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1 Summary

Domestic economic activity stabilised in the first half of
2013, after a years-long decline. The slight recovery in the
second quarter was underpinned by more favourable develop-
ments in the eurozone and improved conditions in the interna-
tional financial markets, coupled with positive one-off effects
of Croatia’s EU accession and the introduction of fiscal cash
registers. Monetary policy continued to be focused on supporting
high banking system liquidity, which confirms its expansionary
nature. The domestic currency exchange rate remained stable,
thereby providing the basic prerequisite for financial stability in
the country. In the public finance area, the budget deficit bal-
looned, driven by expenditure growth, which led to a surge in
public debt, which is close to 60% of GDP. Weak competitive-
ness continued to be one of the main barriers to any perceptible
economic recovery and this should be remedied by more com-
prehensive structural reforms aimed at improving conditions for
doing business and investment in export-oriented activities.

Real GDP dropped slightly (0.1%) in the first quarter of
2013 from the last quarter of 2012, due to a fall in exports, but
rose a little in the second quarter (0.2%) as a result of growth
in all aggregate demand components (according to seasonally
adjusted CNB data). However, the growth figures should be
taken with caution, given that the economic flows in the sec-
ond quarter were strongly marked by one-off effects of the EU
accession, which spurred international trade, and by the intro-
duction of fiscal cash registers (which increased the statistically
recorded turnovers in trade and in hotels and restaurants and
increased government revenues).

Employment increased in the first half of 2013, halting the
strong downward trend in the number of employed persons
observed in the second half of 2012. The average registered
unemployment rate stood at 20.3% in the first half of the year,
but, due to a slight improvement in the labour market condi-
tions, it slowed down gradually to 19.9% in June. The Labour
Force Survey unemployment rate averaged 17.3% in the first
half of 2013, and, as in the case of the registered rate, it im-
proved somewhat, from 18.1% in the first to 16.5% in the sec-
ond quarter.

Consumer price inflation slowed down significantly over
the first half of 2013, from 5.2% in January to 2.0% in June.
This was primarily due to a favourable base effect, but also the
result of the easing of imported inflationary pressures and ab-
sence of any domestic inflationary pressures from the demand
and cost sides. Most inflation components (except processed
food products) contributed to this slowdown, especially ener-
gy-

The current account balance continued to improve during
the first half of 2013, mainly due to the narrowing of the fac-
tor income account deficit. The services account balance also
improved, thanks to tourism revenues, as did the current trans-
fers account balance. By contrast, the goods trade deficit rose
due to a fall in goods exports concomitant with stagnation in
imports.

High risk appetite and strong liquidity in the interna-
tional financial markets at end 2012 and in the first half of
2013 helped improve the financing conditions for the govern-
ment and parent banks in the international marked compared
with the first half of 2012. Coupled with the CNB policy of

supporting high domestic monetary system liquidity, this re-
sulted in lower domestic borrowing costs. Interest rates on the
MoF T-bills fell to their historical lows, whereas non-financial
enterprises recorded lower interest rates on short-term and, to
a lesser extent, long-term bank loans. The household financing
terms remained unchanged. Despite an increase in total corpo-
rate financing, there was no significant improvement in lending
activity, due to weak demand, tightened lending conditions,
the rise in non-performing loans and the delayed recovery of
the domestic economy. Weak demand for loans and strong risk
aversion reduced the effects of the expansionary monetary pol-
icy aimed at maintaining high liquidity of the monetary system,
followed by the CNB throughout the period after the onset of
the crisis.

In the first half of 2013, net foreign capital inflow was close
to its level in the same period last year. There were changes in
the inflow structure, with the stronger inflows of debt capital
offsetting a fall in equity investments in Croatia. The bulk of
the net debt capital inflows related to the government and cred-
it institutions, while new foreign equity investments in Croa-
tia remained modest. Gross external debt increased by EUR
1.2bn in the first half of 2013 (if cross-currency changes and
other adjustments are excluded), and stood at EUR 46.2bn or
104.9% of GDP (recorded in the last four quarters) at the end
of June.

In an environment of strong foreign capital inflows and re-
duced current account deficit, the CNB made net foreign ex-
change purchases, thereby creating net kuna liquidity and fur-
ther increasing excess liquidity in the banking system, which
only confirmed the expansion-oriented monetary policy of the
central bank. The kuna/euro nominal exchange rate remained
stable, thereby providing the basic prerequisite for the financial
stability in the country. The gradual increase in gross and net
usable international reserves continued in the observed period.

Total international reserves of the CNB picked up by EUR
784.6m in the first half of the year, reaching EUR 12.0bn at
end-June, and net international reserves increased by EUR
264.8m to EUR 10.5bn. Total revenues derived from the
CNB’s net euro portfolio and net US dollar held-for-trading
portfolio in this period were EUR 42.0m and USD 0.9m re-
spectively. International reserves were managed in the first six
months of 2013 against a background of low benchmark in-
terest rates and rising uncertainty in financial markets, which
was why yields on government securities of developed coun-
tries, prevailing in the structure of the CNB’s international re-
serves, remained extremely low. In view of the principles of li-
quidity and safety followed by the central bank in international
reserves management, due to heightened uncertainty in finan-
cial markets, strict rules on investment in certain countries and
financial institutions remained in effect.

The effects of adverse movements in the economic environ-
ment on the banking system in the first half of 2013 were re-
flected in weak lending activity and further credit risk material-
isation. The long-lasting recession led to a sharp fall in banks’
profits and undermined the profitability of their operations.

In the first half of 2013, banks generated HRK 1.3bn in
profits (from continuing operations, before tax), which was
40.8% less than the profits derived in the first half of 2012.



ROAA and ROAE dropped to 0.6% and 3.5% respectively.
The fall in profits was primarily due to lower interest income
from loans, particularly corporate loans, and higher expenses
on provisions for credit portfolio losses. The increase in these
expenses was due to loan collection problems and growth in
fully irrecoverable loans, as well as greater caution in the as-
sumption of risks which led to a slight rise in loans (by 2.0%
effectively) and an increase in less risky placements. An addi-
tional cause of the slight change in loans was the absence of
any major growth in loans granted by large banks, mostly due
to household deleveraging. The trend toward household delev-
eraging continued for the fifth consecutive year, with a fall in
home loans being the main contributor to debt reduction in the
observed period. A minor increase in total loans mainly relat-
ed to corporate loans, predominantly loans for working capi-
tal and syndicated loans, and loans to government units. The
absence of any very strong recovery of lending activities and
continued unfavourable economic developments led to a fur-
ther deterioration in loan quality indicators. Hence, the share
of loans classified into B and C risk categories reached 15.1%
at the end of June 2013. The share of B and C category loans
in the corporate sector rose markedly (to 26.9%), mainly due
to growth in B and C category loans in the trade and construc-
tion activities.

Strong bank deleveraging observed for most of 2012
stopped in the first half of 2013, resulting in a small increase
in assets (by 1.3% effectively). The growth in the sources of
financing was mostly based on the growth of non-resident de-
posits, but the sources from majority foreign owners continued
to decline. Nevertheless, they still accounted for a significant
16.8% of the total sources of financing. Domestic sources of

financing also declined, as a result of moderate bank delev-
eraging on the domestic financial market. As regards domes-
tic sources of financing, household deposits remained stable
sources of bank financing, despite their sharp slowdown, to
only 1.0% effectively, at the semi-annual level. The total bal-
ance sheet growth was based on an increase in kuna asset
items, which suggested a slight change in the banks’ balance
sheet currency structure.

The payment of the major part of the profit made in the
previous year and a part of profits from the previous years was
the main cause of a minor decline in bank capital. Together
with the concomitant slight decrease in total capital require-
ments, this led to a negligible fall in the capital adequacy ratio,
to 20.8%. The high capital adequacy and balance sheet capital-
to-liabilities ratios continued to be the signs of a satisfactory
level and quality of banks’ capital.

Consolidated general government revenues decreased by
0.7% annually in the first half of 2013, mainly due to a fall in
revenues from profit tax and social contributions, while VAT
revenues made the largest positive contribution to total revenue
movements. Consolidated general government expenditures,
including the acquisition of non-financial assets, increased by
8.5% from last year, mostly due to the debt settlement in the
health sector. As a result of the slight decline in revenues and
relatively strong growth of expenditures, the overall fiscal defi-
cit picked up by HRK 5.6bn annually, standing at HRK 12.6bn
in the first six months. Hence, total fiscal deficit almost reached
the amount planned for the whole of 2013. As the funds neces-
sary for deficit financing were raised through new borrowing,
pubic debt continued to surge.



2 Global developments

Global economic growth accelerated slightly in the first half
of 2013 thanks to favourable movements in developed econo-
mies, while the economic slowdown in emerging market econ-
omies continued. After six quarters of decline, real economic
activity in the eurozone expanded in the first half of the year.
Real GDP grew at a much faster pace in the US and Japan, due
to the extremely expansionary policies pursued by these coun-
tries. China and India recorded further economic slowdown,
as a result of unfavourable trends in both global and domestic
demand.

The decline in real economic activity in the eurozone re-
corded in the first quarter (0.2%) was followed by a 0.3% in-
crease in real GDP during the next quarter, the first quarterly
increase after six consecutive quarters of decline. Broken down
by aggregate demand components, personal and government
consumption and net exports made positive contributions to
GDP outturns, while the contribution of gross fixed capital for-
mation was negative. Among the EU member states, Germany
and France were the largest contributors to GDP growth in
the eurozone during the second quarter, while Italy and Spain
had the strongest negative influence on economic growth dy-
namics. As regards peripheral eurozone countries, Greece and
Spain continued to face recession and deterioration in the la-
bour market conditions during the second quarter, unlike Ire-
land and Portugal, which experienced economic expansion and
a further decrease in unemployment rate.

Economic movements in the USA and Japan during the
first half of the year made a strong positive contribution to to-
tal global economic growth dynamics. The acceleration of eco-
nomic activity in the USA was primarily due to growth in per-
sonal consumption and private investment. Government con-
sumption contributed negatively to GDP growth, as a result of
enforcement of the regulations repealing part of the previously
granted fiscal incentives. In contrast to fiscal policy, monetary
policy continued to spur economic recovery, but announced a
possible slowdown in monetary expansion towards year-end.
Japanese authorities also opted for unconventional monetary

Figure 1 Gross domestic product of selected economies
seasonally adjusted data, constant prices, 2007 = 100
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policies, aimed at, among other things, removing persistent de-
flationary pressures on the economy. Monetary easing was part
of a comprehensive recovery programme adopted at end-2012,
a combination of fiscal incentives, structural reforms and mon-
etary expansion. According to indicators for the first half of
the year, this mix of economic policy measures was effective.
Capital markets saw a strong upturn, with deflationary pres-
sures easing off and goods and services exports going up, de-
spite weak global demand, due to strong depreciation of the
yen against the main world currencies.

Major emerging market economies continued to record
high economic growth rates, but with a noticeable downward
trend. Economic slowdown in China continued in the first six
months of 2013, mainly due to weak global demand, which,
combined with domestic currency appreciation, adversely af-
fected the country’s export outturn. From the outbreak of the
financial crisis, the Chinese economy made remarkable pro-
gress in external adjustment, which led to a marked decrease in
the current account surplus. However, given an ever-increas-
ing internal imbalance in the economy, especially as regards
credit and real estate market expansion, the government an-
nounced reforms with a view to balancing growth and mitigat-
ing the risks. Economic slowdown in India, recorded for seven
consecutive quarters, was mainly due to gradual weakening of
domestic demand. As the announcement of possible changes in
the US monetary policy led to a strong portfolio investments
outflow and a depreciation of the Indian rupee, the Indian cen-
tral bank decided to halt the gradual monetary expansion car-
ried out over the last year.

2.1 Croatia’s main trading partners

Among Croatia’s main trading partners in the eurozone,
Austria and Germany recorded economic growth in the first
half of 2013, while Slovenia and Italy saw a further decline in
their respective economic activities. It is noteworthy, howev-
er, that the quarterly rate of downturn in Slovenia and Italy
decreased from the previous two quarters, suggesting a slow-
down in adverse economic movements. The negative trends re-
corded in Croatia’s exports to the above mentioned countries
(except Germany) since the beginning of the year weakened
as well.

After stagnation early in the year, the German economy
grew at a real rate of 0.7% in the second quarter from the pre-
vious quarter, as shown by marked growth in almost all domes-
tic demand components. Exports grew strongly as well, but,
given the concomitant increase in imports at an almost equal
rate, the positive impact of the external sector on GDP dynam-
ics failed to materialise.

In Austria, real economic activity strengthened slightly dur-
ing the first half of the year, with the largest positive contribu-
tions coming from government consumption and net exports,
while the effects of gross fixed capital formation were negative.
Despite further strong growth in employment, personal con-
sumption continued to stagnate, probably due to weak growth
in real disposable income. The positive contribution of net ex-
ports to growth was weaker in the second quarter than in the



first three months, due to a slower decline in imports.

Economic activity in Italy declined in real terms in the
second quarter of 2013, for the eighth consecutive quarter,
by 0.2% from the previous three-month period. A continua-
tion of unfavourable economic trends in the first semi-annual
period was due equally to a slowdown in foreign trade and a
weakening of domestic demand. Household consumption was
adversely affected by movements in disposable income and a
further deterioration in the labour market. Credit activity was
weak as well.

Economic activity in Slovenia continued to decline in the
first half of 2013, but at a slower pace, as suggested by some
indicators. Broken down by aggregate demand components,
the economic downturn was due to a decrease in personal and
government consumption. The downturn was softened by an
increase in gross fixed capital formation in the second quar-
ter, the first such increase after nine consecutive quarters of
decline.

In Serbia, economic recovery from the last quarter of 2013
continued in the first half of the year, at a real annual rate of
1.4%. The key growth generators were net exports, while per-
sonal and government consumption contributed negatively to
growth. Despite the worsening prospects for recovery in Croa-
tia’s main trading partners, net exports could continue to be
the main driving force of growth in the remainder of the year,
while domestic demand could be limited, in an environment of
low real income and fiscal consolidation. Economic activity ac-
celeration in the first half of the year was strongly influenced
by an increase in output in the automotive industry caused by
major foreign direct investments in this sector.

As shown by industrial production and foreign trade in-
dicators, real economic activity in Bosnia and Herzegovina
strengthened in the second half of 2013. However, the total
volume of industrial production index, which had been high in
April, declined in the following two months. After a review of
the Stand-by Arrangement in May, the IMF Mission concluded
that the program was being implemented in a satisfactory man-
ner, as suggested by the timely achievement of fiscal targets
and signs of a gradual economic recovery, which provided a
basis for the IMF real GDP growth expectations for the whole
of 2013.

2.2 Benchmark interest rate trends

Improved conditions in foreign financial markets and sta-
ble cyclical economic indicators, helped maintain euro bench-
mark interest rates at low levels in early 2013. Against this
background, market interest rates in the eurozone remained
relatively stable, with the 3-month EURIBOR rate hovering
around an extreme low of 0.2% in the first six months of 2013,
the level it had reached at the beginning of the fourth quarter of
2012. However, in early May, spurred by low inflationary pres-
sures and concern over the absence of any economic recovery
in the eurozone countries, the ECB cut its key interest rate by
25 basis points, to 0.75% and announced the possibility of in-
troducing negative interest rates on overnight deposits and new
non-standard measures to encourage crediting. The Fed kept
its key interest rate at its historical lows announcing also that
it would stick to this policy as long as the unemployment rate
exceeded 6.5%. The Fed continued its agency mortgage bonds
and long-term securities purchase programme, announcing,

Figure 2 Benchmark interest rates and the average yield spread
on bonds of European emerging market countries.
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however, that these transactions could be reduced considerably
towards the end of the year, as a result of economic recovery,
and even cancelled completely by mid-2014.

The financing terms for European emerging market econo-
mies generally improved during the first half of 2013. A fall in
global risk aversion early in the year led to a further decline
in yield spreads on the bonds of European emerging market
economies. This trend was reversed in February on the back of
widening political conflicts in Italy and uncertainty about re-
solving the financial situation in Cyprus. Relieved uncertainties
in the financial markets led to a new decline in the yield spread
in April and May. In June, however, the spread rose on account
of market expectations that the Fed would start reducing the
volume of its monthly securities purchases, and ranged around
195 basis points at the end of the month, which was still con-
siderably below its level in the same period in 2012. While the
risk perception regarding Croatia also deteriorated from the
same period in 2012, the yield spread remained above the aver-
age for comparable European countries, ranging around 350
basis points.

2.3 Exchange rates and price developments

In the first six months of 2013, the US dollar depreciated
against the euro by 2.2% relative to its average value in 2012.
The Swiss franc also depreciated against the euro at an almost
equal rate in this period. Having depreciated against the euro
early in 2013, as a result of a boost in investor optimism in the
European markets, the US dollar started to appreciate in Feb-
ruary on the back of growing concern over the political situa-
tion in Italy related to parliamentary elections, the granting of
financial assistance to Cyprus and the manner of dealing with
the country’s banking sector difficulties. Despite the brief halt
to the US dollar appreciation trend in April, the ECB’s deci-
sions in May to reduce its key interest rate facilitated further
strengthening of the US currency. After that, depreciation
pressures on the US dollar predominated in the first half of
June, which was caused, among other things, by market ex-
pectations that the Fed could tone down its monetary easing
programme. Having depreciated against the euro early in the



Figure 3 Exchange rates of individual currencies
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year, the Swiss franc strengthened for most of the period from
the beginning of February to the end of April. In May, how-
ever, it depreciated to an average of EUR/CHF 1.24 and re-
mained at that level in June. This was due to reduced demand
for safe investments, in an environment of eased concern about
the financial stability and the resolution of the eurozone debt
crisis, as well as expectations about a possible increase in the
exchange rate floor of EUR/CHF 1.20 and the introduction of
a negative interest rate on banks’ liquidity surpluses with the
Swiss central bank.

Crude oil prices, which rose in the first two months of the
current year, declined gradually over the first half of the year
and stabilised afterwards. The increase early in the year was
due to growing optimism regarding economic developments
in the eurozone and improved economic outlooks for the US
and China, so that the price reached 110 US dollars per barrel
in mid-February. This was followed by a decline in oil prices
against the background of weak economic performance indica-
tors in major world economies and expectations of a slowdown

in global demand coupled with stronger supply of this energy
product. As a result, the price per barrel dropped to USD 97
in mid-April. Towards the end of April, crude oil prices went
up but then stabilised at about USD 103 per barrel in May and
June.

The prices of raw materials excluding energy increased
during the first two months of 2013 and then started to de-
cline. A sizeable price growth during the first two months of
2013 was recorded in iron ore, and the prices of agricultural
raw materials and textile also went up. The remainder of the
first half of the year mainly saw a fall in the prices of raw ma-
terials excluding energy. Specifically, in the following four
months, the prices of food products declined further and those
of ferrous metals also dropped markedly, largely due to an eco-
nomic slowdown in China, which accounts for over 40% of the
world consumption of metals. The HWWI index of raw mate-
rial prices (excluding energy, in USD) thus fell to a level last
recorded in mid-2010.



