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1 Summary

Global macroeconomic developments were relatively fa-
vourable in the first half of 2017. Economic growth strength-
ened and global trade recovered. Having increased at the be-
ginning of the year, global raw material prices decreased to-
wards mid-year, and financing conditions for European
emerging market economies continued to improve. Croatia’s
risk premium narrowed faster than the average risk premium
for other such economies thanks to improved government fi-
nance management.

Domestic economic trends were also favourable. Econom-
ic activity continued to expand in the first half of 2017, with
real GDP up 2.7% from the same period in 2016. GDP an-
nual growth was mainly driven by rising exports of goods and
services, which at the beginning of 2017 continued the posi-
tive trends from 2016, annual export growth rate decreasing
considerably in the second quarter, however. Personal con-
sumption also made a significant positive contribution to eco-
nomic growth, reflecting favourable labour market trends and
consumer credit growth. Other domestic demand components
also increased from the first half of 2016. Gross fixed capital
formation rose relatively strongly in the first quarter of 2017
before decelerating considerably in the second quarter. Gener-
al government investments declined at an especially high rate.
Despite favourable current trends, economic growth is still
markedly lower than in peer countries.

The number of employed persons continued to rise stead-
ily in 2017, increasing by 1.8% in the first half of the year from
the same period in the previous year, with the increase fully
driven by the private sector. Unemployment continued to de-
crease at a fast pace, down to 170,000 in June, its record low
since 1997. It should be noted that the decrease in unemploy-
ment partly resulted from a decline in the active labour force
caused by the emigration of the population. In addition, the
average gross wage increased sharply across the board, and the
average net wage grew even more because of changes in in-
come tax regulations.

Consumer price inflation increased considerably in the first
half of 2017, due primarily to mounting imported inflationary
pressures and to some extent to the strengthening of domestic
demand. The annual inflation rate went up from 0.2% in De-
cember 2016 to 0.7% in June 2017. All of the main compo-
nents of the consumer price index (except energy) contributed
to the acceleration of the annual inflation rate in the first six
months of 2017. The contribution of the prices of processed
food products (especially milk and butter) to overall inflation
increased the most.

Foreign economic relations remained positive in the first
half of 2017. The current and capital account balance improved
slightly from the same period in the previous year thanks to the
widening of the surplus in foreign trade in services (especially
tourism), a better absorption of EU funds and lower interest
on foreign liabilities. The deepening of the foreign trade deficit
had the opposite effect on the current and capital account bal-
ance. As regards the indicators of external imbalances, the rela-
tive indicators of gross and net external debt improved further
in the first six months of 2017, while the relative indicator of

the net international investment position remained at the level
reached at the end of the previous year.

The CNB pursued an expansionary monetary policy in the
first half of 2017, thus providing continued support to eco-
nomic recovery. The large amount of reserve money created
through foreign exchange interventions alleviated appreciation
pressures on the domestic currency and boosted gross interna-
tional reserves. Banks’ free reserves in the accounts held with
the CNB were almost double what they were in the same pe-
riod last year, reaching record highs. As a result, banks had
no need to borrow from the central bank. Domestic financing
conditions improved as a result, including bank interest rates
on almost all types of loans, while the continued easing of cred-
it standards and an increase in loan demand were accompanied
by the further recovery of domestic sector placements, espe-
cially those to the household sector.

CNB’s total international reserves increased by 3.8% at the
end of June 2017 from the end of 2016, and net international
reserves grew by 3.2% in the same period. Net international re-
serves were boosted by the purchase of foreign exchange from
banks and the government as well as by earnings from reserve
management, while the increase in total international reserves
was due, in addition to the already mentioned factors, to a
higher level of agreed repo transactions. Despite negative rates
of the euro yield curve with a maturity of up to six years, the
total annual rate of return on the euro part of net reserves was
0.20% in the first six months of 2017, while the annual rate of
return on the dollar part totalled 1.39%.

Bank assets (net of value adjustments) decreased by 2.3%
in the first half of 2017. The decrease was strongly influenced
by exchange rate trends: if this effect is excluded, bank assets
decreased effectively by 0.9%. In addition, the materialisation
of credit risk and the sale of claims also played an important
role. Bank profit and profitability indicators decreased sharply
from the first half of 2016, primarily as a result of the materi-
alisation of credit risk, an increase in expenses on value adjust-
ments and provisions, and the base period effect.

The share of partly recoverable and fully irrecoverable loans
continued to drop, standing at 13.2% at the end of the first half
of 2017, while their quality improved in both major sectors,
the non-financial corporation sector and the household sector.
This was primarily due to the sale of delinquent claims, but the
household sector would have recorded an improvement even if
the effect of the sale of claims had been excluded. Bank total
capital ratio increased slightly to 23.2% due to a mild decrease
in risk exposure (1.1%), especially in exposure to credit risk,
whereas the amount of own funds remained unchanged.

Developments in the fiscal area were favourable in the first
half of 2017. The budget deficit (ESA methodology) was HRK
1.1bn (0.3% of GDP), which is a sharp decrease from HRK
3.8bn (1.1% of GDP) in the previous year. General govern-
ment debt stood at HRK 287.3bn at the end of June 2017, a
decrease of HRK 1.8bn from the end of 2016, deriving primar-
ily from the appreciation of the kuna versus the euro in the
observed period.



2 Global developments

Global growth strengthened and global trade recovered in
the first half of 2017. Economic activity accelerated consider-
ably in most large developed economies (the US, euro area,
Japan), with the exception of the United Kingdom, and growth
also accelerated in all major emerging market economies (Chi-
na, India, Brazil and Russia). However, inflationary pressures
remained quite subdued in most of the countries due, among
other things, to a weak growth of the prices of energy products
and raw materials. Mostly very accommodative monetary con-
ditions provided for favourable financing conditions.

US economic growth accelerated further and, despite po-
litical turbulence, recovered more than expected in the second
quarter, reaching an annual rate of 2.2%. This was primarily
due to personal consumption and private sector investments
growing on the back of rising consumer and business confi-
dence. Although the US labour market is highly dynamic, in-
flationary pressures remained rather weak, as in many other
developed economies.

Figure 2.1 Economic growth in selected markets and global
inflation
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Euro area economic growth also accelerated, up by 2.1% in
the first half of 2017, which is the highest rate since the end of
the global financial crisis. Growth accelerated the most in the
Baltic countries, while the largest positive contribution to the
strengthening of recovery in the euro area came from its old
(and the largest) members: Italy, France and Germany. Domes-
tic demand remained the main growth driver, with the contri-
bution split equally between personal consumption and invest-
ments, the latter benefiting from favourable financing conditions
and the strengthening of the labour market. After quite a while,
foreign demand once again positively contributed to growth.

2.1 Croatia’s main trading partners

Most of Croatia’s major euro area trading partners re-
corded very favourable economic developments in the first half
of 2017. Germany’s economy grew at an annual rate of 2%,

slightly more than in the previous years, primarily as a result
of a recovery in investment activity. Austria’s domestic demand
also strengthened significantly as did that of Italy, where eco-
nomic growth rates reached their record highs over a several-
year period. Growing at an annual rate of 5% in the first half
of 2017, Slovenia’s was among the more dynamic economies
in the EU.

In contrast, the economic activity of regional trading part-
ners showed no signs of acceleration in the first half of 2017.
The GDP growth rate in Bosnia and Herzegovina was the on-
ly one to remain close to the previous year’s level (standing
slightly above 2% and slowing down noticeably in the second
quarter). Serbia’s economic growth rate fell to slightly above
1% due to the adverse influence of unfavourable weather con-
ditions on the energy sector and investment activity.

2.2 Prices, exchange rates and financing
conditions

Global raw material prices showed uneven trends in the first
half of 2017, trending downwards after an increase at the be-
ginning of the year. Global crude oil prices increased slightly in
the first two months of 2017 due to a daily output cut, agreed
between OPEC members and Russia, before falling sharply on
account of high reserve levels and production growth in the
US stemming from the use of advanced technologies. The av-
erage price of Brent crude oil, expressed in US dollars, was
13.3% lower in June 2017 than in December 2016. Having in-
creased sharply at the beginning of the year, global metal prices
were on the decrease until mid-year. The decrease was mostly
caused by a slowdown in China’s demand for metals, attrib-
uted to the effort of Chinese regulatory authorities to restrict
lending by shadow banks, considered to be the main lenders to
the metal sector. Food product prices grew in the first half of
2017, with the prices of meat, cereals and dairy products up at
an especially high rate.

Figure 2.2 Raw material prices in the world market in US dollars
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Figure 2.3 Benchmark interest rates and the average yield spread
on bonds of European emerging market countries
end of quarter

Figure 2.4 Exchange rates of individual currencies against the
euro
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Source: Eurostat.

