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1 Summary

The favourable developments in Croatia’s economic activ-
ity that marked the first six months of 2016 continued in the
second half of the year. The annual real GDP growth rate ac-
celerated to 3.1% on average, from the 2.7% in the first half
of the year. Economic activity increased across the board. The
exports of goods and services accelerated due to favourable de-
velopments in tourism, so the contribution of net foreign de-
mand was positive in the second half of 2016. The personal
consumption growth rate increased as well, reflecting contin-
ued favourable developments in the labour market and a no-
ticeable rise in consumer confidence. Government spending
also grew at a faster rate. Only the growth of gross fixed capital
formation slowed down in the second half of the year.

The labour market continued to recover. The number of
persons employed grew strongly, the unemployment rate de-
clining to 12.4% in the second half of 2016. The annual growth
of the average gross wage was 1.6%, while growth in real earn-
ings, i.e. the growth in purchasing power, was even greater.

In the second half of 2016, inflation grew noticeably. This
was primarily a result of the strengthening of imported infla-
tionary pressures, i.e. of the growth in the price of oil and oth-
er raw materials in the global market and to a lesser extent of
the increase in the euro area inflation and the strengthening
of domestic demand. The annual inflation rate in Croatia thus
increased from —1.6% in June to 0.2% in December, the reduc-
tion in the negative contribution of energy prices playing the
greatest role. The latter resulted from the increase in prices of
refined petroleum products spurred by the rise in the prices of
crude oil in the global market and the base period effect, i.e. a
substantial drop in these prices in the second half of 2015.

Favourable developments continued in external economic
relations as well. The current and capital account balance de-
teriorated in the second half of 2016 from the same period the
year before exclusively due to the disappearance of the base
effect of the conversion of loans in Swiss francs. At the same
time, the surplus in the trade in services (especially in tourism)
and in the use of EU funds increased, exceeding the deteriora-
tion in the primary income account balance due to greater prof-
its of economic entities owned by non-residents and from for-
eign trade in goods. Net capital outflow from Croatia, although
weaker than in the same period of the previous year, reflected
the deleveraging of domestic sectors, especially banks, which
contributed to the further improvement of relative indicators of
external debt and the net international investment position.

In the second half of 2016, the CNB continued to support
the recovery of the domestic economy through its expansionary
monetary policy and to maintain the stable exchange rate of
the kuna against the euro, as a prerequisite for the preservation
of financial stability and an anchor for expectations of future
price trends. Structural repo operations continued, aiming to
provide banks with long-term kuna liquidity, thus facilitating
a long-term decrease in interest rates and stimulating lend-
ing in kuna. Due to mounting upward pressures on the kuna,
the CNB purchased a large amount of foreign exchange funds
from banks in September and at the end of the year, in particu-
lar, which noticeably raised the already strong kuna liquidity of

the monetary system.

High liquidity in the domestic and international financial
markets spurred a further decline in the lending and deposit
rates of commercial banks in Croatia. This, together with posi-
tive business and household expectations of future economic
trends and improved credit standards, boosted loan demand
and placement growth. Household lending increased after sev-
eral years in which this sector deleveraged.

At the end of 2016, total international reserves of the CNB
decreased slightly on an annual level (by 1.4%). Factors in-
volved in the fall in total international reserves included a deci-
sion to repeal the requirement of allocation of the foreign cur-
rency component of reserve requirements, the reduced balance
in the government’s foreign exchange account with the CNB, a
lower level of repo transactions and the sale of foreign currency
to the European Commission. In the same period, net interna-
tional reserves rose by 9.1%, reflecting the purchase of foreign
currency from banks and the government and earnings from
reserves management. Despite the negative yield on eurobonds
maturing in less than five years, the CNB realised a +0.59%
rate of return on the euro part of net reserves in 2016, while
the rate of return on the dollar portion totalled 1.26%.

Bank assets decreased slightly in 2016, and their profitabil-
ity recovered. This annual decrease was primarily a result of
the conversion of loans in Swiss francs, of exchange rate de-
velopments, of the sale of irrecoverable claims and of the exit
of two banks from the system'. Following the losses of the pre-
vious year caused by the loan conversion, in 2016 returns on
assets and equity reached their highest levels since the onset of
the financial crisis.

The share of partly recoverable and fully irrecoverable loans
continued to decrease, totalling 13.8% at the end of 2016. This
decline predominantly reflects better collection, improved client
creditworthiness and a more dynamic sale of bank placements,
partly under the influence of the CNB’s progressive rules on
the allocation of additional value adjustments. The conversion
of loans in Swiss francs also contributed to the improvement
in the credit quality of the household sector. The sale of claims
and the conversion of loans limited the exposure to credit risk,
contributing to the rise in the total capital ratio, which reached
its all-time high of 22.5% at the end of 2016.

Fiscal policy in the second half of 2016 was marked by the
continuation of the sharp annual decline in the deficit due to a
more marked growth in revenues than expenditures. Tax rev-
enues increased strongly during the period in question, largely
thanks to the recovery in economic activity, as well as in capital
revenues, which is associated with greater use of EU funds.
On the expenditure side of the budget, the majority of the con-
stituents increased in the second half of the year, while expen-
ditures on social benefits and interest payments decreased. The
continuation of favourable economic and fiscal trends in the
second half of 2016 led to a reduction in borrowing costs, as
well as to a decrease in the general government debt-to-GDP
ratio which stood at 84.2% at the end of 2016. At the same
time, debt maturity was extended and the share of kuna debt
instruments increased.

1 Bankruptcy proceedings were opened against Banka splitsko-dalmatinska d.d., Split, at the beginning of July. BKS Bank d.d., Rijeka, merged
with BKS Bank AG, Klagenfurt in October 2016. At the same time BKS Bank AG, main branch Rijeka, became operational.



2 Global developments

Global economic activity accelerated in the second half of
2016. Positive trends were particularly evident among devel-
oped countries. At the same time, the slowdown in economic
activity in developing and emerging market countries came to a
halt, which to a significant extent reflected a slight acceleration
in the growth of the Chinese economy and the mitigation of the
crises in Russia and Brazil.