3 Aggregate demand and supply

After a fall in 2012, real economic activity stabilised gradu-
ally during the first two quarters of 2013. Real GDP, seasonally
adjusted, declined slightly in the first quarter (by 0.1%), due
to a slump in exports from the previous quarter. In the second
quarter, it rose by 0.2%, as a result of growth in all aggregate
demand components. The largest contribution to GDP growth
came from personal consumption, while net exports contribut-
ed negatively to the economic activity, due to stronger growth
in imports. The slight growth in GDP in the second quarter
should be taken with caution, given the one-off effects of Croa-
tia’s EU accession and the introduction of fiscal cash registers.
A few months before the accession, foreign trade intensified
on account of forthcoming customs policy adjustments, which
provided a strong impetus to both exports and imports. More-
over, the introduction of fiscal cash registers led to sizeable

of non-durable consumer goods and capital goods increased
while the exports of other product groups continued to de-
cline. The changes in the customs regime expected upon the
accession of Croatia to the EU prompted exporters to sell more
goods in CEFTA countries in the pre-accession period, main-
ly relating to food products. The exports of capital goods in-
creased, mostly due to stronger exports of other transportation
equipment at the quarterly level. The growth in total exports
in the second quarter was also due to the exports of servic-
es, which were up 2.4% at the quarterly level, reflecting good
performance in tourism. Tourist nights and arrivals rose mark-
edly (4.3% and 5.2% respectively); domestic tourist nights de-
creased and the nights stayed by foreign tourists increased.
Despite the downward trend in real disposable income and
consumer credit, personal consumption increased at the quar-
terly level (according to seasonally adjusted CNB data) in the
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growth in reported revenues in certain activities, which in turn
resulted in an increase in statistically recorded personal con-
sumption, but it also made it difficult to assess current eco-
nomic activity dynamics.

3.1 Aggregate demand

Seasonally adjusted CNB data suggest a decline in goods
and services exports by 6.3% in the first quarter from the previ-
ous three-month period. This was due to a decrease in goods
exports, while services exports increased in nominal terms at
the annual level. If goods exports are broken down into their
separate components, a particularly sharp decline can be ob-
served in the export of other transportation equipment (nota-
bly ships), food products, mining and quarrying products and
electrical machinery, apparatus and appliances. Goods and
services exports increased by 4.1% in the second quarter, but
this was partly due to the base effect observed in the first quar-
ter. Broken down by main industrial groupings, the exports

Figure 7 Nominal exports of goods and services
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Figure 8 Personal consumption

Figure 11 Imports of goods and services
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Figure 9 Determinants of personal consumption Figure 12 Nominal goods imports by category
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Figure 10 Gross fixed capital formation first two quarters of 2013. These movements, particularly ob-
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increase in the statistically recorded consumption was due to a
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civil engineering works. Capital investment growth contin-
ued into the second quarter. Sizeable growth in capital goods
imports suggests an increase in the import component of in-
vestment growth, while the volume of industrial production of
capital products continued to decline. This primarily related to
a sharp one-off increase in the imports of road vehicles and



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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capital equipment, by 40.3% and 24.2% respectively from the
previous quarter, although the increase was mainly observed
in the imports of photovoltaic products as a consequence of
Croatia’s EU accession. The data on completed construction
works show no signs of any major recovery, given that the
works on buildings decreased markedly in the second quarter
from the first quarter of 2013. By contrast, the government’s
investment activity intensified, especially in road construction.

Government consumption went up 1.2% in the first quarter
of 2013 and the trend continued in the second quarter, when
it grew by 0.7%, according to seasonally adjusted CNB data.
The increase in government consumption was primarily due to
the increased use of goods and services, while a slight improve-
ment was also observed in employment in the public sector.
Nevertheless, employee compensation decreased in nominal
terms, due to a 3% decline in gross wages in the government
sector observed since early March this year.

A 0.8% decline in the imports of goods and services dur-
ing the first quarter (seasonally adjusted by the CNB), spurred
by a fall in disposable income and an economic downturn, was
followed by a surge in imports (5.5%) in the second quarter,
as a result of the one-off effects of changes in excise taxes and
international trading terms caused by the accession of Croatia
to the EU and growth in all aggregate demand components.
Despite the decline in goods and services imports, goods im-
ports increased in all the main industrial groupings in the first
quarter, except in non-durable consumer goods. As already

mentioned, the imports of road vehicles and capital equipment
rose markedly in the second quarter. Broken down by main
industrial groupings, the largest increase was recorded in the
imports of intermediate and capital products and non-durable
consumer goods. Energy imports declined sharply due to in-
creased domestic production of electricity. According to nomi-
nal data, the imports of services also fell in this period.

3.2 Aggregate supply

Gross value added in the Croatian economy followed the
trend in aggregate demand during the first half of 2013. Sea-
sonally adjusted GVA stagnated in the first three months of
2013 from the last quarter of 2012. Economic activity declined
in manufacturing, financial and insurance activities, real es-
tate transactions and agriculture, while it strengthened in other
NCEA divisions.

GVA rose by 0.3% in the second quarter, primarily as a re-
sult of growth in trade, transportation, accommodation and
food service activities, a slight increase in public administra-
tion, defence, health protection, social welfare and education
activities and even slower growth in agriculture. Activity in
manufacturing continued to decline, whereas in construction,
the several-years downward trend continued, after a negligible
increase of 0.1% in the first three months of 2013, Business
optimism indexes in industry and construction rose slightly
from end-2012.



4 Labour market

Employment increased in the first half of 2013 (according
to seasonally adjusted CPIA data), halting the strong down-
ward trend in the number of employed persons observed in the
second half of 2012. Favourable movements were temporarily
suspended only in April, when the number of employed per-
sons decreased at the monthly level. Broken down by NCEA
activities, the number of employed persons rose in the servic-
es sector and public administration, while it declined further
in industry and construction. The favourable labour market
movements were stopped in July and August, so that the num-
ber of employed persons slowed down abruptly in July and fell
markedly at the monthly level in August.

Having grown rapidly throughout 2012, unemployment
declined slightly over the first six months of 2013 (according
to seasonally adjusted CES data), and a further decrease in
the number of unemployed persons was recorded in July and
August. The average number of unemployed persons was 344
thousand in the first eight months (original data), up about 30
thousand from the same period in 2012. As with employment,
negative movements were observed only in April, when the
number of unemployed persons shot up. The average admin-
istrative unemployment rate stood at 20.3% in the first half of
the year, but, due to a slight improvement in the labour mar-
ket conditions, it slowed down gradually to 19.9% in June, and
further to 19.7% in July and August. The Labour Force Sur-
vey unemployment rate was 18.1% in the first three months of
2012, but it declined to 16.5% during the second quarter.

Nominal gross and net wages rose in the first half of the
year (according to seasonally adjusted CBS data), but de-
creased slightly during July and August. Real wages picked
up slightly over the first six months, but fell again in July and

August, which was consistent with the decline in nominal
wages and the rise in the level of prices.

Nominal unit labour costs went up during the first quarter,
primarily due to a surge in nominal compensation concomi-
tant with labour productivity stagnation. In the second quar-
ter, nominal unit labour costs declined slightly, as a result of a
somewhat sharper fall in labour costs than in labour produc-
tivity during that period, but remained above the average level
recorded in the second half of 2012. Real unit labour costs also
increased in the first half of 2013.

Figure 16 Unemployment and activity rates
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Figure 17 Gross wages and unit labour costs
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5 Inflation

Consumer price inflation slowed down markedly in the
first half of 2013. This was primarily due to a favourable base
effect!, but was also the result of the easing of imported in-
flationary pressures and absence of any domestic inflationary
pressures from the demand and cost sides. A high annual in-
flation rate of 5.2% was recorded in January 2013, and its in-
crease from December 2012 was largely due to administrative
decisions (the repeal of the zero VAT rate, and increases in the
prices of water and railway services). Subsequently, in conse-
quence, the inflation rate slowed down and the annual rate of
change decreased by 3.2 percentage points, standing at 2.0%
in June. Most inflation components (excluding processed food
products), contributed to this result, especially energy (its con-
tribution to inflation decreased by 2.5 percentage points). The
annual rate of change in energy prices decreased from 13.0%
in January to 0.1% in June, thanks to the favourable base effect
and, partly, to the fall in the prices of refined petroleum prod-
ucts and gas. Inflationary pressures coming from the global
crude oil markets eased from mid-February, when the crude
oil price exceeded USD 119 per barrel, but stabilised at about
USD 103 in the second quarter. Imported inflationary pres-
sures slackened, among other things due to a sharp decrease
in metal prices; the slight downward trend in the prices of food
raw materials continued. The fall in crude oil prices was due
to expectations of slower growth in global demand and a con-
comitant rise in the supply of this energy product, while the fall
in the price of non-ferrous metals was mainly attributable to an
economic slowdown in China, a country accounting for over
40% of the world consumption of metals.

A slowdown in the annual growth of energy prices led to
a strong deceleration of domestic industrial producer prices,
from 5.4% in January to 0.9% in June. Core inflation (which
excludes energy prices and other administrative prices, as well

as agricultural product prices) declined at a slower pace, from
2.6% in January to 2.0% in June.

The absence of domestic inflationary pressures, caused
by weak domestic demand, adverse labour market conditions
and a slight fall in unit labour costs, was most reflected in the
movements of industrial product prices (excluding those of
food and energy), which dropped by 0.4% from the same pe-
riod last year, and services prices, which rose by as little as 1%
annually in June. The reduction in the VAT rate on catering
services from 25% to 10% early in the year did not lead to any
decrease in their prices in January.

Food products contributed the most to the annual inflation

Figure 19 Year-on-year inflation rates and contribution of
components to consumer price inflation
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Figure 18 Consumer price index, core inflation? and industrial
producer prices index
annualised month-on-month rate of change

Figure 20 Deflator of GDP and its individual components

% 20 A

N o
—
—
-

| N NWAWIIA
Y AL AT

S~
>
=

7\
. / W
_8 \
-12
2007 2008 2009 2010 2011 2012 2013

— Consumer price index Core inflation
— Industrial producer price on the domestic market

a Core inflation excludes agricultural product prices and administrative prices.
Note: The month-on-month rate of change is calculated from the quarterly moving
average of seasonally adjusted price indices.

Sources: CBS and CNB calculations.

year-on-year rate of change, in %
w
>
V)
J
5

)7

_9 —FANOSTS T AT T AT AN AN — AN — AN
OO0 C0O0CC0CC0O0C0CCI0O00C 0 CcCOo0c o CcOoOocOoocooo
2007 2008 2009 2010 2011 2012 2013
= Deflator of GDP = Deflator of exports of goods and services
Deflator of personal consumption = Deflator of imports of goods and services
Source: CBS.

1 This was caused by marked price growth in the same period last year, due to the increase in the general VAT rate and in the locally regulated prices (e.g. water
supply, etc.) in March 2012, the rise in refined petroleum product prices over the first four months of 2012 and a surge in electricity and natural gas prices in

May 2012.



growth in June. Despite the slowdown in the annual rate of
change in unprocessed food products during the first half of
2013, this rate remained relatively high in June (6.9%), due to
a fall in meat prices. Due to an unfavourable base effect related
to the prices of processed food products? (including alcohol
and tobacco), their contribution to inflation increased by 0.4
percentage points in June from January, and the annual rate
of change in these prices reached 5.5%. This was due, among
other things, to a substantial increase in the prices of milk and
dairy products in May and a rise in the prices of tobacco prod-
ucts caused by higher excise taxes in effect since end-2012.

11

Having mounted in early 2013, imported inflationary pres-
sures eased again, as suggested by the fall in the annual rate
of change in the implicit deflator of imports of goods and ser-
vices. The decline in import prices was largely due to the above
mentioned drop in the world prices of crude oil and other raw
materials (notably metals and food raw materials), recorded in
the second quarter. Thanks to the relatively insignificant de-
crease in the annual rate of change in the implicit deflator of
imports of goods and services, trade conditions improved in
the second quarter of 2013.

2 The prices of these products dropped in March 2012, as a result of a lower VAT on certain food products.



6 Foreign trade and competitiveness

The current account balance continued to improve in the
first half of 2013. It was EUR 0.3bn higher than in the first
half of 2012, while its relative annual indicator went up from
—1.0% of GDP to 0.8% of GDP (cumulative value in the last
four quarters). The main contributor to the improvement in the
overall balance was the fall in the factor income deficit brought
about by lower direct investment expenditures (profit of foreign
owners of domestic enterprises and banks). The balance in the
international trade in services also improved, largely due to the
rise in tourism revenues. By contrast, the goods deficit widened
from the first half of 2012, due exclusively to the drop in ex-
ports of goods, with goods imports holding steady on an annual
level. The balance in the current transfers account improved
marginally owing to the increase in net income of households.

The drop in direct investment expenditures, which largely
determined the developments in the factor income account in

the first half of the year, mostly related to financial interme-
diation activity, which recorded a sharp annual fall in profit.
Business performance deteriorated also in many manufac-
turing activities, with the exception of oil production and the
chemical industry, which also added to the fall in total factor
expenditures. To a lesser extent, the drop in the total deficit
was also due to lower interest expenses on foreign borrow-
ing. This refers to interest expenses of banks, which intensified
their deleveraging efforts in the observed period, and of enter-
prises, which refinanced their due foreign liabilities under more
favourable terms and thus cut their interest expenses. By con-
trast, interest expenses of the central government rose sharply
due to substantial foreign borrowings.

A surplus in the international trade in services was 6.2%
larger in the first half of 2013 than in the first half of 2012,
mostly owing to the rise in tourism revenues (4.9%). According

Figure 21 Current account balance and its structure

Figure 23 Goods imports (c.i.f.) and trend-cycle
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Figure 22 Goods exports (f.0.b.) and trend-cycle

Figure 24 Nominal and real effective exchange rates of the kuna
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to the CBS data, which include commercial accommodation
capacities, foreign tourist nights rose by 6.0%, largely thanks
to visitors from Great Britain and Poland. A noticeable fall was
recorded in the number of nights spent by visitors from crisis-
stricken Italy as well as from Russia, Ukraine and Turkey due
to the alignment of the visa regime with the EU that came into
effect on 1 April 2013. In contrast with tourism, the trade bal-
ance in transportation services steadily deteriorated, notably
sea cargo transport services.

The steady increase of the positive balance in the current
transfers account in the first half of 2013 may be largely attrib-
uted to the rise in net income of the private sector arising from
worker remittances and other transfers. The current transfers
balance of the central government held steady from the first
half of 2012 due to the equal rise in revenues and expenditures.

Seasonally adjusted data show that exports of goods were
10.6% lower in the first half of 2013 than in the previous half-
year. The unfavourable trend was particularly pronounced in
the first quarter but it gradually reversed in the following three
months. Exports of ships were very low in the first six months,
while exports of oil and refined petroleum products dropped
marginally from the second half of 2012. A slump in exports
was also observed in a number of other SITC divisions (ex-
ports excluding ships and oil dropped by 5.3% from the second
half of 2012). Among individual SITC divisions, the sharpest
downturn was recorded in exports of agricultural and food
products, in particular cereals and cereal preparations, and
sugar, sugar products and honey. A decrease was also evident
in exports of non-monetary gold (of one third), and metal-
liferous ores and metal scrap. Exports of some capital goods
were also reduced, in particular telecommunication apparatus,
a large value of which was exported to the Russian market in
mid-2012. Nevertheless, export results improved in some seg-
ments; recovery was seen in exports of certain chemical prod-
ucts, iron and steel, while exports of medical and pharmaceuti-
cal products and electricity continued to rise.

Imports of goods rose by 1.2% (seasonally adjusted data)
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from the second half of 2012 to the first half of 2013. Exclud-
ing ships, oil and refined petroleum products, imports of which
dropped slightly from the preceding six-month period, imports
recovered even more, by 5.6%. Still, most of this increase was
due to a temporary upsurge in goods imports just before Croa-
tia’s accession to the European Union. Changes in trade ar-
rangements, which came into effect in early July and which re-
fer to the trade in solar panels between EU member states and
China, prompted a sharp increase in imports of these prod-
ucts in June. Furthermore, the changes in the domestic excise
system at the end of the first half of the year encouraged im-
ports of road vehicles, which increased by one half relative to
the previous six months. The imports of most of other goods
continued to stagnate, while the imports of electricity, natural
and manufactured gas experienced a significant drop. A mild
recovery was seen in imports of some chemical products and
raw materials for industrial production.

The improvement in Croatian export price competitive-
ness (measured in terms of movements in the real effective ex-
change rate of the kuna deflated by consumer prices), which
had begun in late 2009, came to a stop in mid-2012 when a
mild deterioration started. The real effective exchange rate of
the kuna deflated by consumer prices appreciated slightly in
the first half of 2013 largely due to the rise in domestic admin-
istered prices, which do not affect prices of exported goods.
This is evident in the real effective exchange rate of the kuna
deflated by producer prices (for the RC in the non-domestic
market) — it resumed its mild downward trend, which was only
briefly interrupted in the previous quarter and which had start-
ed in the third quarter of 2011. Data on the real effective kuna
exchange rate deflated by unit labour costs in the total econo-
my available from the first quarter of 2013 also suggest a slight
deterioration after a noticeable improvement in previous years.
Specifically, a growth of domestic unit labour costs stronger
than in major foreign trading partners and the nominal effec-
tive appreciation resulted in this indicator appreciating relative
to the previous quarter.



7 Financing conditions and capital flows

Slightly more favourable trends in financing conditions for
domestic sectors started in the second half of 2012 and con-
tinued into the first six months of 2013, but individual bor-
rowing costs remained relatively high. The easing of tensions
about the government debt crisis of eurozone members and
abundant liquidity in international financial markets led to an
improvement in conditions for government foreign financing
in the first half of 2013 as well as for short-term government
financing in the domestic market. Domestic costs of corporate
financing decreased less, while interest rates on household fi-
nancing held steady.

The downward trend of the foreign financing costs of
the government, estimated in terms of the yield on the Ger-
man government bond and the EMBI yield spread for Croatia,
came to a halt in late 2012. Foreign financing costs were stable
through to June 2013, when they started to grow in response

to global developments, i.e. the Fed announcement of a pos-
sible gradual reduction of incentive measures. Nevertheless,
government financing conditions were more favourable than in
the same period of 2012, as evident from the required yield
of 5.625% on government bonds issued in April 2013 (the re-
quired yield on government foreign bonds issued in April 2012
was 6.25%). The fall in the required yield was recorded not-
withstanding the downgrading of Croatia’s credit rating to be-
low investment grade by two credit rating agencies and the de-
layed recovery of the Croatian economy. This suggests that the
main reason for the decrease in the borrowing price was global
effects, i.e. increased risk appetite and abundant liquidity in in-
ternational financial markets.

Improved conditions for government external borrowing
were also reflected in domestic financing conditions. This was
also reinforced by the policy of supporting high liquidity in the

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 Household loans by purpose
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domestic monetary system, which the CNB has been pursuing
for a number of years. Interest rates on one-year T-bills, which
steadily decreased in 2012, fell to their lowest level ever in early
2013 and levelled off in the following six months.

CDS spreads on bonds issued by parent banks of the five
largest domestic banks edged up in the first quarter of 2013
but by the end of June had dropped to their level of end-2012.
The CDS for Italian banks remained higher than those for
other banks under review. A marginal decrease in the costs of
foreign funding for Croatian banks failed to make a strong im-
pact on the volume of foreign financing of bank subsidiaries in
Croatia. More specifically, banks financed the bulk of the in-
crease in domestic placements by reducing their foreign assets
and not by foreign borrowing. Furthermore, the external delev-
eraging trend that characterised the year 2012 was interrupted
in the first half of 2013.

Domestic financing conditions for non-financial enter-
prises improved marginally in 2013, in particular conditions
for short-term bank loans. Interest rates on long-term corpo-
rate loans also dropped slightly. As interest rates on household
loans held steady in the period under review, financing condi-
tions for households remained relatively unfavourable, both for
home and other types of loans.

