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1 Summary

After a downturn in 2013, economic activity in Croatia held
steady in the first half of 2014. Exports alone recorded notice-
able positive trends, notwithstanding the dwindling growth in
Croatia’s main trading partners. Against the background of the
ongoing contraction in investment and the commenced cuts in
government consumption, the rise in exports was insufficient to
spur economic revival. As a result, no major improvements were
seen in the labour market, while the drop in import prices in
the segment of food raw materials and weak domestic demand
led to negative year-on-year inflation rates. In such conditions,
the Croatian National Bank continued to pursue an expansion-
ary monetary policy by maintaining a high level of liquidity in
the banking system and stimulating loans to enterprises by the
redemption of compulsory CNB bills from banks. At the same
time, the stability of the domestic currency against the euro was
maintained, which is, in view of the high euroisation, a key pre-
requisite for financial stability in the country. As further fiscal
consolidation efforts are needed to stabilise public finances, the
speed of economic recovery is hampered by the low competitive-
ness of the economy. No improvement in this regard is to be ex-
pected without structural reforms aimed at enhancing the busi-
ness and investment climate.

Real GDP, which recorded slight quarterly growth in the
first three months of 2014 (0.2%), again shrank in the second
quarter (by 0.3%, according to the seasonally adjusted data).
On an annual basis, the real decline in GDP was much larger
(—0.6% and —0.8% in the first and second quarters, respective-
ly) as economic activity slumped in the second half of the pre-
vious year. Among aggregate demand components, the sharp-
est drop was seen in investment and government consumption.
By contrast, the robust growth in exports that started in mid-
2013 continued into the first half of 2014. It should, however,
be noted that some of this rise was due to changes in the re-
cording of imports and exports transactions in the goods seg-
ment following Croatia’s accession to the EU.

The end of the economic downturn in the first half of 2014
was accompanied by less negative developments in the labour
market. The number of employed persons held steady at a low
level, after having plummeted in the second half of 2013, while
unemployment remained mostly unchanged from the end of
2013. As a result, the unemployment rate kept at a high 16.6%
in the second quarter of 2014. Despite the absence of growth,
nominal and real gross and net wages edged up in the first half
of 2014.

The annual inflation rate remained slightly negative from
February 2014. The drop in inflation in the first half of the year
was the outcome of the fall in food prices, which was, in turn,
the result of better yields thanks to the milder winter weather,
and lower import prices of food raw materials. The slight de-
crease in the overall level of prices was also due to the fall in
oil prices in the world market, subdued domestic demand and
increased competition following Croatia’s accession to the EU.

The surplus in Croatia’s current account, observed since
the beginning of 2013, shrank in the first half of 2014 (av-
erage for the last four quarters). This was largely attributable
to government payments to the EU budget, which exceeded
the amount of EU funds used. The balance in the current ac-
count was also affected adversely by larger expenditures based

on direct equity investment, stemming from increased profits
of foreign-owned banks and enterprises. By contrast, the ro-
bust growth in goods exports helped reduce the deficit of for-
eign trade in goods and services. With regard to the use of EU
funds, it should be noted that the overall balance in transac-
tions with the EU was positive as only advances from European
funds that the Ministry of Finance disburses to final users are
recorded in the current account, while the unallocated portion
of the advances received is recorded in the financial account.

Very modest net foreign capital inflows of EUR 0.5bn in
the first six months of 2014 were largely due to equity invest-
ment, while the net external debt position of domestic sectors
improved. Leading the way in this regard were the banks; they
increased their foreign assets substantially and reduced their
foreign debt in the first half of the current year.

The central bank continued to implement its expansion-
ary monetary policy while maintaining the stable exchange rate
of the kuna against the euro. As the expansionary monetary
policy sustained a high level of liquidity in the domestic bank-
ing system, the average liquidity surplus in credit institutions’
accounts was HRK 7.7bn in the first six months of 2014, up
HRK 2.7bn over the average for 2013.

The ongoing expansionary monetary policy, which has
since the end of 2013 been supported by the purchase of com-
pulsory CNB bills on the basis of growth in corporate place-
ments, brought a further slight improvement in financing con-
ditions for domestic enterprises in the still favourable interna-
tional financial environment prevailing in the first half of 2014.
Interest rates on long-term corporate loans continued to fall
gradually, while interest rates on short-term loans held at fa-
vourable levels from the end of 2013. However, lending could
not accelerate at a faster pace because of the weak corporate
demand for loans, low business optimism and the strong risk
aversion of banks. In such conditions, private enterprises re-
corded a slight increase in loans in the first six months of 2014,
while total corporate placements decreased due to the delever-
aging of public enterprises. Household deleveraging continued
for the sixth consecutive year in response to the grim economic
outlook and labour market conditions, as well as slightly el-
evated interest rates on some types of consumer and general-
purpose loans.

Weak inflows of foreign capital and the reduced surplus in
the current account were reflected in developments of gross
international reserves, which dropped by EUR 0.6bn in the
first six months of 2014. The fall in reserves was largely due
to withdrawals from the government foreign currency deposit
account with the CNB. At the end of June, gross international
reserves stood at EUR 12.3bn and were sufficient to cover 7.9
months of goods and services imports. In contrast to gross re-
serves, net usable reserves (which exclude foreign currency re-
serve requirements, special drawing rights with the IMF, funds
of the European Commission and funds of the Ministry of Fi-
nance) held almost steady in the first half of the year, and were
EUR 10.5bn at the end of June. Gross and net international re-
serves remained considerably higher than the narrowest mon-
etary aggregates — reserve money (M0) and money (M1).

The CNB invests international reserve funds predominant-
ly in American and German government bonds, as well as in



the securities of other developed countries that are considered
safe, and is governed primarily by the principles of liquidity
and safety. The net euro portfolio of the CNB generated a total
income of EUR 54.8m, while the dollar-denominated portfolio
generated USD 3.6m in the first half of 2014. An improvement
in returns from the same period of 2013 was achieved, thanks
to the lower yields and higher prices of German and Ameri-
can bonds, as well as the rise in prices of other eurobonds in
which reserves are invested. The lower yields were the outcome
of mounting geopolitical risks and larger investor demand for
safer investments, such as American and German government
debt, the slowdown in global growth, which fostered expec-
tations that central banks worldwide would not hasten to in-
crease their benchmark rates, as well as of incentive measures
of the European Central Bank, which cut its key interest rates
in the first half of 2014.

In conditions of uninterrupted years-long negative eco-
nomic developments, banking system operations in the first
half of 2014 were characterised by a reduction in bank bal-
ance sheets and even greater difficulties in loan collection. The
ratio of non-performing loans (categories B and C) went up
from 15.7% at end-2013 to 16.6% at end-June 2014. The fall
in the quality of total loans was largely due to the performance
of corporate loans, where the share of B and C category loans
reached 29.6%. Under the influence of persistent risk aversion,
the lack of credit recovery and problems relating to the collec-
tion of receivables, the banks continued to deleverage vis-a-vis
domestic and foreign financial institutions, in particular major-
ity foreign owners, while growth in domestic deposits (includ-
ing household savings) was absent in the period under review.

According to preliminary unaudited data, banks’ profit
stood at HRK 1.6bn in the first half of 2014, a quarter more
than in the same period of 2013. The higher profit was due
to reduced funding costs, in particular lower interest rates on
household deposits. The return on average assets (ROAA) and
average equity (ROAE) indicators both improved noticeably
from 2013, when expenses on loss provisions put a heavy bur-
den on profit because of the new rules on placement classifica-
tion and the asset quality review of European banks, conducted
by the European Banking Authority (EBA).

Notwithstanding the deterioration in the loan portfolio
quality, risks to bank operations remained adequately covered.
Provisioning costs for risky loans grew in the first half of 2014
on account of the ageing of the non-performing portfolio and
the exposure migration to riskier categories, as well as the ap-
plication of stricter rules on the classification of placements

and the making of value adjustments. Maturity match between
assets and liabilities also improved, while liquidity surpluses
remained noticeably larger than the prescribed minimum. The
rise in profits and capital injections provided a boost to capi-
talisation of the domestic banking system. This was achieved
thanks to the conservative approach followed in the previous
years, which ensured a high level and quality of capital items,
and to this year’s adoption of measures on capital buffers. At
the end of June 2014, all capital ratios were much above the
prescribed minimum (the total capital ratio stood at 21.1%).

In the fiscal sphere, the first half of 2014 was marked by
changes in the tax and pension system aimed at increasing
budget revenues. This primarily refers to the partial transfer
of assets from the second to the first pension pillar and an in-
crease in the rate of compulsory health insurance contributions
from 13% to 15%. However, the positive fiscal effects of these
measures were weakened by VAT revenues noticeably lower
than those seen at the same time last year. In the same period,
expenditures were slightly lower than a year before, largely be-
cause the disbursement of the funds budgeted for payment of
the health system’s debt was postponed for the second half of
the current year. As a result of these developments, net bor-
rowing of consolidated general government (GFS 2001, on
a cash basis) was HRK 4.4bn less in the first six months of
2014 than in the same period of 2013, standing at HRK 7.4bn.
However, according to Eurostat data, which are presented in
line with the new ESA 2010 methodology, net borrowing of
general government stood at HRK 12.8bn in the first half of
the current year. The larger deficit than evident from the MoF
data is mostly due to the fact that, according to the ESA 2010
methodology, the transfer of assets from the second to the first
pension pillar was not recorded as revenue to the state budget
at the moment of transfer, but under financial accounts of the
general government.

The government raised the lacking funds for budget fi-
nancing by borrowing in the country and abroad. Conditions
for government borrowing were relatively favourable in the
first half of 2014 owing to low interest rates in international
financial markets, as well as abundant liquidity in the domestic
market, which was supported by the expansive monetary policy
of the CNB. The government made use of favourable condi-
tions by issuing two domestic bonds, worth EUR 650m and
EUR 500m, respectively, and an additional EUR 1.25bn worth
of eurobonds in May. This, however, sustained the trend of
strong growth in public debt (ESA 2010), which stood at HRK
252.8m or 77.0% of GDP at the end of June 2014,



2 Global developments

Global economic growth was uneven in the first half of
2014, with favourable developments being observed in the US,
developing and emerging market economies. The eurozone
economy stagnated, while a considerable slowdown in real
growth was recorded in Russia. China and India reported high
economic growth rates, but the slowdown trend was still no-
ticeable. The US dollar slightly strengthened against the euro
from the end of the previous year. A growth in food prices was
recorded, while the average oil price remained at the last year’s
level.

2.1 Movements of gross domestic product of
selected economies

After performing poorly in real terms in the first quar-
ter, owing to the exceptionally cold winter, weaker healthcare
spending than expected and a decline in inventories, the USA
recorded a strong growth in the second quarter thanks to the
rise in personal consumption, exports, investments and inven-
tories. Despite a temporary fall in economic activity in the first
quarter, imports remained relatively stable in the first half of
the year. The growth was spurred by Fed’s policy of low inter-
est rates and the concurrent maintenance of inflation on the
target level. Labour market indicators improved significantly,
as a result of a decline in the unemployment rate and a rise in
the number of employed persons.

Following a slight growth in the first quarter, economic ac-
tivity in the eurozone stagnated in the second quarter due to
the fall in investments and inventories, which could not be off-
set by a mild growth in personal consumption. Observed by
countries, a negative contribution to the growth in the second
quarter came from the fall in GDP in real terms in Germany
and Italy, while a positive contribution came from the econo-
mies of the Netherlands, Spain and Portugal. Yields on govern-
ment bonds of peripheral member states continually decreased
in the first half of 2014, due to the increased capital inflows

Figure 1 Gross domestic product of selected economies
seasonally adjusted data, constant prices, 2008 = 100
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from emerging market countries. However, a decrease in the
risk premium in most of these countries did not result in any
increase in placements to the private sector. Such develop-
ments resulted from the continued strong process of bank bal-
ance sheet restructuring, low level of confidence in the finan-
cial system and the still high level of credit risk in the economy.
On the back of the ECB’s extremely expansive monetary policy
orientation, domestic demand was still limited by high unem-
ployment and private sector debt.

Emerging market economies continued to record high eco-
nomic growth rates, but with a noticeable downward trend.
Developments in the Chinese economy in the first and second
quarter were favourable: although they suggest planned growth
could be realised on the annual level, it would still be lower
than growth rates in recent Chinese economic history. Eco-
nomic growth in India accelerated in the first half of the year,
but following the parliamentary elections in April, the country
was faced with the issue of high inflation. In order to bring in-
flation within the target range and reduce the volatility of food
prices, the Indian government limited the export of certain cat-
egories of food products.

The economic growth in Russia decelerated considerably
in the first half of 2014. The exacerbation of the conflict in
Ukraine resulted in sanctions imposed by the USA and EU on
Russia, which had a negative impact on investors’ confidence
and capital flows. According to preliminary data of the Russian
central bank, net capital outflow in the financial and capital ac-
count of the balance of payments stood at USD 75bn in the
first half of 2014, which had a negative effect on the exchange
rate of the Russian rouble. An increase in the inflation rate,
driven by the rise in food prices, has been noticeable since the
beginning of the year.

Following the good results in the first quarter of 2014, the
Japanese economy recorded a fall in real terms in the second
quarter, due to the increase in VAT in April 2014. In line with
this, the inflation rate increased considerably in May.

2.2 Croatia’s main trading partners

Among Croatia’s main trading partners in the eurozone,
Slovenia, Germany and Austria recorded economic growth in
the first half of 2014, while Serbia, Bosnia and Herzegovina
and Italy saw a decline in their economic activities. A slow-
down in economic growth was more pronounced in the second
quarter, with a special emphasis on the unexpected downturn
in economic activity in Germany. Such developments were
partly due to unfavourable weather conditions, particularly
pronounced in Serbia and Bosnia and Herzegovina. Negative
movements in trading partners also affected the real develop-
ments in Croatia in the second quarter.

German economy was marked by positive results in the
first half of 2014, although the growth in the first quarter was
partly offset by the decline in economic activity in the second
from the previous quarter. The fall in economic activity in real
terms was caused by a drop in net exports and investments,
while a positive contribution to the change in GDP came from
personal and government consumption. Reduced investment



activity in the second quarter can be attributed to one-off ef-
fects of a mild winter and more pronounced investment activity
in the first three months. A slowdown in growth in the main
trading partners and geopolitical risks related to the conflicts
in Ukraine also had a negative impact on the fall in economic
activity of Germany.

The Austrian economy recorded a minimal growth in real
economic activity in the first half of 2014, the largest positive
contribution coming from government and personal consump-
tion, while investments were reduced. Stable labour market in-
dicators and an unemployment rate that is among the lowest in
the eurozone contributed to the growth in personal consump-
tion. The contribution of net exports to the growth in the sec-
ond quarter was neutral, while there was an increase in exports
and imports of goods and services.

The stagnation of the Italian economy in the first quarter
was exacerbated by a decline in investment activity, due to a
fall in the production of energy and the weakness of the con-
struction sector. Negative developments marked by the fall in
investments for the second consecutive quarter continued in
the second quarter of 2014, while domestic demand was still
subdued and under the influence of negative trends in the la-
bour market. Bank credit activity shows signs of a recovery, but
it was insufficient to produce any stronger growth in domestic
demand. Despite the further relatively unfavourable macroeco-
nomic trends, yields on government bonds continued to de-
cline during the first six months of 2014.

Following solid growth in 2013, the Slovenian economy
continued to grow in the first half of 2014. Although stagna-
tion in economic activity was recorded in the first quarter, the
second quarter saw growth. Broken down by aggregate de-
mand components, exports made the greatest contribution to
economic growth in the first half of 2014, while positive shifts
can also be seen in domestic consumption, which has been
growing for the third consecutive quarter. The recovery of do-
mestic consumption was enabled by slightly more favourable
labour market conditions, accompanied by growing employ-
ment and wages. Investments in the local infrastructure re-
mained at a relatively high level, although their effect is prob-
ably only temporary. On the other hand, investments in ma-
chinery and equipment were reduced. The fall in prices of raw
materials on the global market also affected the inflation rate,
which remained in the first six months at the level of the euro-
zone average.

According to the first estimates, Serbia recorded a decline
in real economic activity in the second quarter, after the stagna-
tion in the first quarter. The fall in economic activity in the first
half of 2014 was intensified by the effects of severe floods in
May, which hit industrial production and the agriculture sector
the most. Looking at the expenditure side, final consumption
and private investments were reduced and a larger fall in eco-
nomic activity was offset by the positive contribution of govern-
ment investments and net exports. Weak inflow from foreign
direct investments and increased domestic corporate demand
for foreign exchange brought about the nominal weakening of
EUR/RSD exchange rate, while low inflationary pressures re-
sulted from the fall in food prices and weak domestic demand.

Bosnia and Herzegovina recorded a fall in real economic
activity in the first half of 2014 from the end of 2013. The
economy stagnated in the first quarter, the highest growth rates
relative to the previous quarter being recorded in service and
construction activities. Like Serbia, the country was exposed to

severe floods in May, which resulted in a sharp fall in industrial
production in that month. Consequently, real economic activity
declined in the second quarter. Broken down by activities, the
greatest decrease in economic activity was recorded in ore and
stone quarrying activities. After the end-June revision of the
Stand-by Arrangement, the IMF mission concluded that the
programme was being implemented in a satisfactory manner,
although there was room for additional fiscal relaxation in or-
der to neutralise income losses and any further fall in economic
activity. Deflationary trends were observed in the product mar-
ket in the first six months, mostly due to the decrease in food
product prices.

2.3 Benchmark interest rate trends

Thanks to the continued implementation of expansion-
ary monetary policy and the improved conditions in financial
markets, euro benchmark interest rates remained low in ear-
ly 2014. Under such conditions, the three-month EURIBOR
stood at around 0.3% in the first six months of 2014 and fell
to the 2013 level in late June. In response to a significant infla-
tion slowdown, the ECB, at a meeting in early June, decided
to cut the interest rate on main refinancing operations by 10
basis points, bringing it down from 0.25% to 0.15%, and to
reduce by the same amount the deposit interest rate, which be-
came negative as a result, for the first time in the Eurosystem’s
history (—0.10%). Additional measures of monetary easing
were also announced, aimed at improving the functioning of
the monetary policy transmission mechanism, such as target-
ed long-term refinancing operations and preparations for the
programme of direct purchase of asset-backed securities. The
USA continued to pursue the policy of low interest rates in the
first six months, inflation standing around 2% and unemploy-
ment falling below 6.5% in April, defined by the Fed as the tar-
get rate to start considering the increase of short-term interest
rates. Despite favourable developments in the labour market,
the Fed’s range of key interest rates remained unchanged. In
line with the announcements, the Fed continued the monthly
programme of purchases of agency mortgage bonds and long-
term government bonds in a reduced amount.

Figure 2 Benchmark interest rates and the average yield spread
on bonds of European emerging market countries
end of period

% 6 700

basis points

5 i -| 600

§ P
A |

WU
WS AWTY o
2 V -
\ - 200
N 1_\_\ 4 100
0 AN NN —ANNDT = ANDT AN N < — N < 0
COoOCQOCCO0OCOCOCCOUOQUOOUOoOOoooCoC
2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014
—Fed—left  —ECB—left EURIBOR 3M — left

— EMBI spreads for European emerging market countries — right
— EMBI spreads for Croatia — right

Note: Data for period up to 30 June 2014.
Source: Blomberg.




Financing conditions for European emerging market econ-
omies mostly improved in the first half of 2014, in line with a
further decrease in global risk aversion. This had a positive ef-
fect on the cost of borrowing for Croatia so that the spread on
government bonds narrowed by more than 50 basis points in
the first six months. The yield spread rose rapidly in late June,
but remained at lower levels than early in the year. According
to this indicator, Croatia still considerably lags behind all other
Central and Eastern European countries.