The divide between US and euro area policies continued
in the first half of 2017. As expected, the Fed raised its bench-
mark interest rate by a total of 50 basis points in March and
June 2017. The ECB, on the other hand, left its interest rates
unchanged, but, as part of unconventional monetary policy
measures, reduced monthly purchases within the asset pur-
chase programme from the previous EUR 80bn to EUR 60bn
in April 2017.

Financing conditions for European emerging market coun-
tries, including Croatia, mostly improved during the first half
of 2017. The EMBI index for European emerging market
economies decreased by about 40 basis points from the end

of 2016. The favourable trend notwithstanding, the occasional
strong volatility exhibited by the index points to continued un-
certainties in global financial markets.

Most major global currencies depreciated against the euro
in the first half of 2017. The US dollar/euro exchange rate
stood at USD 1.14/EUR at the end of June, a rise of 8.2%
from the end of 2016. The US dollar weakened against the
euro due to favourable economic indicators in the euro area
and alleviating political pressures following France’s presiden-
tial elections as well as because of the absence of reforms an-
nounced by the new American president and uncertainty re-
lated to the economic policy of the new administration.



3 Aggregate supply and demand

Real GDP increased by 2.7% in the first half of 2017 from
the same period in 2016, with the bulk of the increase due to
increases in goods and services exports and in personal con-
sumption. Investment activity made a significant positive con-
tribution and government consumption also increased. Total
exports and domestic demand growth boosted imports, with
the result that net foreign demand made a negative contribu-
tion to overall economic growth. GDP by the production ap-
proach showed that GVA increased at an annual rate of 2.2%.
The increase was primarily due to GVA growth in trade, trans-
port and storage as well as in accommodation and food ser-
vice activities. GVA also increased in other activities, stagnating
only in agriculture, forestry and fishing. It should be noted that
2016 was a leap year so that these rates to some extent un-
derestimate the uptick in economic activity in the first half of
2017. As suggested by seasonally and calendar adjusted data,

GDP rose at an annual rate of 3.4% in the first half of 2017,
compared with 2.2% in the same period in 2016.!

However, despite the positive fact that the Croatian econo-
my continued on the recovery path for eleven successive quar-
ters, Croatia’s growth rates are among the lowest among those
of peer countries in Central and Eastern Europe and the Bal-
tics.

3.1 Aggregate demand

Real exports of goods and services increased by 5.8% in the
first half of 2017 from the same period in the previous year.
Total exports, after having surged at an annual rate of 8.6% in
the first three months of the year, decelerated considerably to
3.6% in the second quarter, mainly as a result of a slowdown
in goods exports.

Figure 3.1 Gross domestic product The annual growth rate of goods exports increased from
real values 4.7% in the second half of 2016 to 9.3% in the first half of
2017. Trends in foreign trade in goods were extremely fa-
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Figure 3.4 Real exports of goods and services

Figure 3.7 Gross fixed capital formation
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Figure 3.10 Real imports of goods and services
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is the case with GDP, original annual growth rates underesti-
mate the actual growth of personal consumption because 2016
was a leap year. Favourable developments reflected the contin-
ued growth of employment (as shown by data on the number
of persons insured with the CPII) and real net wages as well
as of consumer credit. In addition, the consumer confidence
index was on average slightly higher than in 2016, which al-
so had a beneficial effect on propensities to consume. Having
reached the highest level since household expectations started
to be measured, household confidence deteriorated significant-
ly in April, probably due to uncertainties regarding the financial
problems of the Agrokor Group. However, consumer confi-
dence improved as soon as in May. As a result, household con-
sumption made the second largest contribution to the growth
of total economic activity, the first being the contribution of
goods and services exports.

Gross fixed capital formation grew at an annual rate of
4.2% in the first half of 2017, compared with 3.9% in the same
period six months previously. Investment activity was support-
ed by developments in the private sector in the first quarter
of the year, which is confirmed by monthly indicators on con-
struction works on buildings and the imports of capital goods,
while government investment activity stagnated. Investment
growth decelerated from 5.4% to 3.2% in the second quarter,
which may be attributed to a sharp slowdown in government
investment activity.

Government consumption increased at an annual rate of

1.6% in the first half of 2017. As suggested by fiscal data, the
increase was primarily caused by the growth of intermediary
consumption.

Goods and services imports grew annually by 7.1% from
January to June 2017, which is a faster growth rate than that
in the same period in 2016. The surge of goods exports and
domestic demand in the first quarter of 2017 gave a boost to
goods imports in all main industrial groupings except in non-
durable consumer goods, as shown by nominal data on for-
eign trade in goods. However, adverse developments in foreign
trade in goods and a decline in investment activity in the sec-
ond quarter of 2017 led to an annual growth of goods imports
lower than in the previous three months. Due to the described
developments in the exports and imports of goods and services,
net foreign demand made a negative contribution to total GDP
growth (—1.0 percentage point).

3.2 Aggregate supply

Gross value added grew at an annual rate of 2.2% in the
first half of 2017, due largely to retail trade, transportation and
storage, accommodation and food service activities, which can
be associated with the growth of household consumption and
favourable developments in tourism. All other activities also re-
corded growth, with the exception of agriculture, forestry and
fishing, which stagnated.

Figure 3.11 GVA rate of change
contributions to the annual change by components
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4 Labour market

4.1 Employment and unemployment

The number of employed persons continued to rise steadily
in 2017, up by 1.8% from the same period in the previous year.
The increase was fully driven by the private sector, while the
public sector made a slightly negative contribution. The highest
rise was recorded in youth employment thanks to tax reliefs for
employers.>

Unemployment continued decreasing at a fast pace in the
first six months of 2017, with the number of unemployed down
to slightly below 170,000 in June, the lowest level since the

beginning of 1997. The number of unemployed persons de-
creased by an average of 19% (50,000) in the first half of the
year compared with the same period in the previous year. The
decrease was due to intensified removal from the CES register
due to non-compliance with legal provisions, cancellation from
the register and failure to report regularly (contributing 12 per-
centage points) and new employment (contributing 7 percent-
age points). The decline in unemployment was also due to the
intensified emigration of the working age population to devel-
oped EU countries, with the official statistics probably under-
estimating the number of emigrants.’

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

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

Figure 4.4 Labour Force Survey
seasonally adjusted series
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The largest positive contribution to the annual growth in total employment in the first half of 2017 was recorded in the category of youth em-

ployment (persons under the age of 30) on open-ended contracts pursuant to the Contributions Act (OG 143/2014), under which employers
are exempted from the payment of wage contributions for a period of five years.

Official CBS data show that almost 20,000 Croatian citizens (about 0.5% of the total population) emigrated in 2016 (the net migration rate)



The decrease in the number of unemployed persons was
reflected in the further decline in the registered unemployment
rate, which was down to 10.8% in June 2017 against 13.4% in
June 2016.

Labour Force Survey data also suggest that the unemploy-
ment rate decreased in the first six months of 2017, showing
that it stood at an average of 12.5% in that period, compared
with 14.1% in the first half of 2016. The participation rate (i.e.
the share of the labour force in the working age population)
declined slightly, while the employment rate increased as a re-
sult of a rise in the number of employed persons according to
survey data.

4.2 Wages and unit labour costs

The first half of 2017 saw a sharp annual increase in wages.
Average gross wages were 3% higher in the first six months, the

Figure 4.5 Average nominal gross wage by NCA activities
seasonally adjusted data, contributions to the quarterly rate of change
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Figure 4.6 Compensation per employee, productivity and unit
labour costs

seasonally adjusted data, quarterly rate of change and levels
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wage increase being recorded at the level of the overall econ-
omy. Broken down by the NCA, wage growth was the strong-
est in the construction sector and in private sector services,
while wages in industry and the public sector rose at a slower
rate. Net wages increased at an even higher rate (4.6%) due
to changes in income taxation in effect since January 2017. In
contrast, the increase in real wages was less pronounced in the
observed period because of consumer price growth.

Unit labour costs, as shown by original national accounts
data, continued to decline on an annual basis, down by 1.1% in
the first six months of 2017 from the first half of 2016, because
the increase in labour productivity was more pronounced than
that in employee compensation.

and that about 50,000 citizens have emigrated since Croatia’s accession to the EU. The number of emigrants is underestimated by official sta-
tistical data as these data include only persons who changed their place of residence for a period longer than one year and notified the Ministry
of Interior thereof. This conclusion is corroborated by the data of statistical offices of the countries to which most Croatian citizens emigrate
(Germany, Austria, Ireland). According to these data, the number of immigrants to Germany exceed the total number of emigrants indicated

by CBS data.
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Box 1 Wage adjustments in Croatia and EU countries: results of a firm survey

Downward nominal wage rigidity occurs when firms exposed
to adverse economic shocks are more inclined to wage freezes
and/or reductions of labour input than to downward wage ad-
justments. Downward wage rigidity was significant in the EU in
the 2010-2013 period, and it was somewhat less pronounced in
Croatia as a smaller share of firms opted for base wage freezes
and a larger share of firms for base wage cuts in comparison with
the EU. By and large, this may be a reaction of firms to the deep
and prolonged recession in Croatia. In part, it may also be due
to a difference in the institutional environment — the coverage of
employees by collective agreements in Croatia is lower than the

Table 1 Wage freezes and cuts under various shocks

average for the EU, with collective agreements signed at firm-
level prevailing in Croatia.