Total corporate financing grew in the first half of 2013,
boosted largely by the rise in domestic corporate debt and,
to a lesser extent, by the increase in corporate external debt.
Corporate debt growth related to both private and state-owned
enterprises, though the rise in loans to enterprises in majority
government ownership was again slightly stronger. A positive
contribution to domestic corporate financing came from the
continued granting of loans under the Economic Development
Programme intermediated by the CBRD, the implementation
of which was secured by the cut in the reserve requirement
rate in 2012. Banks placed around HRK 0.6bn worth of loans
under the programme in the first six months of 2013, so that
the total amount of the funds disbursed reached HRK 1.3bn,
which is 37.8% of its potential (HRK 3.4bn).

Observed on an annual basis, total corporate debt held
nearly steady from the end of June 2012 to the end of June
2013 (excluding the debt of shipyards assumed as government
debt and the transfer of a bank’s non-performing placements
to a company indirectly owned by the parent bank). This con-
firms that no significant pick-up in corporate financing has yet
begun. More favourable developments can be expected only
when the conditions on both credit supply and demand sides
change. The aversion of banks to new risks coupled with the
high level of total corporate debt and the current stage of the
business cycle are the main obstacles to any more vigorous re-
covery in placements, and are outside the direct influence of
the central bank. By pursuing an expansive monetary policy the
CNB can secure favourable system liquidity, as it has done ever
since the onset of the crisis.

In contrast to the situation with enterprises, loans to the
household sector did not grow in 2013. Unchanged financing
conditions coupled with the subdued demand due to unfavour-
able trends in the labour market and uncertainty about future
developments continued to stifle bank lending to the house-
hold sector, so that the annual decline in total household loans
stood at 1.7% at end-May. When loans are broken down by
purpose, car loans decreased most, while home loans dipped
moderately.

15

7.1 Capital flows between Croatia and foreign
countries

Net foreign capital inflows in the first half of 2013 were ap-
proximately equal to those in the same period of 2012. How-
ever, their structure changed — inflows of debt capital strength-
ened and compensated for the fall in equity investment in Cro-
atia. Net capital inflows to the capital and financial account
excluding the change in international reserves stood at EUR
2.0bn. International reserves increased in the same period.

Net capital outflow was recorded on the basis of equity in-
vestments in the first half of 2013. Along with very modest new
equity investments in a small number of activities, the size of
direct and portfolio investments was affected adversely by the
fact that foreign investors sold their equity holdings in some
domestic enterprises to Croatian residents. Net capital out-
flows would have been even larger if a number of foreign own-
ers had not exchanged their debt claims for holdings in domes-
tic enterprises, particularly in the first two months of 2013. To
a small extent, this contributed to the decrease in external debt
and the increase in direct equity investment. Furthermore, the
negative sign of reinvested earnings, above all in the telecom-
munication and financial intermediation sectors, was due to
smaller profits, which were lower than total dividends paid.

Credit institutions and the government generated the bulk
of net inflows of debt capital in the first half of 2013. This de-
terioration of the foreign position of the government was large-
ly a consequence of the April issue of bonds in the US market
worth USD 1.5bn, two-thirds being subscribed by foreign in-
vestors. Net debt liabilities of credit institutions also increased.
Banks withdrew a substantial amount of their foreign financial
assets in the first quarter of 2013 and thus, despite delever-
aging, worsened their foreign position. After deleveraging for
four consecutive quarters, credit institutions increased their
foreign liabilities much more than their foreign financial as-
sets in the second quarter of 2013, which further deteriorated
their foreign position. The deterioration of the net foreign po-
sition of other sectors in the first half of 2013 reflects mostly
the borrowing of a few enterprises from their affiliated enter-
prises abroad early in the year. The worsening of the net debt
position of these domestic sectors was also evident in the total

Figure 29 Capital and financial account flows
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Figure 30 Gross external debt transactions by sectors

Figure 31 Gross and net external debt

billion EUR
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net foreign position (international investment position) which,
after a deterioration of EUR 0.5bn in the first half of the year,
is equivalent to 91.0% of GDP.

The vulnerability of domestic sectors associated with the
worsening of their net foreign debt position was mitigated by
a sharp increase in international reserves, of EUR 0.8bn in the
first six months of 2013. The rise in reserves was largely due
to considerable foreign currency inflows from government for-
eign borrowing. The central bank purchased a portion of these
funds, while the government deposited the rest in a foreign cur-
rency deposit account with the CNB. By contrast, the April sale
of foreign currency to banks led to a decrease in reserves. In-
ternational reserves stood at EUR 12.0bn at end-June and were
sufficient to cover 7.7 months of goods and services imports.

Gross external debt grew by EUR 1.2bn in the first half of
2013, excluding cross-currency changes and other adjustment.
This was largely due to central government borrowing and the
rise in liabilities of credit institutions. A mild increase in foreign
liabilities of other domestic sectors (including those related to
direct investment) was primarily associated with private enter-
prises, while public enterprises and non-banking financial in-
stitutions continued to deleverage. Hence, gross external debt
ended June at EUR 46.2bn, which is 104.9% of GDP (in the
preceding four quarters). Due to a parallel increase in foreign
assets of domestic sectors, especially the central bank, net ex-
ternal debt grew slightly less in the first half of 2013 (EUR
1.0bn), standing at EUR 28.6bn at the end of June, or 64.7%
of GDP.
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In the first half of 2013, the CNB continued the policy of
supporting high monetary system liquidity, while maintain-
ing the stable exchange rate of the domestic currency. In its
foreign exchange transactions in the first six months of 2013,
which were marked by purchases of foreign exchange from the
government and sales of foreign currency to banks, the CNB
ensured domestic and foreign currency liquidity in the market
and stability of the domestic currency. Although developments
in monetary and credit aggregates were slightly more favour-
able than in 2012, there was no significant acceleration of their
growth in a setting of delayed economic recovery.

In the first half of 2013, the central bank purchased EUR
208m net by means of foreign exchange transactions, thus cre-
ating HRK 1.6bn. The CNB purchased EUR 423m net from
the government, creating HRK 3.2bn and sold EUR 215m to
banks in the April intervention, withdrawing HRK 1.6bn. The
foreign exchange purchased from the government had been
borrowed abroad, while the sale of foreign currency to banks
was aimed at halting depreciation pressures in the foreign ex-
change market.

The central bank increased banking system liquidity by re-
serve money creation, which confirms the expansive orienta-
tion of monetary policy. The average surplus of kuna liquidity
at the disposal of credit institutions stood at HRK 5.9bn in the
first six months of 2013, almost double the average recorded in
2012. As of end-April, i.e. since the enforcement of the deci-
sion to cut the rate of remuneration paid on overnight deposits
with the CNB from 0.25% to 0%, banks have no longer used
overnight deposits and have instead placed total liquidity sur-
pluses in their settlement accounts with the CNB. A high level
of liquidity was also reflected in low overnight interest rates in
the interbank market and low interest rates on T-bills.

The average exchange rate of the kuna against the euro
stood at EUR/HRK 7.57 from January to end-June 2013, or
0.7% over the last year’s average. The kuna weakened steadily
against the euro from the beginning of the year to mid-April
and then became stable. It started to strengthen gradually at

the end of June in line with usual seasonal movements. As re-
gards the exchange rate of the kuna against other major glob-
al currencies in the first six months of 2013, it strengthened
moderately against the Swiss franc and held steady against
the US dollar at the levels similar to those in late 2012. Such
movements largely reflected the developments in the exchange
rates of these currencies against the euro in the global financial
market.

In the first six months of 2013, international reserves of the
CNB increased on account of foreign currency inflows from
the government’s foreign borrowing. A portion of the funds
was purchased, while the government deposited the rest in a
foreign currency deposit account with the CNB, all of which
provided a boost to reserves. The sale of foreign currency to
banks had the opposite effect (a decrease in reserves). Gross
international reserves stood at EUR 12.0bn at the end of June

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 EUR/HRK, USD/HRK and
CHF/HRK
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Figure 35 International reserves of the CNB and monetary
aggregates
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Figure 36 Monetary aggregates and money multiplier
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2013, an increase of EUR 0.8bn (7.0%) from the end of 2012.
Net usable reserves grew by EUR 0.3bn (2.6%) in the same pe-
riod, to EUR 10.5bn at the end of June. The level of reserves in
Croatia thus continued to exceed by a large margin the balance
in reserve money (MO) and money (M1).

The broadest monetary aggregate M4 grew by 0.8% in the
first half of 2013, excluding the exchange rate effects, which
is a slight improvement over the same period of 2012 when it
decreased by —0.2%. Within the structure of total liquid assets,

money (M1) grew sharply in the current year, largely on ac-
count of the rise in corporate demand deposits triggered by
the fiscalisation. Savings and time deposits dropped moderate-
ly in the same period. Developments in real monetary aggre-
gates in the first half of the year were affected positively by the
slowdown in consumer price inflation, so that real seasonally
adjusted values of money (M1) and total liquid assets (M4)
edged up from the beginning of 2013.
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Consolidated general government revenues decreased by
0.7% from January to June 2013 relative to the same period of
the previous year. Profit tax revenues made the largest contri-
bution to the fall in revenues, due to the repeal of the reinvested
earnings tax as of January this year and a decline in the profits
of economic entities in 2012. A major contribution to the over-
all fall in revenues also came from revenues from social contri-
butions, largely due to the base effect of the cut in the health
insurance contribution rate and a one-off collection of tax debt
in May 2012. By contrast, VAT revenues made the largest posi-
tive contribution to developments in total revenues. This was
mainly the consequence of the tax law amendments, which re-
late to the increase in the basic VAT rate in March 2012, the
replacement of the zero VAT rate for certain products by a 5%
rate in January 2013, and the introduction of fiscal cash regis-
ters. Furthermore, the rise in VAT revenues was also due to the

increase in goods imports in June triggered by the changes in
the trade regime following Croatia’s accession to the EU.

Consolidated general government expenditures, including
the acquisition of non-financial assets, grew by 8.5% in the
first six months on an annual level. This was mainly the result
of rehabilitation of debt of health institutions and the CIHI,
which was evident in an upsurge in expenditures on social ben-
efits. Interest expenses also grew markedly due to public debt
growth, while expenditures for subsidies rose sharply as a re-
sult of the change in the payment dynamics of support to farm-
ers over the year. Expenses for employees were the only major
expenditure category that recorded a noticeable decrease. This
was mainly due to the base effect related to the cut in the health
insurance contribution rate and a 3% cut in wages to civil serv-
ants and government employees in March 2013.

Capital investment of general government related to the

Figure 37 Consolidated general government revenue
year-on-year rate of change of four-quarter moving sums

Figure 39 Consolidated general government balance
four-quarter moving sums
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acquisition of non-financial assets grew by nearly two-fifths in
the observed period, which reflects increased central govern-
ment investment, while investment activity of local government
units was at the same level as in the first six months of the pre-
vious year.

The overall fiscal deficit of general government was HRK
12.6bn in the first six months of 2013, an increase of HRK
5.6bn from the same period in 2012. The entire deficit was
made at the consolidated central government level, while the lo-
cal government budget was balanced. As revenue developments

were more unfavourable than the Ministry of Finance expected
while expenditures on health sector debt were larger than an-
ticipated in the 2013 budget, the deficit has already come close
to that projected for the entire year.

Public debt continued to grow strongly as the government
met its needs for deficit financing in the first half of the year
by new borrowings. The government obtained the bulk of the
funds needed in the first quarter by means of T-bill issues and
borrowing, while it issued USD 1.5bn worth of foreign bonds
early in the second quarter.
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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 Cro-
atian National Bank, these reserves constitute a part of the
balance sheet of the central bank. The manner in which the
international reserves are managed is consistent with the es-
tablished monetary and foreign exchange policies; in manag-
ing the international reserves, the CNB is governed primarily
by the principles of liquidity and safety. The international re-
serves 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 for international reserves management and sets out the risk
management framework. The International Reserves Commis-
sion is the body responsible for the development of interna-
tional reserves investment strategies in accordance with the ob-
jectives and criteria set by the Council of the CNB and for the
adoption of tactical decisions on international reserves man-
agement, while taking into account market conditions.

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 security
and liquidity of investment (Article 19 of the Act on the Croa-
tian 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 currency
risks, though other risks such as liquidity and operational risks
also play a role. The CNB limits exposure to credit risk by in-
vesting in highly rated government bonds, collateralised depos-
its and non-collateralised deposits with financial institutions
with the highest credit rating. Interest rate risk, or the risk of
a fall in the value of the international reserves portfolio due to
unfavourable interest rate changes, can be controlled by means
of benchmark portfolios and by investing a part of interna-
tional reserves in the held-to-maturity portfolio. Currency risk
arises from currency fluctuations between the kuna and the eu-
ro and the kuna and the US dollar. Liquidity risk is controlled
by investing reserves into readily marketable bonds and partly
in deposit instruments with short maturities. Operational risk
can be controlled by strict separation of functions and respon-
sibilities, 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 CNB manages international reserves acquired through
outright purchases from banks and the MoF, through its mem-
bership in the IMF as well as income derived from the invest-
ment of international reserves and other CNB assets in line
with its own guidelines. The other component of the reserves,
formed on the basis of the allocated foreign currency compo-
nent of reserve requirements, MoF deposits, repo agreements
with banks, foreign currency swaps in the domestic market,
IMF membership and other assets owned by other legal per-
sons, is managed by the CNB according to the foreign cur-
rency liabilities assumed, the aim being to ensure protection
against currency and interest 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 international
reserves. The minimum daily liquidity and held-for-trading in-
struments used for daily liquidity maintenance are prescribed
by a Governor’s decision. Held-for-trading portfolios are car-
ried at market (fair) value through profit and loss. Held-to-
maturity portfolios comprise fixed income and fixed maturity
securities that the CNB intends to hold and can hold until ma-
turity, 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
2013

Total international reserves of the CNB as at 30 June 2013
stood at EUR 12,020.37m, up EUR 784.58m or 7.0% on the
balance at the last day of 2012 (EUR 11,235.79m). Net in-
ternational reserves, excluding the foreign currency component
of reserve requirements, special drawing rights (SDR) with
the IMF, and deposits of the Ministry of Finance, increased by
EUR 264.83m (2.6%) in the first six months of 2013, from
EUR 10,197.37m to EUR 10,462.20m. The main drivers of
changes in international reserves during the first half of 2013
were foreign currency purchase and sale transactions with
the Ministry of Finance and foreign currency sales to banks
through interventions.
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Table 1 Monthly changes in CNB international reserves
end of period, in million EUR

SEMI-ANNUAL INFORMATION 2013 ¢ INTERNATIONAL RESERVES MANAGEMENT

Table 3 CNB foreign exchange interventions with banks — the first
half of 2012 compared to the first half of 2013

in million EUR
December 2012 11,235.79 10,197.37 Purchase (1) Sale )
January 2013 11,080.17 10,061.73 _ jﬁg
February 2013 11,133.44 10,104.32 2013
March 2013 11,276.41 10,246.40 January 0.00 0.00 327.00 0.00 0.00 0.00
April 2013 12,058.71 10,449.52 February 0.00 0.00 131.00 0.00 0.00 0.00
May 2013 12,049.23 10,484.37 March 0.00 0.00 0.00 0.00 0.00 0.00
June 2013 12,020.37 10,462.20 April 0.00 0.00 0.00 214.90 0.00 -214.90
Change May 0.00 0.00 266.40 0.00 0.00 0.00
Jun. 2013 - Dec. 2012 784.58 264.83 June 0.00 0.00 0.00 0.00 0.00 0.00
Source: CNB. Total 0.00 0.00 724.40 214.90 0.00 -214.90
Source: CNB.

Table 2 Total CNB turnover in the foreign exchange market, 1 January — 30 June 2013

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

Purchase (1

Domestic banks 0.00 0.00 214.90 1,634.91 -214.90 -1,634.91

Ministry of Finance 582.16 4,410.85 159.00 1,207.63 423.16 3,203.22

Total 582.16 4,410.85 373.90 2,842.54 208.26 1,568.31
Source: CNB.

10.2.1 Total CNB turnover in the foreign exchange
market in the first half of 2013

In the first half of 2013, the Croatian National Bank inter-
vened in the domestic foreign exchange market through for-
eign currency purchase and sale transactions with the Ministry
of Finance and foreign currency sales to banks in the Republic
of Croatia.

The CNB intervened by selling a total of EUR 214.90m
in April, with the result that kuna liquidity dropped by HRK
1,634.91m. There were no foreign currency purchases from
banks in the first half of 2013.

The CNB purchased EUR 582.16m from the Ministry of
Finance, selling to it EUR 159.00m in the first six months of
2013. As a result, a net worth of HRK 3,203.22m was put into
circulation.

10.2.2 Structure of international reserves investment

The CNB invests in funds of financial institutions and
countries with the highest credit rating. The evaluation of
creditworthiness is based on ratings issued by internationally
recognised rating agencies (Moody’s, Standard & Poor’s and
FitchRatings) and an internally-developed model for credit-
worthiness evaluation; there are restrictions on investments in
individual financial institutions and countries, which serves to
diversify credit risk. The lion’s share of CNB foreign currency
portfolios is invested in instruments such as government secu-
rities of selected countries, instruments issued by international
financial institutions, central bank instruments and reverse re-
po agreements.

The structure of international reserve investments changed
from the end of 2012 to the end of the first half of 2013 mainly
because the CNB strove to attain higher returns in a setting of

low yields, while adhering to the same limits regarding expo-
sure to credit and interest rate risk.

In view of the lingering debt crisis in Europe and uncer-
tainties in financial markets, strict guidelines for investment in
some countries and banks remained in effect in the first half of
2013.

Table 4 Structure of international reserves investment as at 30 June
2013

in %
30 June 2013 31 December 2012

Investment
Net Total Total
reserves | reserves | reserves | reserves

1 Countries
Government bonds 68.99 60.04 65.70 59.63
Reverse repo agreements 2.34 8.21 1.89 2.73
Central banks 11.16 10.17 13.32 15.82
Covered bonds 1.94 1.69 2.45 2.22

2 International financial institutions

Deposits 0.29 3.19 0.30 3.41

Securities 10.44 9.09 11.11 10.08

Reverse repo agreements 2.33 3.09 1.28 1.16
3 Banks

Deposits 0.00 1.06 0.01 0.01

Securities? 2.51 3.46 3.96 4.94
Total 100.00 100.00  100.00  100.00

2 Refers to securities guaranteed by German federal states.
Source: CNB.
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Figure 41 Currency structure of total international reserves
as at 30 June 2013

Figure 42 Yield curve of American government bonds and other
selected instruments
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Currency structure of international reserves

On 30 June 2013, the share of the euro in the total inter-
national reserves was 79.07%, up from 77.81% at the end of
2012 (largely due to the higher euro amount in the account
of the Ministry of Finance). The share of the American dollar
decreased from 19.05% at the end of 2012 to 18.00% on the
last day of June 2013. The share of SDRs also dropped, from
3.14% to 2.93% of the total international reserves, primarily
due to an increase in the level of total reserves.

The portion of the reserves arising from allocated foreign
currency reserve requirements, MoF foreign exchange funds
and repo operations with foreign banks is not exposed to cur-
rency risk as it is invested in the same currency in which it was
deposited in CNB accounts, i.e. in the currency of the obliga-
tion.

Results and analysis of CNB foreign currency portfolio
management in the first half of 2013

International reserves were invested mostly in American
and German government securities as well as securities of oth-
er developed countries. In the midst of the ongoing financial
crisis, yields on these investments continued to be extremely
low.

Yields on instruments maturing in up to a year in which net
reserves are invested did not change much in either the Euro-
pean or American market, hovering around zero in the first six
months of 2013. By contrast, as the yield curves for US and
German bonds maturing in one to five years increased sharply
and their slope became much steeper, the effect of bonds of
longer maturities was negative.