2.4 Exchange rates and price movements

The US dollar exchange rate weakened against the euro in
the period from early January to end-April 2014, which can be
attributed to signs of further recovery in the economy of the
eurozone and announcements of relatively unfavourable eco-
nomic indicators in the US early in the year. The Fed signalled
its intention to continue pursuing a low interest rate policy in
the following few quarters, which also contributed to the dol-
lar’s depreciation. However, the US dollar appreciated versus
the euro in May, amid strong signals that the ECB would adopt
another set of monetary expansion measures in June as a re-
sponse to mounting deflation pressures in the eurozone. Fur-
ther strengthening of the dollar against the euro was continued
in line with the announcements of the recovery of American
economy in the second quarter and the ECB’s monetary eas-
ing in early June. The nominal EUR/CHF exchange rate was
relatively stable in the first half of 2014, moving within a nar-
row range around an average value of EUR/CHF 1.22, very
close to the administratively set floor of EUR/CHF 1.20. The
substantial strengthening of the Swiss franc stemmed from
mounting foreign exchange inflows, generated as a result of
turmoil in some emerging market countries and the conse-
quent outflows of capital from these countries to safe havens.

Inflation rapidly decelerated in all eurozone countries, with
the harmonised annual inflation rate standing at only 0.5% in
June 2014. A negative annual inflation rate in the mentioned
month was recorded in Bulgaria, Greece, Portugal, Slovakia
and Hungary. The inflation rate drop was driven by a decrease
in raw material prices in the world market, but also by domes-
tic factors, primarily subdued cost-push pressures resulting
from still high unemployment.

The average Brent crude oil price was relatively stable and
stood at USD 109.8 in the second quarter of 2014 relative to
USD 107.9 in the first quarter. Due to rising insecurity in Iraq,
the price of crude oil briefly reached USD 115 per barrel in
June, stabilising towards the end of the month, due to the eas-
ing of the geopolitical situation in the north of the country.
The factors contributing to oil price stability include plentiful
oil reserves in the USA that make its economy less sensitive to
fluctuations in the supply of this energy product in the world
market.

Figure 3 Exchange rates of individual currencies
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The HWWI index of raw material prices (excluding ener-
gy, in US dollars) increased in the first four months in 2014,
due to a rise in food product prices. Food product prices were
reduced in the following months, primarily due to the fall in
cereal prices, the HWWI index of raw material prices (exclud-
ing energy, in US dollars) thus returning in June to the level
from the beginning of the year. It was largely due to favourable
weather conditions and an exceptionally good harvest. The de-
crease in iron ore and coal prices was related to market ex-
pectations that the global demand for this raw material would
weaken as a result of China’s economic slowdown.



3 Aggregate demand and supply

After a fall in 2013, in the first two quarters of 2014 real
economic activity remained at the level of the end of 2013. In
the first quarter of 2014, real GDP, seasonally adjusted, slight-
ly increased from the previous quarter (0.2%), spurred by the
growth in goods exports and personal consumption.' The sec-
ond quarter saw a decrease in real economic activity (—0.3%),
due to a decline in all components of domestic and foreign de-
mand. The fall in real exports of goods and services reflected
the slowdown of growth in Croatia’s main trading partners.
The economic downturn was sharper at the annual level, with a
fall of 0.6% in the first and 0.8% in the second quarter, in real
terms.

3.1 Aggregate demand

Exports of goods and services in the first quarter grew by
1.4% from the previous quarter due to a surge in real exports
of goods, while real exports of services declined. In current
prices, the value of all categories of exports increased, except
for capital goods and energy, whose exports decreased. Real
exports of goods and services slightly declined in the second
quarter from the first quarter of the current year (-0.4%),
while a strong increase in real exports was recorded at the an-
nual level. Balance of payments data show a mild growth in
nominal exports of services from the same period in the previ-
ous year, which is in line with favourable developments in the
number of nights stayed by foreign tourists in the second quar-
ter. According to data on trade in goods, nominal exports of
goods increased, with a strong growth in exports of oil and re-
fined petroleum products. Positive annual trends in the trade in
goods should be interpreted with caution, as data for 2013 and
2014 were considerably revised in June 2014, due inter alia to
the increased number of incorrectly recorded transactions after
Croatia’s accession to the EU.

In the first six months, personal consumption remained at
the level of the end of 2013. In the first three months of 2014,
personal consumption went up (by 0.7% from the previous
quarter), while in the second quarter it fell slightly (—0.2%).
Further decline in household purchasing power, caused by the
decrease in real disposable income, and further household de-
leveraging had a negative impact on personal consumption.
The consumer confidence index still stagnated in the first half
of 2014, at the level slightly below the long-term average.

Investment activity decreased by 0.8% in the first quarter,
with a fall in general government investments and a growth
in private sector investments. The contraction in general
government investment activity in the first quarter is indi-
cated by government investment expenditures and a drop in

Figure 6 Exports of goods and services
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Figure 8 Personal consumption Figure 11 Imports of goods and services
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goods and services by the government and a fall in the number
of civil servants and government employees, as suggested by a
noticeable decrease in the number of employed persons in pub-
lic administration, education and health care activities.

Real imports of goods and services went up by 1.3%
in the first quarter of 2014 due to the growth in personal



Figure 13 Short-term economic indicators
seasonally and calendar adjusted

Figure 14 Business confidence indicators
three-member moving averages of monthly data
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consumption and exports of goods. As shown by trade in goods
data, imports of intermediate, capital and non-durable con-
sumer goods increased sharply, whereas imports of energy
declined significantly from the previous quarter. Despite the
decrease in all components of domestic and foreign demand,
a slight growth in imports of goods and services (0.5%) was
recorded in the second quarter as compared to the previous
quarter. Such movements are mostly due to the increase in im-
ports of goods, whereas imports of services decreased. Broken
down by main industrial groupings, a considerable growth in
imports of energy and durable consumer goods was seen in the
second quarter.

3.2 Aggregate supply

Real gross value added held steady in the first three months
relative to the previous quarter. Economic downturn was

recorded in construction, agriculture, forestry and fishing and
information and communication activities. A growth in eco-
nomic activity was recorded in other NCA activities, with the
greatest positive contribution coming from manufacturing.
Real gross value added declined by 0.3% in the second
quarter of 2014. Economic activity in construction continued
to decrease and the fall was also prominent in agriculture, for-
estry and fishing and manufacturing. Only wholesale and retail
trade recorded an increase in real gross value added. Business
optimism indicators suggest slightly more favourable expecta-
tions of enterprises in industry and construction than at the
end of the previous year. The annual fall in gross value added
was considerably milder than the fall in GDP, whose adverse
dynamics were additionally affected by a drop in indirect taxes.



4 Labour market

Labour market developments stabilised in the first six
months of 2014 after having deteriorated significantly at the
end of 2013. Nevertheless, as a result of negative contributions
by all sectors, the year-on-year average number of employed
persons was 2.5% lower than in the first half of 2013. Broken
down by activities, the first half of 2014 saw an increase in the
number of persons employed in service activities, particularly
in accommodation and food service activities, while the num-
ber of persons employed in manufacturing and transportation
and storage activities remained the same. The number of per-
sons employed in other activities exhibited a significant drop.

Unemployment levels were 1.6% lower in the first six
months of 2014 than in late 2013. In spite of the improvement,
the number of unemployed persons remained high (around
345,000). The average registered unemployment rate stood
at 20.4% in the first half of the year, dropping to 19.8% in
June. Lower unemployment levels reflect lower inflows into
the CES register and an increase in the number of persons re-
moved from the CES register due to non-compliance with legal
provisions. The internationally comparable unemployment rate
according to the data from the Labour Force Survey dropped
from 17.4% in the first quarter to 16.6% in the second quarter.

Nominal gross and net wages picked up in the first half of
the year (both by 0.3%), with the rise being even more pro-
nounced in real terms (by 0.3% and 0.8% respectively) owing
to lower price levels.

Nominal unit labour costs held steady in the first half of
2014, taking into account that the one-off increase in unit la-
bour costs resulted in an increase in health insurance contribu-
tions from 13% to 15% as of April 2014. Real unit labour costs
increased slightly, again as a result of lower price levels.

Figure 16 Unemployment and activity rates
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Figure 15 Total employment and contribution to the year-on-year
change in employment by sector

Figure 17 Gross wages and unit labour costs
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5 Inflation

Croatia’s annual consumer price inflation rate decreased
considerably in 2013, moving into negative figures from Feb-
ruary to June 2014 and standing at an average of —0.4%. Such
trends primarily reflect imported deflationary pressures as well
as reduced personal consumption and the absence of domes-
tic cost pressures. Even though indicators of current inflation
trends increased in May and June, they remained slightly nega-
tive.

Annual consumer price inflation fell from 0.3% in Decem-
ber 2013 to —0.4% in June 2014, with the contribution of food
prices dropping the most (down by 1.1 percentage point). The
drop was observed in three groups of products: vegetables
(—0.4 percentage points), milk, cheese and eggs (—0.4 percent-
age points) and bread and cereals (—0.2 percentage points).
Prices of vegetables dropped primarily because this year’s win-
ter was milder than the previous one, while the trends in pro-
cessed food prices resulted from the decline in the prices of
food raw materials on the global market, which began in July
last year, and, to a somewhat smaller extent, from low domes-
tic demand and stronger competition following Croatia’s ac-
cession to the European Union.

On the other hand, administrative decisions, including an
increase in the previously reduced VAT rate from 10% to 13%
as well as increases in excises on tobacco and refined petro-
leum products, the water management and protection charge
and the charge for the provision of communication services in
mobile networks, contributed to a growth in prices in the first
six months of 2014. The contribution of energy prices to the
annual inflation was negligible in the first four months of 2014,
but rose subsequently, reflecting the upward trend in the prices
of refined petroleum products brought about by the rise in the
prices of crude oil on the global market as well as by the afore-
mentioned increase in excises and the unfavourable base ef-
fect. The contribution of industrial goods (without food and
energy) to the annual inflation rose slightly in the first half of
the year, mostly due to the sharper annual growth in the prices

of water supply and footwear. The annual rate of change in the
prices of services also saw a moderate increase, for the most
part as a consequence of higher contributions of communica-
tions, hospital services and package holidays, the rise in the
first two categories being the result of administrative decisions.

The annual rate of change in the deflator of imports of
goods and services stagnated at the level of —1.0% in the last
quarter of 2013 and the first half of 2014, confirming that the
decline in the prices of raw materials and final products in the
external environment has a significant effect on the decrease of
prices. After almost four years, the deflator of exports of goods
and services was negative again in the last three quarters, hov-
ering around —1.1%. An equal decrease in the deflators of im-
ports and exports on an annual basis indicates that trade con-
ditions remained the same.

Figure 19 Year-on-year inflation rates and contribution of
components to consumer price inflation
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Figure 18 Consumer price index and core inflation®
annualised month-on-month rate of change

Figure 20 Deflator of GDP and its individual components
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6 Foreign trade and competitiveness

11

In the first half of 2014, the current account balance dete-
riorated?, displaying a deficit of EUR 1.8bn, up by 10.6% from
the same period last year as a result of trends in the secondary
and primary income accounts. The decrease in the surplus of
the secondary income account primarily reflects government
payments to the EU budget which were higher than the with-
drawal from EU funds, while the increase in the deficit of the
primary income account mainly originates from expenditures
related to direct equity investment. On the other hand, nega-
tive impacts on the current account balance were mitigated by
more favourable trends in international trade in goods resulting
from the growth in exports. In addition, net exports of services
saw a slight increase as well. Taking into account the cumula-
tive value in the last four quarters, the current account surplus

fell to 0.5% of GDP, which is slightly lower than the level re-
corded in the same period last year (0.6% of GDP).

The widening of the primary income account deficit in the
first half of 2014 was primarily caused by expenditures from
direct equity investment and more favourable year-on-year
business performance of foreign-owned companies and banks.
Better business performance was primarily observed in finan-
cial intermediation and construction. Higher interest expenses
arising from foreign liabilities also added to the growth in the
primary income account deficit, although to a smaller extent.
Such trends are by and large a result of the higher costs of for-
eign financing for general government. In addition, net reve-
nues from compensation to residents working abroad dropped.

The surplus in the international trade in services was 2.9%

Figure 21 Current account balance and its structure

Figure 23 Goods imports (c.i.f.) and trend-cycle

Source: CBS data seasonally adjusted by the CNB.
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larger in the first half of 2014 than in the first half of 2013,
mostly owing to the rise in revenues from tourism (2.1%). The
trend was notably due to the increase in the number of arriv-
als and overnight stays of tourists from Germany, Austria, Italy
and the UK. At the same time, the number of overnight stays of
tourists from Russia and the Netherlands continued to decline.
In addition, net imports of other services saw an increase as a
consequence of unfavourable trends in the international trade
in personal, cultural and recreational services as well as in con-
struction and other business services.

According to CBS data, total exports of goods exhibited
only a slight increase of 0.4% in the first half of 2014 from the
previous half-year. Exports of ships decreased considerably,
and downward trends were observed in the exports of oil and
refined petroleum products as well. By contrast, exports of oth-
er goods excluding ships and oil grew by 4.8% from the second
half of 2013. Among individual SITC divisions, the growth was
mostly a result of an increase in exports of food (notably sugar
and sugar preparations and vegetables and fruit) and wearing
apparel. Exports of cork and wood and telecommunications
and sound recording apparatus increased as well. Performance
was poor in certain segments, as evidenced by the continued
decline in the exports of medical and pharmaceutical goods
and metalliferous ores and metal scrap.

Imports of goods rose by 2.4% from the second half of

2013 to the first half of 2014 owing to the upsurge in the im-
ports of ships previously exported for finishing purposes, while
the imports of oil and refined petroleum products remained
stagnant. If ships and oil are excluded, the growth in imports is
even more pronounced (3.7%), which is mainly attributable to
the increase in the imports of road vehicles and capital goods,
particularly in the first quarter of 2014. Imports of footwear
and wearing apparel, electric current and beverages and tobac-
co also exhibited a substantial increase, while imports of natu-
ral and manufactured gas fell.

Indicators of price competitiveness of Croatian exports
were relatively stable in the first half of 2014, remaining in line
with the values recorded in the previous two years. Neverthe-
less, there is evidence of a slight improvement of price competi-
tiveness at an annual level, i.e. of a depreciation of real effective
exchange rates of the kuna deflated by consumer and producer
prices due to the fact that domestic prices were more favour-
able than those of the majority of Croatia’s main trading part-
ners. Data on the real effective kuna exchange rates deflated by
unit labour costs available for the first quarter of 2014 indicate
their continued depreciation, although at a slower pace than in
the previous quarter. A contribution was made here by the de-
velopments in domestic unit labour costs, which were more fa-
vourable than those in most of Croatia’s main trading partners.
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7 Financing conditions and capital flows

Financing conditions for domestic sectors were on average
slightly more favourable in the first six months of 2014 than in
the previous year. High liquidity in international financial mar-
kets led to lower costs of government financing abroad, while
the expansionary monetary policy of the CNB enabled the gov-
ernment to borrow in the domestic market on highly favour-
able terms. Although corporate and household borrowing costs
were on average slightly lower than last year, the placements of
credit institutions to domestic sectors shrank in the first half
of 2014.

Improved government financing conditions in the foreign
market, estimated in terms of the yield on the German govern-
ment bond and the EMBI yield spread for Croatia, continued
into the first half of 2014 spurred by exceptionally high liquid-
ity and low interest rates in international financial markets.
Against such a background, the government issued a bond in

the European market at end-May 2014 on significantly more
favourable terms than it had previously done. Eight-year gov-
ernment bonds in the amount of EUR 1.25bn were issued with
a required yield of 4.02%, compared with a ten-year bond issue
in November 2013 with a yield of 6.2%. Government financing
costs in the domestic market remained very low as well, pri-
marily owing to the continued high liquidity policy of the CNB.
The interest rate on one-year kuna T-bills dropped to 2.0% by
mid-year, while the interest rate on T-bills with a euro currency
clause fell to 0.5%.

The credit default swap (CDS) on bonds issued by par-
ent banks of the largest domestic banks narrowed somewhat
in the first six months of 2014. For the first time after a sev-
eral-year period, the level of CDS for Italian banks fell below
that of Austrian banks. The credit default swap for Croatia also
tightened in the first six months of 2014, remaining, however,

Figure 25 Costs of domestic and foreign financing

Figure 27 Corporate financing by sources
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Figure 26 CDS spreads for Croatia and selected parent banks of
domestic banks

Figure 28 Placements to households
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relatively high, particularly when compared with other Central
and Eastern European countries.

As regards corporate financing, interest rates on long-term
loans continued their gradual decline in the first half of 2014,
although with marked volatility. At the same time, interest rates
on short-term corporate loans remained at the favourable lev-
els recorded in the second half of 2013. In spite of that, the
deleveraging of public enterprises in the first half of 2014 re-
duced the total corporate debt to domestic banks. Similar de-
velopments were also noticeable in corporate foreign borrow-
ing, where public enterprises continued to deleverage, while
borrowing by private enterprises grew slightly. The quarterly
dynamics of foreign borrowing were greatly affected by a large
company that arranged a loan in March and then significantly
reduced its debt in April.

Observed on an annual basis, total corporate debt at end-
June 2014 was 1.6%° lower than in the same period last year.
These trends indicate that, in spite of favourable interest rates,
corporate lending continues to be dominated by the subdued
demand for loans arising from unfavourable expectations re-
garding economic developments and weak investment activity.

In the household sector, the trend of deleveraging contin-
ued for the sixth consecutive year, although with a slight in-
crease in household loans in the second quarter of 2014. Lend-
ing activities aimed at this sector were further dampened by the
reduced demand for loans resulting from unfavourable eco-
nomic outlooks and labour market developments as well as by
the still relatively high interest rates, particularly on consumer
and general-purpose household loans. In addition, interest rates
on home loans also rose gradually from the beginning of 2014.

7.1 Capital flows between Croatia and foreign
countries

In the first half of 2014, the balance of payments capital
and financial account*, excluding changes in international re-
serves, recorded an increase in net liabilities, i.e. a net capital
inflow of EUR 0.5bn. This is primarily related to the increase
in net liabilities arising from equity investments, while the net
external debt position of domestic sectors improved. Net capi-
tal inflow was significantly lower than in the same period last
year (EUR 2.2bn), when net external debt liabilities, in par-
ticular those of credit institutions and general government, in-
creased considerably. In the first six months of 2014, interna-
tional reserves decreased.

Foreign direct investment in the first half of 2014 was
marked by a round-tripping direct investment that contribut-
ed to an increase in assets and liabilities by the same amount
(EUR 1.5bn). Accordingly, the most substantial growth in li-
abilities was observed in other business activities. In addition,
liabilities arising from direct investment rose in retail trade,
construction and the real estate sector. Better business perfor-
mance of foreign-owned corporations and banks had a positive
effect on reinvested earnings.

3 Excluding the effects of the assumption of the shipyard debt which became
government debt, the transfer of a bank’s non-performing placements to
a company indirectly owned by the parent bank, the bankruptcy of Centar
banka d.d., the change in the book-entry system of fees and exchange rate
changes.

4 According to Balance of Payments and International Investment Position
Manual, Sixth Edition (BPM6).

Figure 29 Capital and financial account flows
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Figure 30 Gross external debt transactions by sectors
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Figure 31 Gross and net external debt
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The decrease in net debt liabilities of domestic sectors in
the first half of 2014 is primarily attributable to credit insti-
tutions, which increased their foreign assets and, at the same
time, reduced their liabilities. A decrease in general govern-
ment liabilities was also observed, in part resulting from the
repayment of a short-term loan arranged in late 2013, trans-
actions in the secondary government bond market and the re-
payment of EUR 500m worth of ten-year old foreign bonds
that fell due in April. On the other hand, EUR 1.25bn worth
of bonds issued in May had an opposite effect on government
liabilities. In contrast to the banks and the government, other
domestic sectors increased their net external debt liabilities in
the first six months.

The improvement of the net external debt position of do-
mestic sectors was accompanied by a drop of EUR 0.6bn in
international reserves in the first six months of 2014. The drop
was brought about by the CNB’s sale of foreign currency to
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commercial banks and the decrease in central government for-
eign currency deposits with the CNB. International reserves
stood at EUR 12.3bn at end-June and were sufficient to cover
7.9 months of goods and services imports.

Gross external debt increased by EUR 0.2bn in the first
half of 2014, if the effects of cross-currency and other changes
are excluded. The increase was significantly smaller than in
the same period last year (EUR 1.2bn) owing to the decrease
in the foreign liabilities of the general government and credit
institutions, as opposed to last year’s growth. The rise in to-
tal liabilities to foreign creditors in the first half of 2014 was
brought about by the borrowing of other domestic sectors, no-
tably private non-financial corporations. CBRD external debt
increased as well, as did the liabilities to affiliated enterprises.
At end-June 2014, gross external debt stood at EUR 46.3bn,
accounting for 107.0% of GDP. At the same time, net external
debt stood at EUR 26.2bn, accounting for 60.6% of GDP.