The latest firm survey on labour market characteristics and
wage setting within the framework of the Wage Dynamics Net-
work (WDN) of the European System of Central Banks was car-
ried out late in 2014 and in the first half of 2015 in 25 countries of
the European Union“. The survey gives an insight into the shocks
(e.g. decrease in demand, access to foreign financing, custom-
ers’ ability to pay etc.) with the greatest impact on firms’ activ-
ity, the methods of employment and wage adjustments to these
shocks and the widespread use and centralisation of collective

percentage of firms that froze or cut base wages at least once in the 2010-2013 period

Share of firms
that cut wages,

Share of firms

that froze wages,
in % in %

Share of firms that
experienced a fall in
demand and cut wages,

Share of firms that
experienced a strong fall
in demand and financial
restrictions and cut wages,

Share of firms that
experienced a fall in
demand and financial

in % restrictions and cut wages,

in % in %
Total, 1st group 30.5 4.8 5.7 10.0 18.6
Czech R. 26.6 6.8 10.6 17.7 17.0
Germany 1441 3.5 4.3 7.6 0.0
Estonia 11.6 12.4 23.5 11.0 31.1
Hungary 6.8 1.2 2.5 3.7 11.9
Ireland 65.4 231 28.7 31.0 33.3
Lithuania 35.4 10.0 14.6 21.2 30.5
Latvia 29.9 16.3 24.4 47.5 76.6
Slovak R. 36.8 9.8 16.8 35.4 66.4
United Kingdom 53.3 5.1 2.3 6.4 17.0
Total, 2nd group 19.1 2:3 3.0 4.2 3:3
Austria 6.9 3.0 2.2 2.6 0.0
Belgium 19.0 1.4 0.8 21 0.0
Bulgaria 18.5 5.0 11.9 21.8 14.4
France 22.7 1.2 2.0 1.9 0.6
Luxembourg 19.9 0.8 1.6 5.5 7.3
Netherlands 29.8 1.9 2.7 3.5 3.2
Poland 10.7 2.9 3.2 4.2 3.7
Romania 19.0 6.7 13.6 17.6 221
Total, 3rd group 224 8.0 10.2 13.4 21.7
Cyprus 78.8 37.5 45.0 44.3 40.1
Spain 21.6 7.5 10.6 10.5 14.6
Greece 63.3 54.6 61.8 70.9 79.8
Croatia 17.6 25.7 37.5 50.7 70.0
Italy 16.3 2.3 2.6 4.6 11.4
Portugal 42.3 6.7 9.2 14.9 16.0
Slovenia 8.4 13.0 17.0 23.9 25.6
Total (EU-24) 25.4 4.5 5.8 9.2 134

Notes: Reported results are weighted by weights that reflect total employment in the population of firms. Results do not include Malta.

Source: Izquierdo et al. (2017).

4 The previous two WDN surveys carried out late in 2007/early in 2008 and in mid-2009 focused on the period of economic growth from 2002
to 2006, i.e. on the period immediately after the outbreak of the financial crisis in which most EU countries saw a fall in GDP and unemploy-
ment growth. Surveys are marked chronologically with WDN1, WDN2 and WDN3
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agreements; it also assesses firms’ efficiency as regards the re-
forms carried out in the labour market. In the 2010-2013 period
(on which the most recent, third, survey, WDN3, was focused)
economic developments in the EU countries were divergent. In
line with this and for the purpose of the comparative analysis
of the results®, three groups of countries were set up with re-
spect to GDP developments and unemployment. The first group
of countries included those in which the unemployment rate fell
and GDP increased in the 2010-2013 period, the second group
comprised the countries in which both the unemployment rate

Table 2 Coverage by collective agreements in 2013

SEMI-ANNUAL INFORMATION 2017 « LABOUR MARKET

and GDP grew in the reference period, while the third group of
countries included those marked by an increase in in the unem-
ployment rate and a decrease in GDP.

Inter alia, the aim of the surveys was to examine the extent
to which downward nominal wage rigidity (DNWR) is present
in the economy, i.e. the extent to which firms in adverse condi-
tions use different measures to reduce their operating expens-
es, in order to see whether they are more inclined to wage cuts,
wage freezes and/or reductions of labour input.® As indicators
of downward nominal wage rigidity the shares of firms that cut

Share of firms that applied collective agreements, in % | Share of employees covered

by collective agreements,

Reached at firm level Reached at higher level | Reached at one of the levels in %

Total, 1st group 18.3 29.2 44.0 353
Czech R. 30.6 10.0 39.0 33.2
Germany 16.1 47.2 56.9 48.3
Estonia 10.1 2.0 11.3 8.2
Hungary 20.2 6.7 23.2 20.3
Ireland 11.4 9.8 19.9 9.2
Latvia 16.7 2.3 18.9 18.3
Lithuania 17.4 1.9 18.2 16.0
Malta 31.0 0.5 31.0 23.8
Slovak R. 35.1 14.8 38.4 35.7
United Kingdom 17.4 7.2 32.7 21.3
Total, 2nd group 33.1 56.6 72.5 76.0
Austria 27.4 88.0 98.8 80.4
Belgium 30.8 63.0 72.0 94.4
Bulgaria 21.8 7.0 243 17.8
France 28.9 82.9 88.8 94.4
Luxembourg 251 33.4 54.9 54.0
Netherlands 51.1 54.6 79.7 90.0
Poland 17.9 1.0 20.9 20.9
Romania 69.4 7.7 73.0 71.6
Total, 3rd group 39.3 78.9 91.1 90.8
Cyprus 31.7 41.7 56.4 39.6
Spain 31.0 77.3 95.2 96.3
Greece 26.2 42.8 60.1 71.4
Croatia 35.4 23.3 45.2 47.1
Italy 60.4 89.0 99.5 99.0
Portugal 13.0 62.2 66.3 62.5
Slovenia 57.9 75.9 86.9 79.4
Total (EU-25) 26.8 50.0 63.7 60.7

Note: Reported results are weighted by weights that reflect total employment in the population of firms.

Source: Izquierdo et al. (2017).

5 As in Izquierdo, M. et al. (2017): Labour market adjustment in Europe during the crisis: microeconomic evidence from the Wage Dynamics

Network survey, ECB Occasional Paper No. 192, June.

6 Research results on the impact of downward nominal wage rigidity on employment are diverse. For research papers pointing to employment
decrease, see: Barwell, R. D., and M. E. Schweitzer (2007): The Incidence of Nominal and Real Wage Rigidities in Great Britain: 1978-98,
Economic Journal, Vol. 117; Bauer, T. K., and H. Bonin et al. (2007): Real and nominal wage rigidity and rate of inflation: evidence from
West German micro-data, Economic Journal, Vol. 117; Devicienti, F. et al. (2007): Downward wage rigidity in Italy: micro-based measures
and implications, Economic Journal, Vol. 117; Fehr, E., and L. Goette (2005): Robustness and Real Consequences of Nominal Wage Rigid-
ity, Journal of Monetary Economics 52(4). By contrast, much research has failed to establish a link between DNWR and employment growth.
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or froze their base wages in a certain period are used. The fre-
quency of wage cuts points to a certain heterogeneity among
EU countries. Hence, the results of the WDN3 survey (Table 1)
suggest that the share of firms in Croatia that cut their base
wages at least once in the 2010-2013 period stood at 25.7%,
or significantly above the average for EU countries (4.5%). The
share of firms that opted for wage cuts is also sizeable in Ireland
(28.1%) and it stands out in the countries that experienced a sig-
nificant drop in their economic activity in the reference period
(e.g. Greece and Cyprus in which the share reached 54.6% and
37.5% respectively).

By contrast, in eleven countries (mostly those from the first
and second groups) the share of firms that cut wages hovered
below/around 5%.

If only those firms that experienced a strong fall in demand
and considerable financial restrictions are taken into account,
the share of firms that cut their base wages at least once in
the 2010-2013 period is larger and amounts to 13.4% for the
EU and as much as 70% for Croatia. Extremely large shares of
firms that cut wages in these conditions are found in third group:
Greece (79.8%) and Cyprus (40.1%) and in the first group: Latvia
(76.6) and Slovakia (66.4%).