Among developed countries, the strengthening of growth
was most notable in the US. Following weak results in the first
half of the year, the US economy accelerated considerably on
the eve of the highly unpredictable presidential elections. Thus
in the second half of the year, thanks to the surge in exports,
GDP growth accelerated to 1.8%.

Figure 2.1 Economic growth in selected markets and global
inflation
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The growth of economic activity in the euro area in the
second half of the year was stable (1.8%), which was mostly
attributed to continued domestic demand. Favourable financ-
ing conditions, supported by the ECB’s stimulus measures, as
well as the relatively low prices of energy, continued to boost
disposable income and personal consumption of households,
while investment activity, due to long-standing structural is-
sues and high corporate debt in some member states, was still
subdued. Contrary to expectations, following the referendum
decision in June 2016 to exit the European Union, the UK
economy continued to record solid growth.

2.1 Croatia’s main trading partners

Economic trends in Croatia’s major trading partner coun-
tries were relatively favourable in the second half of 2016.
Among euro area partners, increasingly dynamic econom-
ic activity was recorded in Slovenia, where in addition to the
strengthening of personal consumption and exports, annual
growth reached 3.2%. At the same time, Germany contin-
ued its stable growth (1.7%), recording the strengthening of
government consumption and exports, while the growth of

investments was still relatively weak. Economic growth in Italy
was still below the euro area average (1.0%), although invest-
ments started to show signs of recovery by the end of the year.

Favourable movements continued in most of the regional
trading partners. Economic activity in Serbia strengthened the
most, thanks to robust exports and investments. Bosnia and
Herzegovina also recorded the continuation of stable growth,
while economic activity in Macedonia in the second half of
2016 was unfavourably affected by growing political instability.

2.2 Prices, exchange rates and financing
conditions

At the end of 2016, the price of crude oil rose sharply, fol-
lowing a period of stabilisation in the third quarter of 2016

Figure 2.2 Raw material prices in the world market
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Figure 2.3 Benchmark interest rates and the average yield spread
on bonds of European emerging market countries
end of quarter
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when on average it stood at USD 46 per barrel. This was
mostly contributed to by the decision to reduce daily output,
reached by OPEC country members at the end of November,
so that the price of a barrel of Brent crude oil stood at USD 55
at the end of December. Raw material prices (excluding en-
ergy) increased in the second half of 2016, in particular the
prices of metals and agricultural raw materials, while the prices
of food decreased, primarily the prices of cereals and meat.

In the second half of 2016, markets anticipated further di-
vergence in the monetary policies of the US and the euro area.
However, the Fed only raised its benchmark interest rate by 25
basis points in December, for the second time since the out-
break of the global financial crisis. During the same period, the
ECB continued to lead a very accommodative monetary poli-
cy, after having cut its key benchmark interest rate to zero in
March and expanded its programme of unconventional mone-
tary policy measures. In December, the ECB also extended the
foreseen duration of the programme of unconventional meas-
ures until the end of 2017, decreasing the monthly amount of
its programme of net purchase of securities from EUR 80bn to
EUR 60bn from April 2017.

Financing conditions for European emerging market coun-
tries, including Croatia, were relatively favourable in the sec-
ond half of 2016, although the EMBI yield spread increased in
the fourth quarter. After the US presidential elections in No-
vember, the EMBI index in the course of several days increased
by about 30 basis points, which shows that the risk perception
of emerging market countries increased after the elections. Fi-
nancing conditions in the European interbank market contin-
ued to improve, which was also reflected by the further decline
in the EURIBOR.

With regard to the global foreign exchange market, diver-
gent trends in the movement of the euro against the world’s
most important currencies continued. After strengthening in

Figure 2.4 Exchange rates of the euro against individual
currencies
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the first half of the year, the euro mostly depreciated against
the US dollar in the second half of 2016. This was particularly
emphasised after the US presidential elections at the begin-
ning of November and the Fed’s decision to raise its key inter-
est rates in mid-December. The euro thus depreciated against
the US dollar by the end of December to EUR/USD 1.05,
the lowest value in 2016. At the same time, the euro weak-
ened against the Swiss franc. By contrast, the euro appreciated
strongly against the pound sterling after the referendum on the
UK’s membership in the EU in June 2016. In December, the
EUR/GBP exchange rate was up by about 7% from June, al-
though the pound sterling slightly recovered at the very end of
the year.



3 Aggregate demand and supply

SEMI-ANNUAL INFORMATION 2016 « AGGREGATE DEMAND AND SUPPLY

The annual real GDP growth rate in the second half of
2016 accelerated to a 3.1% average from 2.7% in the first six
months of 2016. The increase in the exports of goods and ser-
vices contributed the most to GDP growth at an annual level
and net foreign demand made a more positive contribution in
the mentioned period than in the second half of 2015. Person-
al consumption made a strong positive contribution and other
components of domestic demand also increased. GDP by the
production approach shows that gross added value increased
by 2.9% year-on-year, which can be attributed to an increase in
all activities, except agriculture, forestry and fishing.

Figure 3.1 Gross domestic product
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3.1 Aggregate demand

The annual growth of the real exports of goods and ser-
vices in the second half of 2016 stood at 7.6%, or up by 2.2
percentage points from the first six months of 2016. Dynamic
foreign demand was the consequence of favourable movements
in the exports of services, in particular in the third quarter. The
data on revenues from tourism in the balance of payments and
the number of foreign tourist nights point to very favourable
results in tourism.

The annual growth in exports of goods slowed down mod-
erately from 7.9% in the first six months of 2016 to 7.5% in
the second half of 2016. Annual growth slowed down strongly
to 2.4% in the third quarter, while in the last quarter the an-
nual growth rate accelerated to 12.4%. Nominal data on trade
in goods show that growth was broadly dispersed by industrial

Figure 3.3 Exports of goods and services
real values
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Figure 3.4 Real exports of goods and services
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groupings and groups of goods.