8 Monetary policy

The CNB continued to pursue an expansionary monetary
policy in the first half of 2014. The central bank maintained
high primary liquidity in the monetary system created in the
previous years, keeping the exchange rate of the domestic cur-
rency against the euro stable. In addition, the redemption of
compulsory CNB bills from banks continued to encourage the
growth of corporate placements. Although the first six months
saw slightly more favourable trends in monetary and credit ag-
gregates than in the year before, delayed economic recovery
hampered a more significant acceleration of their growth.

CNB’s foreign exchange transactions conducted in the first
half of the year resulted in a net sale of foreign currency in
the amount of EUR 115.5m and, in turn, the withdrawal of
HRK 0.9bn in reserve money. At end-January, EUR 240.2m
were sold to banks in a foreign exchange intervention by the
CNB, while the foreign exchange transactions with the Eu-
ropean Commission resulted in a foreign exchange sale of
EUR 292.7m. This reflects a conversion of kuna funds allo-
cated monthly to the EC’s account with the central bank by the
government as payments to the EU budget. Foreign exchange
purchase was only conducted in transactions with the govern-
ment, in which EUR 417.4m worth of foreign currency was
purchased from the Ministry of Finance in the first six months.

The favourable level of kuna liquidity in the monetary sys-
tem remained unaffected by CNB foreign exchange operations
and rose further in the first six months of 2014. Surplus li-
quidity in credit institutions’ settlement accounts averaged
HRK 7.7bn, up by HRK 2.7bn from the average recorded in
2013. The bulk of the increase was accounted for by the de-
crease in the average balance of the government kuna deposit
with the CNB (HRK 0.8bn) and the CBRD’s loan repayment
to banks early in the year (HRK 1.6bn). Liquidity was further
boosted by the repurchase of compulsory CNB bills from banks
in a net amount of HRK 0.5bn, by which the central bank en-
couraged corporate placement growth. Due to high liquidity
levels, overnight interbank interest rates and interest rates at
MOoF T-bill auctions were very low.

The nominal kuna/euro exchange rate was relatively stable
in the first six months of 2014, exhibiting only slight sporadic
fluctuations. The average exchange rate stood at EUR/HRK
7.62 in that period, unchanged from the last quarter of the pre-
vious year and only 0.6% above the 2013 average. As regards
the exchange rate of the kuna against other major currencies,
in the first half of the year it weakened slightly against the
Swiss franc and strengthened moderately against the US dol-
lar. These developments reflected changes in the Swiss franc
and US dollar exchange rates versus the euro in the global fi-
nancial market.

CNB’s international reserves stood at EUR 12.3bn at the
end of June 2014, down by 4.4% or EUR 0.6bn from the end
of 2013. The decrease in gross reserves in the first half of the
year was a result of the net sale of foreign currency by the CNB
and an outflow from the government’s foreign currency deposit

Figure 33 Bank liquidity and overnight interbank interest rate
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Figure 32 Flows of reserve money (MO) creation

Figure 34 Nominal exchange rates of the kuna against selected
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Figure 35 International reserves of the CNB and monetary Figure 36 Monetary aggregates and money multiplier
aggregates index of developments in seasonally adjusted values, deflated by the
consumer price index
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with the central bank. The government retained a portion of
foreign currency deposited with the central bank at end-No-
vember 2013 for the purposes of financing in 2014. The largest
portion of the deposited foreign currency (around EUR 0.4bn)
was purchased from the government, i.e. converted into the
kuna, by the CNB. In contrast to gross reserves, net usable re-
serves exhibited only a slight decrease in the first six months
of 2014 (by EUR 39m or 0.4%), standing at EUR 10.5bn at

end-June. Gross and net international reserves remained con-
siderably higher than the narrowest monetary aggregates.

Real values of money (M1) and total liquid assets (M4)
trended up in the first half of the year. Following the growth in
the first quarter, M4 held steady in the second quarter, while
M1 continued to grow. Reserve money also increased in the
first six months, despite a slight decrease in the second quarter.



9 Public finance

Despite adverse economic developments, changes in tax
legislation and the pension system prompted a noticeable an-
nual increase in consolidated general government revenues
(GFS 2001, cash basis) in the first half of 2014 (6.3%) from
the same period last year. The upward trend was primarily a
result of an increase in revenues from social contributions in
the second quarter due to a partial transfer of assets of employ-
ees covered by an accelerated pension plan from the second to
the first pension pillar and an increase in the rate of compulso-
ry health insurance contributions from 13% to 15% as of April
this year. The revenue increase was further enhanced by the
revenues from grants (inflows from EU funds) and income and
profit taxes. Income tax revenues increased partly due to the
changed dynamics of tax refunds based on tax returns, while
the increase in profit tax revenues may be associated with the
less frequent use of tax reliefs based on reinvested profit than

in the same period last year. On the other hand, VAT revenues
shrank considerably in spite of the increase of the reduced VAT
rate from 10% to 13% as of January this year and the whole-
year effect of fiscal cash register system implementation. Such
developments are partially attributable to the unfavourable dy-
namics of relevant macroeconomic fundamentals, VAT refunds
to entrepreneurs from the EU for expenses incurred in Croatia,
to which they have been entitled since Croatia joined the EU,
as well as the base effect of the one-off strong growth in VAT
revenues at the end of the first half of 2013 owing to the in-
crease in the imports of goods.

Consolidated general government expenditures, includ-
ing the acquisition of non-financial assets, were 0.7% lower in
the first half of 2014 than in the same period last year. Ex-
penditures on social benefits contributed the most to the re-
duction of expenditures thanks to the lower amount of funds

Figure 37 Consolidated general government revenue
year-on-year rate of change and contributions

Figure 39 Consolidated general government balance
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allocated to the rehabilitation of the finances of the health sys-
tem. However, the government budget envisages an additional
HRK 2.2bn intended for health institution financial rehabilita-
tion by the end of 2014. Expenditures for the use of goods and
services, employee compensation and other expenditures were
reduced as well, most likely as a result of the implementation
of savings announced within the excessive deficit procedure.
Expenditures for grants due to payments to the EU budget and
interest expenses exhibited an opposite trend. Expenditures for
the acquisition of non-financial assets were considerably lower
in the observed period, primarily as a result of reduced invest-
ment activity of Croatian Waters and Croatian Roads, while
the aforementioned expenditures increased at the government
budget level.

Consolidated general government net borrowing (GFS
2001, cash basis) in the first half of the year amounted to
HRK 7.4bn, which is HRK 4.4bn less than in the observed pe-
riod last year. The major part of the deficit was generated in
the first quarter of the current year. The entire amount of the
deficit was generated at the consolidated central government
level, while the local government generated a surplus.

According to Eurostat data, the general government deficit
under ESA 2010 stood at HRK 12.8bn in the first half of 2014,
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up by HRK 1.3bn from the same period last year. The differ-
ence relative to the aforementioned deficit according to the
GFS 2001 methodology is largely attributable to the fact that,
under ESA 2010, funds transferred from the second to the first
pension pillar are not recorded as revenue to the state budget
at the moment of transfer, but are included in the financial ac-
counts instead. According to the published data, total revenues
dropped by 1.5% on an annual basis in the first half of the year,
primarily due to the decrease in VAT revenues. On the other
hand, total expenditures rose slightly from the same period last
year, mainly on account of payments to the EU budget and the
growth of interest expenses.

The government financed the deficit by borrowing and
by deposit funds raised by borrowing at the end of 2013. In
the first half of the year, the government issued two domes-
tic bonds with a currency clause worth EUR 650m and EUR
500m respectively, used partly for refinancing maturing bonds.
In May this year, the government issued a eurobond worth
EUR 1.25bn on the international capital market under rela-
tively favourable conditions. As a result, at end-June the public
debt (ESA 2010) exceeded the amount recorded at the end of
last year by HRK 3.0bn, reaching HRK 252.8bn, or 77.0% of
GDP.
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10 International reserves management

The Croatian National Bank manages the international re-
serves of the Republic of Croatia; under the Act on the Croa-
tian National Bank, these reserves constitute a part of the cen-
tral bank balance sheet. The manner in which the international
reserves are managed is consistent with the established mon-
etary and foreign exchange policies; in managing the interna-
tional reserves, the CNB is governed primarily by the princi-
ples of liquidity and safety. The international reserves of the
Republic of Croatia comprise all claims and all banknotes in a
convertible foreign currency as well as special drawing rights.

10.1 Institutional and organisational framework,
management principles, risks and manner of
international reserves management

10.1.1 Institutional and organisational framework of
international reserves management

The Council of the CNB formulates the strategy and poli-
cy of international reserves management and approves the risk
management strategic framework. The International Reserves
Commission is the body responsible for the development of in-
ternational reserves investment strategies in accordance with
the objectives and criteria set by the Council of the CNB and
for the adoption of tactical decisions on international reserves
management, while taking into account market conditions.
The International Reserves and Foreign Exchange Liquidity
Department is responsible for investment and maintaining the
liquidity of international reserves on a daily basis, for risk man-
agement and the preparation of reports for the Commission
and the Council.

10.1.2 Principles of and risks in international reserves
management

In managing the international reserves of the Republic of
Croatia, the central bank is guided by the principles of liquidity
and safety of investment (Article 19 of the Act on the Croatian
National Bank). In this context, it maintains the reserves at a
high level of liquidity and appropriate risk exposure and, within
the given restrictions, attempts to ensure favourable rates of
return on its investments.

Risks present in international reserves management are pri-
marily financial risks such as credit, interest rate and curren-
cy risks, though other risks, such as liquidity and operational
risks, also play a role. The CNB limits exposure to credit risk
by investing in highly rated government bonds, collateralised
deposits and non-collateralised deposits with financial institu-
tions with the highest credit rating. Interest rate risk, i.e. the
risk of a fall in the value of the international reserves portfolio
due to a potential increase in interest rates, can be controlled
by means of benchmark portfolios and by investing a part of
international reserves in the held-to-maturity portfolio. Cur-
rency risk arises from currency fluctuations between the kuna
and the euro and between the kuna and the US dollar. Liquid-
ity risk is controlled by investing reserves into readily market-
able bonds and partly in deposit instruments with short maturi-
ties. Operational risk can be controlled by strict separation of
functions and responsibilities, precisely defined methodologies

and procedures, and regular internal and external audits.

10.1.3 Manner of international reserves management

As provided by the Decision on international reserves man-
agement, the Croatian National Bank manages international
reserves in two ways: in line with its own guidelines and in ac-
cordance with the assumed foreign currency liabilities, depend-
ing on the way in which international reserves are formed.

The component of international reserves acquired through
definitive purchases of foreign currency from banks and the
MoF, through IMF membership and through the income de-
rived from the investment of international reserves and other
CNB assets is managed by the CNB in line with its own guide-
lines. The other component of the reserves, formed on the
basis of the allocated foreign currency component of reserve
requirements, MoF deposits, repo agreements with banks, for-
eign currency swaps in the domestic market, IMF membership
and other assets owned by other legal persons, is managed by
the CNB according to the foreign currency liabilities assumed,
the aim being to ensure protection against currency and inter-
est rate risks.

The component of international reserves managed by the
CNB in line with its own guidelines can be kept in held-for-
trading and held-to-maturity portfolios. Held-for-trading port-
folios, comprising held-for-trading financial instruments, are
important for maintaining the daily liquidity of internation-
al reserves. Held-for-trading portfolios are carried at market
(fair) value through profit and loss. Held-to-maturity portfo-
lios comprise fixed income and fixed maturity securities that
the CNB holds until maturity, carried at amortised cost.

The terminology of reporting on CNB international re-
serves includes the terms of gross and net reserves. Gross re-
serves imply total international reserves. Net reserves imply
that component of the reserves managed by the CNB in line
with its own guidelines.

10.2 International reserves in the first half of
2014

Total international reserves of the CNB as at 30 June 2014
stood at EUR 12,334.55m, down by EUR 572.78m or 4.4%

Table 1 Monthly changes in CNB international reserves
end of period, in million EUR

Month Total reserves Net reserves

December 2013 12,907.34 10,537.89
January 2014 12,892.87 10,588.61
February 2014 12,569.59 10,330.01
March 2014 12,099.86 10,321.10
April 2014 11,680.23 10,312.95
May 2014 13,016.35 10,359.42
June 2014 12,334.55 10,498.47
Change

Jun. 2014 - Dec. 2013 -572.78 -39.41
Source: CNB.
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Table 2 Total CNB turnover in the foreign exchange market, 1 January — 30 June 2014

at the exchange rate applicable on the value date, in million

Purchase (1) Sale (2) Net (1 -2)

Domestic banks 0.00 0.00 240.20 1,836.27 -240.20 -1,836.27

European Commission 0.00 0.00 292.68 2,235.00 -292.68 -2,235.00

Ministry of Finance 417.36 3,158.76 0.00 0.00 417.36 3,158.76

Total 417.36 3,158.76 532.88 4,071.27 -115.52 -912.51
Source: CNB.

from the balance on the last day of 2013 (EUR 12,907.34m).
The main drivers of changes in total international reserves dur-
ing the first half of 2014 were transactions across the accounts
of the Ministry of Finance and the European Commission and
foreign currency sales to banks through interventions.

Net international reserves, excluding the foreign currency
component of reserve requirements, special drawing rights
(SDRs) with the IMF and the funds of the European Commis-
sion and the Ministry of Finance, decreased by EUR 39.41m
(0.4%) in the first six months of 2014, from EUR 10,537.89m
to EUR 10,498.47m.

10.2.1 Total CNB turnover in the foreign exchange
market in the first half of 2014

In the first six months of the current year, the Croatian
National Bank purchased foreign currency from the MoF and
sold foreign currency to the banks in the Republic of Croa-
tia and the European Commission. The CNB purchased a total
of EUR 417.36m and sold a total of EUR 532.88m, result-
ing in a net sale of EUR 115.52m. Consequently, the sum of
HRK 912.51m was withdrawn from circulation.

EUR 240.20m worth of foreign currency was sold to banks
in an auction in February, with no foreign currency purchased
from banks, while EUR 292.68m were sold to the European
Commission. In the first half of 2014, the CNB purchased
EUR 417.36m from the MoF, while there were no foreign cur-
rency sales to the MoF.

10.2.2 Structure of international reserves investment

The CNB invests funds with financial institutions and in
countries with the highest credit rating. The assessment of
creditworthiness is based on ratings issued by internationally
recognised rating agencies (Moody’s, Standard & Poor’s and
FitchRatings) and on an internally-developed creditworthiness
assessment model. There are restrictions on investments in in-
dividual financial institutions and countries, which serves to di-
versify credit risk.

The lion’s share of CNB foreign currency portfolios is in-
vested in instruments such as government securities of selected
countries, instruments issued by international financial institu-
tions and reverse repo agreements. The share of investments
in government bonds, deposits with banks and deposits with
international financial institutions (IFIs) grew from the end of
December 2013. On the other hand, the share of investments
in reverse repo agreements collateralised by government bonds
decreased, as did the share of investments in central banks.

The change in the investment structure was affected by the
easing of the crisis in the European market and the decline in
the ECB benchmark interest rate. Lower ECB rates led to a
drop in interest rates on deposits with certain central banks as

Table 3 Structure of international reserves investment as at 30 June
2

in %

30 June 2014 31 December 2013

R i T
reserves | reserves | reserves | reserves

1 Countries

Government bonds 76.07 64.75 66.66 54.42
Reverse repo agreements 4.23 5.92 3.82 14.42
Central banks 4.12 4.09 5.48 7.96
Covered bonds 1.21 1.03 1.95 1.60

2 International financial institutions

Deposits 0.28 B.08 0.28 3.02

Securities 7.56 6.44 9.30 7.59

Reverse repo agreements 3.29 5.07 4.74 4.65
3 Banks

Deposits 1.35 5.38 1.71 1.40

Securities® 1.87 1.59 6.06 4.95
Total 100.00 100.00 100.00 100.00

2 Refers to securities guaranteed by German federal states.
Source: CNB.

well as to a drop in the rates on reverse repo agreements to a
level near zero or even lower.

On the last day of the first half of 2014, 65% of total CNB
international reserves were invested in instruments within the
two highest credit rating categories or in the BIS and the IMF.

Currency structure of international reserves

On 30 June 2014, the share of the euro in the total interna-
tional reserves was 80.23%, down from 81.34% at the end of
2013, largely due to the lower euro amount in the account of
the Ministry of Finance with the CNB.

The share of the American dollar in the total international
reserves increased in the same period, from 16.02% at the end
of 2013 to 16.95% on the last day of the first half of 2014. The
share of SDRs also went up from 2.64% to 2.81% of the total
international reserves, primarily due to the rise in the value of
SDRs against the euro.

Results and analysis of CNB foreign currency portfolio
management in the first half of 2014

The Fed’s key interest rate remained unchanged in the first
half of 2014, ranging between 0.00% and 0.25%, the level at
which it has stood since the end of 2008. In December 2013,
the Federal Open Market Committee (FOMC) began curtailing
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its programme of government and mortgage bond purchase
from USD 85bn to USD 75bn. The gradual tightening of the
American monetary policy continued for four FOMC meetings
in 2014, reducing the purchase programme to USD 35bn a
month at the end of the first half of the current year.

Early in June, the ECB cut the key one-week repo rate from
0.25% to 0.15%, lowered the interest rate on banks’ deposits
with the ECB into negative territory, from 0.00% to —0.10%,
and reduced the rate on overnight lending from 0.75% to
0.40%. The announced set of ECB measures to increase li-
quidity, boost credit activity in the eurozone and enhance the
functioning of the monetary policy transmission mechanism
included the introduction of targeted longer-term refinancing
operations (TLTRO).

In the first six months of the current year, the US ten-year
government bond yield fell by 50 basis points, reaching 2.53%,
while the German ten-year government bond yield dropped by
68 basis points, falling to 1.25%. Lower yields are a result of
the heightening of geopolitical risks, the slowdown in global
growth and the ECB’s incentive measures.

Figure 43 Yield curve of American government bonds and other
selected instruments
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Figure 41 Currency structure of total international reserves
as at 30 June 2014

Figure 44 Yield curve of German government bonds and other
selected instruments
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Figure 42 Changes in key Fed and ECB interest rates

Figure 45 Annual rates of return on the CNB held-for-trading euro

and dollar portfolios
in the first half, on annual basis
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Table 4 Realised income and rates of return on the CNB foreign currency portfolios

in million EUR and USD and %

Realised

income
(in million EUR

Portfolio and USD)

Held-for-trading euro

Jan. - Jun. Jan. - Jun. Jan. - Jun. Jan. - Jun. Jan. - Jun. Jan. - Jun. Jan. - Jun. Jan. - Jun.
2014 2008 2009 2010 2011 2012 2013 2014
3.23 2.16 1.79 0.35 0.34 0.59

Annual rate of return (in the first half, %)

portfolio 12.42 008
Held-for-trading dollar 3.56 3.67 0.07 0.96 0.62 0.38 0.08 0.27
portfolio

Held-to-maturity euro 42.42 _ _ — 2.31a 2.31 2.29 2.22

portfolio

a Effect in the period from 23 May 2011 to 30 June 2011.
Source: CNB.

The CNB’s international reserves are principally invested in
American and German securities as well as securities of other
developed countries considered low-risk, primarily eurozone
members. Net international reserves of the CNB comprise the
euro and dollar-denominated held-for-trading portfolios and
the euro-denominated held-to-maturity portfolio.

The rate of return on the CNB dollar-denominated held-
for-trading portfolio stood at 0.27% on an annualised basis in
the first six months of 2014, while the annualised rate of return
on the CNB euro held-for-trading portfolio stood at 0.59%

in the same period. The improvement of the held-for-trading
portfolio performance from the same period last year is a con-
sequence of the lower yields and higher prices of German and
US bonds as well as the higher prices of other euro-denomi-
nated bonds in which international reserves are invested. The
euro-denominated held-to-maturity portfolio had a rate of re-
turn of 2.22% in the first half of 2014.