Net international reserves of the CNB comprise the euro-
and dollar-denominated held-for-trading portfolios and the
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Figure 43 Yield curve of German government bonds and other
selected instruments
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euro-denominated held-to-maturity portfolio. Investments of
international reserves are protected against interest rate risk
(i.e. the possibility of a significant increase in interest rates) in
two ways: by the short duration of the held-for-trading portfo-
lio, which limits potential losses on such portfolios, and by in-
vesting a portion of the funds in the held-to-maturity portfolio.
In addition to providing security against interest rate risk, such
guidelines ensure adequate earning on investment.

The net euro portfolio generated a total income of EUR
42.00m, while the dollar-denominated held-for-trading portfo-
lio generated USD 0.94m in the first half of 2013.
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11 Business operations of credit institutions

In the first half of 2013 the weak credit activity and the fur-
ther materialisation of credit risk reflected the impacts of un-
favourable developments in the economic environment on the
banking system. The inevitable consequence of the prolonged
recession, evident for the fifth consecutive year in the decrease
or stagnation in economic activity in the country, was the con-
siderable drop in the profit of banks and the impaired profit-
ability of their business operations.

In the first half of 2013 the banks generated HRK 1.3bn in
profit (from continuing operations, before tax), which is 40.8%
less profit than in the first half of the previous year. ROAA and
ROAE dropped to 0.6% and 3.5% respectively. The decrease
in bank profit was primarily the consequence of less interest
income from loans, especially from corporate loans, and of the
increased provision expenses for credit portfolio losses. The
reasons for their growth were the difficulties in the collection
of loans, the rise in fully irrecoverable loans, and strong risk
aversion, which resulted in a slight growth in loans (2.0% ef-
fectively) and in a higher level of less risky but also less lucra-
tive placements. Credit growth was directed primarily to corpo-
rates, mostly as loans for working capital and syndicated loans,
and to the government units sector. As regards households,
the trend of deleveraging continued for the fifth consecutive
year, and in the observed period the key impact on the decrease
in debt was made by the fall in home loans. The absence of a
strong recovery in credit activity and continued unfavourable
economic developments led to a further deterioration in loan
quality indicators, and at the end of June 2013 the share of B
and C risk category loans reached 15.1%. The share of B and
C risk category loans in the corporate sector grew consider-
ably, to 26.9%, primarily due to the growth in the mentioned
risk category loans in trade and construction activities.

The strong bank deleveraging from the most of the previ-
ous year stopped in the first half of 2013, which resulted in
a weak growth in assets (1.3% effectively). The increase in
sources of financing was primarily based on the growth in de-
posits of non-residents, but the sources obtained from the ma-
jority foreign owners continued to drop. Nevertheless, they still
accounted for a significant 16.8% of the total sources of fi-
nancing. Domestic sources of financing also declined, due to
the moderate bank deleveraging in the domestic financial mar-
ket. As regards the domestic sources of financing, household
deposits remained a stable source of bank financing, despite
the fact that their growth slowed down considerably, to 1.0%
of the effective semi-annual growth. The overall growth in the
balance sheet was based on the increase in kuna items, so a
moderate currency restructuring of bank balance sheets was
noticeable.

The payment of the greater share of profit from the previ-
ous year and of the share of profit from previous years was cru-
cially responsible for a slight fall in bank capital. At the same
time, the total capital requirements decreased less consider-
ably, so the capital adequacy ratio decreased only slightly, to
20.8%. The high capital adequacy and balance sheet capital-
to-liabilities ratios continue to indicate a satisfactory level and
quality of bank capital.

11.1 Banks

11.1.1 Structural features

At the end of June 2013, there were 36 credit institutions
operating in the Republic of Croatia: 30 banks, one savings
bank and five housing savings banks. The number of credit
institutions remained unchanged from the end of 2012. The
banking system assets stayed at the end-2012 level, which is
the result of the nominally equal change in bank and housing
savings bank assets, though with opposite signs. Therefore a
dominant share of bank assets (including one savings bank)
of 98.2% at the end of 2013 remained in the structure of the
system assets, and the remaining 1.8% referred to the assets of
housing savings banks.

System concentration decreased slightly from the end of
2012. The share of the first two largest banks in three key seg-
ments (assets, loans and deposits) nevertheless remained rela-
tively high, at around 43.0% (Figure 44). The most noticeable
decrease in shares occurred in the first five banks, whose share
of assets and deposits in total assets and deposits of all banks
decreased by 0.7 percentage points, and the share of loans by
0.6 percentage points. By contrast, the next five banks record-
ed a growth in assets, mostly from a rise in deposits, as well
as from an increase in credit activity, due to which the con-
centration indicators of ten largest banks eventually remained
unchanged. Thus the share of assets of the first ten banks at
the end of June 2013 was 92.6%, just like at the end of 2012,
while the shares of loans and deposits changed only slightly
and reached 93.5% and 92.3% respectively.

The ownership structure of banks remained unchanged
in the first six months of 2013. A total of 16 banks were in
the majority ownership of foreign shareholders and 15 banks
were in the majority ownership of domestic shareholders (Ta-
ble 5). Due to the noticeable growth rates of several banks the
share of banks in domestic ownership increased to 10.3% of

Figure 44 Shares of assets, loans and deposits of the largest
banks in total assets, loans and deposits
as at 30 June 2013
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Table 5 Ownership structure of banks and their share in total bank assets

end of period

- . .

Jun. 2013

Number of banks Number of banks Number of banks

Domestic ownership 10.3
Domestic private ownership 13 4.9 13 5.2 13 5.3
Domestic state ownership 2 4.5 2 4.8 2 5.0

Foreign ownership 17 90.6 16 90.1 16 89.7

Total 32 100.0 31 100.0 31 100.0

Source: CNB.

the total assets of all banks. The largest number of banks (six)
was in the ownership of Austrian shareholders, and the assets
of those banks accounted for a high 60.6% of the total assets
of all banks. Four banks were in the ownership of Italian share-
holders and their total market share stood at 18.5%. Share-
holders from France and Hungary accounted for slightly more
than 10% of total assets and each had one bank in their owner-
ship, while the share of the remaining four banks, in the own-
ership of shareholders from San Marino, Turkey, Switzerland
and Serbia, was very small.

11.1.2 Bank balance sheet and off-balance sheet items

Assets

At the end of the first half of 2013 bank assets stagnated
at the end-2012 level (Table 6). The trend of decline in total
bank assets present for most of the previous year continued in
the first quarter of 2013, and it was interrupted in the second
quarter by the rise in deposits of non-residents and domestic
corporates. In the first six months of this year the developments
in assets were significantly influenced by the appreciation of

Table 6 Structure of bank assets
end of period, in million HRK and %

Dec. 2011

the kuna against the three most widely represented foreign cur-
rencies, and without that influence the achieved increase in as-
sets would be considerably higher and would amount to HRK
5.4bn or 1.3%. The overall growth in assets was based on the
increase in kuna items (by HRK 6.6bn or 4.6%), while the for-
eign currency assets effectively decreased, which is indicative
of a slight balance sheet currency restructuring.

Bank loans granted (net) rose in the first half of 2013 by
HRK 289.3m or only 0.1%. The strengthening of the kuna sig-
nificantly affected the stagnation in loans in the observed pe-
riod, and without that impact the increase in net loans would
reach HRK 4.3bn or 1.6%. The considerable difference be-
tween the nominal and the effective growth is the consequence
of a high share of loans subject to the impact of the move-
ment of the kuna exchange rate against foreign currencies,
which is around three quarters of all net loans. The bulk of
the growth in loans in the first half of 2013 focused on corpo-
rates and government units, and households continued to de-
leverage. Reflecting the prolonged recession and unfavourable
developments in the economy, there was no fall in the inten-
sity of credit risk materialisation, as evidenced by difficulty in

Dec. 2012 Jun. 2013

Money assets and deposits with the CNB 53,054.6 13.0 51,169.4 12.8 -3.6 51,8855 13.0
Money assets 6,194.1 1.5 6,438.9 1.6 4.0 6,817.8 1.7 5.9
Deposits with the CNB 46,860.5 11.5 44,7305 11.2 -45 45,0678 113 0.8
Deposits with banking institutions 26,957.1 6.6 23,847.3 6.0 -11.5 21,906.4 545 -8.1
MoF treasury bills and CNB bills 11,580.0 28 10,701.6 2.7 -7.6  12,629.5 3.2 18.0
Securities 24,869.6 6.1 32,095.1 8.0 29.1  30,231.2 7.6 -5.8
Derivative financial assets 673.9 0.2 910.6 0.2 35.1 1,540.0 0.4 69.1
Loans 276,727.5 68.0 267,965.1 67.0 -3.2 268,2545 67.0 0.1
Loans to financial institutions 7,140.1 1.8 10,130.1 2.5 41.9 9,882.8 2.5 -2.4
Loans to other clients 269,587.4 66.2 257,835.1 64.5 -4.4 258,371.7 64.6 0.2
Investments in subsidiaries, associates and joint ventures 3,288.7 0.8 3,120.0 0.8 -5.1 3,360.7 0.8 7.7
Foreclosed and repossessed assets 868.4 0.2 1,296.8 0.3 49.3 1,370.6 0.3 5.7
Tangible assets (net of depreciation) 4,365.1 1.1 4,284.0 1.1 -1.9 4,190.0 1.0 2.2
Interest, fees and other assets 7,650.6 1.9 7,414.7 1.9 -3.1 7,640.3 1.9 3.0
Net of: Collectively assessed impairment provisions 3,070.6 0.8 2,888.9 0.7 -5.9 2,869.6 0.7 -0.7
Total assets 406,965.0 100.0 399,915.7 100.0 -1.7 400,139.1 100.0 0.1

Source: CNB.
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collection and the growth in loan losses. The increase in the
loan value adjustments by almost 8.0% continued to decelerate
the growth in bank assets.

In the first half of the year more pronounced changes
were visible in items indicating deposits with the CNB. Due
to the reduction in the remuneration rate on overnight depos-
its® the banks no longer use the overnight deposit facility with
the CNB for their surplus liquidity, and so the total amount of
those deposits was transferred from the account of the depos-
ited amount with the CNB to the banks’ giro accounts (settle-
ment accounts). The reduction in deposits with financial insti-
tutions by 8.1% was probably the consequence of the decrease
in foreign currency liabilities; in accordance with the applica-
ble regulations, foreign currency liabilities need to be covered
by liquid foreign currency claims in the amount of 17%. The
channelling of funds from deposit accounts with other foreign
financial institutions to accounts held with parent banks was
noticeable, particularly influenced by one bank and the parent
bank’s bond repayment upon maturity. The average month-
ly coverage of foreign currency liabilities by foreign currency
claims decreased slightly from end-2012, but it was still larger
than prescribed, by two percentage points on average.

Total bank investments in securities remained stable at the
level from the end of the previous year and at the end of June
reached HRK 42.9bn, which accounted for 10.7% of the total
assets of all banks (Figure 45). Almost all investments referred
to debt securities, and the significance of equity securities, de-
spite the rise in investments in foreign companies, remained
negligible (less than 1%). The bulk of the total investments of
banks in debt securities (62.4%) related to the securities of the
Republic of Croatia, most notably bonds and T-bills. In the first
half of 2013 their significance additionally increased, due to
the growth in those investments by an additional HRK 2.5bn
or 10.6%, the major part of which related to T-bills of the Min-
istry of Finance.

Also noteworthy for their share in the structure of debt se-
curities are investments in securities of foreign governments
(14.8%), foreign financial institutions (7.9%) and domestic
corporates (10.6%). Of those items only investments in the
securities of corporates increased at the end of June, due to
an increased purchase of bills of exchange. The observed re-
duction in investments in securities of foreign financial institu-
tions (by HRK 2.0bn or 37.5%) was only temporary and it was
influenced by one bank. The fall in debt securities of foreign
governments by 9.5% almost completely referred to one bank
and the reduction in investments in T-bills of a foreign central
bank.

Derivative financial assets were prominent among other
items of assets with high growth rates, with a 69.1% increase
in the first half of the year, particularly on the basis of con-
tracts entered into with foreign banks, predominantly with the
majority foreign owners. At the same time claims on the basis
of swaps and forwards with the exchange rate as the underly-
ing variable increased the most. Investments in branches, as-
sociates and joint ventures rose by 7.7% due to their growth
in two banks. A greater part of that growth was achieved
through increased investments in the capital of non-financial
institutions. At the system level, those investments continue to

3 In line with the Decision on the interest rates and remunerations of the
Croatian National Bank (OG 45/2013) the remuneration rate on overnight
deposits with the central bank was reduced from 0.25% to 0%.

Figure 45 Structure of bank assets
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be considerably lower than the prescribed limit (30% of own
funds at most) and amount to 1.8%.

The deterioration in the loan portfolio quality and the dif-
ficulty in collecting claims continue to result in the growth in
assets acquired in exchange for claims, but that growth of 5.7%
was much lower than in the previous four years. Acquired
assets still account for a very low share in the total assets of
banks (0.3%), although the noticeable fall in the part of those
assets intended for sale within one year (17.1%) suggests that
the banks expect certain difficulties in selling them. Invest-
ments in assets acquired during a period of longer than two
years, the level of which is limited in relation to own funds,
comprised almost half of the total amount of the acquired as-
sets. The average ratio of those investments to own funds of
all banks stagnated at a relatively low 9.3%, but only in certain
banks was this ratio high.

Liabilities and capital

A slight increase in bank liabilities in the first half of 2013,
by HRK 1.1bn or 0.3% was based on the increase in non-resi-
dent sources (2.1%), that is, foreign financial institutions, and
total domestic sources decreased (0.4%). Compared to end-
2012, only deposits rose (1.3%) and all other types of sources
decreased, especially loans received (6.6%). Excluding the ex-
change rate effects, the growth in liabilities was much higher
and stood at HRK 4.3bn or 1.3%. In the first half of the year
the bank liabilities saw a significant currency restructuring,
which resulted in the rise in kuna liabilities by HRK 9.1bn or
8.5% and in the decrease in foreign currency liabilities by HRK
8.0bn or 3.4% (HRK 4.8bn or 2.0% effectively).

The growing importance of non-residents in sources of
bank financing was due to the increase in deposits of other for-
eign financial institutions (other than majority foreign owners).
One bank stood out for the amount of the change, where this
growth was only temporary. Sources received from majority
foreign owners continued to go down (0.8%), but this trend
was much slower than in the previous year, due to the effects
of increased usage of those sources during the second quarter
in some banks. At the quarterly level, this ended the strong de-
leveraging of banks against their parent banks. The funds of
majority foreign owners continued to be a significant source



Table 7 Structure of bank liabilities and capital
end of period, in million HRK and %

Dec. 2011
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Dec. 2012 Jun. 2013

Loans from financial institutions 17,320.7 16,802.9 -3.0 15,818.0 -5.9
Short-term loans 5,383.5 1.3 3,273.9 0.8 -39.2 2,014.5 0.5 -38.5
Long-term loans 11,937.2 2.9 13,529.0 3.4 13.3 13,803.5 3.4 2.0

Deposits 281,286.7 69.1  275,844.0 69.0 -1.9 279,470.4 69.8 1.3
Transaction account deposits 44,901.6 11.0 47,466.3 11.9 5.7 52,846.6 13.2 11.3
Savings deposits 21,074.5 5.2 21,229.8 5.3 0.7 20,845.4 5.2 -1.8
Time deposits 215,310.6 52.9 207,147.9 51.8 -3.8 205,778.3 51.4 -0.7

Other loans 31,852.3 7.8 30,599.2 7.7 -3.9 28,477.4 71 -6.9
Short-term loans 3,938.4 1.0 4,669.1 1.2 18.6 5,004.0 1.3 7.2
Long-term loans 27,914.0 6.9 25,930.1 6.5 =7.1 23,473.5 5.9 -9.5

]I(I)oerrti:’/:éii\ézﬁnancial liabilities and other financial liabilities held 1,383.7 0.3 1,752.3 0.4 26.6 1,418.7 0.4 _19.0

Debt securities issued 0.0 0.0 300.0 0.1 0.0 300.0 0.1 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 0.0 300.0 0.1 0.0 300.0 0.1 0.0

Subordinated instruments issued 1,366.2 0.3 1,391.0 0.3 1.8 1,365.5 0.3 -1.8

Hybrid instruments issued 3,601.1 0.9 3,243.0 0.8 -9.9 3,205.7 0.8 -1.1

Interest, fees and other liabilities 14,387.4 3.5 12,611.7 3.2 -12.3 13,5657.6 3.4 7.5

TOTAL LIABILITIES 351,198.2 86.3 342,544.1 85.7 2.5 343,613.4 85.9 0.3

Share capital 33,805.6 8.3 34,231.0 8.6 1.3 34,146.2 8.5 -0.2

Current year profit/loss 3,804.4 0.9 2,723.9 0.7 -28.4 986.3 0.2 -63.8

Retained earnings/loss 18,705.2 3.4 15,666.4 3.9 14.3 16,820.4 4.2 7.4

Legal reserves 1,058.6 0.3 1,081.1 0.3 21 1,112.1 0.3 2.9

cF:;seerrg;i?arlo;gngVZ;r by the articles of association and 3,643.6 0.9 3.202.4 0.8 _96 3.222.1 0.8 21

Revaluation reserves -188.0 0.0 427.0 0.1 -327.1 337.7 0.1 -20.9

Previous year profit/loss -62.6 0.0 -50.1 0.0 -19.8 -99.2 0.0 97.8

TOTAL CAPITAL 55,766.8 13.7 57,371.6 14.3 2.9 56,525.7 14.1 -1.5

TOTAL LIABILITIES AND CAPITAL 406,965.0 100.0 399,915.7 100.0 -1.7  400,139.1 100.0 0.1

Source: CNB.

of bank financing, with a share of 16.8% in the total sources of
financing at the end of June 2013. Almost all banks in foreign
ownership used sources from majority foreign owners, but the
range of usage varied greatly among the different institutions,
and only a few banks reported a high level of dependence on
those sources. The kuna component continued to account for
a little over one fourth of sources from majority foreign own-
ers. In the first half of 2013 it grew by 12.5%, but the drop in
the foreign currency component resulted in a very slight reduc-
tion of total sources from majority foreign owners.

The most significant influence on reduction of domes-
tic sources came from the moderate deleveraging of banks in
the domestic financial market on the basis of loans received
from financial institutions (8.7%). At the same time domestic
deposits only slightly rose (0.2%), due to opposite trends in
the deposits of certain institutional sectors. The fall in depos-
its of government units (5.2%) was thus compensated by the
growth in deposits of corporates (1.4%). The last reported in-
crease in deposits of corporates in the first half of the year was
achieved in 2007. The increase reflected changes from the sec-
ond quarter and mostly related to deposits in transaction ac-
counts. A great share of their increase was the consequence of

the rise in the balance in transaction accounts of pharmaceuti-
cal wholesalers, owing to the decrease in the health sector debt
to that activity. The remaining, smaller part of the increase was
mostly concentrated in trade and may be attributed to the loans
received from banks, as well as to the tightened fiscal policy
measures. Household savings stagnated, despite the noticeable
growth in deposits of that sector in some banks.