Personal consumption in the second half of 2016 showed
the stable growth trend already started at the beginning of 2015,
so that the annual growth rate increased to 3.5% from 3.1% in
the first half of the year. Favourable trends reflect the contin-
ued recovery of the labour market and the increased inflow of
funds from the provision of tourist services. In addition, con-
sumer confidence remained at a relatively high level in the third
quarter, improving at the end of the year primarily because of
improved expectations concerning the economic and financial
situation in the next 12 months. The improvement in confidence
might also have been driven by the announced tax reform, the
objective of which is the decrease in tax burden of households.

In the second half of 2016, gross fixed capital formation
increased by 3.7% at an annual level, while six months earlier
growth stood at 5.4%. In the third quarter, the annual growth
of capital investment slowed down to 2.9%, which was prob-
ably associated with the delay of investments because of politi-
cal uncertainty before the early elections and the finalisation of
investment projects related to tourism before the main tourist

season. The decline in the annual growth rate was partly the
reflection of the base effect. In the last quarter, investment ac-
tivity intensified again at a quarterly level, so that the annual
growth rate increased to 4.6%. Capital investment not only of
the public sector but also of the private sector increased.

The annual growth in government consumption accelerat-
ed from 1.5% in the first six months of 2016 to 2.0% in the pe-
riod from July to December 2016. Thus in 2016, government
consumption increased considerably for the first time since
20009. Fiscal data indicate that the annual growth of govern-
ment consumption in the second half of 2016 was mostly the
consequence of the growth of intermediate consumption.

In parallel with the growth of total domestic and export de-
mand, imports of goods and services also continued to trend
upwards. The annual increase in imports accelerated by a bit
more than one percentage point from the first half of the year
(to 7.8%). Imports of both goods and services continued to
grow. Nominal data on trade in goods indicate that the growth
of the imports of goods was also broadly dispersed, with a no-
table growth of non-durable consumer goods.

Figure 3.5 Personal consumption
real values

Figure 3.7 Gross fixed capital formation
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Source: CBS (seasonally adjusted by the CNB).

Figure 3.6 Determinants of personal consumption
real values and index

Figure 3.8 Government consumption
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Figure 3.9 Imports of goods and services
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Figure 3.10 Real imports of goods and services
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3.2 Aggregate supply

The annual growth of gross value added (GVA) acceler-
ated in the second half of 2016 to 2.9% from 2.6% in the pre-
vious six months. A noticeable contribution to GVA growth
came from trade, transportation and tourism, which continued
positive current developments from the first half of the year in
the second half of 2016, at the same time reflecting favour-
able trends in tourism, but also further increase in household
purchasing power. Manufacturing made a significant contri-
bution to GVA annual growth, which was also recorded in the
majority of other activities. On the other hand, in agriculture,
forestry and fishing the decline continued at a quarterly level,
which was present from the beginning of the year, so that their
activity in the second half of the year was 1.3% lower than the
year before.

Figure 3.11 Change in GVA
contribution to the annual change by components
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4 Labour market

4.1 Employment and unemployment

In the second half of 2016, the number of employed per-
sons continued to grow sharply and increased by 1.9% from
the same period of the previous year. The growth of total em-
ployment was mainly attributed to private sector service activi-
ties. Employment of young people was notable thanks to tax
reliefs for employers.?

Unemployment continued decreasing in the second half
of 2016, if at a slower pace than in the first six months. In

December 2016, the number of unemployed persons was 7.4%
lower than in June, the consequence of intensified removal
from the register for non-compliance with legal provisions,
registration cancellation and failure to report regularly, but also
of new employment. At an annual level, unemployment con-
tinued decreasing sharply, so that in the second half of 2016 it
was as much as 17.5%, or approximately 50 thousand persons,
lower than in the same period in 2015. The decline in unem-
ployment is intensified by the emigration of working age popu-
lation to developed EU countries.’

Figure 4.1 Employment by NCA activities
seasonally adjusted data, contributions to the quarterly rate of change

Figure 4.3 Unemployment rates
seasonally adjusted data
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Figure 4.2 Total unemployment and net unemployment inflows
seasonally adjusted data

Figure 4.4 Labour Force Survey
seasonally adjusted series
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2 The largest positive contribution to the annual growth in total employment in the second half of 2016 was recorded in the category of youth
employment (persons under the age of 30) on open-ended contracts according to the Contributions Act (OG 143/2014), under which em-
ployers are exempted from payment of wage contributions for the period of five years.

3 The official CBS data show that almost 30,000 Croatian citizens (about 0.7% of total population) emigrated from the country in 2015, or as
much as three times more than in 2008, the last year before the beginning of the crisis. However, it is possible that the number of emigrants is



Figure 4.5 Average nominal gross wage by NCA activities
seasonally adjusted data, contributions to the quarterly rate of change
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Figure 4.6 Compensation per employee, productivity and unit
labour costs
seasonally adjusted data, quarterly rate of change and levels
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The decrease in the number of unemployed persons was
reflected in the further decline in the registered unemployment
rate, which according to seasonally adjusted data in December
2016 stood at 13.9% as against the 14.8% in June (if the CPIA
data are used in the calculation of the unemployment rate, at
the end of 2016, the unemployment rate stood at 13.2%).

According to the Labour Force Survey data for the sec-
ond half of 2016, the unemployment rate dropped to 12.1%
in the third quarter, which was the lowest recorded value from
mid-2010, while it increased to 12.7% in the fourth quarter.
The participation rate (i.e. the share of the labour force in the
working age population) remained unchanged relative to the
average of the first six months, while the unemployment rate
increased moderately.

4.2 Wages and unit labour costs

The second half of 2016 was marked by the relatively fa-
vourable movement of financial indicators of the labour mar-
ket. Following the stagnation in the third quarter relative to the
average recorded in the period from April to June, the average
nominal gross wage increased notably in the last three months
of 2016. Observed at an annual level, gross wages increased by
1.6% in the second half of the year. Wages grew considerably
in all activities, except the public sector. At the same time, the
increase in real wages, including their purchasing power, was
more pronounced due to the decline in consumer prices.

Unit labour costs declined substantially in the second half
of 2016 from the first six months because the increase in la-
bour productivity was more pronounced than the increase in
employee compensation. A considerable decline in unit labour
costs from the second half of 2015 was also noticeable because
of the robust growth of labour productivity and the slight in-
crease in employee compensation.

underestimated by official statistical data for they include only those persons who changed their place of residence for a period longer than one

year and so informed the Ministry of Interior.