In the first half of 2014, CNB’s net euro portfolios gener-
ated a total income of EUR 54.84m, while the dollar-denomi-
nated portfolio generated USD 3.56m in the same period.
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11 Business operations of credit institutions

The continuation of several-years-long unfavourable eco-
nomic developments in the first half of 2014 was reflected in
a decrease in bank balance sheet and further increase in dif-
ficulties in the collection of loans. Bank lending activity to all
sectors decreased, and accelerated ageing of the portfolio con-
tributed significantly to the growth in the share of non-per-
forming loans (B and C category), which rose from 15.7% at
the end of 2013 to 16.6% at the end of the first half of 2014.
The greatest impact on the fall in the quality of total loans
came from corporate loans, whose share in B and C category
loans stood at 29.6%. The highest growth rates of B and C
category loans were recorded in trade and real estate activity.
The coverage of B and C category loans by value adjustments
continued to grow, which was driven by the ageing of the non-
performing portfolio and migration to riskier categories, but
also the application of the new rules on the classification of
placements. They require a gradual increase in value adjust-
ments, depending on the time elapsed since a debtor’s delin-
quency in repayment.

Banks continued to deleverage to domestic and foreign fi-
nancial institutions, particularly to majority foreign owners,
while growth in domestic sources (including household sav-
ings) also failed to materialise in the observed period. Howev-
er, maturity mismatch of assets and liabilities improved due to
the refinancing of certain banks from their parent banks, and
surplus liquidity demonstrated by banks under stress scenarios
was still considerably above the minimum prescribed. Higher
expected inflows based on derivative financial instruments led
to an increase in liquidity coefficient for convertible currencies,
while banks engaged in foreign exchange arbitrage in an at-
tempt to find additional sources of income against the back-
ground of the fall in lending activity.

According to preliminary unaudited data, bank profits
rose by one quarter, mostly under the influence of lower ex-
penses on sources of financing. It particularly involved the
fall in interest rates and the related lower interest expenses on
household deposits. The return on average assets (0.8%) and
the return on average equity (4.6%) were considerably higher
than in the same period last year and much higher than at the
end of 2013, when expenses on loss provisions heavily bur-
dened the profit, under the influence of the new rules on the
classification of placements and EBA’s exercise of the asset
quality review of European banks. However, the main source
of bank income, i.e. interest income, continued to decrease.
In addition to the growth in non-performing claims and weak
lending activity, new rules on consumer credit, which have
been in effect since the beginning of 2014, also had a strong
effect in the observed period. It was particularly evident in
home loans indexed to the Swiss franc. The fall in income
from these loans stood at around 40%, due to the limiting of
interest rates.

The growth in profit and recapitalisations strengthened the
capital positions, despite the payment of HRK 1.3bn of divi-
dends (mostly from retained earnings). The transfer to the new
capital regime (CRR/CRD IV) brought no surprises. Busi-
ness risks were still adequately covered, despite their expanded

definition. This was accomplished thanks to the conservative
approach of previous years, which provided a high level and
quality of capital items, and this year’s adoption of measures
on capital buffers. At the end of June 2014, all capital ratios
were considerably higher than the prescribed minimum (the
total capital ratio stood at 21.1%) and only two banks had dif-
ficulties in the maintenance of certain rates.

11.1 Banks

11.1.1 Structural features

At the end of June 2014, there were 35 credit institutions
or 29 banks, one savings bank and five housing savings banks
operating in the country, which was the same as at the end of
2013. Their assets stood at HRK 400.2bn, down 1.3% from
the end of 2013. The fall was the result of a decrease in the as-
sets of banks (1.3%)> and housing savings banks (0.9%), but
these slight developments had no impact on the structure of
system assets. A dominant share of 98.1% of assets of credit
institutions was accounted for by bank assets and the remain-
ing 1.9% by housing savings bank assets.

A decline in the assets of leading banks from the end of
2013 resulted in a mild decrease in the system concentration.
The value of the Herfindahl-Hirschman index (HHI) for assets
stood at 1429 at the end of June 2014, down 0.8% from the
end of 2013. HHI for deposits decreased by almost the same
amount (to 1403), and a somewhat sharper decrease was seen
in HHI for loans granted (net), by 2.3%, to 1482. A signifi-
cant concentration in the banking system is also evident in the
shares of leading banks in total assets, loans and deposits of
all banks, which only slightly decreased from the end of 2013.
The only increase was seen in the share of assets of two largest
banks in total assets.

In the first half of 2014, the number of banks majority

Figure 46 Shares of assets, loans and deposits of the largest
banks in total assets, loans and deposits
as at 30 June 2014
% 100
80 739
60 ——
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0
Share in Share in total Share in total
total assets loans granted deposits received
W Two largest banks Five largest banks [ Ten largest banks
Source: CNB.

5 The savings bank included.



25

Table 5 Ownership structure of banks and their share in total bank assets

end of period

Domestic ownership 15 9.9 14 10.3 13 10.4
Domestic private ownership 13 5.2 12 5.1 11 4.8
Domestic state ownership 2 4.8 2 5.3 2 5.6

Foreign ownership 16 90.1 16 89.7 17 89.6

Total 31 100.0 30 100.0 30 100.0

Source: CNB.

owned by foreign shareholders rose by one, to 17 (Table 5)¢.
Nevertheless, the share of these banks’ assets in total assets of
all banks decreased only slightly from the end of 2013. Mild
changes in the structure of assets observed by the ownership
structure were caused by the fall in assets of banks in domestic
and foreign private ownership and the concurrent growth in
assets of banks in domestic state ownership, due to which only
total market share of two state-owned banks increased. The
largest number of banks in foreign ownership (6) belonged to
Austrian shareholders, and the assets of these banks accounted
for 59.4% of the total assets of all banks. Three banks in the
ownership of Italian shareholders came next, with a total mar-
ket share of 18.5% and two banks in the ownership of Hungar-
ian shareholders, with a total market share of 4.1%. A bank
owned by French shareholders also had a bigger share (6.7%),
while a bank in the ownership of Czech shareholders account-
ed for 0.3% of bank assets. The remaining 0.6% of the total as-
sets was accounted for by four banks in majority ownership of
shareholders from third countries (outside the EU).

11.1.2 Bank balance sheet and off-balance sheet items
Assets

In the first half of 2014 bank assets declined by HRK 5.1bn
or 1.3% (Table 6). The observed rate of decrease in assets was
largely due to the changes in the exchange rate of the kuna
against the three most widely represented currencies in the
bank foreign currency sub-balance sheets. If this effect were
excluded, the decline would be milder and amount to 0.8%.
The entire decrease in assets was accounted for by foreign cur-
rency items (HRK 7.3bn or 3.0%), while kuna assets increased
(HRK 2.2bn or 1.5%), which brought about very mild changes
in the currency structure of assets.

The fall in bank balance sheets reflects the continued un-
favourable developments in the domestic economy, which
negatively affect the demand for loans and creditworthiness of
banks’ clients and reduce the propensity to save. On the back
of a persistent risk aversion and difficulties in the collection of
claims, banks continued to reduce lending activity and delever-
age on the domestic and foreign financial market. A decrease
in the assets of the majority of leading banks in the system had
a key impact on the course of changes in total assets, although
the assets of half of the total number of banks increased.

Developments in total bank assets were mostly determined
by changes in net loans, which are structurally dominant with
a share of 65.0%. At the end of the first half of 2014, net loans

were HRK 8.5bn or 3.2% lower (2.7% effectively) than at the
end of 2013, reflecting the deleveraging of all institutional sec-
tors. In the structure of the loan portfolio observed by types of
loans, a considerable increase was seen only in loans that can
be used for servicing due liabilities, such as loans for payments
made on the basis of guarantees and other commitments, and
cash and other general-purpose loans. The quality of the loan
portfolio continued to deteriorate due to the increase in partly
recoverable and fully irrecoverable loans, while a consequent
growth in value adjustments had an additional impact on the
fall in net loans and bank balance sheets. The greatest contri-
bution to the fall in net loans thus came from corporate delev-
eraging and deterioration in the quality of loans to that sector,
followed by a drop in lending to government units and financial
institutions. Further household deleveraging was also observed
in the first half of 2014, mostly in a decrease in home loans.

Foreign currency loans and kuna loans indexed to a foreign
currency accounted for the bulk of the decrease in net loans,
which resulted in the slight currency restructuring of bank as-
sets. Foreign currency loans declined by HRK 8.1bn (4.1%),
mostly due to the fall in kuna loans indexed to a foreign cur-
rency granted to households and corporates.

Deposits with the CNB decreased significantly from the
end of 2013 (HRK 2.0bn or 4.5%) and the greatest impact

Figure 47 Bank assets
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Source: CNB.

6 In the first half of 2014, Czech J&T Banka received the approval from the CNB Council to acquire a qualifying holding which accounts for more than 50% of the

share capital of Vaba banka d.d., Varazdin.
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Table 6 Structure of bank assets
end of period, in million HRK and %

Dec. 2012 Dec. 2013 Jun. 2014

Money assets and deposits with the CNB 51,169.4 128 51,284.0 129 50,293.0 128 -1.9
Money assets 6,438.9 1.6 6,369.7 1.6 -1.1 7,387.1 1.9 16.0
Deposits with the CNB 44,7305 11.2 449143 113 0.4 42,9059 10.9 -4.5

Deposits with banking institutions 23,847.3 6.0 21,464.2 5.4 -10.0 22,652.4 5.8 59

MoF treasury bills and CNB bills 10,701.6 2.7 13,634.0 3.4 27.4 14,801.3 3.8 8.6

Securities 32,095.1 8.0 30,033.7 7.5 -6.4 30,837.3 7.9 2.7

Derivative financial assets 910.6 0.2 1,583.6 0.4 73.9 1,893.5 0.5 19.6

Loans? 267,965.1 67.0 263,822.4 66.3 -1.5  255,287.2 65.0 -3.2
Loans to financial institutions 10,130.1 2.5 8,912.2 2.2 -12.0 7,049.9 1.8 -20.9
Loans to other clients 257,835.1 645 254,910.2 64.1 -1.1  248,237.3 63.2 -2.6

Investments in subsidiaries, associates and joint ventures 3,120.0 0.8 3,185.7 0.8 2.1 3,381.0 0.9 6.1

Foreclosed and repossessed assets 1,268.5 0.3 1,541.2 0.4 21.5 1,688.1 0.4 9.5

Tangible assets (net of depreciation) 4,320.1 11 4,253.5 1.1 -1.5 4,291.7 1.1 0.9

Interest, fees and other assets 7,411.0 1.9 7,061.5 1.8 -4.7 7,624.3 1.9 8.0

Net of: Collectively assessed impairment provisions® 2,888.9 0.7 - - - - - -

Total assets 399,919.8 100.0 397,863.7 100.0 -0.5 392,749.8 100.0 -1.3

@ As of October 2013, loan amount is reduced by the amount of collected fees (formerly recorded as deferred income in liabilities).
 As of October 2013, the amounts of financial instruments are reduced by the amount of the corresponding collectively assessed impairment provisions (for category A).

Source: CNB.

on the total change came from lower balance in banks’ settle-
ment accounts (HRK 1.6bn or 11.0%). A slight decrease in the
remaining items in the structure of deposits with the CNB can
be noticed at the end of the first half of 2014; the amount of
allocated reserve requirements decreased by 0.7%, while com-
pulsory CNB bills fell by 5.0%. The opposite movements were
observed in deposits with financial institutions, which rose by
a total of HRK 1.2bn (5.5%). Mostly involved in this was the
growth in deposits with foreign parent banks while the increase
in deposits with domestic credit institutions also made a minor
contribution to the total change.

The only significant form of assets that recorded a steady
growth was securities investments, which increased by almost
HRK 2.0bn (4.5%) from the end of 2013. Thanks to this and
due to the effect of the fall in most of the other items in the
structure of assets, the upward trend in the share of securities
in bank assets continued, reaching 11.6% at the end of the first
half of 2014. This growth was entirely accounted for by debt
securities issued by domestic issuers, with securities of govern-
ment units, notably MoF T-bills, up by HRK 1.2bn (8.6%), and
bonds of the Republic of Croatia, up by HRK 1.1bn (9.2%),
being the main contributors to the change. The significance
of securities of domestic government units in the structure of
debt securities thus additionally increased to 61.4%. Also note-
worthy for their share were investments in securities of for-
eign governments (14.2%) and foreign financial institutions
(10.2%) and domestic corporates (12.0%). Banks again dis-
tributed the bulk of securities in the portfolio of financial assets
available for sale (64.7%) and the increase in unrealised gains
on these instruments in the first half of 2014 had a positive
impact on banks’ capital. The amount of equity securities in-
vestments remained almost unchanged, so the significance of
these investments (1.2%) in total securities investments was

still negligible.

Among the other, less significant, items in the structure of
assets, relatively high growth rates were recorded in derivative
financial assets, which rose by 19.6% in the first half of 2014,
mostly on account of the positive fair value of contracts with
foreign financial institutions. Claims with the exchange rate as
the underlying variable increased the most. Foreclosed and re-
possessed assets in exchange for items past due also contin-
ued to grow, but at a slower pace than in 2013, when they
rose by 21.5%. In the first half of 2014 these assets went up by
HRK 147.0m (9.5%) and stood at HRK 1.7bn. Despite their
growth from 2008 onwards, foreclosed and repossessed assets

Figure 48 Structure of bank assets
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Source: CNB.




still have a low share in total bank assets of only 0.4%. In the
first half of 2014, the increase in these assets mostly related to
foreclosed and repossessed construction objects and residential
buildings and flats, which together with land account for al-
most 60% of total foreclosed and repossessed assets. Difficul-
ties in the collection of claims were evident in the ageing of the
foreclosed and repossessed assets, i.e. the further rise in assets
acquired more than two years ago.

Liabilities and capital

A decline of HRK 5.5bn or 1.6% in bank liabilities in the
first half of 2014 reflects further deleveraging of banks in do-
mestic and foreign financial market and a decrease in deposits
of almost all institutional sectors. A fall in received deposits and
loan liabilities, accompanied by a fall in issued hybrid instru-
ments in the first six months of 2014, resulted in a decrease in
total sources of bank financing by HRK 6.1bn or 1.9%.

The greatest nominal impact on developments in the
sources of financing came from a decline in liabilities to foreign
owners, based on received loans, deposits and issued hybrid in-
struments, by a total of HRK 4.5bn or 8.7%. The significance
of this source of financing has been falling since 2011, when it

Table 7 Structure of bank liabilities and capital
end of period, in million HRK and %
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reached the peak of the growth that started after the outbreak
of the crisis in 2008. At the end of the first half of 2014, own-
ers’ funds had a share of 14.6% in total sources of financing.
In the last two years banks substituted foreign sources of fi-
nancing by domestic sources, but in the first half of this year
domestic sources declined, by HRK 3.6bn or 1.4%. This was
mainly due to a decrease in the main source of financing, i.e.
deposits, the bulk of the decrease being accounted for by cor-
porate and financial institutions” deposits, and a hiatus in the
usual growth of household deposits had an additional impact
on total developments in deposits. The only significant increase
in the sources of financing related to funds of foreign financial
institutions other than parent banks (11.0%), due to which the
significance of non-residents in the sources of bank financing
decreased only slightly (to 20.6%).

Most of the banks in foreign ownership (12 of them) used
parent banks’ sources, but in a lower amount than at the end
of 2013. Only two banks increased the share of parent banks’
sources in total sources of financing.

A slow growth in deposits has been present since the out-
break of the crisis in 2008 and it was mostly associated with
the deleveraging of banks to majority foreign owners and a

Dec. 2012 Dec. 2013 Jun. 2014

Loans from financial institutions 16,802.9 15,146.0 -9.9 14,917.7 -1.5
Short-term loans 3,273.9 0.8 2,124.8 0.5 -35.1 2,102.1 0.5 -1.1
Long-term loans 13,529.0 3.4 13,021.2 3.3 -3.8 12,815.6 3.3 -1.6

Deposits 275,844.0 69.0 282,805.6 71.1 25 279,567.8 71.2 =11
Transaction account deposits 47,466.3 11.9 54,2451 13.6 14.3 56,132.4 14.3 3.5
Savings deposits 21,229.8 5.3 21,785.7 55 2.6 21,578.4 55 -1.0
Time deposits 207,147.9 51.8 206,774.8 52.0 -0.2 201,857.0 51.4 -2.4

Other loans 30,599.2 7.7  26,337.2 6.6 -13.9  24,220.9 6.2 -8.0
Short-term loans 4,669.1 1.2 4,531.3 1.1 -3.0 3,338.9 0.9 -26.3
Long-term loans 25,930.1 6.5 21,805.9 515 -159  20,882.0 5.3 -4.2

tI::ae(rjii\;agive financial liabilities and other financial liabilities held for 1,752.3 0.4 1,878.1 0.5 75 2,046.0 0.5 8.9

Debt securities issued 300.0 0.1 299.9 0.1 0.0 299.9 0.1 0.0
Short-term debt securities issued 0.0 0.0 0.0 0.0 - 0.0 0.0 -
Long-term debt securities issued 300.0 0.1 299.9 0.1 0.0 299.9 0.1 0.0

Subordinated instruments issued 1,391.0 0.3 1,453.5 0.4 4.5 1,463.3 0.4 0.7

Hybrid instruments issued 3,243.0 0.8 3,005.9 0.8 -7.3 2,456.6 0.6 -18.3

Interest, fees and other liabilities? 12,611.7 3.2 11,445.8 2.9 -9.2 11,888.1 3.0 3.9

TOTAL LIABILITIES 342,544 .1 85.7 342,371.9 86.1 -0.1 336,860.4 85.8 -1.6

Share capital 34,231.0 8.6  33,964.7 8.5 -0.8  34,623.6 8.8 1.9

Current year profit (loss) 2,687.6 0.7 477.6 0.1 -82.2 1,268.1 0.3 165.5

Retained earnings (loss) 15,706.9 3.9 16,315.3 41 3.9 15,884.3 4.0 —2.6

Legal reserves 1,081.1 0.3 1,108.6 0.3 25 1,111.8 0.3 0.3

Zzse?\l;\;e;s provided for by the articles of association and other capital 3,202.4 0.8 3,035.4 0.8 78 2.600.5 0.7 143

Revaluation reserves 427.0 0.1 610.4 0.2 42.9 739.6 0.2 21.2

Previous year profit (loss) -50.1 0.0 —20.2 0.0 -59.8 -3385 -0.1 1,579.2

TOTAL CAPITAL 57,375.7 143 55491.8 13.9 -3.3 55889.4 142 0.7

TOTAL LIABILITIES AND CAPITAL 399,919.8 100.0 397,863.7 100.0 -0.5 392,749.8 100.0 -1.3

@ As of October 2013, the amount of granted loans in assets is reduced by the amount of fees collected on loans (formerly recorded as deferred income in liabilities).

Source: CNB.
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Figure 49 Structure of bank liabilities and capital
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Source: CNB.

slow growth in household deposits. These trends in 2013 re-
sulted in the weakest growth in total deposits in the last 16
years (2.0% effectively), and were continued into the first six
months of 2014 with a decrease in deposits of HRK 3.2bn or
1.1% (0.7% excluding the exchange rate effect). In addition to
further deleveraging to parent banks, a fall in deposits in the
first half of 2014 was largely due to a fall in corporate deposits
(HRK 1.7bn or 3.9%) and financial institution deposits (HRK
1.2bn or 7.1%), accompanied by a decline in household sav-
ings (HRK 646.7m or 0.4%). The mentioned negative devel-
opments were partly offset by the increased deposits of govern-
ment units and non-profit institutions, which rose by 3.9% and
7.1% in the first half of 2014. Household deposits decreased
due to a fall in time and savings deposits. Nevertheless, they
were still the major source of bank financing, with the share
of 53.4% in sources and 61.7% in total bank deposits. For-
eign currency deposits still accounted for the largest share of
76.1% in the structure of household savings deposits and their
amount decreased by 1.3% in the first half of 2014. Foreign
currency corporate deposits also declined and the total impact
of these changes is evident from the decrease in foreign cur-
rency liabilities, by HRK 4.8bn or 2.1%.

Bank liabilities based on received loans went down by HRK
2.3bn (5.7%) from the end of 2013. This was the continuation
of the downward trend from the previous three years, due to
which the significance of received loans in bank assets declined
and the loans received to assets ratio fell to less than 10.0% at
the end of the first half of 2014. The bulk of this decrease relat-
ed to foreign creditors, mostly parent banks, while the bulk of
the decrease in loans received on the domestic market related
to creditors from the sector of other financial intermediaries.