The stagnation in household deposits in the first half of
the year was partially determined by the exchange rate effects,
and those effects excluded, a slight effective growth of 1.0%
was achieved. The increase in kuna savings and some savings
in the American dollar contributed to that growth the most,
while savings in the euro and Swiss franc was effectively re-
duced. Household deposits continued to be the most signifi-
cant source of financing, with a share of 50.7% in sources and
almost 60.0% in total deposits. The double-digit annual growth
rates of household deposits which were present in the pre-cri-
sis period had decreased at the beginning of the crisis, but only
in 2011 were they seriously disturbed. Similar developments
continued in the previous year, and in the first six months of
this year the rise in those deposits additionally slowed down,
which may be attributed to the compounding of the principal.
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Figure 46 Structure of bank liabilities and capital
as at 30 June 2013
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The deposits in foreign currency continue to have a dominant
share of 77.6% in the structure of household savings, and their
amount decreased in the first half of 2013 by 1.4%. At the same
time the kuna deposits went up by a considerable HRK 1.7bn
or 4.9% which was equally attributed to the growth in kuna de-
posits in transaction accounts and in kuna time deposits. This
led to a slight rise in the share of kuna deposits in household
time deposits, but it is still relatively low, less than 15.0%. Al-
though as mentioned there was an increase in deposits in the
American dollar, household deposits in all other foreign cur-
rencies declined.

In the first half of 2013, instruments with the characteris-
tics of capital, subordinated and hybrid instruments, continued
to moderately decline (1.8% and 1.1% respectively), but their
share in total liabilities and capital stagnated at the level of the
end of the previous year. Only one bank continued to use fi-
nancing by issued debt securities, in an unaltered amount and
with very low impact on bank liabilities and capital.

The decline in bank capital by 1.5% contributed to the
stagnation in total liabilities and capital. However, at the end
of the first half of 2013, capital continued to account for a high
share in total liabilities and capital (Figure 46). Payments from
profit had a key impact on the reduction in capital. The banks
allocated a smaller part of the profit achieved in 2012 (HRK
2.7bn) to reserves and retained earnings (HRK 1.1bn), and a
greater part is foreseen for payment. By the end of June 2013
dividends in the total amount of HRK 1.2bn were paid, with
an additional HRK 0.4bn to be paid in the future. Measured as
the share in profits achieved in 2012, dividends accounted for
60.9%. From 2005 onwards, a higher percentage of dividend
payment was recorded only in 2010 (75.9%), based on the re-
sults achieved in 2009.

Despite the payment of a larger share of the profit, the total
amount of retained earnings at the level of all banks was still
significant and amounted to HRK16.8bn, and with all capital
reserves it reached HRK 21.5bn, which accounted for around
40% of total bank capital at the end of the first half of 2013.
The distribution of those capital buffers within the system is
rather uneven, thus the total retained losses of banks amounted
to as much as HRK 916.1m. In order to cover previous years’
losses, two banks by the end of June conducted a simplified

reduction of the initial capital and a recapitalisation and they
created capital reserves, which had a positive impact on their
capital. Only one bank increased its share capital, for the sake
of support to its perceptible growth.

Liquidity indicators

Bank balance sheets still indicate a strong cumulative ma-
turity mismatch of short-term assets and liabilities*, which in-
creased again after a considerable reduction in the previous
year and at the end of June stood at HRK 66.2bn. The rise in
the negative cumulative gap since the end of 2012, by HRK
11.8bn or 21.7% is at the same time under the influence of
both the reduction in short-term assets (particularly loans and
deposits granted) and the increase in short-term liabilities (in
transaction accounts). This reduced the short-term assets to
short-term liabilities ratio by 3.9 percentage points, and it fell
to 75.3%. The majority of changes in short-term assets arose
from the extension of loan and liabilities maturities, while the
growth in liabilities in transaction accounts increased the need
for funds with the shortest maturity (up to 15 days). The banks
tried to cover those needs with the rise in those asset items
which mature within 15 days, especially in debt securities.
Eventually the banks achieved a positive gap on that maturi-
ty bracket and on the 15-day to 1-month maturity bracket, so
the assets which matured within one month were sufficient to
cover all liabilities with that maturity bracket.

The banks generally still have significant surplus liquidity,
although the amount of that surplus decreased slightly from
end-year. Readily marketable assets (RMA)®> went down by
1.7% and amounted to HRK 58.8bn. With respect to the stag-
nation in bank assets on a semi-annual level, the RMA share
in total bank assets decreased moderately to 14.7%. The most
significant of the changes in readily marketable assets were the
changes in their currency structure, which indicate a stronger

Figure 47 Minimum liquidity coefficient for the period of up to 1
month
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Note: From 1 May 2012 until 30 June 2013, by way of exception, the credit
institutions meet the minimum liquidity coefficient requirement on a collective basis,
i.e. for kuna and all convertible currencies combined.

Source: CNB.

4 Short-term cumulative maturity mismatch of assets and liabilities (cumula-
tive 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.

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



share of kuna items in relation to the end of 2012. This is a
consequence of a reduction in items in convertible currencies
by 15.6% and at the same time of the increase of kuna items by
almost 10.0%. The fall in the readily marketable assets in con-
vertible currencies was attributable to a 32.0% lower amount
of deposits/loans with credit institutions, and one bank signifi-
cantly contributed to that decrease by reducing a part of the as-
sets which may be turned into cash within four working days.
This growth in readily marketable assets in kuna in relation to
the end-year balance is the result of major investments in T-
bills of the Ministry of Finance and of the increased surplus
liquidity on the account with the CNB. Due to those changes in
the structure of readily marketable assets, the share of depos-
its/loans with credit institutions decreased by 7.4 percentage
points, to 18.7%. At the same time shares of all other items
went up, and the greatest increase was seen in deposits with
the CNB (to 30.1%) and in T-bills of the Ministry of Finance
(to 21.9%).

The estimated money inflows continue to more than suffi-
ciently cover the estimated outflows under stressed conditions,
so the minimum liquidity coefficients (MLC)® remained signif-
icantly above the proscribed minimum (Figure 47). However,
the first half of this year suggested there was a slight tendency
for them to decrease from end-2012. At the end of June 2013
the total liquidity coefficient calculated for kuna and convert-
ible currencies together for the period of up to one week was
2.1, and for the period of up to one month 1.5.

Currency adjustment of bank assets and liabilities

Foreign currency items as well as kuna items indexed to a
foreign currency normally account for two thirds of the bank
total assets and liabilities. The share of foreign currency items
in assets is somewhat higher than in total liabilities and capital.
The banks hedge this surplus of foreign currency assets i.e. the
long spot foreign exchange position by means of forwards in
almost equal amounts thus bringing their direct exposure to
currency risk to a low level. The total open net foreign curren-
cy position of banks at the end of June 2013 was HRK 975.0m
or 1.8% of own funds, which is significantly less than the le-
gally prescribed maximum of 30%. Exposure to currency risk
in several banks is close to the ceiling, and at the end of June as
much as eleven banks were not required to allocate capital to
cover currency risk because their total open foreign currency
position increased by the net position in gold was less than 2%
of own funds at the end of June.

Three currencies accounted for more than 98% of the to-
tal foreign currency sub-balance sheet (euro, Swiss franc and
American dollar), and the euro balance sheet items were domi-
nant with the share of around 84.5% in foreign currency assets
and foreign currency liabilities. In the first six months of 2013
the kuna exchange rate strengthened against all three men-
tioned currencies (by 1.3%, 3.4% and 0.4% respectively), and
this had a considerable impact on effective changes in almost
all balance sheet items. The increase in assets was achieved
due to the growth in kuna items, and kuna liabilities rose even
stronger, so the first half of 2013 was characterised also by

29

a slight currency restructuring of the bank balance sheet. The
share of kuna items in the bank balance sheet rose to its highest
level in the past four years.

The foreign currency assets of banks stood at HRK
252.0bn, accounting for 63.0% of total bank assets. Since
end-2012 the foreign currency assets had decreased by HRK
6.3bn or 2.5% (0.5% if exchange rate effects are excluded). At
the same time the kuna share of assets rose by HRK 6.7bn or
4.6%, leading to a growth in the kuna share in total assets to
37.0% (by 1.6 percentage points). Total foreign currency as-
sets mostly decreased due to the reduction in kuna assets in-
dexed to a foreign currency by HRK 5.6bn (3.5%), while the
assets in foreign currencies decreased by only 0.8%. Securi-
ties and loans had the key impact on that fall. Debt securities
of foreign issuers decreased in favour of domestic, primarily
T-bills of the Ministry of Finance issued in kuna. Kuna loans
indexed to a foreign currency decreased, mostly due to house-
hold deleveraging, and foreign currency loans rose, especially
loans to central government and loans to public enterprises.

Total foreign currency liabilities stood at HRK 227.0bn,
which accounted for 66.0% of total liabilities and 56.7% of to-
tal liabilities and capital. Compared with the end-2012 those
liabilities fell by HRK 8.0bn or 3.4% (2.1% if exchange rate ef-
fects are excluded), due to the equal reduction in loans and in
deposits received. As was the case with foreign currency assets,
the increase in kuna liabilities was stronger than the reduction
in foreign currency items, by HRK 9.1bn or 8.5%. This was al-
most exclusively due to the growth in kuna deposits of all sec-
tors, primarily non-residents, domestic corporates and house-
holds. Kuna items reached 34.0% in liabilities and 43.3% in
liabilities and capital.

Broken down by currencies, in the first half of 2013 as-
sets in Swiss francs decreased the most, by 13.7% (10.5% ef-
fectively), due to the reduction in household loans and depos-
its with foreign financial institutions. The fall in euro assets by
0.6% is attributable to the change in the kuna exchange rate,
and without that influence those assets would have gone up
by 1.2% on the basis of the growth in loans to corporates and
the government. On the liabilities side, items in almost all cur-
rencies decreased nominally and effectively, and the greatest
decrease was recorded in items in the Swiss franc (14.4%, ef-
fectively 11.0%) and the euro (2.1%, effectively 0.9%).

Standard off-balance sheet items

At the end of the first half of 2013, standard off-balance
sheet items stood at HRK 53.7bn, which is a decline of a fur-
ther HRK 1.8bn or 3.3% from the end of the previous year
(Figure 48). Somewhat more than two thirds of these items are
denominated in kuna, and almost the entire remainder in euro,
so the effects of the change in the kuna exchange rate were
considerably lower than in the balance sheet, thus the effec-
tive decrease from end-2012 was 1.7%. With the exception of
2011 which was marked by a very moderate growth, since the
beginning of the crisis the banks have experienced a decreasing
trend in the amounts of standard off-balance sheet items. Due
to the stagnation in assets the ratio between these items and

6 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 significant). By way of exception, from 1 May to 31 June 2013, the banks
were obligated to maintain MLC only on a collective basis, i.e. the MLC for kuna and for all convertible currencies combined. During this period, the banks were
also allowed to maintain the MLC on a collective basis that was 10% lower than one (i.e. 0.9), for a period of maximum seven calendar days during a reporting
month, irrespective of the fact whether the period concerned was a period up to one week or one month.



30

Figure 48 Bank standard off-balance sheet items Figure 49 Bank derivative financial instruments (notional amount)
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assets also continued to decline, to 13.4% at the end of June
2013. At the end of 2008, this ratio stood at 18.8%.

In comparison with the balance at the end of 2012, all three
most significant types of standard off-balance sheet items of
banks declined so there are no significant changes in their
structure. The greatest (nominally and relative) reduction was
seen in guarantees, by HRK 1.1bn or 6.0%, so currently they
account for less than a third of all bank off-balance sheet items.
Credit lines and commitments again accounted for the largest
share of total standard off-balance sheet items (42.6%), and
that share even rose slightly, despite the 1.9% decrease in li-
abilities. Among other commitments banks most intensively
reduced revolving loans (4.1%), which accounted for around
17.0% of all standard off-balance sheet items.

Derivative financial instruments

In accordance with International Accounting Standards
the derivative financial assets and liabilities are classified as
financial assets/liabilities at fair value through profit or loss,
except when they are formed and effective as hedging instru-
ments. Almost all instruments are distributed in the trading
portfolio (more than 99%), although a part of the derivatives
serves domestic banks as a hedge, primarily against currency
and interest rate risks, so it may be linked to the hedge against
economic risks. The remainder of the total derivative financial
instruments referred to embedded derivatives, while a negligi-
ble part was reported as a hedging instrument. Hedge account-
ing” is not applied widely, due to the complexity and the public
disclosure requirements, which complicates the analysis and
interpretation of data referring to derivatives and the related
financial result.

The banks often contract derivatives serving to hedge their
own position with majority foreign owners, and they often
close positions contracted on the account of clients with for-
eign owners (the so called back-to-back deals), which hedges
them against market risk. Apart from that, derivatives are used
for regulatory arbitrage, which is related to the rule on mini-
mum foreign currency liquidity (minimum ratio of foreign

currency liquid assets to foreign currency liabilities of 17%).
Over the counter derivatives accounted for the majority of de-
rivatives; they are traded directly between two parties, with-
out intermediation on regulated markets, which makes them a
source of credit risk or counterparty credit risk for banks.

After a decrease last year the contracted value of deriva-
tive financial instruments in the first half of 2013 grew dra-
matically (by HRK 42.6bn or 33.3%), and it stood at the re-
cord-high HRK 170.4bn. This resulted in the increase in the
ratio of notional amount of derivative financial instruments to
bank assets from 32.0% at the end of 2012 to 42.6% at the end
of June 2013 (Figure 48). The greatest share of that increase
was achieved through the increase in swaps (HRK 23.3bn or
19.8%) and forwards (HRK 19.5bn or 230.1%). The growth
in cross-currency interest rate swaps concluded between one
bank and the Ministry of Finance of the Republic of Croatia
had a significant impact on the increase in derivative instru-
ments. The amount of instruments contracted with pension
funds and pension fund management companies, as well as
the amount of instruments contracted between domestic banks
also significantly rose.

Swaps retained a dominant share in the structure of total
derivative financial instruments (82.7%)®, despite the reduc-
tion in the share by 9.4 percentage points from the end of the
previous year. This was due to a rather strong relative growth
in forwards which doubled in the observed period and stood
at 16.5% of all derivative financial instruments. Options and
futures (which are traded on regulated markets) accounted for
0.6% each and other derivatives only 0.1%.

In the structure of derivative financial instruments observed
by the type of the underlying variable, the greatest group of in-
struments was still the one with exchange rate as the underly-
ing variable which accounts for 60.2% of all contracted deriva-
tive financial instruments. The so called combined instruments,
that is, instruments with the exchange rate and interest rate
as underlying variables, follow with the share of 25.3%, while
the significance of instruments with interest rate as the under-
lying variable decreased by 4.7 percentage points, to 14.5%.

7 Hedge accounting recognises the effects of netting profit or loss from changes in fair value of the hedging instrument and the hedged item.
8 In the last quarter of 2012 one bank moved a considerable amount of foreign exchange forwards to cross-currency interest rate swaps, which significantly

changed the structure of derivative financial instruments.



Table 8 Bank income statement
in million HRK
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Continuing operations

Interest income 10,896.2 9,805.1
Interest expenses 5,439.8 4,874.8
Net interest income 5,456.4 4,930.3
Income from fees and commissions 2,015.2 2,004.4
Expenses on fees and commissions 612.1 600.7
Net income from fees and commissions 1,403.1 1,403.6
Income from equity investments 156.8 346.4
Gains (losses) 841.4 314.9
Other operating income 197.6 205.1
Other operating expenses 324.5 324.7
Net other non-interest income 871.2 541.6
Total operating income 7,730.7 6,875.6
General administrative expenses and depreciation 3,960.3 3,772.0
Net operating income before loss provisions 3,770.4 3,103.6
Expenses on value adjustments and provisions 1,636.3 1,840.2
Other gains (losses) 0.0 0.0
Income (loss) from continuing operations, before taxes 2,134.1 1,263.3
Income tax on continuing operations 365.2 281.2
Income (loss) from continuing operations, after taxes 1,768.9 982.1
Discontinued operations
Income (loss) from discontinued operations, after taxes 6.5 4.2
Current year profit/loss 1,775.5 986.3
Memo item:
Number of banks operating with losses 11 11

Source: CNB.

Derivative financial instruments with all other underlying vari-
ables (indices etc.) had very low shares.

11.1.3 Earnings

Income statement

At the end of the first half of 2013, the banks generated
HRK 1.3bn in profit (from continuing operations, before tax),
which is a decrease in profit of HRK 870.8m or 40.8% from
the end of the same period in the previous year (Table 8). The
fall in bank profit was mostly due to a fall in interest income
from loans, mainly fuelled by a fall in income from loans to
corporates. Banks also reported a fall in net other non-interest
income which, combined with the fall in interest income led to
a fall in operating income, while an additional negative influ-
ence on bank profit came from a considerable increase in ex-
penses for loss provisions.

Only five banks reported a rise in profits from the same
period of the previous year, while eleven banks accounting for
11.3% of bank assets operated with losses amounting to HRK
216.9m. The number of banks operating with losses did not
change, but the total amount of losses rose by 66.5% from the
first half of 2012.

Interest income had the biggest nominal impact on the fall
in profit, having fallen by a total of HRK 1.1bn (10.0%) from
the first half of the previous year in most banks. Income from

interest on loans fell more sharply (HRK 1.3bn or 13.86%)
than total interest income with this fall being partly mitigated
by increased interest income from financial assets intended for
trading and held-to-maturity assets. The fall in interest income
from loans was mainly due to deteriorating credit portfolio
quality. Poor credit activity generated few new claims, while in
the existing portfolio there was a rising level of loans with un-
certain collection of interest income, which generally cannot be
recognised in the profit and loss account before it is collected.
Lower financing costs of banks abroad were crucial for the fall
in total interest expenses (HRK 565.1m or 10.4%) with the fi-
nal result of developments in interest income and expenses be-
ing a fall in net interest income of HRK 526.0m or 9.6% from
the same period in the previous year.

Compared to the first half of 2012, only derivatives held-
for-trading and securities, mainly bills of exchange which are
held to maturity by banks, reported an increase in interest in-
come. Despite the relative significance of the increase in inter-
est income from these instruments, in total terms it stood at
HRK 350.1m and only mitigated the fall in total interest in-
come. The developments in interest income were mostly driven
by a fall in income from all types of loans, except income from
overdraft facilities and to a lesser extent income from Lom-
bard loans and financial leasing. The biggest nominal decline
came in interest income from loans for working capital (HRK
305.5m or 17.6%). Contributions to the fall in interest income
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Figure 50 Structure of bank operating income
as at 30 June 2013

Net income from fees and
commissions 20.4%

Net other
non-interest
income 7.9%

Net interest
income 71.7%

Source: CNB.

came from almost all institutional sectors but particularly from
the corporate sector, where the banks reported a fall of HRK
903.7m or 26.6% in interest income from loans from the same
period in the previous year. Almost half of that amount went
to income from loans for working capital, the quality of which
continued to deteriorate throughout the year, resulting in a
28.4% smaller interest income from these loans. Interest in-
come from investment loans to corporates also fell consider-
ably (23.2%). The quality of these loans deteriorated and so
did the amount of loans granted. The next biggest contribution
to the fall in interest income came from all types of household
loans. In this loan category, the banks reported a fall in income
of a total of HRK 222.1m (4.6%) from the same period 2012.
Car loans and home loans accounted for the bulk of this fall
with interest income from these loans falling by HRK 56.0m or
32.2% and HRK 53.3m or 3.2%, respectively. The main reason
for the fall in interest income from car purchase loans was a
continuous fall in the amount of loans granted, i.e. the amount
of loan repayments, while in the case of home loans, the main
reason for the fall in interest income was a fall in their quality
and insecurity as regards the collection of interest income.

Interest expenses fell as a result of strong deleveraging ef-
forts of banks on the foreign market, present since the second
half of 2012 until the first quarter of this year. This process
came to a halt in the second quarter of 2013, and its effects
in the profit and loss account at the end of the first half of
the year were seen in a considerable decline in bank financing
costs with foreign financial institutions. Of the total decline in
interest expenses on deposits, loans received and other finan-
cial liabilities, which amounted to HRK 813.4m (16.0%), for-
eign financial institutions accounted for 656.1m, down 41.2%
from the same period in the previous year. The remaining part
of the decline went to expenses on the sources from other insti-
tutional sectors except household deposits for which the banks
had to allocate a slightly higher amount of expenses (0.8%)
than in the same period of 2012. As the average expense on
household deposits remained unchanged, the increase in ex-
penses was based on the increase in the base.