5 Inflation

Inflation grew substantially in the second half of 2016,
which was mostly the result of the strengthening of imported
inflationary pressures, i.e. the rise in the prices of oil and other
raw materials in the world market and the increase in infla-
tion in the euro area. The annual consumer price inflation rate
increased from —1.6% in June to 0.2% in December. The an-
nual core inflation rate increased from —0.9% in June to 0.5%
in December. At the same time, the annual fall in industrial
producer prices (excluding energy) slowed down from —1.5%
in June to —0.9% in December, mostly the prices of non-dura-
ble consumer goods, such as food products. This indicates the
weakening of deflationary pressures coming from this source.

Indicators of current inflation trends grew substantially
from mid-2016, indicating the strengthening of inflationary
pressures. In the same period, the inflation diffusion index
increased considerably, standing at 61% in December, which

Figure 5.1 Year-on-year inflation rate and contribution of compo-
nents to consumer price inflation
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Note: Core inflation does not include agricultural product prices and administrative
prices. Processed food includes alcoholic beverages and tobacco.
Sources: CBS and CNB calculations.

indicates the increase in the number of products in the HICP
basket, the prices of which grew.

If analysed by the main groups, the increase in the annual
inflation rate in the second half of 2016 was mostly due to a
decline in the negative contribution of energy prices, i.e. from
—1.2 percentage points in June to —0.2 percentage points in
December. This was mainly due to the prices of refined petro-
leum products, the contribution of which to overall inflation
increased to 0.2 percentage points in December from —0.9 per-
centage points in June. On the one hand, this is attributable to
the current rise in refined petroleum products prices, reflecting
the increase in crude oil prices in the world market, and on the
other hand to the base period effect, i.e. a pronounced fall in
these prices in the second half of 2015. The price of a barrel of
Brent crude oil rose from the average USD 48 in June to USD
54 in December, while in the same period of 2015 it dropped
by almost 40%. The still negative contribution of energy prices
to overall consumer price inflation was the result of the de-
crease in the administrative price of natural gas in the first half
of the year.

The annual inflation rate also grew substantially due to the
prices of processed food. Their contribution to overall infla-
tion increased from —0.2 percentage points in June to 0.2 per-
centage points in December. This was mostly the result of the
increase in the annual rate of change in the price of milk and
dairy products because of the current increase in the price of
these products, but also the base period effect (the fall in these
prices in the same period of 2015 due to the suspension of
quotas for the production of milk in the EU) and in part the
result of the increase in the prices of tobacco products due to
the rise in excise duties. The contribution of the prices of in-
dustrial products (excluding food and energy) increased to a
lesser extent in overall annual inflation. This was mostly attrib-
uted to the rise in the annual rate of change in footwear prices
because of the base period effect, i.e. the more pronounced de-
cline in these prices in the second half of 2015. In addition, the
contribution of unprocessed food prices increased moderately,

Figure 5.2 Indicators of current inflation trends

Figure 5.3 Deflator of GDP and its individual components
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Table 5.1 Price indicators
year-on-year rate of change

Consumer price index and its components

Total index -0.6 -1.7 -1.6 -0.9 0.2
Energy -5.0 -7.4 -7.3 4.2 -1.1
Unprocessed food -0.1 -3.4 0.8 -0.8 1.7
Processed food 0.5 -0.1 -0.7 0.2 1.0
Non-food industrial goods without energy 1.1 0.9 -0.3 0.6 0.2
Services 0.0 0.1 -0.1 -1.0 -0.1

Other price indicators

Core inflation 0.0 -0.5 -0.9 -0.1 0.5

Index of industrial producer prices on the domestic market -4.1 -5.0 -4.8 -3.0 -0.1

Index of industrial producer prices on the domestic market (excl. energy) -0.5 -11 -1.5 -1.3 -0.9

Harmonised index of consumer prices -0.3 -0.9 -1.2 -0.7 0.7

Harmonised index of consumer prices at constant tax rates -0.7 -1.3 -1.2 -0.7 0.6

Sources: CBS and Eurostat.

mostly because of the rise in the annual rate of change of meat
prices which entered positive territory in October for the first
time in almost three years.

In the second half of 2016, the annual drop in the defla-
tor of imports of goods and services slowed down significantly,
which indicates a significant strengthening of inflationary pres-
sures resulting from the increase in the prices of imported raw
materials and finished goods. The annual fall in the deflator
of exports of goods and services also slowed down, but to a
much smaller extent, while trade conditions remained almost
unchanged.

Inflation in the euro area also accelerated from mid-2016,
from 0.1% in June to 1.1% in December. This almost entirely
resulted from the slowdown in the annual fall of energy prices,
mainly attributable to the current rise in the price of refined
petroleum products due to the increase in the price of crude
oil in the world market and the base period effect, i.e. a sharp
fall in these prices in the second half of 2015. At the same time,
core inflation (excluding energy, food, beverages and tobacco
prices) was relatively stable, standing at 0.9% in December,
unchanged from June 2016.

In Croatia, for purposes of comparison, the annual con-
sumer price inflation rate, measured by the HICP, increased
from —1.2% in June to 0.7% in December. As in the euro area,
this was mostly attributable to the increase in the annual rate
of change in energy prices, which was largely the consequence
of the base period effect. The contribution of other HICP main
categories also increased, mostly of the prices of services. The
annual rate of change in prices of accommodation services
and package holidays increased considerably. However, this
was the result of the waning of the impact of methodological
changes on the calculation of the HICP (for more details see

Figure 5.4 Indicators of price developments in Croatia and euro
area
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Box 1 in Macroeconomic Developments and Outlook, No. 1,
2016). As a result, the difference in overall inflation between
Croatia and the euro area decreased to —0.4 percentage points
in December (from —1.3 percentage points in June).

With regard to core inflation (measured by the HICP ex-
cluding energy, food, beverages and tobacco prices), it in-
creased in Croatia from —0.4% in June to 0.7% in December.
This was mostly driven by the above-mentioned rise in the
prices of accommodation services and package holidays. At the
end of the year, core inflation in Croatia was only 0.2 percent-
age points lower than core inflation in the euro area.