A decline in the amount of hybrid instruments (HRK
549.3m or 18.3%) was the greatest change among other bank
liabilities in the first half of 2014. The significance of these in-
struments thus additionally decreased and together with subor-
dinated instruments and debt securities issued, they account-
ed for only 1.3% of total sources of financing. Only one bank
used debt securities issued as a source of financing, with a very

small impact on total bank assets.

The negative effect of developments in sources of financ-
ing on bank balance sheets was partially offset by an increase
in capital of HRK 397.6m or 0.7%, which was produced by
two main factors. The major one was the current year’s profit,
which was much higher than the whole profit in 2013. The sec-
ond one was the effect of the recapitalisation carried out in the
first half of 2014 in seven banks, which led to an increase in the
share capital of all banks by HRK 659.0m (1.9%). However,
only a minor part of this increase was generated by new funds
paid in, while a larger part related to the use of capital reserves
and instruments with the characteristics of capital in order to
strengthen the share capital and cover a part of losses brought
forward in certain banks. The increase in the share capital thus
resulted in structural changes among capital items rather than
in the growth in total capital. In addition to the growth in share
capital and current year’s profit, the growth in capital was also
due to larger unrealised gains on value adjustments of financial
assets available for sale (40.5%), included in the capital item
relating to revaluation reserves. As a result of these changes,
the share of capital in bank liabilities and capital increased fur-
ther at the end of the first half of 2014 (Figure 49).

By the end of the first half of the current year, banks dis-
tributed the greatest part of the profit from 2013. Most of the
banks distributed the profit made into capital reserves, while
only few of them paid out a dividend from the profit of 2013
and retained earnings from previous years, totalling HRK
1.3bn. Nevertheless, retained earnings of all banks were still
high and stood at HRK 15.9bn, and together with all capi-
tal reserves stood at HRK 20.0bn, which accounted for more
than 35% of the total bank capital at the end of the first half of
2014. The distribution of these capital reserves within the sys-
tem was quite uneven and was mostly concentrated in a smaller
number of banks. The capital of several banks was burdened
by the retained losses from previous years and poor business
performances at the end of 2013 additionally increased these
losses, to more than HRK 1.8bn.

Liquidity indicators

Following the increase in 2013, the maturity mismatch of
short-term assets and short-term liabilities (up to one year)
decreased in the first half of 2014. The short-term assets to
short-term liabilities ratio went up by almost five basis points,
to 76.7%.

The short-term cumulative gap up to one year’ was nega-
tive and stood at HRK 58.7bn at the end of June 2014, which
was a decrease of HRK 15.1bn or 20.5% from the end of
2013. A considerable decline in the mismatch was primarily
under the influence of a decline in short-term liabilities, the
bulk of which related to the extension of the remaining maturi-
ties of time deposits. Short-term liabilities thus decreased by a
total of HRK 12.4bn (4.7%), with the greatest impact coming
from the fall in time deposits in the category of the remaining
maturity of 6 to 12 months. Time deposits with the remaining
maturity of more than one year increased concurrently (HRK
8.7bn or 19.4%), and both developments were influenced by
the changes in the maturity structure of household and non-
resident deposits, due to the refinancing of certain banks from
parent banks. Changes in assets were in the opposite direction

7  Short-term cumulative maturity mismatch of assets and liabilities (cumulative gap) is calculated as the difference between assets (net) and liabilities with the
same remaining maturity bracket and includes all categories of the remaining maturity bracket up to one year. A positive gap means that the amount of assets is
greater than the amount of liabilities, while the opposite situation is termed a negative gap.



to and of lower intensity than in liabilities, i.e. a minor growth
in short-term assets was recorded (1.4%) and a somewhat big-
ger fall in long-term assets (3.8%). The increase in short-term
assets was related to greater investments into securities, while
the decrease in assets with the remaining maturity of more than
one year mostly related to net loans. Almost all gaps in a ma-
turity shorter than one year were negative, i.e. the amount of
liabilities exceeded the amount of claims expected by the bank
in that period. The greatest negative gap was recorded in the
maturity category of three to six months (HRK 22.4bn).

The banks generally still have significant surplus liquidity
and the amount of that surplus increased slightly from end-
year. Readily marketable assets (RMA)® thus rose by 1.3%,
to the amount of HRK 62.2bn. With respect to the decline in
bank assets on a semi-annual level, the share of RMA in the
total bank assets increased slightly, to 15.8%. The greatest in-
dividual growth in RMA was accounted for by deposits with
credit institutions in foreign currency. Due to a concurrent de-
crease in these assets in kuna, driven by the fall in deposits with
the CNB, the mentioned changes had no impact on the curren-
cy structure of readily marketable assets. The mentioned items
almost equally changed their shares in RMA, so following the
increase of 2.7 basis points at the end of the first half of 2014,
deposits with credit institutions became the leading form of
these assets, with a share of 26.1% in readily marketable assets.
At the end of 2013, deposits with the CNB accounted for the
largest share in readily marketable assets, falling to 22.6% after
their decrease in the first half of 2014. MoF T-bills (20.9%)
and securities available for sale (15.2%) also had a significant
share.

The estimated money inflows continued more than suffi-
ciently to cover the estimated outflows under stress conditions,
so the minimum liquidity coefficients (MLC)® remained signif-
icantly above the prescribed minimum (Figure 50). At the end
of the first half of 2014, MLC in kuna for the period of up to
one week was 2.1 and for the period of up to one month 1.5,
while MLC in convertible currencies was 2.7 (up to one week)
and 1.8 (up to one month).

Currency adjustment of bank assets and liabilities

In the first half of 2014 bank assets declined due a fall in
foreign currency items of HRK 7.3bn or 3.0%, while kuna
items went up by HRK 2.2bn or 1.5%. Bank liabilities (exclud-
ing capital) decreased concurrently due to a decline in foreign
currency items of HRK 4.8bn or 2.1%, and to a lesser extent
due to a fall in kuna items of HRK 0.7bn or 0.7% The effec-
tive changes in assets and liabilities were somewhat milder
than the nominal, due to more intensive changes in foreign
currency items and developments in the exchange rate of the
kuna against the most significant currencies in bank balance
sheets (euro, Swiss franc and American dollar). These changes
resulted in an effective decline in total assets by 0.8%, while
total bank liabilities effectively stagnated. Exchange rates of
the mentioned currencies changed from the end of 2013 by
less than 1%, the greatest change being the fall in the value
of the kuna-euro exchange rate (0.9%), which had the great-
est impact on the difference between the effective and nominal
rate of change in bank assets and liabilities. The value of the
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Figure 50 Minimum liquidity coefficient for period up to one
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exchange rate of the kuna against the Swiss franc fell by 0.1%
and went up by 0.2% against the American dollar.

The share of kuna items in the currency structure of bank
assets slightly increased, to 38.4% of bank assets. The share of
foreign currency assets was 61.6%, which was 1.1 percentage
points less than at the end of 2013. This decline was the result
of the fall in kuna assets indexed to a foreign currency and a
decrease in its share in total bank assets, to 37.0%, whereas
a mild growth in foreign currency assets led to an increase in
their share in total assets, to 24.6%.

The fall in foreign currency net loans (HRK 8.1bn or
4.1%) was stronger than the decline in total foreign curren-
cy assets of banks, and it was almost equally accounted for by
the fall in foreign currency net loans (4.4%) and kuna loans
indexed to a foreign currency (by 4.0%). The effects of the
mentioned change in the foreign currency assets of banks were
partly offset by the rise in deposits in foreign currencies with
financial institutions (HRK 1.1bn). The growth in MoF T-bills
by HRK 2.7bn (23.7%) made the biggest contribution to the
mild growth in the kuna assets of banks, while the greatest de-
cline in kuna items in the observed period was accounted for
by banks’ funds on settlement accounts with the CNB (HRK
1.6bn).

Having fallen by HRK 4.1bn or 2.6%, foreign currency
time deposits contributed the most to the decline in the foreign
currency liabilities of banks. Received loans in foreign currency
and hybrid instruments also declined (by 3.8% and 38.3%) due
to a decrease in long-term loans. Kuna liabilities went down by
HRK 0.7bn (0.7%) in the observed period, due to a decline in
short-term received loans and savings and time deposits.

Changes in the currency structure of bank liabilities were
very mild and ranged around 0.3 percentage point, which was
how much the foreign currency component of total liabilities
decreased and the kuna component increased. Foreign curren-
cy liabilities accounted for 66.9% of total liabilities and the bulk
of it related to foreign currencies (63.3%), while only 3.6% re-
lated to liabilities in kuna indexed to a foreign currency.

o]

Readily marketable assets (RMA) mean assets which may be quickly (within four working days) and easily (without substantial losses) turned into cash.

9 The minimum liquidity coefficient (MLC) is calculated as a ratio between expected inflows (including readily marketable assets) and the expected outflows in
stressed conditions in two given periods (up to one week and up to one month), and it needs to be equal to or greater than one. MLC is calculated for kuna, all
convertible currencies combined and for each non-convertible currency individually (if it is significant).
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A stronger fall in foreign currency assets than in foreign
currency items in the first half of 2014 resulted in a decrease in
their positive difference. Foreign currency assets of banks were
thus HRK 16.4bn higher than foreign currency liabilities at the
end of the observed period, while at the end of 2013, that dif-
ference was HRK 18.9bn. The average open foreign exchange
position of all banks was long in the first quarter of 2014 and
stood at 3.1%, while in the second quarter it was short and
stood at 1.4% of average own funds.!® The shift from the usu-
ally long position to the short one has been a common trend
for the second quarter in the last few years.

Standard off-balance sheet items

The downward trend in the amount of standard off-balance
sheet items has been present since the beginning of the crisis,
except in 2011, when a very small increase was recorded. This
trend came to a halt in the first half of 2014, when standard
off-balance sheet items rose by HRK 1.6bn (3.1%). They thus
reached the amount of HRK 52.8bn and their ratio to assets
increased to 13.4% (Figure 51). This increase was generated
mostly by issued guarantees, the amount of which went up by
HRK 1.6bn or 10.5% in the first half of the current year. Al-
most the entire amount of the increase in guarantees was ac-
counted for by the guarantees granted to corporates. In terms
of the amount of change, revolving loans also stand out, with
a decrease of HRK 604.0m or 7.1%, due primarily to the ef-
fect of the decline in these liabilities to corporates and central
government.

Developments in other standard off-balance sheet items
were not significant, so the structure of the total assumed li-
abilities has not changed much from the end of 2013. Almost
half of the total off-balance sheet items was still accounted for
by credit lines and commitments, whose share fell only slightly,
to 44.82%. The share of guarantees increased to 32.8% and
the share of revolving loans decreased to 14.9% of all standard
off-balance sheet items. All other assumed liabilities accounted
for 7.5% of the total standard off-balance sheet items of banks.

Derivative financial instruments

Growth in the notional value of derivative financial instru-
ments in 2013 was strong, at the rate of 46.0%, but slowed
down in the first half of 2014, to 7.8%. The total amount of the
notional value of derivative financial instruments thus reached
its peak of HRK 201.1bn, and due to a concurrent decline in
total bank assets, their ratio increased from 46.9% at the end
of 2013 to 51.2% at the end of the first half of 2014. This ratio
was higher than the average for the system in only four banks.
A large volume of operations with derivative financial instru-
ments was common for banks that lead in terms of the amount
of assets, while most of the banks still relatively rarely used de-
rivative financial instruments in their operations or did not use
them at all.

In the first half of 2014, the notional value of instruments
that most affected the developments in the previous year con-
tinued to grow. The significant growth in these instruments is
related partly to increased needs by clients and partly to the
search for additional sources of bank income. The amount of
forwards thus increased considerably, by HRK 9.7bn or 25.6%,
while a somewhat slower increase was observed in the amount
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Figure 52 Bank derivative financial instruments (notional amount)
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of swaps, by HRK 5.0bn or 3.4%. Changes in the amount of all
other derivative instruments had a negligible effect on the total
movements, due to their small share in the structure of total
derivative instruments.

The bulk of the increase in derivative financial instruments
was accounted for by the growth in notional amount of these
instruments with foreign financial institutions, among which
majority foreign owners and affiliated enterprises still had a
considerable share. Banks often contracted derivatives serving
to hedge their own positions with majority foreign owners, and
they often closed positions contracted on the account of clients
with foreign owners, which hedges them against market risk.
The amount of instruments contracted with domestic banks
and insurance companies and pension funds also increased
significantly.

The rise in the notional amount of derivative instruments
was entirely related to the instruments with the exchange rate

10 Due to harmonisation with EU regulations, as of 30 June 2014, the limitation of the level of net open foreign exchange position of banks to 30% of own funds

has been abolished.



as the underlying variable. Their amount increased by HRK
17.6bn or 17.6% from the end of 2013, while the notional
amount of instruments with other underlying variables de-
creased. In the structure of derivative financial instruments ob-
served by type of underlying variable, the share of the largest
group of instruments, that with the exchange rate as the under-
lying variable, increased further to 58.6% of the total notional
amount. Although a significant amount of derivatives serves
banks to hedge against economic risks, primarily against cur-
rency and interest rate risks, banks still distribute almost the
entire amount of notional instruments in the held-for-trading
portfolio. At the end of the first half of 2014, almost 98% of
all instruments were distributed in this portfolio, while the re-
maining small share of total derivative financial instruments
was reported by banks as hedging and embedded derivatives.
This kind of treatment of derivative financial instruments re-
sulted from complex hedge accounting rules and requirements
for public disclosures which have to be applied for the portfolio
of hedging instruments.

11.1.3 Earnings
Income statement

Following a strong decrease in 2013, bank earnings picked
up in the first half of 2014. The increase in profit from the
first half of 2013 was largely due to lower expenses on sources
of financing. This particularly involved the fall in interest rates
and the related lower interest expenses on household depos-
its. Indicators of returns were considerably higher than in the
same period last year and much higher than at the end of 2013,
when expenses on loss provisions heavily burdened profits, un-
der the influence of the new rules on the classification of place-
ments and EBA’s exercise of the asset quality review of Euro-
pean banks.

According to preliminary unaudited data, banks report-
ed HRK 1.6bn of profit (from continuing operations, before
taxes) in the first half of 2014, an increase of HRK 310.3m
or 24.6% from the first half of 2013 (Table 8). The growth in
profit would be somewhat milder (18.3%) if one bank that op-
erated with losses and went bankrupt in late September 2013
were excluded from data for the first half of 2013.

A significant increase in the business performance of banks,
by almost one quarter, actually reflects strong changes in the
performance of a relatively small number of banks. The growth
in profit was thus influenced by changes in three banks, where
lower expenses on value adjustments and provisions had the
greatest effect on the improvement of their performances. One
of the mentioned banks operated with losses in the same period
last year, but now turns a profit, while the profit of the remain-
ing two banks increased sharply, by 45.8% and 203.6% respec-
tively. In addition to the three mentioned, only four more banks
operated with profits higher than in the same period last year.
Ten banks operated with losses or one bank fewer than in the
previous year. However, the total amount of losses was some-
what higher, standing at HRK 160.0m, and the share of assets
of banks which operated with losses decreased. At the end of
the first half of 2014 it stood at 2.9%, as compared to 11.3% of

31

Figure 53 Bank profit from continuing operations, before taxes
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total bank assets from the end of the first half of 2013. Except
for one bank, all banks operating with losses were operation-
ally non-profitable, i.e. the level of net income in these banks
was insufficient to cover the general operating expenses, and
one operationally non-profitable bank reported profit due ex-
clusively to reversed value adjustments and provisions.

Due to good liquidity reserves and higher risk aversion,
banks were able to affect favourable developments in interest
expenses and they also continued to actively manage other op-
erating expenses. However, in an unfavourable environment,
where non-performing loans still grew and there was no recov-
ery of lending activity, interest income continued to fall. This
was also largely affected by the new rules on consumer credit,
which have been in effect since the beginning of 2014.

The greatest change in banks’ income statement and the
greatest impact on the increase in profit came from the item
of interest expenses. They reduced by HRK 479.9m or 9.8%
and in addition to this, savings were made in general operating
expenses and expenses on value adjustments and provisions.
While the cut in general operating expenses was actually the
continuation of the trend of strict control of expenses, the fall
in expenses on value adjustments and provisions was primarily
the result of lower expenses on value adjustments and provi-
sions for collectively assessed impairment provisions, due to a
decline in placements and off-balance sheet liabilities classified
into risk category A'!, and lower expenses on provisions for
court proceedings. At the same time, expenses on value adjust-
ments and provisions for B and C risk categories!? increased,
primarily as a result of the growth in loan losses.

The fall in interest expenses was most pronounced in de-
posits, particularly time deposits, followed by other sources of
financing, such as received loans and hybrid and subordinated
instruments. While in received loans and hybrid and subordi-
nated instruments this fall was the result of deleveraging to do-
mestic and foreign banks, in time deposits it was also due to

11 For placements and off-balance sheet liabilities classified into risk category A (fully recoverable placements and off-balance sheet liabilities), credit institutions
have to perform the impairment/value adjustment in the amount of latent losses established by internal methodology, where the level of the impairment/value
adjustment may not be lower than 0.8% of the total balance of A category placements and off-balance sheet liabilities. For credit institutions having no internal

methodology this level is set at 1%.

12 Placements and off-balance sheet liabilities are classified into risk categories A, B and C. Fully recoverable placements and off-balance sheet liabilities are clas-
sified into risk category A, partly recoverable placements and off-balance sheet liabilities into risk category B and fully irrecoverable placements and off-balance

sheet liabilities into risk category C.
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the fall in interest rates. In deposits on transaction accounts
and savings deposits, the key impact came from the fall in in-
terest rates.

Interest expenses on time deposits were HRK 579.7m or
16.8% lower than in the first half of 2013. All sectors recorded
a decrease, particularly the household sector (HRK 335.7m
or 14.1%), despite the increase in time deposits of this sector.
Due to a decline in the remaining sectors, the total amount of
time deposits decreased from the end-June 2013, while sight
deposits, especially deposits on transaction accounts, increased
considerably. Despite that, their expenses were also reduced,
at a sharper rate than in time deposits. Interest expenses on
deposits on transaction accounts were HRK 20.8m or 22.0%
lower, the decline being relatively equally distributed among
the sector of corporates, government units and households.
The second sharpest decline in interest expenses on time de-
posits was recorded in the non-resident sector (HRK 89.2m or
16.6%), foreign financial institutions accounting for the bulk
of the decrease. This was largely due to the changes in one
bank, probably generated against the background of develop-
ments in ZIBOR and favourable financing conditions in 2014.