Income from fees and commissions fell slightly (HRK
10.8m or 0.5%) while expenses on fees and commissions fell by
a slightly higher HRK 11.3m or 1.9%. As a result, income from
fees and commissions remained almost unchanged and had no
influence on developments in bank profit. Smaller income from
fees and commissions for banking services, particularly from
households, as well as smaller expenses of banks in the pay-
ment system, had the biggest impact on changes in these items.
The banks again generated the bulk or almost 41.1% of income
from fees and commissions from payment services, this type of
income continuing to grow slightly (0.3%). Households are the
most significant source of income from fees and commissions
for the banks, accounting for 36.4% of this income at the end
of the first half of this year.

Net other non-interest income fell by HRK 329.7m or
37.8% from the end of the same period in the previous year.
This fall was due to a fall in other non-interest income, as a re-
sult of losses generated by banks through sale of loans and re-
ceivables, currency and debt instrument trading and losses on
financial assets measured at fair value. The negative impact of
the fall in gains on net other non-interest income was mitigated
by increased income from equity investment and stagnation in
other operating expenses.

As a result, the operating income of banks fell by HRK
855.2m or 11.1% relative to the same period in 2012. Further
savings generated by banks in general administrative expenses
and depreciation of HRK 188.3m (a decline of 4.8%) could
not substantially offset the negative effect of fall in operating
income on bank profit.

The described developments in the net income that makes
up operating income led to small changes in the structure of
operating income of banks, with the fall in other non-interest
income having the biggest impact. The share of this component
in operating income declined from the same period in the pre-
vious year by 3.4 percentage points, more to the benefit of an
increase in the share of net income from commissions and fees
(2.3 percentage points) than to an increase in the share of net
interest income (1.1 percentage point).

The fall in the operating income was coupled by a consid-
erable increase in total value adjustments and loan loss provi-
sions (HRK 203.9m or 12.5%). The banks used 26.8% of their
operating income for their allocation, an increase of almost six
percentage points from the same period in the previous year.
The fall in credit portfolio quality and a sharp growth in value
adjustment costs for risk category B-1, B-2, B-3 and C° had a
key impact on expenses growth (HRK 293.1m or 17.8%) and
this involved in particular loans for working capital and home
loans. Due to a fall in risk category A placements, the repealed
collectively assessed impairment provisions for latent losses in
this category generated HRK 53.4m in income for the banks,
30.5% lower than the income generated in the year before. In-
creased costs for expenses on provisions for court proceedings
pending against the banks and the costs of many other provi-
sions which totalled HRK 21.0m had a minor impact on the
growth in total loss provisions.

Indicators of returns
Considerably poorer business results undermined the prof-
itability of banks and cut the ROAA and ROAE in half from the

9 Placements and off-balance sheet liabilities are distributed into risk categories A, B-1, B-2, B-3 and C. Fully recoverable placements and off-balance sheet liabili-
ties are distributed into risk category A; partly recoverable placements and off-balance sheet liabilities are distributed into risk categories B-1, B-2 and B-3, while
fully irrecoverable placements and off-balance sheet liabilities are distributed into risk category C.
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Figure 51 Bank return on average assets (ROAA) and bank return Figure 52 Income from interest-bearing assets and expenses on
on average equity (ROAE) interest-bearing liabilities
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first six months of the previous year. ROAA fell from 1.1% to
0.6% and ROAE fell from 6.3% to 3.5% (Figure 50).

Further weakening of the ability of assets of banks to gen-
erate income was also reflected in the fall in interest income
by unit of average interest-bearing asset. At the end of the first
half of 2013, yield generated by average asset unit was 5.2%,
down 0.5 percentage points from the end of the first half of the
previous year. Despite a concomitant fall in interest expenses,
the interest rate spread shrank to 2.3% (Figure 51).

The fall in banks’ cost-to-income ratio is also reflected in
increased need for the use of operating income for the cover-
age of general administrative expenses and depreciation com-
pared to the end of the same period of 2012. Despite the fact
that the banks generated savings on these costs in the first half
of 2013, lower earnings drove their cost-to-income ratio on
total bank level up from the previous year’s 51.2% to 54.9%.

The reduction in the number of employees made it possible
for the banks to cut employee expenses in the first half of 2013

by 3.9%, which accounted for almost one half of the reduction
in general administrative expenses of banks. Staff reductions in
the conditions of asset stagnation led to a very small increase
in the average amount of assets managed per employee, from
HRK 18.5m at the end of 2012 to HRK 18.7m at the end of
the first half of 2013.

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 classification
into risk categories in accordance with the rules that govern
classification, stood at HRK 421.6bn (Table 9) at the end of
June 2013, down HRK 0.4bn or 0.1% from the end of 2012.
Such a small change can be attributed to somewhat more pro-
nounced but mutually opposite developments of individual
items in the structure of total placements and off-balance sheet

Table 9 Classification of bank placements and assumed off-balance sheet liabilities by risk categories
end of period, in million HRK and %

Dec. 2011 Dec. 2012 Jun. 2013
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A 398,369.0 3,600.3 0.9 378,979.1 3,418.1 0.9 374,694.7 3,364.7 0.9
B-1 16,731.9 2,341.9 14.0 18,812.4 2,608.7 13.9 20,938.3 3,051.6 14.6
B-2 13,909.9 6,173.1 44.4 13,703.7 6,346.6 46.3 14,705.7 6,764.4 46.0
B-3 1,854.0 1,486.9 80.2 2,839.8 2,290.3 80.6 3,469.9 2,804.1 80.8
C 6,852.2 6,852.2 100.0 7,630.9 7,629.7 100.0 7,790.5 7,785.3 99.9
Total 437,716.9 20,454.4 4.7 421,965.9 22,293.4 5.3 421,599.0 23,7701 5.6
Source: CNB.

10 Total exposure to credit risk comprises placements (balance sheet items) and assumed off-balance sheet liabilities. The placements can be divided into a loan and
receivables portfolio and a portfolio of held-to-maturity financial assets, with the receivables on interest and fees being covered by a separate item (receivables
based on income). The portfolio of financial assets comprises various instruments such as loans, deposits, bonds, and T-bills while assumed off-balance sheet

liabilities comprise guarantees, credit lines, etc.
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liabilities, such as the increase in loans granted, investments in
securities and other claims and a reduction in off-balance sheet
liabilities and given deposits.

With banks remaining cautious as regards risk assumption,
slow credit activity in the first half of 2013 resulted in HRK
2.5bn or 0.9% increase in the amount of loans (gross) granted
from the end of 2012. The increase in loans mostly involved
loans to the corporate sector and government units, while the
household sector continued to deleverage. The banks contin-
ued to reduce assumed liabilities towards clients in all sectors,
except the central government, thus reducing their total ex-
posure based on off-balance sheet liabilities by HRK 1.8bn or
3.3% relative to the end of 2012. The bulk of this reduction
could be attributed to guarantees and lines of credit and other
commitments for financing large corporates in the public en-
terprise subsector. As a result, assumed liabilities to that sub-
sector were reduced by a total of HRK 1.4bn or 20.1%.

Calculated from the end of 2012, the banks reduced the
amount of deposits made by HRK 1.6bn or 2.3%. The decline
almost entirely involved deposits with foreign financial institu-
tions and was partly alleviated by increased deposits with the
CNB, mainly as a result of an increase in banks’ settlement ac-
counts. Debt securities of banks distributed in the portfolio of
loans and receivables and the held-to-maturity portfolio rose
by a total of HRK 370.4m or 4.5% from the end of 2012. This
was mostly due to an increase in bank investments (9.9%) in
bills of exchange.

The fall in deposits and off-balance sheet liabilities, which
are typically of better quality compared to loans granted, and
the growth in risk categories B and C loans led to deterioration
in the quality of total placements and off-balance sheet liabili-
ties. The share of risk category A in total placements and as-
sumed off-balance sheet liabilities fell by almost one percentage
point to 88.9% while the share of partly recoverable placements
and assumed off-balance sheet liabilities (risk categories B-1,
B-2 and B-3) and fully irrecoverable placements and assumed
off-balance sheet liabilities (risk category C) rose to a total of
11.1%. In the past five years, marked by economic crisis and
low credit activity, the share of irrecoverable placements and
off-balance sheet liabilities in total rose by over three times.

The total loss on portfolios exposed to credit risk at the
end of June 2013 reached 5.6% of placements and off-balance
sheet liabilities (Table 9). Collectively assessed value adjust-
ments and provisions fell only slightly, but owing to a simul-
taneous fall in the base, the coverage of risk category A re-
mained at the usual level of 0.9%. Risk category A placements
and off-balance sheet liabilities fell in the first half of 2013 by
HRK 4.3bn or 1.1%. The bulk of this decline can be attributed
to deterioration in the quality of these receivables, i.e. to the
reclassification of A category placements and off-balance sheet
liabilities into worse risk categories, as a result of which B!
and C risk category placements and off-balance sheet liabilities
rose by a total of HRK 3.9bn or 9.1% from the end of 2012.
The growth rate of value adjustments and provisions for B and
C categories in the first half of 2013 was a little slower than the
growth rate of their base (8.1%), which led to a small fall in the
coverage of loans in this risk category; from 43.9% at the end
of 2012 to 43.5%.

More difficult collection of banks’ claims was also reflect-
ed in faster dynamics of growth in due but unpaid receivables.

Figure 53 Structure of bank placements and assumed
off-balance sheet liabilities
as at 30 June 2013
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Until end-June 2013, due but unpaid receivables grew by HRK
3.9bn or 13.3%, a much faster growth compared to that in the
whole of 2012. Slow collection processes can particularly be
associated with the age structure of due receivables and growth
of long-overdue receivables. Of the total of HRK 33.0bn in
due but unpaid receivables by placements, as much as HRK
20.1bn were overdue for over one year. The main reason for
the growth in total due receivables were loans for working cap-
ital which accounted for over 40% of the total amount of in-
crease in due receivables.

In contrast with negligible developments in total place-
ments and off-balance sheet liabilities, the currency structure
underwent a more significant change, the result being a smaller
exposure to currency-induced credit risk. The net value of total
placements and off-balance sheet liabilities granted in a foreign
currency or indexed to a foreign currency fell by HRK 9.9bn
or 3.9% from the end of 2012, fully as a result of liabilities not
hedged against currency-induced credit risk. This was mostly
due to a fall in currency-indexed home loans and off-balance
sheet liabilities of clients with unmatched currency positions.
By contrast, the net value of total placements and off-balance
sheet liabilities in kuna rose during that period (HRK 8.0bn
or 5.3%), mostly as a result of growth in loans for working
capital and cash general-purpose loans. At the end of 2013,
such developments resulted in a decline in the share of total
placement and off-balance sheet liabilities exposed to curren-
cy-induced credit risk in the total, from 63.0% at the end of
2012 to 60.8%, while as regards loans, this indicator fell from
76.1% to 73.7%. The bulk of loans (89.8%) continued to be
unhedged against this risk, having been placed to clients with
an unmatched currency position.

Loans

Although there was a very small nominal growth rate in
loans'? (0.9%), their growth rate with exchange rate effects
excluded was a little faster and stood at 2.0% at the end of
the first half of 2013. The difference between nominal and ef-
fective growth was mostly influenced by the strengthening of
the exchange rate of the kuna against the euro which halved

11 Risk categories B-1, B-2 and B-3

12 In gross amount.



Figure 54 Rates of change of bank loans
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the growth rate of euro loans (including those with a currency
clause). In addition to the increase in euro loans (2.6%, with
the exchange rate effects excluded), the banks also increased
the amount of loans granted in kuna (4.1%) while loans in
Swiss francs and other less represented major currencies con-
tinued to fall. However, the increase in new loans was not suf-
ficient to halt deterioration of the credit portfolio with the share
of loans classified into risk categories B and C rising from
13.9% at the end of 2012 to 15.1% at the end of June 2013.

The first half of the year saw an increase in loans to all
sectors, except the household sector, which continued to re-
duce its liabilities towards the banks. The bulk of the increase
in loans involved loans granted to corporates (HRK 2.6bn or
2.4%) and government units (HRK 2.2bn or 5.8%). Loans to
public enterprises rose somewhat faster in relative terms (3.9%)
than loans to other corporates (2.0%), although the latter rose
faster in absolute amount (HRK 1.8bn). The amount of loans
to corporates in the first half of the year was influenced to a
degree by further realisation of banks’ loans to the CBRD in
the context of the Economic Development Programme. At the
end of June, these loans amounted to HRK 1.2bn. Loans to the
financial institutions sector rose by 6.8% while those to non-
residents, due to their low base, rose by a relatively high 18.1%.

Unlike the previous years when it was largely driven by a
fall in car loans, household deleveraging, present for five years,
was in the first half of 2013 mostly influenced by a fall in home
loans . Household loans fell by a total of HRK 2.5bn (2.0%) in
the first six months of the year and with the exchange rate ef-
fects excluded, they fell by a lower 0.6%.

The absence of faster recovery in credit activity and con-
tinued unfavourable economic developments led to a further
deterioration in loan quality indicators. As the amount of new-
ly-granted loans was not sufficient to make up for regular loan
repayments and migration of liabilities into worse risk catego-
ries, risk category A loans declined by 0.5%. B and C category
loans rose by 9.4% from the end of 2012 mostly as a result of
developments in loans to corporates. The increase in corporate
risk category B and C loans was sharper than the average and
stood at 10.3%, while the share of these loans rose from 25.0%
at the end of 2012 to 26.9% of the total loans to corporates at
the end of June 2013. Household B and C category loans rose
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by 6.7%, thus contributing to further loan quality deterioration
in the household sector which involved all types of loans, par-
ticularly home loans.

The dynamics of increase in loans estimated by banks as
partly or fully irrecoverable was followed by a somewhat slower
growth rate in value adjustments (8.0%). The level of coverage
of total B and C category loans by value adjustments fell slight-
ly from the end of 2012 and stood at 42.0% at end-July. The
level of coverage of total loans again benefited from a typically
better coverage of B and C household loans (54.5%) than cor-
porate loans (36.5%), although the fall in total coverage during
the observed period was due to a small fall in household loan
coverage.

The exchange rate effects excluded, the growth in corpo-
rate loans in the first half of 2013 stood at 3.3%, while the
structure of corporate debt increase again indicates that the
greatest need is for working capital financing. Loan increase
in that sector was also propelled by syndicated lending, while
other more significant types of loans, such as investment loans,
construction loans, loans for agriculture and export financing
fell in amounts that ranged from slight to considerable. The
most widely represented form of corporate lending was loans
for working capital, which accounted for 37.7% of total loans
to corporates. Investment loans accounted for the next largest
share, or 25.1% while syndicated loans accounted for 11.2%.

If we exclude the increase in loans to the central govern-
ment, which, in the structure of loans observed by activity, is
visible in the growth of loans to public administration and de-
fence (6.8%), the next largest nominal increase in loans was in
manufacturing (HRK 0.8bn or 3.5%). The increase in loans to
that industry involved mainly loans to the activity of manufac-
ture of refined petroleum products, while loans to most other
activities included in manufacturing fell. More significant in-
creases in loans, partly of seasonal character, were reported
in the activity of food preparation industry and food services,
transport and storage and trade. A small increase in loans of
HRK 247.9m or 0.8% was also reported in construction, but
primarily as a result of an increase in loans to one public en-
terprise involved in construction and management of motor-
ways. After households, the most significant activity in the
credit portfolio of banks was construction which accounted for
11.3% of total loans. This share remained unchanged from the
end of 2012, while further deterioration in the quality of loans
to that activity led to its increased share in the distribution of
total B and C category loans (18.3%).

After households, the biggest contribution to the increase
in total B and C loans in the first half of the year came from
the trade activity where B and C loans rose by HRK 781.3m or
15.0%. After construction, trade was the next activity in terms
of share in the distribution of total B and C loans. The share of
these loans in this activity accounted for 27.7% of total loans.
The increase in B and C loans to the construction activity was
a little smaller (HRK 710.1m or 9.9%) so the share of these
loans in total loans to the construction activity rose to 24.4%.
The bulk of deterioration in construction loans involved loans
to companies involved in the construction of residential and
non-residential buildings where the share of B and C loans
grew to over one half of the total amount of loans. The riskiest
activity at the end of June 2013, with the biggest share of part-
ly recoverable and fully irrecoverable loans, was the activity of
professional, scientific, technical, administrative and ancillary
services (44.0%) which also reported a considerable growth
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Table 10 Bank loans
end of period, in million HRK and %

Dec. 2011 Dec. 2012 Jun. 2013

Loans
Government units 32,7226 112 37,7201 133 16.3  39,894.6 13.9 5.8
Corporates 121,716.9 41.7 107,997.5 38.0 -11.3 110,548.6  38.6 24
Working capital loans 45,655.1 157 39,728.8 14.0 -13.0 41,668.8 14.5 4.9
Investment loans 32,545.1 11.2 28,4977 10.0 -12.4  27,765.1 9.7 -2.6
Shares in syndicated loans 10,590.3 3.6 11,134.8 3.9 5.1 12,397.1 4.3 11.3
Construction loans 5,666.2 1.9 5,326.9 1.9 -6.0 B2IE5 1.8 -2.1
Other corporate loans 27,260.3 9.3 23,309.2 8.2 -14.5 23,504.1 8.2 0.8
Households 128,057.8 43.9 126,198.0 445 -1.5 123,729.7 432 -2.0
Home loans 59,642.3 204 59,2359 20.9 -0.7 57,3705 20.0 -3.1
Mortgage loans 3,261.3 1.1 3,073.7 1.1 5.8 2,910.9 1.0 -5.3
Car loans 4,539.4 1.6 3,174.9 1.1 -30.1 2,5652.4 0.9 -19.6
Credit card loans 4,109.3 1.4 3,941.2 1.4 -4.1 3,912.9 1.4 -0.7
Overdraft facilities 8,196.0 2.8 8,611.7 3.0 5.1 8,426.9 2.9 -2.1
General-purpose cash loans 36,284.4 124  36,436.4 12.8 0.4 36,9482 129 1.4
Other household loans 12,025.1 4.1 11,724.3 41 -2.5 11,607.9 41 -1.0
Other sectors 9,219.5 3.2 11,990.1 4.2 30.1 12,257.2 4.3 2.2
Total 291,716.9 100.0 283,905.6 100.0 -2.7 286,430.1 100.0 0.9
Partly recoverable and fully irrecoverable loans
Government units 97.4 0.3 68.2 0.2 -30.0 44.3 0.1 -35.0
Corporates 24,7447 682 26,952.3 68.1 8.9 29,7312 68.7 10.3
Working capital loans 7,7632 214 10,3277 26.1 33.0 11,7902 27.2 14.2
Investment loans 6,416.5 17.7 6,9149 175 7.8 7,437.4 172 7.6
Shares in syndicated loans 162.1 0.4 120.8 0.3 —25.5 243.1 0.6 101.3
Construction loans 3,165.3 8.7 3,489.5 8.8 10.2 3,649.7 8.4 4.6
Other corporate loans 7,237.6 20.0 6,099.4 15.4 -15.7 6,610.8 15.3 8.4
Households 11,0209 304 11,9776 30.3 8.7 12,7847 295 6.7
Home loans 3,111.4 8.6 3,654.2 9.2 17.4 4,058.2 9.4 11.1
Mortgage loans 699.8 1.9 732.7 1.9 4.7 743.7 1.7 1.5
Car loans 181.5 0.5 157.7 0.4 -13.1 114.3 0.3 -27.5
Credit card loans 164.3 0.5 174.8 0.4 6.4 176.9 0.4 1.2
Overdraft facilities 1,298.8 3.6 1,280.5 3.2 -1.4 1,265.2 2.9 -1.2
General-purpose cash loans 3,052.2 8.4 3,297.5 8.3 8.0 3,542.7 8.2 7.4
Other household loans 2,512.9 6.9 2,680.2 6.8 6.7 2,883.8 6.7 7.6
Other sectors 411.5 1.1 552.3 1.4 34.2 716.1 1.7 29.7
Total 36,274.5 100.0 39,550.4 100.0 9.0 43,276.3 100.0 9.4
Value adjustments of partly recoverable and fully irrecoverable loans
Government units 19.8 0.1 25.4 0.2 28.6 13.2 0.1 -47.9
Corporates 8,687.7 57.8 9,812.1 583 12.9 10,843.7 59.7 10.5
Working capital loans 2,986.1  19.9 3,684.3 21.9 23.4 4,287.0 23.6 16.4
Investment loans 2,1232 141 2,180.9 13.0 2.7 2,282.0 126 4.6
Shares in syndicated loans 51.6 0.3 51.7 0.3 0.2 81.2 0.4 57.0
Construction loans 962.9 6.4 1,335.8 7.9 38.7 1,428.5 7.9 6.9
Other corporate loans 2,564.0 171 2,559.4 15.2 -0.2 2,764.9 15.2 8.0
Households 6,059.2  40.3 6,690.5 39.7 10.4 6,970.0 384 4.2
Home loans 1,040.3 6.9 1,257.3 7.5 20.9 1,397.2 7.7 11.1
Mortgage loans 185.1 1.2 213.8 1.3 15.5 225.0 1.2 5.2
Car loans 138.9 0.9 124.9 0.7 -10.1 90.3 0.5 -27.7
Credit card loans 147.9 1.0 161.2 1.0 9.0 164.3 0.9 1.9
Overdraft facilities 1,204.6 8.0 1,205.3 7.2 0.1 1,197.5 6.6 -0.6
General-purpose cash loans 2,224.7 14.8 2,455.3 14.6 10.4 2,582.4 14.2 5.2
Other household loans 1,117.7 7.4 1,272.7 7.6 13.9 1,313.2 7.2 3.2
Other sectors 262.6 1.7 305.2 1.8 16.2 346.2 1.9 13.4
Total 15,029.2 100.0 16,833.1 100.0 12.0 18,173.1 100.0 8.0
Source: CNB.
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in irrecoverable loans. In all the three mentioned activities, the
coverage of B and C loans by value adjustments was equal to
the average coverage in the corporate loans category.