If we take into account that the share of EU firms that froze
their base wages at least once in the 2010-2013 period amounts
to 25.4% and that the share of those that cut wage amounts
to only 4.5%, it may be concluded that at the EU level there is
significant downward wage rigidity and that in the reference pe-
riod it was relatively less pronounced in Croatia (17.6% of firms
froze base wages and 25.7% of firms cut them). To a large ex-
tent, this may be a reaction of firms to the deep and prolonged
recession in Croatia. The firms’ responses to the survey ques-
tions suggest that, inter alia, certain shocks were more intensive
and long-lasting in Croatia (most notably the shock of illiquidity
caused by customers’ reduced ability to pay and the shock of
reduced demand).

Among factors used to explain downward nominal wage
rigidity the literature notably points out the employers’ con-
cern that a wage decrease may trigger the outflow of the most
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productive workers and/or the fall in motivation of employees,
which in turn may lead to a decrease in labour productivity in
firms.” Moreover, the firms’ capacity to adapt to negative shocks
through wage cuts depends largely also on the institutional en-
vironment, most notably the widespread use and centralisation
of collective agreements.® Empirical research on the basis of the
data from the WDN3 survey showed that the larger the coverage
of employees by collective agreements in firms, the lower the
probability of wage cuts.® This may result in increased wage in-
flexibility in countries with a widespread use of collective agree-
ments.

The share of employees covered by collective agreements
is the key indicator of the widespread use of collective agree-
ments. The results of a firm survey show that in 2013 in Croatia
through collective agreements wages for about 47.1% of em-
ployees were regulated (Table 2), which is a share lower than the
EU average (60.7%), notably in comparison to the weighted av-
erage for the third group of countries which exceeds 90%. By
contrast, the share of employees covered by collective agree-
ments is the lowest in the first group of countries, especially
in the Baltic countries, Ireland and Hungary (between 8% and
20%).

Moreover, it has been found that the decentralisation of col-
lective bargaining is more pronounced in Croatia, i.e. that collec-
tive agreements signed at the firm-level prevail (35.4% in com-
parison with the EU average of 26.8%). These agreements are
as a rule considered more flexible than those signed at a higher
level because they enable firms to adapt to a larger extent to the
specific shocks to which they are exposed. Agreements signed
at a higher level are less accounted for in Croatia (23.3%), while
the firm survey showed that their share in the second and third
group of countries is large and that it on average amounts to
56.6% and 78.9% respectively, which is an indicator of signifi-
cant centralisation of collective bargaining. Reforms were car-
ried out in some EU countries during the crisis which enabled
firms to conduct wage negotiations, above all, at a firm-level in
order to take into account as much as possible the specific cir-
cumstances in which some enterprises operate.°

7 Efficiency wage theories. For more details see: Du Caju, P. et al. (2015): Why firms avoid cutting wages: survey evidence from European

firms, ILR Review, Vol. 68, Issue 4.

8 See, among others, Anderton, R., and B. Bonthuis (2015): Downward Wage Rigidities in the Euro Area, GEP Research Paper Series, No.

2015/09, University of Nottingham, July.

9 Marotzke, P. et al. (2016): Wage adjustment and employment in Europe, GEP Research Paper Series, No. 2016/19, University of Notting-

ham.

10 See box: Wage adjustment and employment in Europe: some results from the Wage Dynamics Network Survey, Economic Bulletin, Issue 1,

ECB, 2017.



5 Inflation

The indicator of current trends in overall inflation de-
creased in the first half of 2017 (Figure 5.1), primarily as a
result of a decline in world crude oil prices in the period from
March to June. The decrease in the indicator of current trends
in core inflation was less marked so that it remained positive.
In addition, trends in the inflation diffusion index suggest that
the number of products in the HICP basket whose prices grew
declined somewhat in the first six months of 2017. However,
the prices of most of these products continued to increase,
while the negative rate of change encompassed a relatively
smaller number of products.

The annual consumer price inflation rate (end of period)
increased from 0.2% in December 2016 to 0.7% in June 2017,

Figure 5.1 Indicators of current inflation trends
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Sources: CBS, Eurostat and CNB calculations.

Figure 5.2 Year-on-year inflation rate and contributions of
components to consumer price inflation
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with the bulk of the increase coming from the growth in the
prices of processed food products (Figure 5.2).!"" Core infla-
tion (which excludes agricultural product prices, energy prices
and administered prices) accelerated from 0.5% in December
to 1.8% in June.

All of the main components of the consumer price index
(except energy) contributed to the acceleration of the annual
inflation rate in the first six months of 2017. The contribution
of processed food product prices to overall inflation increased
the most, from 0.2 percentage points in December to 0.5 per-
centage points in June, mainly due to the growth of prices
of fresh milk and, to a lesser extent, of butter. Dairy product
prices increased in most other EU member states too because a
rise in demand for these products (butter, cheese, etc.) on the
global market, especially in China, boosted the exports of dairy
products from the EU. The contribution to inflation of the
prices of unprocessed food products grew slightly in the first
half of the year due to rising meat prices. Global meat prices
also went up, spurred by demand growth in emerging market
economies. Vegetable prices surged in January because of the
cold winter, but decreased in June, returning to the level close
to that reached in June 2016.

The prices of services also contributed to the increase in
overall inflation in the first six months of 2017. The contri-
bution of the prices of catering services prices was especially
high due to an increase from 13% to 25% in the VAT rate on
these services in January and accompanied by an increase in

Table 5.1 Price indicators
year-on-year rate of change

_ 2016 | 9/2016 | 12/2016 | 3/2017 | 6/2017

Consumer price index and its components

Total index -1.6 -0.9 0.2 1.1 0.7
Energy 7.3 -4.2 =1 -0.1 -2.8
Unprocessed food 0.8 -0.8 1.7 4.2 2.2
Processed food -0.7 0.2 1.0 2.8 2.3
\'fvi‘;ﬂ:&"sﬂi‘;‘%‘;ﬁ”a' goods 53 g 02 03 08
Services -0.1 -1.0 -0.1 -0.1 0.8

Other price indicators

Core inflation -0.9 -0.1 0.5 1.4 1.8
Index of industrial producer

prices on the domestic -4.8 -3.0 -0.1 1.1 0.4
market

Index of industrial producer
prices on the domestic -1.5 -1.3 -0.9 0.1 0.5
market (excl. energy)

Harmonised index of

h -1.2 -0.7 0.7 1.1 1.1
consumer prices
Harmonised index of
consumer prices at constant -1.2 -0.7 0.6 1.0 1.0

tax rates

Sources: CBS and Eurostat.

11 The average annual consumer price inflation rate increased to 1.1% in the first half of 2017 from —0.8% in the previous half of the year.
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Figure 5.3 Deflator of GDP and its individual components

Figure 5.4 Indicators of price developments in Croatia and the
euro area
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communication services. The contribution of industrial pro-
ducer prices to overall inflation grew mostly due to increases
in the annual rate of change in clothing and footwear prices
and in car prices (resulting from the growth of excises on these
goods in January).

In contrast, the negative contribution of energy prices to
the overall annual inflation rate at the end of period grew from
—0.2 percentage points in December to —0.5 percentage points
in June due to a drop in electricity prices in January (result-
ing from the reduction of the VAT rate on this energy product
from 25% to 13%) and a decrease in domestic refined petro-
leum product prices in the March to June period; global crude
oil prices trended down after February due to the high reserves
and the growth of output from unconventional sources of oil in
the US. The average price of Brent crude oil, expressed in US
dollars, was thus 15.5% lower in June than in February 2017.'2
Downward pressures on energy prices were considerably miti-
gated by an increase in the annual rate of change in natural gas
prices caused by the base effect (the disappearance of the effect
of decreases in natural gas prices in January and April 2016 on
the annual rate of change in these prices).

Euro area inflation measured by the harmonised index of
consumer prices (HICP) accelerated from 1.1% in December
2016 to 1.3% in June 2017 (Figure 5.4). The euro area annual

inflation rate increased primarily in consequence of the accel-
erating annual growth of processed food product prices (milk
and dairy products) and service prices (accommodation and
transport). Euro area core inflation (which excludes the prices
of energy, food, beverages and tobacco) accelerated from 0.9%
in December to 1.1% in June.

Croatia’s annual inflation rate measured by the HICP went
up from 0.7% in December 2016 to 1.1% in June 2017. The
increase was predominantly caused by the acceleration of the
annual growth of service prices (catering and accommodation
services'®). The contribution of processed food product prices
to inflation increased to a lesser extent. As in the euro area, this
was primarily due to price increases in milk and dairy prod-
ucts. The contribution of the prices of unprocessed food prod-
ucts and non-food industrial goods without energy to HICP
inflation in Croatia also increased slightly. Croatia’s overall in-
flation was 0.2 percentage points lower than euro area infla-
tion in June 2017, mainly due to electricity prices, which were
—9.6% lower in Croatia in June 2017 than in June 2016 (due
to a the reduction of the VAT rate on this energy product) and
2.2% higher in the euro area. Croatia’s core inflation (which
excludes the prices of energy, food, beverages and tobacco)
grew from 0.7% in December to 1.6% in June, exceeding the
euro area inflation rate by 0.5 percentage points.