Banks’ interest income declined by HRK 272.0m or 2.8%
from the first half of 2013, due mostly to the fall in interest
income from assets held in the loans and receivables portfolio,
particularly in interest income from loans. A growth in interest

Table 8 Bank income statement
in reference periods, in million HRK and %

income was generated only by financial assets held for trading
(HRK 120.2m or 15.9%) and financial assets held to maturity
(HRK 16.8m or 9.8%). In the first case, this was the result of
the growth in interest income from derivatives held for trading,
notably interest income from swaps, which also brought on the
growth in interest expenses to banks. The net result, created by
netting of interest income from assets and expenses on interest
liabilities in the trading portfolio, was positive, but considerably
weaker than last year (by HRK 37.2m or 29.6%). The growth
in interest income from assets held to maturity was the result
of the increase in income from bills of exchange. A consider-
able growth in these investments, which mostly involve only a
few clients, led to a relatively strong increase in banks’ income
(HRK 35.7m or 32.5%). At the same time, investments in MoF
T-bills and bonds held to maturity resulted in considerably low-
er interest income to banks, as a result of the fall in yields.
Interest income from loans fell by HRK 345.8m or 4.2%,
thus continuing the trend from the previous two years. This
was mostly caused by the fall in interest income in the house-
hold sector in the first half of 2014, as opposed to the move-
ments from previous years, when the greatest impact came
from the fall in interest income from corporate loans. Interest
income from household loans decreased by HRK 366.4m or
8.0%, the greatest fall being recorded in interest income from
home loans, by HRK 246.6m or 15.2%, followed by interest

Change

Jan. - Jun. 2013 Jan. - Jun. 2014

Continuing operations

Interest income 9,805.1 9,533.0 -2.8
Interest expenses 4,874.8 4,394.8 -9.8
Net interest income 4,930.3 5,138.2 4.2
Income from fees and commissions 2,004.4 2,077.0 3.6
Expenses on fees and commissions 600.7 587.0 2.3
Net income from fees and commissions 1,403.6 1,490.0 6.2
Income from equity investments 346.4 188.0 -45.7
Gains (losses) 314.9 434.8 38.1
Other operating income 205.1 206.7 0.8
Other operating expenses 324.7 379.7 16.9
Net other non-interest income 541.6 449.8 -17.0
Total operating income 6,875.6 7,078.0 2.9
General administrative expenses and depreciation 3,772.0 3,715.7 -1.5
Net operating income before loss provisions 3,103.6 3,362.4 8.3
Expenses on value adjustments and provisions 1,840.2 1,776.9 -3.4
Other gains (losses) 0.0 -11.7 -
Profit (loss) from continuing operations, before taxes 1,263.3 1,5673.7 24.6
Income tax on continuing operations 281.2 309.1 9.9
Profit (loss) from continuing operations, after taxes 982.1 1,264.6 28.8
Discontinued operations
Profit (loss) from discontinued operations, after taxes 4.2 3.5 -16.3
Current year profit (loss) 986.3 1,268.1 28.6
Memo item:
Number of banks operating with losses, before taxes 11 10 -9.1

Source: CNB.




income from car loans and overdraft facilities. In general-pur-
pose cash loans, the only type of household loans which has
recorded growth lately, the rise in interest income from loans
was barely noticeable (HRK 1.4m or 0.1%). Such develop-
ments were influenced by changes in the rules on consumer
credit, which introduced limitations on interest rates. Changes
were particularly evident in home loans in kuna with a cur-
rency clause in Swiss francs. The new rules set special limita-
tions for instances of significant appreciations of currencies to
which home loans are indexed. In practice, this means that in-
terest rates on home loans indexed to the Swiss franc are lim-
ited to 3.23%."5 Primarily under this influence, interest income
from home loans indexed to the Swiss franc decreased from
the first half of 2013 by HRK 222.5m or 40.1%. The decline
in this income in 2013 amounted to 7.9%. Significantly smaller
was the fall in interest income from home loans indexed to the
euro. It stood at HRK 13.5m or 1.5%, with almost equal im-
pacts coming from the regular repayment of loans and dete-
rioration in the quality of loans. After the household, next in
terms of size of decrease in interest income was the corporate
sector, the fall being much milder than in 2013. It stood at
HRK 104.6m or 4.2% and the bulk of decrease related to loans
for working capital. The increase in interest income from cor-
porate loans involved only a few types of loans, the shares in
syndicated loans standing out with an increase of HRK 39.3m
or 14.5%. In contrast to the remaining sectors, interest income
from loans granted to government units and non-residents
went up, as a result of somewhat stronger lending activity. The
increase in interest income from loans to government units was
more significant (HRK 124.5m or 13.1%), particularly from
loans granted to MoF, while the increase in non-residents was
stronger (as much as 46.4% or HRK 18.7m) and it mostly re-
lated to the growth in income from loans granted to foreign
corporates. Slightly more than one half of the increase involved
corporates from Slovenia.

Savings on interest expenses outweighed the effects of
the fall in interest income, which led to the strengthening of
the most important and most stable source of bank income —
net interest income. It stood at HRK 5.1bn and it was HRK
207.9m or 4.2% higher than in the same period in 2013. Its
share rose to 72.6% of banks’ operating income. The amount
and share of the remaining part of operating income, net non-
interest income, decreased, with an increase in income from
fees and commissions and a decrease in other net non-inter-
est income, by a considerable 17.0%. It was largely affected
by lower income from equity investments, due to last year’s
exceptional income of one bank, generated by the sale of an
investment company. Net income from fees and commissions
recorded a noticeable growth (6.2%), as a result of an increase
in income and a decrease in expenses on that item. The growth
in income was due to the rise in all items, except fees and com-
mission for issued letters of credit and guarantees. The in-
crease was the sharpest in income from credit cards, fees and
commissions for asset management and fees and commissions
on contracts for insurance companies. Fees and commission
related to credit cards increased the most in the sub-sector of
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foreign financial institutions, which was probably the result
of the increased turnover made at points of sale of domestic
banks by credit cards issued by foreign banks. Lower expenses
on fees and commissions resulted from lower expenses on pay-
ment operations.

Further savings were also made in general administrative
expenses and depreciation. These expenses declined slightly,
by HRK 56.4m or 1.5%, due mostly to lower expenses per em-
ployee, followed by lower depreciation expenses. The number
of employed persons continued to fall. Relative to the same pe-
riod last year, the number of employed persons decreased by
454 or 2.4% (a decrease of 109 employees involved a bank that
went bankrupt), while in the first half of 2014, banks reduced
the number of employees by only 34 or 0.2%.

Lower expenses, particularly expenses of sources of financ-
ing, led to a significant increase in net operating income before
loss provisions. It went up by HRK 258.8m or 8.3%, to HRK
3.3bn. Lower expenses on value adjustments and provisions
additionally improved the performance from the same period
last year, which eventually resulted in a growth in profit from
continuing operations (before taxes) of almost one quarter.

Indicators of returns

Growth in bank operating profitability, as measured by
the net operating income before loss provisions to average as-
sets ratio, was the source of growth in indicators of return on
banks’ assets and equity. The ratio rose from 1.6% at the end
of the first half of 2013 to 1.7% at the end of the first half
of 2014, while the risk cost (maintained on the level of 0.9%
of average assets) led to ROAA rising to 0.8%. ROAE also in-
creased, to 4.6% (Figure 54). Although they had recovered
from the end of 2013, indicators of returns were still relatively
low. They were twice as low as at the end of 2008.

The still high risk aversion, evident from the growth in
placements to less risky sectors (such as government units),

Figure 54 Bank return on average assets (ROAA) and bank return
on average equity (ROAE)
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13 The new regulations prescribe that, when the exchange rate of the currency to which a loan is indexed appreciates more than 20% against the kuna, interest rate
on home loans may not be higher than the average weighted interest rate at which these loans were granted, reduced by 30%. The CNB published in the Official
Gazette 149/2013 that the average weighted interest rate at which Croatian credit institutions granted home loans in Swiss francs and kuna with a currency
clause in Swiss francs was 4.62%. Reduced by 30%, it stands at 3.23% The bulk of home loans granted with a currency clause in Swiss francs is subject to the
mentioned limitation, which lasts until the exchange rate of the Swiss franc depreciates to the level below the said appreciation of 20%, continuously in the period

of 30 days.
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accompanied by the fall in the quality of the existing portfo-
lio and the new rules on consumer credit, reduced the aver-
age interest income (Figure 55). However, lower expenses on
sources of financing enabled the expansion of the interest rate
spread and the growth in operating profitability. An additional
contribution came from managing the general operating ex-
penses, which continued to fall. The cost-to-income ratio de-
creased from 59.3% to 52.8%. However, on the individual lev-
el, a large number of banks were heavily burdened by general
operating expenses, especially smaller institutions.

Expenses on value adjustments and provisions took slightly
more than one half of net operating income before loss provi-
sions (52.5%), which was somewhat less than in the same pe-
riod last year. Their total amount was reduced, largely due to
the fall in lending activity and considerably lower value adjust-
ments and provisions for latent losses in risk category A. Ex-
penses on loss provisions for risk categories B and C increased
concurrently, due to migration of claims to riskier categories,
but also to new rules on the classification of placements, which
require, among other things, a gradual increase in value adjust-
ments, depending on the time that has passed since a debtor’s
delinquency in repayment.

11.1.4 Credit risk
Placements and assumed off-balance sheet liabilities

Total placements and assumed off-balance sheet liabilities
that are exposed to credit risk'* and are subject to the classi-
fication into risk categories in accordance with the rules that
govern classification, stood at HRK 411.2bn at the end of June
2014 (Table 9), a decline of HRK 6.7bn or 1.6% from the end
of 2013. The effects of the exchange rate changes excluded,
the decrease was somewhat milder and stood at 1.2%. Banks
reduced the most their credit risk exposure arising from loans
granted, which fell by HRK 7.0bn or 2.4% (effectively 1.9%).
All other placement items helped to bring about this fall, while
the only positive contribution came from off-balance sheet li-
abilities, which grew by HRK 1.6bn or 3.1%.

Banks reduced their lending activity to all sectors, the most,
in nominal terms, to government units, with a decrease in loans

Figure 55 Income from interest-bearing assets and expenses on
interest-bearing liabilities
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to this sector by HRK 2.1bn or 4.8%. Loans to domestic fi-
nancial institutions recorded the highest rate of decline in the
half-year, by as much as one fifth or HRK 1.9bn, under the
influence of the repayment of unused part of the syndicated
CBRD loan under the Programme for the Development of the
Economy. The second greatest decline was recorded in corpo-
rate loans (HRK 1.7bn or 1.6%). This was mostly the result of
deleveraging of public enterprises (4.8%), while loans to other
corporates recorded milder negative changes (0.8%). Pres-
sured by the several-year-long recession, the household sec-
tor continued to deleverage (0.9%), while positive movements
were observed only in loans which, mostly on a short-term ba-
sis, supplement the missing funds (general-purpose cash loans,
other loans and overdraft facilities). Despite the decline in the
amount and significance, granted loans still had a dominant
share in total placements and off-balance sheet liabilities of
banks (68.1%).

Relative to the end of 2013, banks reduced the amount of

Table 9 Classification of bank placements and assumed off-balance sheet liabilities by risk categories
end of period, in million HRK and %
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B-1 18,812.4 2,608.7 13.9 19,330.6 3,055.0 15.8 18,373.0 2,819.4 15.3
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Source: CNB.

14 Total bank exposure to credit risk comprises placements (balance sheet items) and assumed off-balance sheet liabilities. The placements are divided into a loan
and receivables portfolio and a portfolio of held-to-maturity financial assets, with the receivables on interest and fees being shown under a separate item (receiva-
bles based on income). The portfolios of financial assets comprise various instruments such as loans, deposits, bonds and T-bills, and assumed off-balance sheet

liabilities comprise guarantees, credit lines, etc.



deposits made, by HRK 0.9bn or 1.3%. The decline was en-
tirely accounted for by deposits with the CNB, although it
was partly offset by the increased deposits with foreign finan-
cial institutions. Banks’ debt securities exposed to credit risk
decreased from the end of 2013 by a total of HRK 613.3m
(8.4%). It was mostly due to a decline in bank investments in
government securities distributed in the held-to-maturity port-
folio, by HRK 594.9m (10.6%), while securities distributed in
the loan and receivables portfolio decreased much less (1.1%).
However, banks did not reduce total investments in the securi-
ties of the RC in the first half of 2014, but as the bulk of their
securities investments, they distributed them in the portfolios
that are not subject to classification into risk categories (mainly
the available-for-sale portfolio).

Following the three consecutive years of decline, banks
increased their off-balance sheet liabilities in the first half of
2014, by HRK 1.6bn or 3.1%. As a result, their share in the
structure of items exposed to credit risk strengthened slightly,
to 12.8% of total placements and off-balance sheet liabilities.
The growth in assumed liabilities was generated by the increase
in guarantees and revolving loans, mostly made to large do-
mestic corporates.

The quality of placements and assumed off-balance sheet
liabilities continued to deteriorate, although at a slower pace
than in previous years, so the share of partly recoverable place-
ments and assumed off-balance sheet liabilities (risk category
B) and fully irrecoverable placements and assumed off-balance
sheet liabilities (risk category C) in the total stood at 12.2% at
end-June. Several simultaneous circumstances had led to such
developments: the absence of new lending activity of banks, the
fall in other less risky exposures (particularly deposits and se-
curities), persistent unfavourable economic developments that
kept the risk level high, and finally, the ageing of the portfolio.

Risk category A placements and off-balance sheet liabili-
ties decreased in the first half of 2014 by HRK 8.2bn or 2.2%.
Much stronger was the decrease in the part of placements
with receivables that are more than 90 days past due (A90),
which were one fifth lower. The level of A90 total placements
and off-balance sheet liabilities in the total remained relative-
ly low (0.3%), thus continuing the trend present from June
2013, since which time their level has not exceeded 1% of total

Figure 56 Structure of bank placements and assumed
off-balance sheet liabilities
as at 30 June 2014
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placements and off-balance sheet liabilities of risk category A.

Accordingly, the total amount of placements with unpaid
due receivables declined from the end of 2013, by a considera-
ble HRK 6.1bn or 4.7%. This decrease almost entirely reflected
the changes in the shortest maturity band of due receivables
(up to 15 days), whose amount was HRK 7.1bn or 10.0% low-
er, mainly due to regular repayments. In contrast to this, the
ageing structure of placements with the unpaid debt due more
than one year continued to deteriorate, due to the growth in
claims in almost all long maturity bands, particularly in three
to five years and five to ten years. Of the total of HRK 33.6bn
of banks’ due but unpaid receivables on placements, as much
as HRK 23.7bn or 70.5% were overdue for over one year, and
more than one third of the total amount of due receivables was
overdue for more than five years.

Total losses in portfolios exposed to credit risk continued
to grow, from 6.3% to 6.8% of total placements and off-bal-
ance sheet liabilities (Table 9). Value adjustments for B and
C risk categories went up by HRK 1.5bn or 6.5%, which is
twice as high as the growth in their base (3.1%). Following the
strong increase in the previous year, the growth in the cover-
age of these risk categories was somewhat milder in the first
half of 2014, with the increase of 1.6 basis points or to 49.1%.
Collectively assessed value adjustments and provisions fell only
slightly, but owing to a concurrent fall in the base, the coverage
of risk category A remained at the usual level of 0.9%.

Almost the entire decline in total placements and off-bal-
ance sheet liabilities in the first half of 2014 involved the com-
ponent that had been made in foreign currencies or indexed to
foreign currencies. The foreign exchange component declined
by HRK 7.1bn or 2.8%, mostly on account of a decrease in
placements and off-balance sheet liabilities in euros and Swiss
francs. This then resulted in a decrease in the share of place-
ments and off-balance sheet liabilities exposed to currency in-
duced credit risk (CICR), to 60.6%, with a particular fall in the
part that was not hedged against CICR. As usual, the greatest
impact on these changes came from loans, and in the observed
period the sharpest decline was recorded in the shares in syndi-
cated loans and home loans to clients with an unmatched cur-
rency positions. The share of loans unhedged against this risk
thus fell slightly, but it was still predominant (88.3% of loans
exposed to CICR).

Loans

Total bank loans (from the loans and receivables portfolio,
in gross amount) stood at HRK 279.9bn at the end of June
2014. The level of loans decreased from the end of 2013 by
HRK 7.0bn or 2.4% (1.9% excluding the exchange rate ef-
fects). Such a strong nominal decline in loans on a semi-annu-
al level was last time recorded in the second half of 2012, but
most of these changes were driven by the sale of receivables.

The decrease in loans in the first half of 2014 reflects de-
leveraging of all institutional sectors, with the government
units sector recording the greatest decline, of HRK 2.1bn or
4.8%. Almost this entire amount was created by deleveraging
of the central government, particularly on the basis of syndi-
cated loans and loans for working capital. The greatest relative
change (of 20.8%) was recorded in the financial institutions
sector, the key factor being a decline in loans to the CBRD by
HRK 2.1bn, which exceeded the growth in loans granted to
other domestic financial institutions (particularly credit insti-
tutions, pension funds and insurance companies). The fall in
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loans to the CBRD was the result of the repayment of an un-
used part of loan under the Programme for the Development
of the Economy'>. The bulk of funds from this Programme
(62.8%) remained unused and was returned to the banks. Due
to the low base, the second greatest relative change involved a
decrease in loans to the non-resident sector (9.3%), mostly due
to a decline in short-term loans granted to foreign financial in-
stitutions.

In the first half of 2014, a decrease in loans to the two most
significant sectors was recorded, i.e. to corporates and house-
holds, which together account for more than 80% of the to-
tal portfolio of granted loans. A decrease in corporate loans by
1.6% reflected negative developments in both sub-sectors, with
negative movements in loans to public enterprises being more
intensive. Loans granted to this sub-sector fell by HRK 1.1bn
or 4.8%, mainly due to the fall in loans for working capital,
investment loans and other loans in several large public enter-
prises. The rate of decline in loans to other corporates, of 0.8%
(HRK 660.0m), was mostly the result of the exchange rate ef-
fects, excluding which the fall in loans to this sub-sector would
have been considerably weaker and come to 0.2%. The house-
hold sector continued to deleverage, but at a somewhat slower
pace than in the previous years, so the fall in household loans
in the first six months stood at HRK 1.0bn or 0.8% (0.3% ex-
cluding the exchange rate effect). Having fallen by HRK 1.3bn
or 2.3%, home loans had the greatest individual negative im-
pact in this sector for the second consecutive year. As in the
previous years, the fastest decline was observed in car loans,
at the rate of 19.1%. These negative developments were partly
offset by the growth in general-purpose loans and other house-
hold loans.

A number of unfavourable developments, such as the fall
in lending activity, persistent recession pressures and the age-
ing of the portfolio, contributed to the further deterioration
of loan quality indicators. The share of B and C risk catego-
ry loans rose from 15.7% at the end of 2013 to 16.6% at the
end of June 2014. The growth in the share of non-performing
loans was the result of a simultaneous decline in A risk cat-
egory loans (by 3.5%) and an increase in B and C risk category
loans (by 3.1%). A particularly strong nominal decrease in A
risk category loans (by HRK 8.4bn), mostly related to the sec-
tors which usually have a low share of non-performing loans,
such as government units, financial institutions and public en-
terprises, and, due to deleveraging, a considerable fall in A risk
category loans, was also present in the remaining sectors. The
outflow of quality low-risk clients led to a decline in the base,
or total claims on loans, which directly increased the impact
of B and C risk category loans on the quality of the loan port-
folio. An additional negative impact came from the migration
of existing claims into riskier categories, evident in the growth
of B-2 risk sub-category loans by 11.0% and C risk catego-
ry loans by 8.2% and the related increase in losses in the loan
portfolio.

Having increased by HRK 917.7m or 3.0%, corporate
loans had the key impact on the growth in risk categories B
and C. The share of B and C category loans in total corpo-
rate loans thus reached 29.6% (28.3% at the end of 2013). If
public enterprises were excluded, in the sub-sector of other
corporates, the share of B and C category loans in total loans
would be 36.2%. As for the household sector, B and C cate-
gory loans increased by slightly more than HRK 0.5bn (3.8%),
their share rising from 11.1% to 11.6% of total loans. The
quality of almost all types of loans deteriorated, and general-
purpose cash loans and other loans had the greatest impact on
the growth in B and C category loans in the first half of the
year. Despite that, banks most often granted these loans in the
observed period.

As in the previous years, the dynamics of increase in loans
estimated by banks as partly or fully irrecoverable were ex-
ceeded by the growth rate in value adjustments (7.2%). In ad-
dition to the mentioned negative economic environment, this
growth is also associated with the application of stricter rules
on the classification of placements and the making of value ad-
justments!®. It then had a positive impact on further growth in
the level of coverage of total B and C category loans by val-
ue adjustments, by an additional 1.8 percentage points, i.e. to
48.0%. The increase in the coverage of B and C category loans
to corporates from 41.2% at the end of 2013 to 43.6% at the
end of the first half of 2014 contributed the most to the growth
in the coverage of total loans, which is in line with the develop-
ments so far and the usually higher degree of risk involved in
corporate lending. Household loans, which recorded a slight
growth in the coverage, to 57.2%, also had a positive impact on
the increase in the total level of coverage of B and C category
loans by value adjustments.

Looking at corporate loans, it is evident that banks reduced
almost all types of loans in the first half of 2014; reduced the
most, in nominal terms, were syndicated loans, other loans and
construction loans. Loans for payments made on the basis of
guarantees and other commitments and reverse repo loans had
the only noticeable impact on the growth in loans to that sec-
tor. Despite the decrease, the most widely represented form of
lending to corporates was still loans for working capital, fol-
lowed by loans for investments, accounting respectively for
37.0% and 25.5% of total corporate loans. The next to follow
in terms of significance in this sector was the shares in syndi-
cated loans and other unspecified loans, which accounted for
11.4% and 12.5% respectively of total loans.