A fall in loans in the household sector was the result of a
fall in all major types of loans except cash general-purpose
loans, but the key impact on total developments came from a
fall in home loans of almost HRK 1.9bn or 3.2%. The change
in the amount of home loans was largely driven by exchange
rate developments that caused the rate of fall in these loans
to multiply by a factor of almost three. The exchange rate ef-
fects excluded, home loans fell by 1.2% with the exception of
euro-indexed loans, which rose by 0.5%. Swiss-franc indexed
loans fell the most, both in terms of the amount and the rate of
fall. If the exchange rate effects are excluded, they fell by HRK
761.6m or 3.3%.

In terms of the structure of household loans, there are three
dominant types of loans, which at the end of the first half of
2013 accounted for over 83.0% of the total loans to house-
holds. The leading type of loans, accounting for 46.4% of
total household loans, is again home loans, followed by cash

Figure 55 Structure of bank loans by activities
as at 30 June 2013
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general-purpose loans, which have gained in significance and
reached almost 30% of household loans. Loans based on over-
draft facilities came next, but they accounted for a much lower
share (6.8%).

Deterioration in the quality of household loans continued
into the first half of 2013, and the share of risk categories B
and C in total household loans rose from 9.5% at the end of
2012 for the first time to over 10% of the total household loans
(10.3%) (Figure 56). The fall in the quality of household loans
was mostly due to deterioration in the quality of home loans,
which accounted for one half of the total growth in B and C
loans. B and C category home loans thus rose by HRK 404.0m
or 11.1%, reaching 7.1% of the total home loans. The increase
in B and C loans indexed to the Swiss franc to 10.8% had the
biggest impact on this change. In relative terms, B and C cat-
egory home loans indexed to the euro rose faster than those
indexed to the Swiss franc. However, the quality of the euro-
indexed part of the portfolio of home loans was still much bet-
ter, with the share of partly recoverable and fully irrecoverable
loans standing at 4.2%.

In addition to home loans, deterioration in the quality of
household loans was also driven by developments in cash gen-
eral-purpose loans which had 9.6% of B and C category loans.
Car loans, credit card loans and Lombard loans maintained a
better quality than home loans (4.5%, 4.5% and 5.2% respec-
tively). However, all the three mentioned types of loans com-
bined account for only 6.3% of the total household loans and
do not have a very big impact on the total quality of loan port-
folio in that sector.

11.1.5 Capital adequacy

The capital adequacy ratio of banks stood at 20.8% (Fig-
ure 57) at the end of June 2013, a small decline from 20.9% at
the end of 2012. The fall in the rate was the result of a fall in
own funds (HRK 640.5m or 1.2%), mainly due to the small-
er amount of hybrid instruments included in additional own
funds. A small fall in total capital requirements (HRK 218m or
0.7%) only mitigated the impact of a fall in own funds on de-
velopments in the adequacy ratio.

In two banks, the capital adequacy ratio was lower than
the prescribed minimum (12%), due to operating losses which

Figure 56 Structure of bank partly recoverable and fully Figure 57 Share of bank partly recoverable and fully
irrecoverable loans by activities irrecoverable loans
as at 30 June 2013
0 1.3% oo % 30
1.3% 2.6% 26.9
M Households 25 25.0
. Construction
5.0% M Trade 20
Manufacturing
Professional, 139 151
7.2% administrative and support 15 —
service activities
I Real estate activities 10 95 103 ]
Accommodation and food
service activities
I Information and 5 — T -
communication 12 15
12.9% I Non-residents 0 e
Transportation and storage Corporates Households Other sectors Total loans
M Agriculture
18.3% I Other activities
13.9% W 12/2012 6/2013
Source: CNB. Source: CNB.




38

reduced their own funds. In nine banks, the capital adequacy
ratio stood between 12% and 15%, and in ten banks it stood
between 15% and 20% and above 20% (Table 13).

Own funds of banks stood at HRK 55.2bn at the end of
the first half of 2013. The biggest contribution to the fall in
own funds from the end of 2012 came from a fall in additional
own funds of HRK 541.6m or 15.9%. The fall in additional
own funds is due to a lower amount of hybrid and subordi-
nated instruments which may be included in the calculation of
own funds.

A high balance sheet capital to liabilities ratio, coupled with
a high capital adequacy of original own funds bespeaks good
capital quality of banks. Original own funds comprise ordi-
nary and non-cumulative preferential shares, retained earnings
and reserves and after deductions, their share in own funds at
the end of the first half of 2013 stood at 94.8%. Additional
own funds, net of deductions, accounted for only 5.2% of own
funds, and their share in own funds continued to trend down-
wards. The increase in deduction items, and in particular a
greater shortfall in provisions under the IRB approach. had a
negative impact on the level of own funds.

The reduction in the capital requirement for credit risk,
counterparty risk, dilution risk and free delivery risk (here-
inafter: capital requirement for credit risk) of HRK 185.0m
or 0.7% was of lower intensity than in the previous year, and
was mostly the result of a reduction in net exposure weighted
for credit risk, which suggests that banks remain cautious as
regards risk assumption. The amount of net exposure that is
weighted fell by HRK 2.0bn (0.5%) from the end of 2012, pri-
marily as a result of a fall in balance sheet items. The average
weight for credit risk continued to trend downwards and stood
at 56.2% at the end of June 2013.

To calculate the capital requirement for credit risk almost
all banks use the standardised approach, except one bank
which has CNB permission to use the IRB approach. Accord-
ingly, 86.0% of the total exposure for capital requirement for
credit risk was thus calculated using the standardised ap-
proach, with the amount of net exposure weighted under the
standardised approach falling by 0.6%. The fall in the institu-
tions and households categories had the biggest impact on the
fall in the exposure. Under the IRB approach, exposure rose by

Figure 58 Bank capital adequacy ratio
x 0
g 80 209 215 %
5
= -1 21.0
= 50
-1 205
40 - 200
30 ' — 195
g - 19.0
20
- 185
10 - 18.0
0 17.5
2010 2011 2012 6/2013
M Own funds — left Capital requirements — left
— Capital adequacy ratio — right
Source: CNB.

0.4% as a result of increase in exposure in the central govern-
ment and central bank category.

The average weight for credit risk under the standardised
approach rose very slightly and stood at 58.2%. Compared to
the standardised approach, under the IRB approach the aver-
age weight was rather low, primarily as a result of a much low-
er average weight for the household category, which stood at
40.5% under the IRB approach and at 87.4% under the stand-
ardised approach. The growth in the average weight under the
standardised approach is the result of a fall in the share of ex-
posures weighted by a 20% weight, mostly involving exposures

Table 11 Own funds, capital requirements and capital adequacy
ratio of banks

as at 30 June 2013, in million HRK and %

I

Own funds 55,159.8 100.0
Original own funds 54,473.3 98.8
SPﬁ;?el;};)f;pgfaclj\(sﬁc;lhggergulatlve preferential 341317 61.9
Reserves and retained earnings 20,937.1 38.0
Other -595.4 -1.1
Additional own funds 3,564.6 6.5
Paid-up cumulative preferential shares 0.0 0.0
Hybrid and subordinated instruments 3,578.7 6.5
Other -14.1 0.0
ggg}tsi:nej%(\::;i:?dms original own funds and _0.878.2 5.0
Capital requirements 31,835.8 100.0
f(?;zdétélfvzti{\;:rpaﬂy credit and dilution risks and 28,018.7 88.0
Standardised approach 24,938.5 78.3
Corporates 10,824.1 34.0
o/w: Secured by real estate property 98.7 0.3
Retail 11,692.4 36.7
o/w: Secured by real estate property 495.2 1.6
Other 2,421.9 7.6
IRB approach 3,080.2 9.7
Corporates 1,661.5 5.2
Retail 875.9 2.8
Settlement/delivery risks 0.0 0.0
Position, foreign exchange and commodity risks 627.9 2.0
o/w: Internal models 0.0 0.0
Traded debt instruments 395.0 1.2
Foreign exchange 169.2 0.5
Other risks 63.8 0.2
Risk of exceeding the permitted exposure limits 0.0 0.0
Operational risk 3,189.3 10.0
Simplified approach 402.2 1.3
Standardised approach 1,468.2 4.6
Advanced measurement approach 1,318.9 41
Surplus/deficit of own funds 23,323.9 -
Capital adequacy ratio 20.8 -

Source: CNB.




in the institutions category and exposures weighted by a 50%
weight (equally in the central government and central banks
categories and institutions) and growth in the share of expo-
sures with 100% and 150% weights. Exposures weighted by
a 100% weight rose the most in the corporate category. The
share of the high risk-weight of 150 rose slightly, particularly
in the retail category. Due but unpaid receivables with a 100%

Table 12 Breakdown of net exposure to credit risk by risk weights
as at 30 June 2013, in million HRK

Central
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weight (value adjustments higher than 20% of the unsecured
part of the total exposure) rose by 16.3%.

In addition to the reduction in the capital requirement for
credit risk, all other components of the capital requirement also
decreased slightly. The capital requirement for market risk thus
fell by 0.1% and those for operational risk by 1.0%. The share
of the capital requirement for credit risk in the total capital

" Local and | Collective "
. Corpo- govern- Institu- Aol regional | investment _Eqwty
Retail e ments oS se_c‘tor self-govern- | undertak- Other | invest- Total
and central entities TR ings ment
banks

STANDARDISED APPROACH
Total exposure 111,511.3  88,622.2 109,267.8 20,081.5 6,717.4 3,065.0 5345 17,181.1 - 356,980.8
On-balance sheet items 107,846.4 73,711.6 107,907.6 17,214.2 5,807.6 2,964.9 5345 16,767.4 - 332,754.1
Off-balance sheet items 3,664.6 13,760.7 657.0 600.2 519.1 100.1 0.0 143.7 - 19,445.5
ii‘;”gﬁﬁ;:i’;ﬁf:r‘]’::czggs 00 6134 64 6519 196.7 0.0 00 2700 - 17384
a‘;x‘mﬁtﬁ”a”da' 0.2 536.5 696.8  1,615.3 194.0 0.0 0.0 0.0 - 30428
gt%r:rricettfi;‘g:;r‘;tr'r‘:gn?;‘d 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 - 0.0
Breakdown of total exposure by risk weights
Weight 0% 0.0 0.0 106,861.1 5.0 4,254.5 0.0 0.0 8,411.5 - 119,532.1
Weight 10% 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2 - 0.2
Weight 20% 0.0 22.8 16.4 12,743.8 18.6 349.9 115 431.4 = 13,594.5
Z\ﬁggt pﬁi:ir({;sidemia' ezl 11,421.8 439.6 0.0 0.0 0.0 0.0 0.0 5.8 - 11,867.2
Weight 50% 258.6 1,337.0 1,234.1 6,136.7 2,312.9 2,711.5 4.0 0.3 - 13,995.1

on ‘{gtg‘;’gg‘:;"yia' it 2586  1,336.9 0.0 0.0 0.0 0.0 0.0 0.0 - 15955
Weight 75% 33,295.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 - 33,2955
Weight 100% 62,929.1 81,510.8 1,154.3 1,187.1 79.9 2.1 411.7 8,194.6 — 155,469.6

o/w: Past due items 3,058.3 6,498.4 0.0 0.4 0.0 0.9 0.1 12.6 - 9,570.7
Weight 150% 3,606.2 5,181.3 2.0 8.9 515 1.5 41.9 42.1 - 8,935.4

o/w: Past due items 3,028.6 4,160.3 1.2 7.2 15 1.5 0.0 33.8 - 7,284.1
Other risk weights 0.0 130.8 0.0 0.0 0.0 0.0 65.3 95.1 - 291.2
Credit risk mitigation techniques — substitution effects
Total outflow -1,195.4 -5,816.6 0.0 -274.2 -18,492.2 -30.8 -28.5 -101.3 - =25,939.1
Total inflow 6.6 183.7 20,648.7 4671 90.5 519.2 0.0 1,527.3 - 23,443.2
IRB APPROACH
Total exposure 18,013.2 17,857.0 19,952.3 2,244.9 - - - - 1179 58,185.3
On-balance sheet items 17,606.2 16,347.2 19,579.8 1,839.8 - - - - 1179  55,490.9
Off-balance sheet items 406.1 1,369.8 372.5 11.1 - - - - - 2,159.6
Toreorawdionad 00 720 o0 40 - - - - - o
Derivative financial 0.8 68.0 00 3531 - - - - - 219
Cuincsforewionsd 00 o0 00 00 - - - - - o
Credit risk mitigation techniques — effects of PD adjustment
Total outflow 0.0 -161.8 0.0 0.0 - - - - 0.0 -161.8
Total inflow 0.0 0.0 2,644.6 13.1 - - - - 0.0 2,657.7

Source: CNB.
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Table 13 Breakdown of bank capital adequacy ratio
end of period, in %

Dec 2011

Number of Share in bank Number of Share in bank Number of Share in bank
banks assets banks assets banks assets
0.8
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Dec. 2012 Jul. 2013

Ratio lower than 12% 2

Ratio from 12% to 15% 9 9.5 7 71 9 8.3

Ratio from 15% to 20% 13 34.6 12 37.5 10 36.4

Ratio higher than 20% 9 55.4 10 55.1 10 54.6
Source: CNB.

Figure 59 Bank own funds

Figure 60 Structure of bank total capital requirements
as at 30 June 2013
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requirement stood at 88.0% (Figure 59), while the share of the
capital requirement for operational risks remained almost un-
changed and stood at 10.0% of the total capital requirement.
The capital requirement for market risks again accounted for a
small share in the total capital requirement of only 2.0%, with
the largest share going to the capital requirement for the posi-
tion risk of debt instruments (1.2% of the total capital require-
ments).

Not a single bank used the internal approach to calculate
the capital requirement for market risks. The banks calculat-
ed the bulk of the capital requirement for operational risk us-
ing the standardised approach. Six banks used this approach.
Two banks used the advanced approach (having been granted
permission by the CNB) while all the remaining banks used
the basic indicator approach, which accounted for the smallest
share of the capital requirement for operational risk.

11.2 Housing savings banks

At the end of the first half of 2013, there were five hous-
ing savings banks operating in the territory of the Republic
of Croatia, the ownership structure of which remained un-
changed from the end of the previous year. One housing sav-
ings bank was in majority state ownership and the remaining
four were in the direct or indirect majority ownership of for-
eign shareholders.

The total assets of housing savings banks stood at HRK
7.2bn, a decline of 2.9% or 1.9% with the exchange rate ef-
fects excluded, from the end of 2012. The share of assets of
housing savings banks held steady at 1.8% of the total assets of
the system. The fall in housing savings banks assets during the
observed period was the result of a fall in the sources of financ-
ing, i.e. deposits of housing saving banks savers.

All housing savings banks reported a fall in assets during
the reporting period, ranging from 1.2% to 9.8%. The inten-
sity of the fall in assets of the only savings bank in domestic
ownership reduced its market share by 0.3 percentage points to
4.1%. This reinforced the already dominant share of assets of
housing savings banks in majority foreign ownership to 95.9%
of the total assets of all housing savings banks. Three housing
savings banks were in direct or indirect majority ownership of
Austrian shareholders and at the end of June 2013, their assets
accounted for 76.0% of total housing savings bank assets. As-
sets of one housing savings bank in the indirect majority own-
ership of Italian shareholders accounted for 19.9% of the total
assets of all housing savings banks.

At the end of the first half of 2013, housing savings banks
had 376 employees, 8.1% fewer than at the end of 2012. The
fall in the number of employees resulted in an increase in assets
managed per housing savings bank employee. At the end of the
first half of 2013, the average amount of assets per employee
was HRK 19.3m, which was higher than the same indicator for
the banks.



11.2.1 Balance sheet

The assets of housing savings banks have held steady since
end-2008, i.e. since the beginning of the crisis. The only ex-
ception was a considerable increase in assets, which took place
in 2011, primarily as a result of adjustments of housing savings
banks to the provisions of the Decision on the management of
interest rate risk in the non-trading book'>. As housing savings
are characterised by a short cycle of up to five years compared
to the average duration of home loans, the savings banks were
significantly exposed to interest rate risk in the non-trading
book. They attempted to reduce this exposure by increasing
long-term sources (mostly from parent banks). The sources
purchased for this purpose started falling sharply towards the
end of that year, and particularly during 2012, owing to the
use of the adjusted models for the calculation of exposure to
interest rate risk in the non-trading book'*.

The reason for the fall in assets in the first half of the year
was the fall in the savings of housing savings bank savers of
almost 4.0%. Even though housing savings typically grow the
most towards the end of the year, the reason for the dimin-
ished appeal of this type of savings might lie in state incentives
having been slashed from 15% to 10% earlier this year'. To
finance this outflow, the savings banks reduced investments in
deposits with financial institutions and increased indebtedness
based on loans received from domestic banks.