12 The appreciation of the kuna against the US dollar brought about an even sharper decline in the kuna price of crude oil (20.3%).
13 The share of accommodation in the HICP is considerably higher — 7.3% (as it accounts for foreign residents’ spending) whereas the same

share in the CPI amounts to a low of 0.4%.



6 Current and capital account

The current and capital account balance improved slightly
in the first half of 2017 from the same period in 2016. Con-
tributors were further growth of net exports of services, in-
creased use of EU funds and a smaller primary income account
deficit. The foreign trade deficit widened in the same period.
Observing cumulative values over the past year, the surplus in
the current and capital account fell by 0.2 percentage points in
the second quarter of 2017 relative to the outturn at the en-
tire-2016 level, standing at 3.6% of GDP (or 2.8% of GDP
excluding the effect of lower bank profits due to provisions as-
sociated with the Agrokor Group).

Figure 6.1 Current and capital account balance and its structure
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6.1 Foreign trade and competitiveness

According to the balance of payments data, the annual
growth of goods exports (12.9%) was somewhat faster in the
first half of 2017 than the annual growth of goods imports
(12.1%). However, imports grew faster than exports in ab-
solute terms, causing the foreign trade deficit to increase by
as much as 11.2%. Specifically, the growth of goods exports
and imports was slower, while the deficit growth was more
pronounced if the balance of payments data are compared to
those published by the CBS. The difference between these two
sources of data is attributable to the compilation requirements
of the balance of payments, described in detail in Box 2 Foreign
trade developments according to the balance of payments data.

The widening of the foreign trade deficit, according to the
CBS data, which also provide for a breakdown by products,
was mainly the result of the growth in net imports of energy
products, notably oil and refined petroleum products, reflect-
ing strong growth in prices from the same period in 2016. A
deterioration was also seen in the balance of trade in capital
goods, miscellaneous manufactured articles, road vehicles and
food products. By contrast, favourable trends were observed
in the trade in medical and pharmaceutical products and other
transportation equipment (mostly ships).

According to the CBS data, the dynamics of the overall
goods exports strengthened visibly in the first half of 2017,
with an annual growth reaching 16.2%. Exports of ships and
oil and refined petroleum products rose sharply. Moreover,
the growth of the narrow aggregate (ships and oil and refined
petroleum products excluded) was also pronounced (11.8%)
and included a wide range of products. Exports of medical
and pharmaceutical products grew substantially, notably to the
USA, the same trend being observed in exports of metal in-
dustry products, i.e. non-ferrous metals and manufactures of
metals (n.e.c.) to Germany, Slovenia and Italy. Also significant
was the growth of exports of capital goods, primarily associ-
ated with the exports of electrical machinery, apparatus and
appliances and machinery specialised for particular industries
to Germany and Turkey. In addition, exports of electricity to
Bosnia and Herzegovina strengthened.

Figure 6.2 Goods exports (f.0.b.)
year-on-year rate of change and contributions

percentage points
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@ Labour-intensive goods (according to the SITC) include: textile, wearing apparel,
footwear, leather, paper, cork and wood, furniture, manufactures of metals and
non-metallic mineral manufactures, prefabricated buildings and manufactured articles
n.e.c.

Source: CBS.

Figure 6.3 Goods imports (c.i.f.)
year-on-year rate of change and contributions
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Figure 6.4 Services exports
year-on-year rate of change and contributions
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Figure 6.5 Nominal and real effective exchange rates of the kuna
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The growth of goods imports, according to the CBS da-
ta, also visibly accelerated in the first half of 2017, standing at
13.1% for the overall outturn and 11.0% for the narrow aggre-
gate (excluding ships and oil). In addition to imports of oil and
refined petroleum products, another contributor to stronger
imports was imports of road vehicles from Germany and mis-
cellaneous capital goods. Also notable was the growth of im-
ports of metal industry products from Serbia and Bosnia and
Herzegovina, other energy products (natural and manufac-
tured gas from Hungary and Austria and electricity from Hun-
gary and Bosnia and Herzegovina) and various food products.

Markedly favourable trends in the foreign trade in services
were seen in the first half of 2017 as well, the main contributor
being tourist services. In particular, total net exports of ser-
vices grew by 7.8% on an annual level or at the same rate as net
exports of travel services. Revenues from tourism consumption
of non-residents grew by 11.6%, while the number of arrivals
and nights stayed by foreign tourists in commercial accommo-
dation facilities in Croatia grew even more sharply, by about
one fourth, thanks primarily to guests from Germany, Austria
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and the United Kingdom. Tourism consumption of residents
abroad grew as well, by almost one third. An increase was also
seen in net exports of other services, notably personal, cultural
and recreational services.

The real effective exchange rates of the kuna deflated by
consumer prices and producer prices appreciated in the first
six months of 2017, entirely due to the strengthening of the
kuna against the basket of currencies of the major trading part-
ners, which offset the effect of the slower growth in domestic
than in foreign prices. As for the cost competitiveness of Croa-
tian exports, the real effective kuna exchange rates deflated by
unit labour costs at the level of manufacturing industry and the
economy as a whole also appreciated, due mainly to the nomi-
nal effective appreciation of the kuna and in part due to rela-
tively faster growth of unit labour costs in the country than in
foreign trading partners.

6.2 Incomes and transactions with the EU

The deficit in the primary income account fell by EUR
0.1bn in the first half of 2017 from the same period in 2016.
The major contributors were smaller interest expenditures for
foreign liabilities, particularly of other domestic sectors (in part
due to the fact that since the second quarter of 2017 interest
has no longer been calculated on the foreign liabilities of the
Agrokor Group) and credit institutions. In addition, revenues
from compensation to residents working abroad increased.
Concurrently, net expenditures on direct equity investment re-
mained at the previous year’s level. Specifically, the growth of
profits of foreign enterprises owned by residents was offset by
an almost equal rise in profits of domestic enterprises owned
by non-residents, mainly accounted for by the pharmaceutical
industry, manufacture of oil products, retail trade and real es-
tate activities. By contrast, bank profits fell due to provisions
associated with the Agrokor Group.

Total net revenues in the secondary income account and in
the account of capital transactions grew by EUR 0.1bn in the
first half of 2017, due mostly to increased use of EU funds.
They were mostly used for the financing of current and, only in
part, of capital projects. As a result, the average annual amount

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

< 700 145
= 600 128
£ 500 — 10 =
E 400 /o S\ 08 @
300 . . u 0.6
s (e EE 1l's S
0[S .ot 0.0
—100?—'9//.= ol ® o 50 -02
—200 [N — -04
-300 -06

2014 2015 2016 2017
[ Funds allocated — capital (other sectors)I Funds allocated — current (other sectors)
Funds allocated — capital (government) Funds allocated — current (government)
® Payments to the EU budget 4 Total funds received
— Net funds allocated® — right — Net funds received® — right

@ Average of the last four available quarters.

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

Sources: CNB and MoF.

SEMI-ANNUAL INFORMATION 2017 « CURRENT AND CAPITAL ACCOUNT

of the surplus of funds utilised from EU funds over the pay-
ments to the EU budget increased, standing at 1.2% of GDP in
June 2017 (1.0% in 2016).

Box 2 Foreign trade developments according to the balance of payments data

Easier access to the EU market and the recovery of the trad-
ing partners and domestic demand contributed to a perceptible
increase in the foreign trade of goods after Croatia joined the EU.
Concurrently, an increase was also observed in re-exporting and
manufacturing services on physical inputs owned by others and
in trade of non-resident enterprises in Croatia. Due to the compi-
lation requirements of the balance of payments, the value of man-
ufacturing services on physical inputs owned by others and non-
resident transactions is estimated and excluded from data pub-
lished by the CBS, which in several previous years, together with
other adjustments, resulted in lower absolute values and slower
dynamics of foreign trade indicators according to the balance of
payments data than according to the data published by the CBS.

Strong growth rates of exports and imports of goods, addi-
tionally accelerated at the beginning of 2017, have been record-
ed since Croatia’s accession to the EU. In order to give at least a
partial explanation of developments underlying these trends, it is
useful to compare data on the foreign trade in goods published
by the Croatian Bureau of Statistics (CBS) with the data on the
goods account in the balance of payments current account that
is compiled by the CNB. These two sources of data contain
some methodological differences that arise from international
statistical standards underlying the respective methodologies.
The values of revenues and expenditures in the balance of pay-
ments goods account are based on data on the trade in goods
published by the CBS. However, a change in goods ownership
between residents and non-residents which does not always

Figure 1 Adjustments of the balance of payments data on trade in
goods for quasi transit
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coincide with the criterion of the movement of goods across the
state border applied by the CBS is essential in the compilation of
the balance of payments’.