Broken down by activities, the greatest nominal decline
in corporate loans was recorded in the trade activity (HRK
820.1m or 4.1%), information and communication activities
(HRK 340.2m or 13.4%) and agriculture (HRK 320.8m or
6.7%). The largest increase in loans was recorded in accom-
modation and food service activities (HRK 498.8m or 7.3%),
which was partly due to seasonal factors and associated with
preparation for the tourist season.

15 In order to spur lending activity, the CNB reduced the reserve requirement rate at the end of June 2014. Using the funds thus freed up, a total of 13 banks
granted to the CBRD a syndicated loan of HRK 3.4bn. The objective of the Programme was to ensure favourable loans to domestic entrepreneurs, to be granted
in proportional ratios by banks and the CBRD. At auctions, the banks bid for a loan quota amount relating to the share of the loan from the CBRD and contrib-
uted own funds equivalent to the amount of the quota granted and placed them to users. Loans under this Programme could be granted until 31 December 2013

at the latest, and paid out until 30 June 2014.

16 Changes in the rules on the classification of placements in mid-2013 were primarily aimed at identifying the increased risks for claims with long periods of
collection and the adequate valuation of such claims in assets. Long legal procedures and low liquidity in the real estate market demotivate banks to take steps
towards collection from collateral. The regulatory changes were made in order to stimulate banks to a more active assessment of collateral value (by introducing
minimum impairment factors of the market price and collection period) and the gradual increase in value adjustments, depending on the time that elapsed since a

debtor’s delinquency in repayment.



Table 10 Bank loans
end of period, in million HRK and %

Dec. 2012

Dec. 2013

37

Jun. 2014

Loans
Government units 37,720.1  13.3 43,4608 15.2 152 41,3595 14.8 -4.8
Corporates 107,997.5 38.0 107,989.4 37.6 0.0 106,269.2 38.0 -1.6
Working capital loans 39,7288 14.0 39,619.8 13.8 -0.3 39,3106 14.0 -0.8
Investment loans 28,497.7 10.0 27,206.5 9.5 -45  27,143.8 9.7 -0.2
Shares in syndicated loans 11,134.8 3.9 12,646.3 4.4 13.6 12,065.0 4.3 -4.6
Construction loans 5,326.9 1.9 4,722.7 1.6 -11.3 4,407.0 1.6 6.7
Other corporate loans 23,309.2 8.2 23,794 1 8.3 2.1 23,342.8 8.3 -1.9
Households 126,198.0 445 123,595.3 431 -2.1 1225476 43.8 -0.8
Home loans 59,2359 209 57,629.7 20.1 -2.7 56,307.3 20.1 -2.3
Mortgage loans 3,073.7 1.1 3,007.4 1.0 -2.2 2,889.4 1.0 -3.9
Car loans 3,174.9 1.1 2,162.6 0.8 -31.9 1,749.8 0.6 -19.1
Credit card loans 3,941.2 1.4 3,834.6 1.3 2.7 3,801.7 1.4 -0.9
Overdraft facilities 8,611.7 3.0 8,353.5 2.9 -3.0 8,429.4 3.0 0.9
General-purpose cash loans 36,436.4 12.8 37,229.0 13.0 2.2 37,811.1 13.5 1.6
Other household loans 11,7243 4.1 11,378.5 4.0 -3.0 11,558.9 4.1 1.6
Other sectors 11,990.1 42 11,8221 41 -1.4 9,684.7 3.5 -18.1
Total 283,905.6 100.0 286,867.6 100.0 1.0 279,861.0 100.0 -2.4
Partly recoverable and fully irrecoverable loans
Government units 68.2 0.2 47.4 0.1 -30.6 47.2 0.1 -0.3
Corporates 26,952.3 68.1 30,5429 67.8 13.3  31,460.6 67.7 3.0
Working capital loans 10,327.7  26.1 12,284.4 273 18.9 12,702.0 274 3.4
Investment loans 6,9149 175 7,762.4 17.2 12.3 7,9184 171 2.0
Shares in syndicated loans 120.8 0.3 263.4 0.6 118.1 345.0 0.7 31.0
Construction loans 3,489.5 8.8 3,550.8 7.9 1.8 3,358.1 7.2 -5.4
Other corporate loans 6,099.4 154 6,681.9 14.8 9.5 7,137.1 15.4 6.8
Households 11,977.6 303 13,7552 30.5 14.8  14,270.5  30.7 3.7
Home loans 3,654.2 9.2 4,690.6 10.4 28.4 4,813.1 104 2.6
Mortgage loans 732.7 1.9 894.1 2.0 22.0 912.7 2.0 21
Car loans 157.7 0.4 121.3 0.3 -23.1 104.9 0.2 -13.5
Credit card loans 174.8 0.4 174.3 0.4 -0.3 175.3 0.4 0.6
Overdraft facilities 1,280.5 3.2 1,241.9 2.8 -3.0 1,220.5 2.6 -1.7
General-purpose cash loans 3,297.5 8.3 3,522.3 7.8 6.8 3,708.9 8.0 53
Other household loans 2,680.2 6.8 3,110.8 6.9 16.1 3,335.1 7.2 7.2
Other sectors 552.3 1.4 681.9 1.5 23.5 662.0 1.4 -2.9
Total 39,550.4 100.0 45,027.3 100.0 13.8  46,440.3 100.0 3.1
Value adjustments of partly recoverable and fully irrecoverable loans
Government units 25.4 0.2 10.1 0.0 -60.2 10.8 0.0 7.0
Corporates 9,812.1 583 12,5969 60.6 284 13,7299 616 9.0
Working capital loans 3,684.3 219 4,963.8 23.9 34.7 5,406.4 24.3 8.9
Investment loans 2,180.9 13.0 2,779.6 13.4 27.5 3,144.7 141 13.1
Shares in syndicated loans 51.7 0.3 84.2 0.4 62.9 55.7 0.2 -33.9
Construction loans 1,335.8 7.9 1,603.5 7.7 20.0 1,704.4 7.6 6.3
Other corporate loans 2,659.4 15.2 3,165.8 152 23.7 3,418.8 153 8.0
Households 6,690.5 39.7 7,790.8 375 16.4 8,165.2  36.6 4.8
Home loans 1,257.3 7.5 1,848.7 8.9 47.0 2,018.6 9.1 9.2
Mortgage loans 213.8 1.3 338.8 1.6 58.5 380.5 1.7 12.3
Car loans 124.9 0.7 99.2 0.5 -20.6 86.7 0.4 -12.6
Credit card loans 161.2 1.0 161.3 0.8 0.0 162.6 0.7 0.8
Overdraft facilities 1,205.3 7.2 1,181.9 5.7 -1.9 1,167.4 5.2 -1.2
General-purpose cash loans 2,455.3 14.6 2,641.2 12.7 7.6 2,700.6 12.1 2.2
Other household loans 1,272.7 7.6 1,519.7 7.3 19.4 1,648.8 7.4 8.5
Other sectors 305.2 1.8 390.4 1.9 27.9 375.3 1.7 -3.9
Total 16,833.1  100.0 20,788.2 100.0 23.5 22,281.2 100.0 7.2

Note: As of October 2013, loan amount is reduced by the amount of collected fees.

Source: CNB.




38

Construction loans (24.8%), loans to manufacturing
(20.6%) and trade (18.2%) dominated in the structure of total
loans to corporates observed by activities. In the first half of
2014, construction loans fell by HRK 311.9m or 1.2%, due
mostly to the decrease in loans to corporates involved in con-
struction and maintenance of buildings (planning, construc-
tion, installations, facade works etc.). Loans granted to man-
ufacturing rose by only HRK 114.4m or 0.5%. The increase
in this type of loans was mostly directed to the production of
food products and beverages and the construction of ships and
boats, while loans to most other activities included in the man-
ufacturing decreased.

The greatest contribution to the increase in B and C cate-
gory loans in the corporate sector came from loans to the trade
activity, which rose by HRK 503.6m or 8.4%. In addition to
the construction activity, which had a share of 24.8% in the
distribution of total B and C category loans to corporates, the
trade activity also had a high share (20.7%), while every third
kuna of loans to trade generated no income to the banks. One
third of the total amount of loans granted to the construction
activity was also assessed as irrecoverable, and a decline in B
and C category loans to this activity was recorded for the first
time in the observed period (since 2010, since when a distribu-
tion by activities was made according to NCA 2007). Concur-
rently, in the activity closely related to construction, i.e. real
estate activities, a strong growth in B and C risk category loans
was recorded, of HRK 426.3m or 20.9%. The riskiest activity
in the corporate sector, with the greatest share of partly recov-
erable and fully irrecoverable loans, was still the information
and communication activity (50.8%). There was a consider-
able decline in B and C category loans (12.9%) and total loans
(13.4%) in this activity in the first half of the year, the changes
being primarily the result of concluded pre-bankruptcy settle-
ments of certain debtors. The next to follow by the share of
B and C category loans were professional, administrative and
support service activities (41.6%) and real estate activities
(37.7%). In all three mentioned activities, the coverage of B
and C category loans by value adjustments was at the average
level for corporate loans.

The household sector continued to deleverage for the sixth
consecutive year, but at a slower pace than in previous periods.

However, the key processes present for a longer time contin-
ued into the first half of 2014 and almost all significant types of
household loans continued to fall, except general-purpose cash
loans. Having declined by a further HRK 1.3bn or 2.3%, home
loans had a key impact on the total fall in loans from 2013.
Excluding the exchange rate effect, home loans decreased by
1.8%, while the only effective increase (of only 0.2%) was re-
corded in home loans indexed to the American dollar. Home
loans indexed to the Swiss franc maintained the highest
amount and rate of decline in the half-year, in effective terms,
by HRK 780.3m or 3.6%.

Two types of loans dominated the structure of household
loans, accounting for three quarters of total household loans
at the end of the first half of 2014. With the share of 46.0%,
home loans continued to account for the largest share in to-
tal household loans, and due to the increase in the amount of
general-purpose cash loans, the significance of these loans in
the structure of household loans rose to 30.9%. The next to
follow by size of share, but much smaller, were overdraft facili-
ties (6.9%) and other (unspecified) loans (3.5%).

In the first half of 2014, the quality of household loans
continued to deteriorate, but at a much slower pace than in
the previous year. The share of B and C risk categories in to-
tal household loans reached 11.6% (Figure 59). The growth
in non-performing loans was particularly evident in general-
purpose cash loans (by HRK 186.6m or 5.3%), other loans (by
HRK 177.8m or 10.9%) and home loans (by HRK 122.6m or
2.6%). The share of B and C category loans in general-purpose
cash loans and other loans thus rose to 9.8% and to 28.9% re-
spectively.

Home loans are the most significant type of household
loans, and the quality of this part of the portfolio has been on
a continuous decline, so the share of non-performing home
loans in the total reached 8.6%. The relevant value adjustments
somewhat offset these dynamics, so the coverage of home loans
at end-June 2014 was higher than at the end of 2013 (41.9%,
as compared to 39.4%). Having increased by 6.1%, B and C
category home loans indexed to the euro had the greatest im-
pact on this change, but they maintained above-average loan
quality (5.2% was assessed as non-performing). The poorest
quality was recorded in home loans indexed to the Swiss franc,

Figure 57 Structure of bank loans by activities
as at 30 June 2014

Figure 58 Structure of bank partly recoverable and fully
irrecoverable loans by activities
as at 30 June 2014
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with the share of partly recoverable and fully irrecoverable
loans in the total of 12.8%. A better quality than home loans
was recorded only in education loans (1.6%), credit card loans
(4.3%), Lombard loans (4.5%) and car loans (4.6%). Howev-
er, all of the four mentioned types of loans together had a share
in total household loans of only 5.7% and had no major impact
on the total quality of this sector’s loan portfolio.

11.1.5 Capital adequacy

As of 1 January 2014, the Regulation (EU) No 575/2013
and Directive 2013/36/EU set out the framework for de-
termining the capital and capital ratios of credit institutions.
The new rules brought new, stricter definitions of capital and
broader scope of risk (for example, the inclusion of the coun-
terparty credit risk associated with over-the-counter (OTC)
derivatives), but also a different regulation of capital ratios.
The minimum prescribed capital adequacy ratio was thus set
to 8% as of 1 January 2014 and it consists of the common
equity tier 1 capital of 4.5%, additional tier 1 capital of 1.5%
and tier 2 capital of 2%. The additional capital requirement is
composed gradually of buffers: a) capital conservation buffer
(with the aim of accumulating capital in a phase of positive
financial and economic conditions, which will enable credit
institutions to continue with their operations in a period of
stress), b) countercyclical capital buffer (with the aim of accu-
mulating capital in a phase of excessive credit growth in order
for that capital to be able to absorb losses in phases of stress),
¢) structural systemic risk buffer (with the aim of providing
protection against systemic risks that do not depend on cy-
cles) and d) capital buffers for global and other systemical-
ly important institutions. As the minimum prescribed capital
adequacy ratio at the beginning of 2014 was increased only
by the capital buffer of 2.5%, the required capital adequacy
ratio was 10.5%, a decrease from the end of 2013, when it
stood at 12%. Bearing in mind the degree and development
of structural systemic risks, at end-May 2014 the CNB intro-
duced a buffer for structural systemic risk, which is 1.5% for
all credit institutions, while an additional 1.5% must be main-
tained by institutions of relatively larger scope and complexity

39

of operations. The required capital adequacy ratio thus rose
to 12% for small and 13.5% for other credit institutions. It
should be noted that these additional capital requirements do
not apply to institutions which hold supervisory imposed buff-
ers based on the joint decisions of the colleges of supervisors
from the application of this Decision to the adoption of new
supervisory decisions.

Business risks remained adequately covered in the new
framework — all capital ratios on the level of all banks were
considerably higher than the prescribed minimum. At the end
of June 2014, the common equity tier 1 capital ratio of banks
stood at 20.1%, as did the tier 1 capital ratio. The total capital
(own funds) ratio stood at 21.1%, a slight increase from the
end of 2013 when it stood at 21.0%. Both own funds and to-
tal risk exposure decreased in the first half of 2014, a decline
in exposure being slightly more pronounced, which led to the
growth in total capital ratio. The decrease in exposures was due
to a relatively large fall in exposures related to debt instruments
held for trading (by 41.8%), which can be associated with the
changes in the provisions related to the general position risk
(for zone 1, in the approach based on maturity, a weight of
0.0% is now applied instead of 0.1%)'". The introduction of
the new risk, the credit valuation adjustment risk, had a small
impact, while the exposure to credit risk, counterparty credit
risk and dilution risks and free deliveries (hereinafter: credit
risk) remained almost unchanged.

The maintenance of the weighted amount of bank exposure
to credit risk at almost the same level was the result of a decline
in the amount of weighted exposures and a growth in the aver-
age credit risk weight. The degree of the exposure declined by
2.6%, reflecting the fall in business activities of banks, nota-
bly in lending. There was a concurrent increase in the average
credit risk weight, from 54.0% to 55.5%. The average weight
under the standardised approach rose from 55.7% to 56.1%.
This growth was due to the tightening of rules on weighting
for categories of institutions and public sector entities, which
led to the shift of exposures from the 50% weight to higher
risk weights, and also to the introduction of the new category,
i.e. exposures in default. As a result, there was a considerable
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17 Based on the Results of quantitative impact study of the proposed Regulation and Capital Requirements Directive, September 2012, www.hnb.hr.
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increase in the significance of items that are assigned a risk
weight of 150%.

The amount of exposures weighted by a 50% weight (net,
after the use of credit risk mitigation techniques) declined by
almost HRK 6.5bn or 56.5%. At the end of 2013, the largest
share of items with this weight involved the category of public
sector entities, followed by the category of institutions. Under
the new regime, weights for exposures distributed in these cat-
egories (in the event of the absence of credit assessment, with
a maturity of exposures longer than three months) depend on
credit quality step assigned to the central government. It can
thus be assumed that most of these exposures are now weight-
ed by a 100% weight. However, a decline in the amount of ex-
posures weighted by this weight was recorded in the observed
period, under the influence of several factors. Banks’ business
activities decreased, which also led to the fall in the amount of
exposures, while value adjustments continued to grow. In ad-
dition, some of the exposures previously weighted by a 100%
weight were transferred into the new category of exposures in
default. This category was introduced instead of the catego-
ry of past due items, but its scope is much wider.'® Exposures
distributed in the category of exposures in default, the value
adjustments of which are less than 20% of the unsecured part
of the exposure, are weighted by a 150% weight. At a 150%
weight, banks reported HRK 10.4bn of exposures or 3.0% of
the total weighted exposure, which is much more than HRK
6.4% or 1.8% at the end of 2013. The next to follow by the
size of increase was the 35% weight, where the amount of ex-
posures increased by HRK 3.7bn, to HRK 15.4bn or 4.5% of
the total weighted exposure. It was strongly influenced by one
bank, which used for the first time the preferential weight for
exposures secured by residential real estate property. In addi-
tion to the growth in the share of exposures weighted by 150%,
the impact of the newly-introduced weight of 250% also stands
out, and it is applied to investments in financial sector entities,
which are lower than or equal to 10% of common equity tier 1
capital of the institution. The 250% weight was used by banks
to weight HRK 1.3bn of exposures, that is, 0.4% of the total
weighted exposure.

Despite the decrease in the amount, items weighted by a
100% weight still accounted for the bulk of the total amount of
exposure weighted by credit risk — 39.0%. Items weighted by a
0% and 75% weight were the next to follow, with the share of
33.5% and 11.4% respectively.

Due to a decline in total capital ratio to 8%, the capital re-
quirement for own funds decreased considerably, from HRK
30.5bn to HRK 20.2bn. However, taking into account the
capital buffers, unutilised capital remained at almost the same
level. Since 1 January 2014, the capital conservation buffer
has been applied in the Republic of Croatia, and since 19 May
2014, the structural systemic risk buffer has been applied. Both
buffers are maintained by the common equity tier 1 capital
(which may not be used to cover other risks). Credit institu-
tions that do not comply with the provisions on capital buffers
are subject to restrictions related to the distribution (such as
the payment of dividends) and are obligated to make plans for
the preservation of capital. The capital conservation buffer is

Table 11 Own funds, risk exposure and capital ratios of banks
as at 30 June 2014, in million HRK and %

o

Own funds 53,187.8 100.0

Tier 1 capital 50,674.2 95.3

Common equity tier 1 capital 50,674.2 95.3

Capital instruments eligible as common equity

tier 1 capital 33,865.1 63.7

Retained earnings 16,384.2 30.8

Other items 424.9 0.8
Additional tier 1 capital 0.0 0.0
Tier 2 capital 2,513.6 4.7

Total risk exposure amount 252,121.2 100.0

Risk weighted exposure amounts for credit,
counterparty credit and dilution risks and free
deliveries

222,465.0 88.2

Standardised approach 192,435.3 76.3
Central governments or central banks 3,179.3 1.3
Corporates 63,078.4 25.0
Retail 66,680.1 26.4

Exposures in default 26,885.5 10.7

Other items 32,612.0 12.9
Internal ratings based approach (IRB) 30,029.7 11.9
Settlement/delivery risks 0.0 0.0
Position, foreign exchange and commodities risks 4,577.4 1.8
Operational risk 24,657.8 9.8
Credit valuation adjustment 421.0 0.2
Common equity tier 1 capital ratio 20.1 -
Tier 1 capital ratio 20.1 =
Total capital ratio 21.1 -

Source: CNB.

calculated by multiplying the total risk exposure by 2.5%, while
the requirement for structural systemic risk is set at 3% of the
total risk exposure for large credit institutions (whose assets
account for more than 5% of total assets of credit institutions),
while for other institutions it is set at 1.5%. Exempt from the
obligation to maintain the structural systemic risk buffer are
institutions that were, by the joint decisions of the colleges of
supervisors, prescribed the rate higher than 12% as of the date
of this obligation entering into force. At the end of June 2014,
banks were obligated to allocate HRK 6.4bn of the capital con-
servation buffer and HRK 2.9bn of the structural systemic risk
buffer, which together amounts to HRK 9.2bn.

Nava banka and Karlovacka banka had difficulties in main-
taining certain prescribed rates. At the end of June 2014, Na-
va banka did not meet any of the prescribed rates (the CNB
requested the opening of bankruptcy proceedings against the
bank in July), while Karlovac¢ka banka did not meet the re-
quirement for the tier 1 capital ratio of a minimum of 6%.

