies that: (1) the views expressed in this report accurately reflect
their personal views about the subject securities or issuers and/or other subject matter as appropriate; and,
(2) no part of his or her compensation was, is, or will be directly or indirectly related to the inclusion of specific
recommendations or views in this report. On a general basis, the efficacy of recommendations and clients'
feedback are factors in the performance appraisals of analysts.
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