The CNB excludes the gross value of goods imported and ex-
ported for the purpose of finishing, treatment or processing'® as
well as of goods traded by non-resident enterprises™ in Croatia

14 According to the Balance of Payments and International Investment Position Manual, 6th edition (BPM6), which has been applied by the CNB
from the end of 2014, when all balance of payments data series from 2000 onwards were revised.
15 Net value of completed operation (fees for the finishing of goods in someone else’s ownership) is an integral part of the services account in

the balance of payments.

16 These are enterprises from other EU countries, which do not have their headquarters in Croatia or branches but trade with EU countries
through a non-resident tax number and with third countries through an EORI number. Transactions between residents and non-residents
in the territory of the Republic of Croatia, which do not involve cross-border transfer of goods, are included in the balance of payments. For
more details see the CNB’s website: http://www.hnb.hr/en/-/ nastavlja-se-uskla-ivanje-statistike-platne-bilance-sa-standardima-eu-a where
it is inter alia explained that the adjustment of data on the trade in goods in the balance of payments for quasi transit has been carried out for
the period from the beginning of 2014 onwards due to the lack of reliable data needed for the estimate of the earlier period.
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(quasi transit). These transactions are excluded for two reasons:
1) they do not involve a change in ownership and 2) they are not
a real indicator of economic activity in a country. Goods that are
processed may cross the border several time before final export
or import which in turn contributes to a significant increase in sta-
tistical data; earlier, this was particularly pronounced in the ship-
building sector'. In these cases, the value added generated in a
country is not significant. Similarly, in quasi transit (Figure 1) the
value added belongs to a foreign business entity as it involves
transactions of non-resident enterprises, which do not have em-
ployees, business premises, production capacities etc. in the do-
mestic territory and only conduct trading activities. Their opera-
tions became more relevant after Croatia joined the EU. By con-
trast, the estimate of net merchanting exports where goods do
not cross the customs border of a trader but are instead bought
and then sold abroad is included in the balance of payments.

In addition, the CNB excludes from the value of imports at
c.i.f. parity published by the CBS the estimate of transporta-
tion and insurance costs because the value of trade in goods
in the balance of payments is reported at f.o.b. parity that ex-
cludes these costs. Other adjustments involve the estimate of
purchases on the exports side (goods sold to foreign tourists
and taken out from Croatia) and on the imports side (costs of
residents for purchases made abroad) and acquisitions of do-
mestic transporters abroad (e.g. fuel and other supplies). Re-ex-
ports carried out by residents (e.g. in trade with road vehicles)
include both data sources. By contrast, real transit, i.e. transit
through Croatia, is not captured by the CBS data or by the bal-
ance of payments data.

Moreover, it should be noted that the value of foreign trade in
goods and services according to the balance of payments data
is used in the compilation of the national accounts (GDP by ex-
penditure method) in the CBS.

The largest adjustment of goods exports in the balance of
payments (Figure 2) refers to the decrease on the basis of man-
ufacturing services on physical inputs owned by others, which
stood at EUR 1.1bn in 2016 and was much higher than in 2014
(EUR 0.7bn). Manufacturing services on physical inputs owned
by others predominate in enterprises involved in the activities™
of manufacture of wearing apparel, leather and related prod-
ucts, fabricated metal products, computers, electronic and opti-
cal products, and machinery and equipment. In addition, from
2016 onwards exceptionally high values of goods under manu-
facturing services on physical inputs owned by others were also
recorded in the trade of non-resident enterprises with pharma-
ceutical products. In terms of value, significant also was the ad-
justment made with respect to non-resident trade (quasi transit),
which reduced exports by EUR 0.3bn 2014. However, it grew
to EUR 0.8bn in 2016 and stood at as much as EUR 0.6bn in
the first half of 2017. While the decrease in exports based on
these items was significant, the increase in exports based on
purchases made in the previous three years averaged only about
EUR 0.1bn. The effect of the rise in net exports resulting from
merchanting is still insignificant.

The previous three and a half years were marked by an in-
crease of total adjustments on the exports side. In 20186,
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Figure 3 Goods exports according to foreign trade (CBS) and
balance of payments (CNB) statistics data
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according to the CBS data, revenues in the balance of pay-
ments goods account were lower than exports by EUR 1.8bn
or almost 15%. This is noticeably steeper than in 2014 due to
the rise in the value of non-resident transactions and manufac-
turing services on physical inputs owned by others. In addition,
adjustments were larger in the first half of 2017 than in 2016,
accounting for more than 16% of the value of the foreign trade
statistics. As a result, the growth of goods exports is lower ac-
cording to the balance of payments data than according to the
foreign trade statistics data (Figure 3). In 2015 and 2016, the an-
nual growth of exports was more than 3 percentage points lower
according to the balance of payments data than according to
the CBS data (8.0% and 3.1% vs 11.2% and 6.8%), this trend
continuing in the first half of 2017 (12.9% vs 16.1%").

17 Privatisation and restructuring of shipyards with the framework of the alignment with the EU acquis adversely influenced their export perfor-
mance. Other transport equipment (mostly ships) accounted for only 2.1% of total goods exports in 2016 according to the CBS data com-

pared to an average of 11.4% in the 2005-2011 period.

18 In line with the results of the research launched following the implementation of the BPM6.
19 This Box comments on preliminary CBS data for the first six months of 2017 (published in 7 September 2017), included in the preliminary
data in the goods account in the balance of payments current account for the second quarter of 2017 (published on 29 September 2017).
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Figure 4 Adjustments of goods imports in the balance of
payments statistics

Figure 5 Goods imports according to foreign trade (CBS) and
balance of payments (CNB) statistics data
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Adjustments on the exports side on the basis of manufac-
turing services on physical inputs owned by others and quasi
transit are related to adjustments on the imports side as they
include the trade in goods that are similar or the same. The larg-
est volume of adjustments of goods imports in the balance of
payments (Figure 4) in 2016 was accounted for by quasi tran-
sit (EUR 0.8bn) which grew considerably from the previous two
years (about EUR 0.3bn). Very high values of imports by non-
residents were recorded at the end of 2016, which was most-
ly due to the trade in pharmaceutical products not subject to
manufacturing services on physical inputs owned by others. The
decrease in imports of goods under manufacturing services on
physical inputs owned by others stood at EUR 0.7bn in 2016 or
slightly more than in the previous two years (EUR 0.6bn). The
structure of imports of goods under manufacturing services on
physical inputs owned by others by activities matches that on
the side of exports. Due to the adjustment for the classification
(c.i.f./f.o.b.), imports trended down by about EUR 0.7bn in the
balance of payments in the previous three years. By contrast,
the increase in imports in the balance of payments owing to the
estimated costs of purchases stood at about EUR 0.3bn in the
previous three years. The effect of the increase in imports by the
value of fuel and other supplies acquired by domestic transport-
ers abroad is negligible.

As a result of the described adjustments, total differences
between goods imports according to the foreign trade statistics
and goods imports according to the balance of payments sta-
tistics also increased in the previous three years, although at a
weaker intensity than in exports. Imports of goods in the bal-
ance of payments were lower than imports measured by foreign
trade statistics by EUR 1.2bn or 7% in 2014, with the difference
increasing to EUR 1.9bn or 9% in 2016, a slightly lower ratio be-
ing observed at the beginning of 2017. As regards the dynam-
ics of goods imports (Figure 5), its annual growth rate according
to the balance of payments data and the CBS data was almost
the same in 2015 (7.6% vs 7.9%). In 2016, the growth of im-
ports according to the balance of payments data was almost 3

percentage points lower (4.0% vs 6.6%), due mostly to high im-
ports by non-residents at the end of the year. In the first half
of 2017, the annual growth rates measured by these two data
sources were again less divergent (12.1% vs 12.7%).

The deficit in the goods account of the balance of payments
may be larger or smaller than the foreign trade deficit reported
by the CBS depending on whether the described adjustments
contribute more to the fall in exports or the fall in imports (Table
1). Hence, the decrease in imports exceeded the fall in exports
in 2016, resulting in a smaller deficit in the goods account of the
balance of payments than in the deficit calculated from the CBS
data. By contrast, the CNB reported a larger deficit in the first
half of 2017 because the fall in exports exceeded the decrease
in imports. Specifically, high values of quasi transit continued to
be recorded on the exports side (after appreciable imports ob-
served at the end of 2016) but not on the imports side.?