18 It involves all exposures to the client whose at least one receivable is unpaid and overdue for more than 90 days or it is considered likely that the debtor will not
fully service its liabilities (not taking into account the possibility of the collection from collateral).
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Figure 62 Structure of bank total risk exposure
as at 30 June 2014

Standardised
approach
76.3%

Credit
valuation
adjustment
0.2% Credit,

counterparty
Operational credit and
P risk dilution
9.8% risks and
free deliveries

88.2%
Position,
foreign
exchange
and

com;ri]s(;‘dsmes Internal
[ ratings
based approach
11.9%
Source: CNB.

Figure 63 Distribution of the bank total capital ratio (TCR)
as at 30 June 2014

TCR<8
7.6% (3) M 8<TCR<105
0.1;’@1((12)(2) [ 10.5<TCR<12
4.9% (1) 12<TCR<13.5
W 13.5<TCR<20
20<TCR<30
H TCR>30

2.7% (4)

52.2% (6,
O 31.5% (13)

Udio u imovini % (broj banaka)

Source: CNB.

41

11.2 Housing savings banks

The number of housing savings banks operating in the
Republic of Croatia remained unchanged — there were five of
them at the end of the first half of 2014. One housing savings
bank was still in majority state ownership and the remaining
four were in the direct or indirect majority ownership of for-
eign shareholders.

In the observed semi-annual period, housing savings banks’
assets slightly declined by HRK 64.8m or 0.9% (0.1% if the ex-
change rate effect is excluded). Due to a higher rate of decline
in banks’ assets, the share of housing savings banks’ assets in
total assets of credit institutions increased slightly, from 1.8%
to 1.9%.

The mentioned decrease in total assets of housing savings
banks was the result of developments in three housing savings
banks, which reported a fall in assets, ranging from 4.0% to
10.6%. Only one housing savings bank increased its assets (by
7.7%) in the previous period, while assets of the remaining
housing savings bank remained unchanged. More than three
quarters of total assets were accounted for by housing sav-
ings banks in direct or indirect majority ownership of Austrian
shareholders and they increased their market share by more
than one percentage point (to 76.6%). The share of assets of a
housing savings bank in domestic ownership in total assets of
housing savings banks continued to fall and stood at 3.7%. A
slight fall was also recorded in the market share of assets of the
housing savings bank in indirect majority ownership of Italian
shareholders, to 19.8%.

11.2.1 Balance sheet

At the end of the first half of 2014, total assets of housing
savings banks stood at HRK 7.5bn (Table 12). A slight decline
in assets in the observed period and weak changes in assets in
previous years point to the stagnation present since 2008.

A decrease in the balance sheet of housing savings banks
from the end of 2013 was due to the fall in sources of financ-
ing, mostly of received loans (almost exclusively short-term
loans), which declined by almost one half, to HRK 104.6m.
Such movements in liabilities were mostly reflected on the as-
set side in a decline in investments in MoF T-bills, by almost
one quarter, and in a decline in the item of other assets related
to the regular calculation of state incentives, i.e. the closing of
receivables from the MoF and the execution of the payment
obligation to housing savings banks savers.'®

Due to the fall in investments in MoF T-bills and, to a small-
er extent to the fall in investments in RC bonds, total securi-
ties investments were 5.1% lower. Net loans went up by HRK
190.6m or 4.7%, their share in total assets of housing savings
banks rising to 56.3%. The growth in loans granted was most-
ly the result of the increase in home loans, by HRK 145.3m
or 3.8%. Loans to financial institutions increased by a small-
er amount (HRK 64.8m), but much more in relative terms
(311.2%), due to the effect of the increase in one housing sav-
ings bank. Three housing savings banks recorded an increase in
loans granted, ranging from 12.0% to as much as 65.2%, while
the remaining two savings banks recorded a decline.

19 In accordance with the provisions of the Act on Amendments to the Act on
Housing Savings and State Incentive to Housing Savings (Official Gazette
139/2013), state incentives to housing savings accumulated in the period
from 1 January to 31 December 2014 will not be paid out from the govern-
ment budget of the Republic of Croatia.
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Table 12 Structure of housing savings bank assets
end of period, in million HRK and %

Money assets and deposits with the CNB 0.0 0.0 0.0 0.0 92.9 0.0 0.0 -55.6
Money assets 0.0 0.0 0.0 0.0 92.9 0.0 0.0 -55.6
Deposits with the CNB 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Deposits with banking institutions 7231 9.7 522.8 6.9 —27.7 526.6 7.0 0.7

MoF treasury bills and CNB bills 594.1 8.0 435.9 5.8 —26.6 331.8 4.4 -23.9

Securities 2,056.4 27.6 2,256.5 29.8 9.7 22243 29.7 -1.4

Derivative financial assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Loans? 3,767.6 50.5 4,0346 53.3 71 42252 56.3 4.7
Loans to financial institutions 69.3 0.9 20.8 0.3 -70.0 85.6 1.1 311.2
Loans to other clients 3,698.3 49.6 4,013.8 53.1 85 4,139.7 552 3.1

Investments in subsidiaries, associates and joint ventures 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Foreclosed and repossessed assets 0.2 0.0 0.2 0.0 0.0 0.2 0.0 0.0

Tangible assets (net of depreciation) 5.3 0.1 3.9 0.1 -27.1 3.3 0.0 -14.8

Interest, fees and other assets 363.5 4.9 310.8 41 -145 188.5 25 -39.3

Net of: Collectively assessed impairment provisions® 54.1 0.7 - - - - - -

TOTAL ASSETS 7,456.1 100.0 7,564.7 100.0 1.5 7,499.9 100.0 =029

2 As of October 2013, loan amount is reduced by the amount of collected fees (formerly recorded as deferred income in liabilities).
 As of October 2013, the amounts of financial instruments are reduced by the amount of the corresponding collectively assessed impairment provisions.

Source: CNB.

Table 13 Structure of housing savings bank liabilities and capital
end of period, in million HRK and %

Loans from financial institutions 0.0 0.0 139.6 1.8 100.0 10.0 0.1 -92.8
Short-term loans 0.0 0.0 139.6 1.8 100.0 10.0 0.1 -92.8
Long-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Deposits 6,3449 851 6,359.0 84.1 0.2 6,359.0 84.8 0.0
Transaction account deposits 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Savings deposits 160.7 2.2 223.8 3.0 39.3 1421 1.9 -36.5
Time deposits 6,184.1 829 6,135.2 81.1 -0.8 6,216.8 82.9 1.3
Other loans 94.3 1.3 95.5 1.3 1.2 94.6 1.3 -0.9
Short-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Long-term loans 94.3 1.3 95.5 1.3 1.2 94.6 1.3 -0.9
Derivative financial liabilities and other financial liabilities held for trading 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Debt securities issued 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Short-term debt securities issued 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Long-term debt securities issued 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Subordinated instruments issued 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Hybrid instruments issued 97.8 1.3 88.4 1.2 -9.6 82.8 1.1 —-6.3
Interest, fees and other liabilities? 345.5 4.6 278.9 3.7 -19.3 260.2 B¥5) -6.7
Total liabilities 6,882.4 92.3 6,961.4 92.0 1.1 6,806.7 90.8 2.2
Share capital 487.9 6.5 487.9 6.4 0.0 487.9 6.5 0.0
Current year profit (loss) 67.5 0.9 29.9 0.4 -55.7 42.9 0.6 43.6
Retained earnings (loss) 251 0.3 91.1 1.2 262.6 120.1 1.6 31.9
Legal reserves 6.7 0.1 8.2 0.1 22.8 9.0 0.1 10.0
zzseer\%zs provided for by the articles of association and other capital 36 0.0 35 0.0 12 59 -01 _
Revaluation reserves -17.1 -0.2 -172 -0.2 0.7 39.2 0.5 =
Previous year profit (loss) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total capital 573.7 7.7 603.4 8.0 5.2 693.2 9.2 14.9
Total liabilities and capital 7,456.1 100.0 7,564.7 100.0 1.5 7,499.9 100.0 -0.9

@ As of October 2013, the amount of granted loans in assets is reduced by the amount of fees collected on loans (formerly recorded as deferred income in liabilities).

Source: CNB.




Having fallen by HRK 130.5m (55.5%), the significance
of received loans halved and fell to only 1.6% of total sources
of financing. The almost sole form of financing of housing
savings banks was still deposits received from housing sav-
ings bank savers, with a share of 97.1% in total sources of fi-
nancing. At the end of the observed period they stood at HRK
6.4bn, which was the same as the amount of these deposits at
the end of 2013. Hybrid instruments had a negligible signifi-
cance, with the share of 1.3% in total sources of financing.

Housing savings banks increased their capital in the first
half of the year by a considerable 14.9% or HRK 89.9m. There
were no recapitalisations in the observed period, so in addi-
tion to 2014 profit, the greatest contribution to the increase
in capital came from the rise in revaluation reserves, by HRK
56.4m. This capital item includes unrealised gains (or losses)
on value adjustments of financial assets available for sale and
it also regularly and considerably affects the fluctuations in the
amount of housing savings banks’ capital. This item increased
significantly in the observed period, due to a noticeable growth
in investments in securities distributed in the available-for-sale
portfolio and favourable movements in their fair value. As a re-
sult, the share of capital in housing savings banks’ liabilities
and capital increased by 1.3 percentage points, to 9.2%.

11.2.2 Earnings

At the end of the first half of 2014 housing savings banks
generated HRK 48.6m in (pre-tax) profit from continuing op-
erations, a considerable increase of HRK 28.5m or 142.1%
from the same period in the previous year (Table 14). All hous-
ing savings banks operated with a profit.

Considerable growth in profit of housing savings banks
was mostly the result of realised net other non-interest income,
while savings banks reported losses in the same position in the
same period last year. Changes in other items of income and
expenses had no significant impact on developments in profit.
Big changes in the income statement of housing savings banks
are common and most often associated with the purpose of in-
vesting in RC securities, i.e. with developments in the fair val-
ue and the results of the purchase/sale of RC securities. Rela-
tive to the same period in 2013, the increase in gains in 2014
was influenced by the greater amount and market value of RC
bonds in the portfolio of securities held for trading, which
generated a profit of more than HRK 14.1m to housing sav-
ings banks. At the end of the first half of the previous year, this
portfolio of securities generated losses of HRK 6.2m to hous-
ing savings banks.

Interest income increased by HRK 6.3m or 3.8%, largely
due to the 10.8% growth in income from home loans. Accom-
panied by a mild growth in interest expenses (3.5%), it led to
an increase in net interest income by 4.3%. A decline in net
income from fees and commissions of 13.1% was mostly af-
fected by lower income from housing savings banks’ contracts
(15.1%).

Movements in net income resulted in a considerable rise
in operating income (25.1%), which, accompanied by savings
in general operating expenses (6.3%) and a positive impact of
reversed provisions and value adjustments (mostly on a collec-
tive basis), led to an increase in profit. Due to the mentioned
developments, indicators of returns of housing savings banks
recovered relative to the end of the first half of 2013, so ROAA
increased from 0.6% to 1.3% and ROAE from 5.5% to 13.2%
at the end of the first half of 2014. The cost-to-income ratio
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Table 14 Housing savings bank income statement
in reference periods, in million HRK and %

Amount
Jan.-dJun. | Jan.-Jun.
2013 2014
Continuing operations
Interest income 166.5 172.8 3.8
Interest expenses 96.8 100.2 3.5
Net interest income 69.7 72.7 4.3
Income from fees and commissions 32.8 29.0 -11.5
Expenses on fees and commissions 4.6 4.6 -2.0
Net income from fees and 282 245 131
commissions
Income from equity investments 0.0 0.0 -
Gains (losses) -6.2 17.8 -
Other operating income 3.3 1.6 -52.1
Other operating expenses 11.8 12.1 3.0
Net other non-interest income -14.7 7.3 -
Total operating income 83.1 104.4 25.6
General administrative expenses and 62.1 58.0 63
depreciation
Net gperatlng income before loss 21.0 460 119.9
provisions
Exp§n§es on value adjustments and 0.9 o4 _
provisions
Other gains (losses) 0.0 0.0 -
Profit (loss) from continuing
operations, before taxes AU AU el
Income tax on continuing
operations i H )
Profit (loss) from continuing
operations, after taxes 158 42.9 172.0
Discontinued operations
Profit (!oss) from discontinued 0.2 0.0 ~100.0
operations, after taxes
Current year profit (loss) 16.0 42.9 168.6

Source: CNB.

decreased from 74.7% to 55.8%, thus approaching the average
cost-to-income ratio of banks.

The number of employees in housing savings banks contin-
ued to decrease, so they had 343 employees at the end of the
first half of 2014, which is a decrease of 30 employees or 8.0%
from the end of 2013. Although assets declined concurrently,
but at a slower pace, due to the fall in the number of employ-
ees, the indicator of the amount of assets managed by one em-
ployee of the housing savings bank increased from HRK 20.3m
at the end of 2013 to HRK 21.9m at the end of the first half
of 2014. This indicator has been on an upward trend since the
second half of 2012. Since the beginning of 2013, it has been
regularly higher than the value of the same indicator for banks.

11.2.3 Credit risk

The amount of total placements and assumed off-balance
sheet liabilities of housing savings banks declined by 6.5%,
to HRK 5.9bn in the first half of 2014. The decrease in total
amount of items exposed to credit risk was due to a consider-
able fall in debt securities distributed in the loan and receivables
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Table 15 Classification of housing savings bank placements and assumed off-balance sheet liabilities by risk categories

end of period, in million HRK and %

Dec. 2012 Dec. 2013 Jun. 2014
Risk category
A 5,979.0 99.5 6,234.4 99.2 5,822.5 99.0 -6.6
B 29.7 0I5 48.3 0.8 62.7 53.4 0.9 10.6
(¢} 2.7 0.0 3.8 0.1 42.7 4.3 0.1 12.8
Total 6,011.4 100.0 6,286.5 100.0 4.6 5,880.3 100.0 -6.5
Source: CNB.

Table 16 Coverage of housing savings bank total placements and
assumed off-balance sheet liabilities by total value adjustments
and provisions

end of period, in million HRK and %

Dec. Dec. Jul.
2012 2013 2014

Total value adjustments against
placements and provisions for assumed 2 66.7
off-balance sheet liabilities

Value adjustments and provisions 6.7 12.1 14.2

Collectively assessed value adjustments

o 54.5 54.6 50.4
and provisions

Total placements and assumed off-balance

sheet liabilities 6,011.4 6,286.5 5,880.3

Coverage 1.0 1.1 1.1

Source: CNB.

portfolio (66.0%), which, despite the increase in loans granted,
resulted in a decline in the entire loans and receivables port-
folio of housing savings banks of 6.0%. An additional impact
on the decrease in items exposed to credit risk came from a
decline in assumed off-balance sheet liabilities (47.5%) and a
decline in the amount of securities distributed in the portfolio
of financial assets held to maturity (3.6%).

The highest-quality placements and assumed off-bal-
ance sheet liabilities classified into risk category A decreased
by 6.6% in the observed period. The rate of this decline was
slightly higher than the decline in total placements and as-
sumed off-balance sheet liabilities, so the share of risk category
A in total placements slightly decreased accordingly. Neverthe-
less, this share was still high and stood at 99.0% at the end of
the first half of 2014. Due to the fall in the quality of grant-
ed loans, placements and assumed off-balance sheet liabilities
that housing savings banks classified into risk categories B and
C increased by 10.8% and accounted for the remaining 1.0%
of total placements and assumed off-balance sheet liabilities.
More than 90.0% of this share involved risk category B place-
ments.

Loans granted were still the most significant type of place-
ments of housing savings banks, with the share of 72.7% in to-
tal placements and assumed off-balance sheet liabilities. Gross
amount of loans went up by 4.7% from the end of 2013, while
loans classified into risk categories B and C increased even
sharper (10.8%). Despite this growth, the quality of the hous-
ing savings banks’ loan portfolio did not deteriorate and the
share of partly recoverable and fully irrecoverable loans in the
total remained at only 1.3%. An almost equal share of B and C
risk category loans was recorded in the portfolio of kuna loans

without a currency clause (1.2%) and kuna loans indexed to
the euro (1.4%). Unpaid receivables more than 90 days over-
due still constituted an almost negligible share in the structure
of total placements of housing savings banks (less than 0.5%).

Total value adjustments and provisions were 3.1% lower
at the end of the first half of 2014, which was due to a de-
crease in placements from risk category A, which has a dom-
inant share in the structure of placements and assumed off-
balance sheet liabilities of housing savings banks. As a result,
value adjustments and collectively assessed impairment provi-
sions decreased by 7.7%. A simultaneous fall in the quality of
housing savings banks’ placements and an increase of 17.4% in
the relevant value adjustments and provisions for B and C risk
categories had a smaller impact on developments in total value
adjustments and provisions. The coverage of total placements
and assumed off-balance sheet liabilities by value adjustments
and provisions did not change and stood at 1.1%, while the
coverage of B and C risk categories increased by 1.5 percent-
age points, to 24.6%.

11.2.4 Capital adequacy

The introduction of the new capital regime in housing sav-
ings banks led to a growth in the total capital (own funds) ratio.
At the end of the first half of 2014, the ratio stood at 23.3%,
a considerable increase from the end of 2013, when it stood
at 20.5%. This resulted from a simultaneous growth in own
funds and a decline in risk exposures. Own funds increased by
2.9%, while total risk exposure declined significantly, by 9.6%,
primarily due to lower credit risk exposure (11.3%), while a
decline in operational risk exposure (3.2%) had a much smaller
impact. Only exposure to market risks increased, due to the
9.8% growth in exposures related to debt instruments held for
trading.

The fall in the credit risk-weighted exposure amount was
influenced by a decline in the amount of exposure that is be-
ing weighted, driven by a decrease in business activities, and
a decline in the average weight for credit risk, from 36.2% to
33.3%. An increase in the share of items with 35% and 75%
weights, on account of a decrease in the share of items with
50% and 100% weights, contributed to the decline in weight.
Housing savings banks thus increased the use of a preferential
weight for exposures secured by residential real estate property
(35%), as well as the use of a 75% weight for the household
category. The new framework eased the conditions for the dis-
tribution of exposures in that category — the maximum expo-
sure amount was increased to EUR 1m and institutions now
determine on their own whether there is a sufficient level of
granularity in the portfolio.
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Abbreviations and symbols
Abbreviations incl. — including
IMF — International Monetary Fund
bn — billion JPY — Japanese yen
b.p. — basis points m — million
BOP — balance of payments MIGs  — main industrial groupings
c.if. — cost, insurance and freight MM — monthly maturity
CBRD - Croatian Bank for Reconstruction and MoF  — Ministry of Finance
Development NCA  — National Classification of Activities
CBS — Central Bureau of Statistics n.e.c.  —not elsewhere classified
CEE — Central and Eastern European NUIR - net usable international reserves
CEFTA - Central European Free Trade Agreement OECD - Organisation for Economic Co-Operation and
CES — Croatian Employment Service Development
CHF  — Swiss franc oG — Official Gazette
CHY  —Yuan Renminbi R — Republic
CICR - currency-induced credit risk ROAA  —return on average assets
CIHI - Croatian Institute for Health Insurance ROAE  — return on average equity
CPF — Croatian Privatisation Fund o/w — of which
CPI — consumer price index PPI — producer price index
CPIA - Croatian Pension Insurance Administration Q — quarter
CM — Croatian Motorways RR — reserve requirement
CNB  — Croatian National Bank SDR - special drawing rights
CR — Croatian Roads SITC - Standard International Trade Classification
EBA — European Banking Authority USD - US dollar
ECB — European Central Bank VAT — value added tax
EFTA  — European Free Trade Association ZSE — Zagreb Stock Exchange
EMU  — Economic and Monetary Union ZMM - Zagreb Money Market
EU — European Union
EUR  —euro
excl. — excluding Symbols
f/c — foreign currency
FDI — foreign direct investment - —no entry
Fed — Federal Reserve System — data not available
FINA - Financial Agency 0 — value is less than 0.5 of the unit of measure being
f.ob.  —free on board used
GDP  — gross domestic product — average
GVA  —gross value added a, b, c,... —indicates a note beneath the table and figure
HANFA — Croatian Financial Services Supervisory Agency * — corrected data
HICP  — harmonised index of consumer prices 0 — incomplete or insufficiently verified data
HRK  —kuna
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