6 Current and capital account
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The surplus in the current and capital account fell in the
second half of 2016, due mainly to the waning effects of the
conversion of loans in Swiss francs on banks’ business re-
sults in the primary income account (estimated at about 2% of
GDP in 2015) and the widening of the deficit in foreign trade
in goods. At the same time, net revenues from exports of ser-
vices grew strongly and the utilisation of EU funds increased.
At the entire-2016 level, the surplus in the current and capital
account stood at 3.7% of GDP (5.5% of GDP in 2015), in-
creasing slightly if the effect of conversion is excluded.

Figure 6.1 Current and capital account balance and its structure
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Figure 6.2 Goods exports (f.0.b.)
year-on-year rate of change and contributions
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Source: CBS.

was observed in the exports of medical and pharmaceutical
products to the USA, capital goods (mostly electrical machin-
ery, apparatus and appliances), various agricultural and food
products (the most significant being exports of cereals and
cereal preparations to Italy) and metal industry products to
Italy and Germany. At the entire-2016 level, total exports of
goods grew by 6.9%, a rate of growth slower than the 11.2%
of the previous year, due to the fall in exports of ships and oil
and refined petroleum products and a modest slowdown in

6.1 Foreign trade and competitiveness

The deficit in foreign trade in goods widened in the sec-
ond half of 2016 from the same period in 2015 on the back of
increased personal consumption. According to the CBS data,*
the main contributors to the deficit growth were the increase in
net imports of medical and pharmaceutical products and the
decrease in net exports of other transport equipment. In ad-
dition, an increase was also observed in net imports of road
vehicles, capital goods and wearing apparel. By contrast, the
decrease of the deficit in trade of energy products (notably oil
and refined petroleum products and electricity) and, to some
extent, in trade of certain food products (primarily cereals and
cereal preparations, and sugar, sugar products and honey) mit-
igated the effects of unfavourable developments.

The annual growth of goods exports accelerated mark-
edly in the second half of 2016 (from 4.6% in the first half of
2016 to 8.9% according to the CBS data). A sharp increase

Figure 6.3 Goods imports (c.i.f.)
year-on-year rate of change and contributions
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Source: CBS.

4 Data on foreign trade in goods, published by the CBS, also include certain transactions exclusively performed by non-residents, the volume of
which became significant after Croatia’s accession to the EU. In contrast, in the balance of payments statistics, data series on credits and deb-
its in the goods account include only transactions involving a change in ownership between resident and non-resident, while the exclusion of
the mentioned non-resident transactions, in addition to other adjustments for coverage and classification, result in lower annual growth rates
of goods trade compared to the CBS data. The annual growth rates of goods exports, imports and deficit trended down by 3.6 percentage
points, 2.5 percentage points and 0.9 percentage points respectively in 2016.



exports of other goods.

The growth of total imports of goods also accelerated in
the second half of 2016, albeit at a slower rate than the growth
of goods exports. The annual growth rate stood at 7.3%, after
being at 5.7% in the first six months. Imports grew mostly due
to stronger imports of medical and pharmaceutical products
from the Republic of Korea, individual capital goods (notably
machinery specialised for particular industries from Germany
and general industrial machinery and equipment from Germa-
ny and Italy) and road vehicles from Germany and Slovenia.
By contrast, the fall in imports of electricity (notably from Slo-
venia and Hungary) was counteracted by higher imports from
Bosnia and Herzegovina, while imports of leather, leather man-
ufactures and dressed fur skins from Austria trended down.
The annual growth rate of total imports of goods amounted to
6.5% in 2016, which is also a decrease from 2015 (7.9%).

The foreign trade in services continued to be marked by
very favourable trends in the second half of 2016, largely ow-
ing to travel services. Revenues from tourism consumption of
non-residents were upped by 9.2% from the same period in

Figure 6.4 Services exports
year-on-year rate of change and contributions
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2015, accompanied by a significant improvement of volume
indicators. The number of arrivals and nights stayed by for-
eign tourists in commercial accommodation facilities grew by
11.5% and 10.8% respectively, the major contributors being
tourists from Germany, Austria, Slovenia, Poland and the UK.
This was paralleled by a marked rise in tourism consumption
of residents abroad. In addition to travel services, the annual
growth in net exports was observed in other categories of ser-
vices, favourable trends being recorded in telecommunication,
computer and information services and personal, cultural and
recreational services.

The price competitiveness of Croatian exports, measured
by the developments in the real effective exchange rates, was
relatively stable in the second half of 2016. The real effective
kuna exchange rate deflated by consumer prices strengthened
only slightly on an annual basis, while the real effective kuna
exchange rate deflated by producer prices edged down. On the
other hand, developments in the real effective kuna exchange
rates deflated by unit labour costs at the level of manufactur-
ing industry and the economy as a whole suggest considerable
improvement in price competitiveness from previous periods.
This trend is attributable to a substantial drop in unit labour
costs in Croatia, because compensation per employee declined
more than productivity, particularly in industry.

6.2 Incomes and transactions with the EU

Following an unusual surplus connected with the effect of
the conversion of loans in Swiss francs in the second half of
2015, a significant negative balance in the primary income ac-
count materialised again in the second half of 2016. The dete-
rioration in the balance was contributed to by better business
results of domestic business entities owned by non-residents,
particularly in the financial and pharmaceutical activities and
petroleum products manufacturing. By contrast, business per-
formance of residents improved on the back of their foreign in-
vestment. Moreover, favourable contributors to the primary in-
come balance were the decrease in interest expenditures on for-
eign financing and the growth of revenues from compensations

Figure 6.5 Nominal and real effective exchange rates of the kuna

Figure 6.6 Primary income account balance and its structure
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Figure 6.7 Transactions with the EU budget

é 600 1.2 %
£ 500 1.0 5
E 400 0.8 i
300 06 ©
200 0.4
100 0.2
0 0.0
-100 -0.2
—200 0.4
-300 -06
2014 2015 2016
Funds allocated — capital (other sectors)" Funds allocated — current (other sectors)
Funds allocated — capital (government) Funds allocated — current (government)
® Payments to the EU budget 4 Total funds received

— Net funds allocated? — right — Net funds received? — right

@ Average of the last four available quarters.