In addition, it should be taken into account that these adjust-
ments also in part affect the services account in the balance of
payments. The gross value of goods under manufacturing ser-
vices on physical inputs owned by others is not included in the
goods account, while at the same time the net value of rendered
or received manufacturing services on physical inputs owned by
others is included in the trade in services. Net exports of these
services stood at about EUR 0.2bn in the previous three years,
marked by a slight upward trend. The adjustment for the classi-
fication (c.i.f./f.0.b.) reduces goods imports. However, more than
a half of its volume (about EUR 0.4bn annually), as the estimated
portion of costs of transportation and insurance that belongs to
non-residents, is returned through imports of freight transporta-
tion services. Moreover, with the implementation of the BPMB6,
goods repair and maintenance services have become a part of
the services account, earlier reported in the goods account, and
amount to about EUR 0.1bn annually. These adjustments had a
slight adverse effect on total net exports of services in the previ-
ous three and a half years.

In summary, adjustments of trade in goods for the purpose of
the compilation of the balance of payments decrease the value

20 The value of adjustment for quasi transit does not have to be the same on the exports side and on the imports side, which may be explained by
a time mismatch due to the storing of imported goods and differences in export and import prices (e.g. due to transportation costs, storage
and insurance of goods in circulation, the system of transfer prices used by multinational companies etc.).
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Table 1 Effect of adjustments in the balance of payments on the
foreign trade balance

1st half | 1st half

In million EUR
CBS, balance (1) 6,761 -6,955 -7,395  -3,821 -4,114
CNB, balance 2) 6,512 6,974 -7,337 -3,844 -4,274
Difference
@=2-1) 248 =19 58 -23 -160
As % of GDP
CBS, balance (4) -15.7 -15.8 -16.1 =17.7 -18.2
CNB, balance (5) -15.1 -15.8 -16.0 -17.8 -18.9
Difference
(6=5-4) 0.6 0.0 0.1 -0.1 -0.7
Year-on-year rate of change
(% and percentage points)
CBS, balance (7) -2.6 2.9 6.3 7.9 7.7
CNB, balance (8) -1.1 71 5.2 5.6 11.2
Difference
©9=8-7) 1.4 4.2 =1.1 -2.3 3.5

Notes: Relative indicators for the first half of the year are shown as a ratio to a semi-
annual GDP. The annual growth rates for 2014 are influenced by methodological changes
related to EU accession.

Sources: CBS and CNB.

of goods exports and goods imports published by the CBS, with
a portion of the adjustments also being reflected in the services
account of the balance of payments. The effect of all these ad-
justments on the balance of total foreign trade in goods and
services (Figure 6) may be positive or negative. In the previous
three years, it moved in the range of the favourable effect of EUR

Figure 6 Effect of adjustments on the balance of total foreign
trade in goods and services
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0.2bn annually to a slightly adverse effect that accelerated at the
beginning of 2017 to about EUR 0.1bn (measured as the previ-
ous year sum). Observed by types of adjustments, only the ad-
justments for classification had a continuously favourable effect
on the current account balance, while quasi transit and other ad-
justments worked in the opposite direction. In contrast to 2014
in which manufacturing services on physical inputs owned by
others had a favourable effect, in the previous two years these
adjustments had an unfavourable effect on the current account
balance, which came to a halt in the first half of 2017 and had a
negative effect on the balance of trade in goods and services.
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7 Private sector financing

Financing conditions continued to improve in the first half
of 2017. The interest rate on one-year kuna T-bills fell from
0.65% in December 2016 to a record low of 0.45% in March
2017, holding steady until mid-year. As regards long-term bor-
rowing costs, yields on ten-year kuna bonds did not change
significantly, while yields on five-year kuna bonds increased
from their atypically low levels reached at the end of the pre-
vious year (Figure 7.1a). However, the yield on the February
five-year kuna bond issue was the lowest since the government
started to borrow in the domestic capital market (2.29%).
Yields on euro-indexed bonds narrowed slightly at the end of
June 2017 from the end of 2016 (Figure 7.1b).

The price of the government’s external financing, estimated
by the sum of the EMBI index for Croatia and the German

government bond yield, continued to decline, down to 2.6%
in June 2017 (Figure 7.3).2' The government launched a EUR
1.25bn ten-year bond with a 3.2% yield in the international
market in March 2017.

In the first half of 2017, corporate financing costs were on
average close to the levels reached at the end of the previous
year (Figures 7.2 and 7.3). The interest rate on short-term cor-
porate borrowing stood at an average of 4.64% in the first half
of the year and that on long-term borrowing with a currency
clause amounted to 4.09%. Interest rates on loans exceeding
HRK 7.5m, used mostly to finance large enterprises, continued
to be volatile and stand below interest rates on smaller-value
loans, which are primarily targeted at small and medium-sized
enterprises (Figure 7.4). However, the spread between interest

Figure 7.1 Yield-to-maturity on RC bonds
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Source: CNB.

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

Source: CNB.

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

Figure 7.3 Long-term financing costs
in kuna with a currency clause and in foreign currency
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21 Croatia’s credit default swaps decreased significantly (about 75 basis points) in the first half of 2017, standing at 145 basis points at the end of June.



rates on loans of up to HRK 7.5m and loans exceeding that
amount narrowed on average in the first six months of 2017
relative to 2016.

Regarding the household sector, interest rates on short-
term kuna loans and long-term kuna loans indexed to foreign
currency continued to drop in the first half of 2017 at a pace
similar to that in the same period in the previous year (Figures
7.2 and 7.3). The same trend was observed in interest rates on
housing loans, consumer loans and other loans. The fall in do-
mestic interest rates was driven not only by high liquidity in the
monetary system but also by a continued decline in the costs
of banks’ sources of funds as reflected in a further downward
trend in the NRR?? and continued record-low EURIBOR lev-
els. A slowdown in the fall of the short-term costs of corporate

Figure 7.4 Bank interest rates on loans to non-financial
corporations by volume
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kuna borrowing and a continued decline in these costs for the
household and government sectors was also observed in real
interest rates (Figure 7.5).

After having eased for six successive quarters, corporate
credit standards stagnated in the second quarter of 2017
(Figure 7.6). According to banks’ responses to the bank lend-
ing survey, the tightening of credit standards in the second
quarter was primarily due to risk perception, while strength-
ened interbank competition and favourable liquidity condi-
tions had an opposite effect. Demand for all types of cor-
porate loans continued to grow, with the trend being espe-
cially favourable in the second quarter of 2017. The demand
growth was largely driven by corporate needs for financing
inventories and working capital, as well as by gross fixed cap-
ital formation.

The household sector saw credit standards, both for hous-
ing loans and for consumer and other loans, ease considerably
in the first half of 2017 (Figure 7.7). In the second quarter,
credit standards for both types of loans eased the most since
the introduction of the bank lending survey. The easing of
credit standards, while primarily due to interbank competition
and lower costs of the sources of funds, was also in the case
of housing loans stimulated by positive expectations regard-
ing real estate market conditions and in the case of consumer
and other loans by general economic expectations. Demand
for consumer and other loans continued rising markedly in the
first half of the year, while demand for housing loans recovered
strongly in the second quarter following a slight decrease in the
first quarter. Consumer confidence had the strongest impact
on the growth of demand for both types of loans. Demand for
housing loans was additionally spurred by a favourable real es-
tate market outlook and demand for consumer and other loans
by the increased consumption of durable consumer goods.

The total debt of non-financial corporations® edged up
in the first half of 2017 and its annual growth rate at the end

Figure 7.5 Achieved and expected real interest rates

Figure 7.6 Credit standards and corporate demand for loans
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22 The national reference rate (NRR) is the average interest rate paid on deposits by the banking sector. It is used as one of the benchmark in-
terest rates for determining the level of the variable component of variable interest rate on loans, in accordance with Article 11a of the Credit
Consumer Act (pursuant to the Act on Amendments to the Consumer Credit Act, OG 143/2013).

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

general government sector).
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Figure 7.7 Credit standards and household demand for loans

a) Housing loans

b) Consumer and other loans
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Figure 7.8 Corporate financing

Figure 7.10 Growth of corporate placements by activity
transaction-based
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Figure 7.9 Corporate domestic placements of credit institutions

Figure 7.11 Growth in corporate loans by purpose
transaction-based
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Figure 7.12 Household placements

Figure 7.13 Growth of household placements by loan type
transaction-based
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of June was 1.3% (transaction based, Figure 7.8). Domestic
corporate borrowing grew on an annual level, while corporate
external debt declined. The growth in total debt was mainly
generated by private enterprises, which significantly increased
their domestic and to a smaller extent their foreign borrowing.
In contrast, public enterprises continued deleveraging against
foreign creditors, and recorded only a slight increase in domes-
tic financing.