The resulting fall in deposits with domestic credit insti-
tutions of HRK 118.8m or 16.4% was the biggest change in
the assets of housing savings banks compared to the end of
2012. In terms of the amount of change, only other asset items
stand out. The developments in these items (and by analogy,
liabilities) are the result of regular calculation of government
incentives, i.e. the closing of receivables from the Ministry of
Finance and the execution of the payment obligation towards

Table 14 Structure of housing savings bank assets
end of period, in million HRK and %

41

housing savings banks savers. Investments in securities and net
loans granted in the first half of 2013 changed only slightly.
The portfolio of securities investments rose by 0.5% due to
an increase in investments in bonds of the Republic of Croatia
(3.7%), in contrast with investments in T-bills of the Ministry
of Finance, which fell (10.4%). The bonds of the Republic of
Croatia and T-bills of the Ministry of Finance were the only
types of securities held by housing savings banks in their port-
folios. Credit activity of housing savings banks did not recover
in the first half of the year; quite to the contrary, net loans fell
by 0.6%. In terms of the currency structure of loans granted,
except less significant kuna loans, the housing savings banks
only have loans with a currency clause in the euro, so if the ef-
fect of exchange rates is excluded, loans grew by a small 0.6%.

Only three housing savings banks reported an increase in
net loans (one of them reported an extraordinarily high growth
of 56.9%), but only in one of them was this increase the result
of an increase in home loans. In the remaining two housing
savings banks, loans to public enterprises were the only item
that grew, while in terms of exposure to public enterprises one
housing savings bank stood out in particular. At the end of
the first half of 2013, home loans granted by housing savings
banks stood at HRK 3.5bn (net), accounting for 5.9% of the
total home loans of all credit institutions.

The fall in housing savings banks liabilities reflects the al-
ready mentioned fall in deposits of housing savings banks sav-
ers of 4.0% (2.7% if the exchange rate effects are excluded), to
a little below HRK 6.1bn. In the first half of 2013, all housing
savings banks reported a decline in this basic source of financ-
ing ranging from 2.5% to 9.7%. Housing savings banks savers
provide the sole source of deposits of housing savings banks.
At the end of the first half of 2013, their deposits accounted for
96.3% of the total sources of financing. A little over one half

Money assets and deposits with the CNB 0.0 0.0 0.0 0.0 -41.7 0.0 0.0 50.0
Money assets 0.0 0.0 0.0 0.0 -41.7 0.0 0.0 50.0
Deposits with the CNB 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Deposits with banking institutions 669.7 8.5 723.1 9.7 8.0 604.3 8.3 -16.4

MoF treasury bills and CNB bills 668.1 8.5 594.1 8.0 -11.1 532.0 7.3 -10.4

Securities 2,3944 305 2,056.4 27.6 -141  2,1314 294 3.6

Derivative financial assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Loans 3,777.2 481 3,767.6 50.5 -0.3 3,7459 517 -0.6
Loans to financial institutions 90.9 1.2 69.3 0.9 -23.8 0.0 0.0 -100.0
Loans to other clients 3,686.3 47.0 3,698.3 49.6 0.3 3,7459 51.7 1.3

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 0.0 0.0 0.2 0.0 - 0.2 0.0 0.0

Tangible assets (net of depreciation) 5.7 0.1 5.3 0.1 -6.4 4.6 0.1 -14.3

Interest, fees and other assets 387.4 4.9 363.5 4.9 -6.2 271.8 3.8 -25.2

Net of: Collectively assessed impairment provisions 56.1 0.7 54.1 0.7 -3.6 51.2 0.7 -5.3

TOTAL ASSETS 7,846.,5 100.0 7,456.1 100.0 -5.0 7,239.0 100.0 -2.9

Source: CNB.

13 OG 2/2010, 34/2010 and 37/2012.

14 Such models are based on the inclusion of the effects of renewal of housing savings banks’ contracts and their use reduces the need for long-term sources of

financing.

15 The Act on Housing Savings and State Incentives for Housing Savings (OG 109/1997, 117/1997, 76/1999, 10/2001, 92/2005, 21/2010 and 15/2013).
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Table 15 Structure of housing savings bank liabilities and capital
end of period, in million HRK and %

Loans from financial institutions 458.9 5.8 0.0 0.0 -100.0 57.4 0.8 100.0
Short-term loans 172.8 2.2 0.0 0.0 -100.0 57.4 0.8 100.0
Long-term loans 286.2 3.6 0.0 0.0 -100.0 0.0 0.0 0.0
Deposits 6,345.1 80.9 6,3449 85.1 0.0 6,0943 84.2 -3.9
Transaction account deposits 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Savings deposits 154.1 2.0 160.7 2.2 4.3 121.8 1.7 -24.2
Time deposits 6,191.0 78.9 6,184.1 829 -0.1 59725 825 -3.4
Other loans 941 1.2 94.3 1.3 0.2 93.1 1.3 -1.2
Short-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Long-term loans 94.1 1.2 94.3 1.3 0.2 93.1 1.3 -1.2
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 97.7 1.2 97.8 1.3 0.1 87.1 1.2 -10.9
Interest, fees and other liabilities 368.3 4.7 345.5 4.6 -6.2 322.3 4.5 -6.7
Total liabilities 7,364.1 939 6,882.4 92.3 -6.5 6,6542 91.9 -3.3
Share capital 487.9 6.2 487.9 6.5 0.0 487.9 6.7 0.0
Current year profit/loss 10.6 0.1 67.5 0.9 538.3 16.0 0.2 -76.3
Retained earnings/loss 15.0 0.2 251 0.3 67.2 91.1 1.3 262.6
Legal reserves 6.2 0.1 6.7 0.1 7.6 8.2 0.1 22.8
Zeszenl;\;ess provided for by the articles of association and other capital 9.0 0.1 36 0.0 —61.1 4.8 0.1 359
Revaluation reserves -46.5 -0.6 -17.1 -0.2 -63.3 -232 -03 35.8
Previous year profit/loss 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total capital 482.4 6.1 573.7 7.7 18.9 584.8 8.1 1.9
Total liabilities and capital 7,846.5 100.0 7,456.1 100.0 -5.0 7,239.0 100.0 2.9

Source: CNB.

of the total amount of deposits (57.5%) was placed to housing
savings banks savers in the form of home loans. Despite the
home loans to housing savings ratio being the highest ever, it
grew very modestly over the past five years.

Housing savings banks did not rely much on hybrid and
subordinated instruments as a source of financing. Only two
housing savings banks used hybrid instruments and one hous-
ing savings bank stopped using these instruments this year. At
the end of June 2013, one housing savings bank used these in-
struments which are normally used by credit institutions as ad-
ditional own funds to meet the capital adequacy requirements,
to cover a portion of the significant losses from the previous
periods.

Housing savings banks generated a record current year
profit at the end of 2012, (HRK 67.5m)'® The housing sav-
ings banks distributed the entire amount of this profit in
the first half of 2013 into retained earnings or used it to

cover losses brought forward, thus boosting these balance
sheet items. However, due to much poorer business results
in the first six months of this year and an increase in unreal-
ised losses on value adjustments of financial assets available for
sale, the total balance sheet capital of savings banks rose by
only 1.9%. The share of capital in the assets of housing savings
banks thus rose by only 0.4 percentage points, reaching 8.1%,
much below the bank average. In two housing savings banks
that use hybrid instruments as additional own funds, the share
of capital in assets ranged only slightly above 5.0%.

11.2.2 Income statement

At the end of the first half of 2013, housing savings banks
generated HRK 20.1m in (pre-tax) profit from continuing
operations, a reduction of over 47.4% from the same period
in the previous year (Table 16). The significant fall in prof-
it was primarily the result of a fall in income from securities

16 At the end of 2012, all savings banks operated with profit before taxes but after calculating the taxes, one housing savings banks reported a current year loss

(after taxes).



investments of housing savings banks compared to the same
period of 2012. The housing savings banks mitigated the nega-
tive effect of these developments by generating savings on the
side of general administrative expenses and depreciation and
smaller interest expenses on the sources of financing. At the
end of the first half of 2013, two housing savings banks had
operated with a loss totalling HRK 1.5m.

In contrast with banks, interest income from housing sav-
ings banks loans fell only slightly (1.3%), with the fall in total
interest income of HRK 16.8m or 9.2% being predominantly
attributable to a fall in interest income from securities. Inter-
est income from securities fell by HRK 16.5m (22.0%) and
together with losses from securities trading and losses on fair
value adjustment through profit and loss, at the end of the first
half of this year, the housing savings banks generated HRK
32.5m or 37.9% less profit from securities investments than in
the same period in the previous year. A small decline in interest
income from loans was attributable almost entirely to interest
income deriving from participation of housing savings banks
in syndicated lending, while interest income from home loans
rose slightly (1.4%).

Interest expenses of housing savings banks fell by 9.1%
compared to the first half of 2012 as a result of a fall in the
sources of financing of housing savings banks, which are

Table 16 Housing savings bank income statement
in million HRK

Jan. - Jun. | Jan. - Jun.
2012 2013

Continuing operations

Interest income 183,3 166,5
Interest expenses 106,4 96,8
Net interest income 76,8 69,7
Income from fees and commissions 32,7 32,8
Expenses on fees and commissions 4,8 4,6
Net income from fees and commissions 28,0 28,2
Income from equity investments 0,0 0,0
Gains (losses) 10,6 -6,2
Other operating income 3,9 3,3
Other operating expenses 12,0 11,8
Net other non-interest income 2,5 -14,7
Total operating income 107,3 83,1
Sgggcai::iirinistrative expenses and 714 62.1
Net operating income before loss provisions 35,9 21,0
Expenses on value adjustments and provisions -2,3 0,9
Other gains (losses) 0,0 0,0
E;g:r;eél;:ss) from continuing operations, 382 201
Income tax on continuing operations 53} 4,3
!]ff;T:x(elZSS) from continuing operations, 32.8 15,8
Discontinued operations
Income (loss) from discontinued operations, 0.2 02
after taxes ’ ’
Current year profit/loss 33,0 16,0

Source: CNB.
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almost exclusively deposits of housing savings banks savers.
As a result, interest expenses on received deposits were down
5.3% with a somewhat smaller contribution to this fall in in-
terest expenses coming from a relatively significant decline in
these expenses on received loans (60.2%). The described de-
velopments in interest income and interest expenses resulted in
a lower net interest income (HRK 7.1m or 9.3%) than at the
end of the same period 2012.

Net income from fees and commissions rose by only 0.8%,
mainly as a result of cuts in expenses, and had a very small
impact on changes in the operating income of housing savings
banks. The biggest contribution to the fall in operating income
and profit of housing savings banks in the first half of 2013
in nominal terms came from net other non-interest income
which, in contrast with the profit generated in the same period
in the previous year, stood at a negative HRK 14.7m. Such
a result at the end of the first half of 2013 was due to losses
from securities trading (HRK 6.2m), a fall in other operating
income (16.6%) and operating expenses which, owing to their
nature (deposit insurance premium), fell only slightly (2.2%).

The developments in net income of housing savings banks
resulted in a fall in total operating income of 22.5%. The fall in
profit was also influenced by charges for value adjustments and
provisions, deriving mainly from a small deterioration in the
quality of home loans.

The significant fall in profit in the first half of 2013 led to
a considerable deterioration in the profitability of housing sav-
ings banks. ROAA fell from 1.1% at the end of the first half
of 2012 to below 0.6% at the end of June 2013, while ROAE
fell from 13.1% to 5.5% during the same period. Despite their
considerable decline (13.0%) from the year before, general ad-
ministrative expenses and depreciation put a bigger pressure
on housing savings banks earnings, as evidenced in a signifi-
cant increase in their share in operating income, from 66.5%
to 74.7%.

11.2.3 Credit risk

The balance and off-balance sheet items of housing sav-
ings banks exposed to credit risk stood at HRK 5.9bn at the
end of the first half of 2013, down 2.4% from the end of 2012.
The fall in total placements was mainly due to a fall in deposits
made which also influenced the fall in risk category A place-
ments (Table 17). At the end of the first half of 2013, 84.4% of
the total housing savings banks’ capital requirements went to
cover credit risk.

Credit risk was again low in housing savings banks, which
can be attributed to a high share of total placements and as-
sumed off-balance sheet liabilities classified in the highest-
quality A risk category (99.3%). The remaining 0.7% of place-
ments and assumed off-balance sheet liabilities were classified
in B and C risk categories. B and C risk category placements
and assumed off-balance sheet liabilities rose by 21.6% from
the end of 2012 due to deterioration in the quality of home
loans portfolio. At the end of June 2013, the share of B and C
loans in total loans rose slightly, but stood again at a low 1.0%.

In addition to overall credit portfolio quality, the quality of
home loans in housing savings banks was much better than in
banks, as seen in a low share of B and C category home loans
in total loans (1.1%). The type of currency did not play a big
role in this share, with kuna loans and kuna loans with a cur-
rency clause in the euro accounting for almost equal shares
of B and C home loans in total loans at the first half of 2013
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Table 17 Classification of housing savings bank placements and assumed off-balance sheet liabilities by risk categories

end of period, in million HRK and %

Dec. 2011 Dec. 2012 Jun. 2013
Risk category
A 6,423.0 99.5 5,979.0 99.5 -6.9 5,830.1 99.3 -2.5
B-1, B-2 and B-3 27.8 0.4 29.7 0.5 6.7 36.1 0.6 21.5
C 0.0 2.7 0.0 31.5 3.3 0.1 21.7
Total 6,452.9 100.0 6,011.4 100.0 -6.8 5,869.4 100.0 -2.4
Source: CNB.

Table 18 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.
2011 2012 2013

Total value adjustments against
placements and provisions for assumed 62.3 61.2 59.7
off-balance sheet liabilities

Value adjustments and provisions 5.9 6.7 8.0

Collectively assessed value adjustments

= 56.4 54.5 51.7
and provisions

Total placements and assumed off-balance

sheet liabilities 6,452.9 6,011.4 5,869.4

Coverage 1.0 1.0 1.0

Source: CNB.

(1.0% and 1.1%, respectively). The share of over 90 days past
due receivables in the structure of total housing savings banks
loans was negligible.

Value adjustments and provisions for B and C category
placements rose slightly from the end of 2012. However, since
total placements and off-balance sheet liabilities of housing

savings banks are mostly classified as risk category A, the bulk
of total value adjustments and provisions again involved col-
lectively assessed impairment provisions. The amount of provi-
sions for risk category A placements was down 5.1% from the
end of 2012, as a result of a fall in risk category A placements.
Compared to the end of the previous year, the coverage of total
placements by value adjustments and provisions held steady at
1.0% (Table 18) while the coverage of B and C risk category
loans fell slightly, from 19.9% to 19.7%.

11.2.4 Capital adequacy

The capital adequacy ratio of housing savings banks stood
at 21.3% at the end of the first half of 2013, the same level as
at the end of the previous year. This was due to an increase
in the capital requirement of HRK 4.0m or 1.1% and an in-
crease in own funds of HRK 6.7m or 1.1% of equal strength.
The increase in own funds was almost entirely due to reserves
and retained earnings from previous years, while the increase
in the capital requirement was mainly the result of increase
in the capital requirement for credit risk (2.6%), in particular
in household lending. The average weight for credit risk rose
slightly to 35.3% as a result, but was again much lower than in
the case of banks. Other capital requirements of housing sav-
ings banks decreased from the end of 2012, thus alleviating the
increase in the total capital requirement.
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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
ECB — European Central Bank USD - US dollar
EFTA  — European Free Trade Association VAT — value added tax
EMU  — Economic and Monetary Union ZSE — Zagreb Stock Exchange
EU — European Union ZMM - Zagreb Money Market
EUR —euro
excl. — excluding
f/c — foreign currency Symbols
FDI — foreign direct investment
Fed — Federal Reserve System - —no entry
FINA - Financial Agency — data not available
f.ob.  —free on board 0 — value is less than 0.5 of the unit of measure being
GDP  — gross domestic product used
GVA  — gross value added — average
HANFA - Croatian Financial Services Supervisory Agency a, b, c,... —indicates a note beneath the table and figure
HICP  — harmonised index of consumer prices * — corrected data
HRK  —kuna 0 — incomplete or insufficiently verified data






feried L ‘Ilhllll-ll.ll.l

=1 . -

HEEEYRE RN
W llll.l.q. llu.l'”

. :'| -.:','_ | " I'._ -.'-_-_i_'l_l‘llll"l'hllﬂl.'l“lfﬂ|_ l' |||rr|u||u|plllH.ll h‘,' iﬁlﬂﬂ“”ﬂﬂ”“l / ;"lull.u.

|
|
Lo | 1 3 Y - * ———
. || WA SIS EIRISISINIS] .J --_|J. 11" —_‘. ‘H.—-.ilr —-n.-u_-q—r—-u.-= =1 g .
]

.,
==

i
L}

T

—_—=
-_'...- T

TR T = N Y |
aca| S
= i |
1
bl
‘-
o

 Reieeres b b

EAsLpi)
£

§
—_—
3

E:

£

£

E

i

:

ISSN 1849-3483 (online) = |

E - —k g Ak
T = | é’:i.ll_::- I EQ
| e 1E] . | ] . ETY | ' E |
:’ H > (110 S0 el A § b Eqyd o
| ] e | R § A T T = fic- ?{: %

. e 511 i ettt S S S | AR I
Hi — | = Emty = : = Bl |
i I -l.r;;-: ! | |'-‘-.-|'|T-.|'-:[' J":II-I-l.l-.-l-'-'- bkiakiiee | Lidaiid} --i Eﬁ—“'l.: i |
[} s m————r—— sl S e

I.j :'I' ™ I:! '!;' If".lr"-'-"-r*—rt- | Ty r "| fllj-!:-'!r :._”_ "Tﬂ_ 1
¥

i pd TJ}_—JEHJ r=i = A
2 T i v i ¢ OTTIIG 1Lt h
T ummq; ’W ],l,, S T
F / i { \ R\
J £ Sl ey sl iR
: 1 it

1 . .
= E e .J: = ] - ._ -:.
_— = 5= Nahts ipaea o ey =
3 | =le=ldsire)
"m'!'r'l'"“m"“"‘

|.I| ALLLEERLET A1 LT f ;‘!!II'I_-' i LA Ay :

| ‘




	1 Summary
	2 Global developments
	2.1 Croatia’s main trading partners
	2.2 Benchmark interest rate trends
	2.3 Exchange rates and price developments

	3 Aggregate demand and supply
	3.1 Aggregate demand
	3.2 Aggregate supply

	4 Labour market
	5 Inflation
	6 Foreign trade and competitiveness
	7 Financing conditions and capital flows
	7.1 Capital flows between Croatia and foreign countries

	8 Monetary policy
	9 Public finance
	10 International reserves management
	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
	10.1.2 Principles of and risks in international reserves management
	10.1.3 Manner of international reserves management

	10.2 International reserves in the first half of 2013
	10.2.1 Total CNB turnover in the foreign exchange market in the first half of 2013
	10.2.2 Structure of international reserves investment
	Currency structure of international reserves
	Results and analysis of CNB foreign currency portfolio management in the first half of 2013



	11 Business operations of credit institutions
	11.1 Banks
	11.1.1 Structural features
	11.1.2 Bank balance sheet and off-balance sheet items
	Assets
	Liabilities and capital
	Liquidity indicators
	Currency adjustment of bank assets and liabilities
	Standard off-balance sheet items
	Derivative financial instruments

	11.1.3 Earnings
	Income statement
	Indicators of returns

	11.1.4 Credit risk
	Placements and assumed off-balance sheet liabilities
	Loans

	11.1.5 Capital adequacy

	11.2 Housing savings banks
	11.2.1 Balance sheet
	11.2.2 Income statement
	11.2.3 Credit risk
	11.2.4 Capital adequacy


	Abbreviations and symbols