Note: As regards total funds received from EU funds, only funds allocated and paid
out to end beneficiaries are recorded in the current and capital account of the
balance of payments, while funds received but not allocated are recorded in the
financial account. Payments to the EU budget carry a negative sign in the figure. The
positive value of net received and net allocated funds is the surplus over the
payments to the EU budget.

Sources: CNB and MoF.

13

to residents working abroad.

Net revenues in the secondary income account edged down
in the second half of 2016 from the same period in 2015 due
to higher payments to the EU budget. However, a parallel in-
crease in withdrawals from EU funds, notably capital ones,
pushed up the surplus in the capital transactions account. The
average annual amount of the surplus of funds utilised from
EU funds over the payments to the EU budget continued to
grow, reaching 1.0% of GDP at the end of 2016.



7 Private sector financing

The second half of 2016 saw a further trend of improve-
ment in domestic sectors’ (households and enterprises) financ-
ing conditions, spurred by high liquidity on the international
and domestic financial markets. Exceptionally high liquidity
of the domestic monetary system was supported by the ex-
pansionary monetary policy pursued by the CNB. The costs of
government borrowing, one of the determinants of the borrow-
ing costs of other domestic sectors, fell additionally. The inter-
est rate on one-year kuna T-bills without a currency clause fell
to a historical low of 0.65% in December 2016, and the inter-
est rate on one year euro T-bills fell to 0.05% in November,
from 0.25% in mid-2016.

According to the yield curve for Croatian government
bonds, long-term interest rates on government bonds fell even
more sharply. Yield to maturity on the ten-year kuna bond
without a currency clause fell by 0.9 percentage points towards

the end of 2016 from mid-year, also helped by long-term kuna
liquidity creation based on CNB’s structural repo operations.
The yield on the eight-year bond with a currency clause in the
euro fell by 0.6 percentage points during the same period. The
price of government financing abroad, estimated by the sum of
the EMBI index for Croatia and the yield on the German gov-
ernment bond was also more favourable than in the first half of
the year.

The trend of decline in the average short-term and long-
term costs of corporate financing, present for many years, con-
tinued in the second half of 2016. The interest rates on long-
term corporate loans with a currency clause and those on loans
up to HRK 7.5m fell the most. By contrast, the interest rates
on loans above HRK 7.5m were the only ones that rose slightly
in the second half of 2016, while the difference between in-
terest rates on loans up to HRK 7.5m and loans above that

Figure 7.1 Yield-to-maturity on RC bonds
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Note: The dots show the achieved yields, while other values have been interpolated. Data for
one-year yield refer to the achieved interest rate on one-year kuna T-bills with a currency
clause in euro.

Source: CNB.

Figure 7.2 Short-term financing costs
in kuna without a currency clause

Figure 7.3 Long-term financing costs
in kuna with a currency clause and in foreign currency
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Figure 7.4 Bank interest rates on loans to non-financial
corporations by volume
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amount decreased during the same period.

The interest rates on short-term household loans in kuna
and on long-term loans with a currency clause were also more
favourable in the July to December 2016 period than in the
first half of the year. Interest rates on housing loans with a cur-
rency clause fell the most, partly due to the completion of the
procedure of conversion of loans indexed to the Swiss franc
to loans indexed to the euro, which, from December 2015 to
April 2016 led to a temporary jump in interest rates on new
housing loans with a currency clause in the euro (which also
included the converted loans). The interest rates on converted
loans, determined by a special law and recorded in interest rate
statistics as newly negotiated euro loans, were mostly higher
than market interest rates on housing loans applicable at the
time. The fall in domestic interest rates was driven by high li-
quidity as well as the further continuous trend of fall in the
cost of sources of funds of the Croatian banking system, with
EURIBOR and the national reference rate’ standing at the low-
est recorded levels ever (for more information on the impact
of variable parameters on interest rate developments, see Box

Figure 7.5 Credit standards and corporate demand for loans

Figure 7.7 Corporate financing
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1 The issue of interest rate risk — a review of the results of the
Interest rate survey).

Credit standards for enterprises continued to ease in the
second half of 2016 and the demand for loans continued to
rise. According to the results of the bank lending survey, the
easing of credit standards for enterprise was spurred by fa-
vourable conditions on the banking market (bank liquidity,
possibility for bank financing on the market and competition
among banks) and by positive expectations regarding general
economic developments. The improvement in economic condi-
tions also had a positive effect on loan demand, with the need
for gross fixed capital formation financing making the biggest
contribution to growth in corporate credit demand.

The household sector also saw further easing of

SEMI-ANNUAL INFORMATION 2016 ¢ PRIVATE SECTOR FINANCING

credit standards in the second half of 2016, mainly influenced
by competition among banks and lower costs of the sources of
funds but also by positive expectations regarding economic de-
velopments (the only exception being the tightening of stand-
ards for granting consumer and other loans to households in
the last quarter of 2016). Rising consumer confidence and in-
creased consumption of households were the main factors be-
hind household demand for loans.

The total debt of non-financial corporations®, after growing
moderately in the first half of the year, fell slightly in the last
six months of 2016. This was the result of corporate delever-
aging abroad while financing with domestic credit institutions
held steady and other domestic financing rose. Nevertheless, at
the entire 2016 level, total domestic corporate financing rose

Figure 7.8 Corporate domestic placements of credit institutions

Figure 7.10 Household placements
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Figure 7.9 Growth of corporate placements by activity
transaction-based

Figure 7.11 Growth of household placements by loan type
transaction-based
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5 The national reference rate (NRR) is the average interest rate paid on deposits by the banking sector. It is used as one of the benchmark inter-
est rates for determining the level of the variable component of the variable interest rate on loans, in accordance with Article 11a of the Credit
Consumer Act (pursuant to the Act on Amendments to the Consumer Credit Act, OG 143/2013).

6 The total debt of non-financial corporations included the debt of private and public enterprises (excluding public enterprises included in the

general government sector).
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while enterprises deleveraged abroad. As a result, the total debt
of non-financial corporations rose by 0.9% (based on transac-
tions).

Notwithstanding their stagnation in the second half of
2016, the annual growth in placements of domestic credit in-
stitutions to non-financial corporations (based on transac-
tions) recorded an upward trend in 2016 and reached 3.0% at
the end of that year. By contrast, the nominal rate of change in
placements to corporates remained negative but this was main-
ly due to sales of non-performing corporate placements, which
were stepped up in 2016 and came to HRK 4.3bn.

As regards corporate lending by activities, in the second
half of 2016, the biggest growth in placements (based on
transactions) was seen in real estate activities and agriculture,
while manufacturing and construction played a major role in
deleveraging. At the entire 2016 level, placements grew in al-
most all the observed activities, particularly in accommodation
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and food service activities and real estate activities. By contrast,
the construction sector deleveraged at a faster pace than dur-
ing the same period of 2015.

Despite a fall in placements to households in the second
half of 2016, more favourable financing conditions and fur-
ther recovery in economic activity, coupled with positive de-
velopments in the labour market led to recovery in household
lending on the entire 2016 level. The annual growth rate of
household placements was positive for the first time since 2009
and stood at 0.5% towards the end of 2016 (based on transac-
tions). This can be attributed to a significant increase in gener-
al-purpose cash loans and ampler kuna lending (for more de-
tails, see Box 2 Kuna lending). By contrast, the nominal stock
of household placements fell by 5.5% in 2016, primarily due
to the process of the conversion and partial write-off of loans
indexed to the Swiss franc.

Box 1 The issue of interest rate risk — a review of the results of the Interest rate survey

The amendments to the Consumer Credit Act made at the
end of 2013 have provided a detailed legal framework for the
setting and changing of variable interest rates for household
loans. The variable interest rate is thus defined as a sum of the
agreed variable parameter and the bank’s fixed margin which is
not allowed to increase over the period of loan repayment and
which has to be agreed along with the variable parameter (Con-
sumer Credit Act, Article 11a, paragraph 2). Legally prescribed
variable parameters which may be used in setting the interest
rate include the following rates: EURIBOR, LIBOR, NRR - the
national reference rate, yield on the T-bills of the Ministry of Fi-
nance and the average interest rate on household deposits in
the respective currency.

The aforementioned legal amendments have significantly im-
proved the transparency of interest rate setting and changing,
enabling consumers to find out, at any point, of which compo-
nents the interest rate that they are being charged is made: the
fixed component which remains the same throughout the credit
relationship and the variable component which fluctuates ac-
cording to the set permitted variable parameters. However, con-
sidering the specific context in which the Act was amended and
in which it entered into force, there is potential for risk to which
particular client segments may be exposed as the choice of the
variable parameter in interest rate structure results in the specific
exposure of consumers to interest rate risk, i.e. to the nature and
the dynamics of its materialisation.

Primarily, parameters set as the basis for the calculation of
variable interest rates in credit operations have stood at record
lows over the last few years, particularly EURIBOR. Having in
mind the (expected) change of course in the monetary policies
of leading central banks, this suggests that the probable in-
crease in reference interest rates in the upcoming period may
be a significant source of risk for consumers. Furthermore, it is
worth noting that, due to the application of the aforementioned
legal provisions, the invariable component of interest rates in
EURIBOR-linked loans implicitly contains, among other ele-
ments, the country’s risk premium valid at the moment the in-
terest rate was agreed/set, implying that its future changes (in
terms of both increase and decrease) will not be automatically
reflected in the change of interest rate level and thus in the final

interest rate expense of the client. On the other hand, in case
of loans where the interest rate is linked to the NRR, variations
in the country’s risk premium will cause the reference variable
parameter, in which it is implicitly contained, to change, thus
changing the level of the interest rate itself. The CNB warned the
public of such risks on several occasions: Financial Stability, No.
12, February 2014, Financial Stability, No. 15, Box 2 Interest rate
risk in the Republic of Croatia, July 2015 and Risks to the con-
sumer in the credit relationship, June 2016.

In mid-2016, the Croatian National Bank conducted a survey
of credit institutions’ business practice in defining interest rates
in the segment of private non-financial sector funding within its
regular risk monitoring activities associated with the stability
of the financial system. The aim of the survey was to gain in-
sight into the interest rate structure in the credit relationships of
households and corporations and their consequential exposure
to interest rate risk. In the survey, credit institutions were asked
to distribute the gross amount of relevant exposure according to
individual credit instruments, the currency in which the instru-
ment was granted and interest rate type, depending on the refer-
ence interest rate, including the amount of interest charged, as
at 31 March 2016. Credit institutions were asked to categorise
foreign currency-indexed kuna loans according to the foreign
currency they are indexed to. The survey covered only loans
granted to resident households and non-financial corporations.

Survey results — variable interest rates

The results of the conducted survey confirm that credit insti-
tutions mainly charge variable interest rates for the financing of
households and nonfinancial corporations, which, in the case of
a significant increase in reference variable parameters, exposes
these sectors to the risk of an increase in the loan servicing bur-
den (interest rate risk), and which, on the other hand, exposes
banks to the risk of being unable to collect claims (on time and/
or in full), i.e. to interest rate-induced credit risk. In addition to
the change of interest rate level itself, the materialisation of inter-
est rate-induced credit risk is also affected by other factors such
as the level of client income, or, more precisely, the client’s debt
service-to-income ratio (DSTI) and loan maturity. Repayments
of loans having longer remaining maturities increase sharply in
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increase in interest rates

Figure 7.12 Increase in the amount of monthly loan annuity according to its remaining maturity in the event of a one-percentage-point
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Note: For every category of remaining maturity shown on the x axis, the relative change in the amount of loan annuity was calculated for a loan with a remaining maturity calculated

case of the rise in interest rate level due to the fact that inter-
est rate expense constitutes a greater share of the amount to
be repaid for loans with longer remaining maturities where the
share of interest in the repayment decreases as the loan matures
(Figure 7.12).

At the end of March 2016, according to survey data, 81% of
all corporate loans were granted with a variable interest rate. Al-
though their number was slightly smaller, loan agreements with
variable interest rates were also predominant in the household
sector, in which 67% of loans were granted with variable inter-
est rates. A similar variable-to-fixed-interest-rate loan ratio is ob-
served when supervisory data on exposure to interest rate risk in
the non-trading book (see Decision on the management of inter-
est rate risk in the non-trading book, OG 54/2013) are consid-
ered, for according to them 85% of nonfinancial corporate loans
and 71% of household loans were granted with a variable inter-
est rate.

As for the variable parameter to which the changes in inter-
est rates are linked, EURIBOR and the NRR are almost even-
ly distributed among household variable interest rate loans
(47% of household variable interest rate loans are linked to the
NRR, while 43% of such loans were granted with reference to
EURIBOR). The NRR predominates in the segment of the in-
creasingly popular kuna household loans (71%), while 57% of
euro loans were granted with a variable interest rate linked to
EURIBOR and 40% were linked to the NRR. Non-financial cor-
porate loans granted with a variable interest rate are predomi-
nantly linked to EURIBOR as the variable parameter (45%), while
the share of NRR-linked variable interest rate loans in the corpo-
rate loan portfolio (5%) is significantly smaller than in household
loans. As the legal framework for interest rate setting, structure
and change in non-financial corporate lending is not as detailed
as in consumer lending (in the case of non-financial corpora-
tions, lending is regulated by the Civil Obligations Act and the
Act on Financial Operations and Pre-Bankruptcy Settlement),
credit institutions, according to survey results, still relatively fre-
quently use other reference parameters in the financing of non-
financial corporations, as well as reference rates set on the basis
of a decision by the bank’s management (almost 36% of variable
interest rate loans granted to non-financial corporations were
linked to another variable parameter with a significant share of

non-financial corporate loans granted with an interest rate that
may be changed according to a decision by the bank’s manage-
ment, i.e. with a so-called administrative interest rate).

Survey results - fixed interest rates

Fixed interest rates were reported in 19% of non-financial
corporate loans and 33% of household loans. In this segment,
almost all loans to the private non-financial sector were granted
with an interest rate that is invariable throughout the entire dura-
tion of the credit relationship (until loan maturity). Only around
4% of the invariable interest rate loans granted to the private
non-financial sector (6% of household loans and only 0.2% of
corporate loans) included interest rates invariable over a limited
period of time shorter than loan maturity. Upon the expiry of the
initial period of fixed interest rate application, interest rates in
such loans will become variable, and, according to survey re-
sults, they will primarily be linked to the NRR, while a smaller
share will be linked to EURIBOR. To some extent, such loans are
expected to see a hike in interest rate level in the transition from
the fixed level to the new one, determined by the ratio between

Figure 7.13 Increase of fixed interest rate share in newly-granted
loans
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Figure 7.14 Loan portfolio structure according to interest rate type
as at the end of March 2016
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interest rate risk. The majority of such interest rates will be linked to the NRR as the variable parameter after the initial period in which they are fixed expires.

the variable parameter and the fixed margin, which is a specific
characteristic of risks in such arrangements.

Interest rates that are fixed over a period of time shorter than
loan maturity are primarily associated with housing loans (one
fifth of fixed interest rate housing loans, or only around 4% of
total housing loans, were granted with an interest rate which is
invariable over a limited period of time starting from the moment
the loan was granted and lasting mostly up to five years). As of
mid-2015, the share of loans with interest rates fixed over a pe-
riod of time shorter than loan maturity in total housing loans of-
fered by banks has been growing almost continuously. The trend
was particularly pronounced around mid-2016 when almost
40% of new housing loans were granted with this kind of interest
rate. Such trends confirm that clients have become more reluc-
tant to assume interest rate risk, which prompted the banks to
adjust their products in the environment of relatively slow credit
growth. This was partly a result of the CNB’s long-standing ef-
forts to warn consumers of risks deriving from credit relation-
ships, including the interest rate risk (particularly within the con-
text of the choice of the reference variable parameter) through
both its regular publications and special information materials
(Figure 7.13).

Every loan, irrespective of the type of interest rate it is

associated with, exposes borrowers to potential unfavourable
outcomes depending on the future developments in reference
interest rates. Since invariable interest rates determine the loan
servicing burden regardless of the changes in reference rates,
their potential decrease does not affect borrowers in terms of
lower repayment amounts. On the other hand, variable interest
rates result in a certain degree of uncertainty in terms of future
loan repayment amounts which may be higher or lower than the
current ones depending on the direction the reference variable
parameters move in.

Therefore, a possible increase in reference variable param-
eters constitutes a significant source of risk for clients consider-
ing the marked predominance of variable interest rates in private
non-financial sector financing. The probability of risk materialisa-
tion is increased in the context of historically low, even negative,
reference interest rates and the recent change of course in the
Fed’s monetary policy, which may, in the medium term, be seen
in the euro area as well. Such developments would directly af-
fect the interest rate expense in the financing of the domestic
private sector considering the predominance of EURIBOR as the
reference parameter and the current level and structure of inter-
est rates, particularly those agreed/set in long-term credit rela-
tionships with consumers.
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Figure 7.15 Individual interest rate projections
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As previously stated, interest rate risk materialisation sig-
nificantly depends on the type of variable parameter to which
interest rate dynamics are linked. Changes in an international
reference interest rate such as EURIBOR could spill over to a
rise in lending interest rates relatively fast and thus increase the
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clients’ amounts of repayment. On the other hand, the NRR is a
rate formed in the domestic market, but is primarily affected by
the cost of financing of several major banks and is likely to re-
act more slowly to change (see: Financial Stability, No. 15, July
2015, Box 2 Interest rate risk in the Republic of Croatia).

It is necessary to stress that the dynamics of EURIBOR and
NRR increase are curbed in the short term by the provisions on
the maximum allowed level of interest rate and by effective in-
terest rate limitation (Consumer Credit Act, Articles 11a, 11b,
11c and Article 20a). However, if the pressures on the increase
in overall interest rate levels become more persistent, the afore-
mentioned factor may bring a certain inertia to the change of
interest rates, but will not prevent interest rate increase in the
long term. What is more, interest rate li