Corporate domestic placements of credit institutions in-
creased by HRK 2.7bn (2.9%) in the first half of 2017 (trans-
action based, Figure 7.9). Their annual growth rate, similar to
that recorded at the end of the previous year, stood at 2.7% at
the end of June (transaction based). In contrast, the nominal
stock of corporate placements continued to trend downwards,
decreasing at an annual rate of 1.4% at mid-2017, primarily
due to the sale of non-performing placements and the appre-
ciation of the kuna versus the euro.

The largest positive contribution to the growth of domestic
corporate placements continued to be made by lending to the
accommodation and food service activity (Figure 7.10). The
growth of placements to this activity in the first six months of
2017 was almost twice as high as their total previous year’s
growth, due to stepped-up tourist sector investments. Lending

to manufacturing was also strong in the first half of 2017,
while construction saw further deleveraging, albeit at a weaker
pace than in 2016. As shown by an analysis of corporate lend-
ing by purpose, lending activity was boosted by the growth of
investment loans (Figure 7.11).

Having accelerated since October 2016, the annual growth
of household placements reached 2.1% at the end of June 2017
(transaction-based, Figure 7.12). The growth in disposable in-
come and employment, favourable expectations, a continued
fall in interest rates and the easing of credit standards were
the determining factors for the strong recovery of household
lending. All major types of loans increased during the first six
months of the year (Figure 7.13), with general-purpose cash
loans going up at the highest rate and housing loans halting
their several-year decline. Kuna lending continued to grow
and by late June 2017 kuna loans accounted for 45.5% of to-
tal household placements. In contrast, the nominal stock of
household placements decreased annually by 0.8% in late June,
primarily as a result of the sales of non-performing bank place-
ments and the strengthening of the kuna, while the effect of the
partial write-off of Swiss franc-indexed loans related to con-
version diminished significantly.
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Box 3 Change in the structure of bank funding sources and the preferences of deponents

The environment of low interest rates, which has been pre-
sent in international financial markets for several years, triggered
a change in the behaviour of depositors and in the structure of
bank deposits in both Croatia and other EU member states. Low
interest rates have also led to increased risks that, if financing
condlitions are tightened, could materialise for some bank clients
and for the banks themselves in the form of interest rate-induced
credit risk (see publication Macroprudential Diagnostics No. 1).

In addition, banks in Croatia will also be exposed to potential
currency risk if the change in the structure of deposits in favour
of transaction accounts comes to an end, i.e. if the share of time
deposits that are usually linked to the euro grows again. In par-
ticular, increased affinity of bank clients for kuna loans? is cur-
rently not accompanied by an increased affinity of bank deposi-
tors for long-term savings in kuna, but rather by an increase in
transaction deposits in kuna.

Seeking for higher yields depositors expectedly turn to riskier
types of investments in the period of low deposit interest rates.
However, the analysis carried out suggests that even in the case
of more significant growth of investments in riskier types of as-
sets, such as shares, and equity funds, in line with the model
similar to that observed before 2009, the domestic banking sys-
tem will not be exposed to the materialisation of risk arising from
a possible spillover of assets from highly liquid and mostly trans-
action deposits into investments in investment funds or directly
into shares.

The high liquidity of the Croatian banking system and rela-
tively mild financing conditions in international financial markets
resulted in the lowest-ever interest rates on bank deposits. In-
terest rates on newly received time deposits of banks dropped
by around two percentage points from early 2011 to the end of
June 2017, standing at 0.42% at the end of June 2017 (Figure
1). Approximately the same reduction in interest rates on newly
received time deposits was also observed in banks in the euro
area, which stood at 0.24% at the end of June 2017.

It is interesting that the traditionally higher interest rates on
kuna savings in Croatia have failed to attract more depositors
towards long-term kuna savings (Figure 2). Instead, the currency
structure of time deposits has remained relatively stable in the
last six years, the share of euro time deposits in total time de-
posits hovering around 70%. In addition, in the past two years,
i.e. since the introduction of taxes on (kuna and foreign curren-
cy) savings, a sizeable portion of the fall in euro time deposits
(which decreased by HRK 26.9bn from the end of 2014 to June
2017) led to an increase in funds in euro transaction accounts
(which increased by HRK 22.5bn in the same period).

The upward trend in the share of overnight deposits of
households and non-financial corporations in Croatia was also
observed in other EU member states (Figure 3). The decrease

Figure 2 Interest rates on newly received euro and kuna time
deposits
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Figure 1 Interest rates on time deposits of household and
non-financial corporate sectors

Figure 3 Structure of bank deposits received from household
and non-financial corporate sectors, broken down by the type
of instruments, in selected euro area member states
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24 For more details see A Note on Kuna Lending: http://www.hnb.hr/documents/20182/1197894/s-21.pdf/d11069¢9-d484-496¢-91b2-

59282b6e4eaa.
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Figure 4 Structure of bank time deposits from household and
non-financial corporate sectors, broken down by maturity, in
selected EU member states and Croatia

Figure 5 Structure of time deposits and transaction accounts of
banks, broken down by currency

% 100
90
80
70
60
50
40
30
20
10

0

o — o ™ <+ 0 [l ~ o — o o < n =]
o o o o o o o o o o o o o o o
o~ o 5V N N o~ N Q o 5V o~ N o~ oN 5Y
©
EU Croatia

M Uptotyear [ 1to2years M Over 2 years

Note: Presented are the data for the following countries: AT, BE, CY, DE, EE, ES, Fl,
FR, GR, IE, IT, LT, LU, LV and MT.
Sources: ECB and CNB.

300 ‘ ‘ ‘ ‘ ‘
250 M

billion HRK

Entry into force of the Acton ——>
Amendments to the Income
Tax Act (0G 143/2014)

COO0OrrmrrANNANAUNMOMOILT I T LWL ©© OO NN~
e e o o B Ll i il iy
PP AP O FTANCHINTCFTANCTANCHIANRTSIND S

M Time deposits — HRK
I Transaction accounts — HRK

[71 Time deposits — EUR
Transaction accounts — EUR

Source: CNB.

in interest rates also influenced the extension of maturity of time
deposits (Figure 4).

A further boost to the increase in funds in transaction ac-
counts in Croatia was also made by the introduction of taxes
on (kuna and foreign currency) savings, after which this trend
picked up speed?®; also contributing were regulatory changes in
the classification of deposits in late 201428 (for more details see
Financial Stability No. 17).

At end-June 2017, funds in transaction accounts of banks
accounted for 43% of total bank deposits received, i.e. 35% of
total bank liabilities, which has exposed banks to interest rate
risk in conditions of the expected growth in interest rates in the
medium term. Direct interest rate risk is transferred to clients
due to the high share of variable interest rates (see chapter 3,
Household sector, and chapter 5, Non-financial corporate sec-
tor, Financial Stability No. 18). However, it is possible that inter-
est rate risk may materialise for some clients (those with loans
whose interest rates change in the longer run), which means that
interest rate-induced credit risk may materialise for banks (for
more details see Macroprudential Diagnostics No. 1).

The maturity mismatch of bank assets and liabilities also in-
creased, mostly due to the shortened remaining maturity of lia-
bilities, while the remaining maturity of assets remained relatively
stable in the observed period (Figure 5 in chapter 6 Banking sec-
tor, Financial Stability No. 18). Increased maturity transformation
with lower interest rates for shorter periods has affected bank
earnings and reduced the national reference rate (NRR), primar-
ily for kuna. Should the structure of sources change in favour of
longer-term deposits, the NRR is expected to increase even in
the absence of strong growth in interest rates on particular types
of deposits. While this would reduce interest rate risk effects for
banks, it would also increase the burden of loan repayment for
loan users whose loans are linked to the NRR.

Finally, the described change in the structure of deposits
has also increased potential risks of currency mismatches. In
particular, an increase in the share of transaction deposits also

implies higher currency risk in view of the fact that most transac-
tion deposits are in kuna (at end-June 2017, 61% of total funds
in transaction accounts were in kuna), while most time deposits
are in euro (70% of total time deposits were denominated in the
euro at the end of June 2017) (Figure 5).

In addition to deposits, households mostly invest in real es-
tate and assets with other financial intermediaries. Due to the
absence of sufficiently qualitative data on investments of the
household sector in real estate, this short review deals with the
preferences of households for investments in assets of other fi-
nancial intermediaries as they represent the closest substitute
for investments in bank deposits. This, above all, involves invest-
ments in investment funds although households themselves di-
rectly allocate a certain portion of investments in equity and debt
securities. The analysis showed that compared to investments

Figure 6 Developments in assets by fund type
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25 Under the Act on Amendments to the Income Tax Act (OG 143/2014), a 12% tax on interest on kuna and foreign currency savings (sight,
time and annuity) was introduced as of 1 January 2015. Interest receipts on funds in current and giro accounts are not taxed if the interest

rate is below 0.5% per annum.

26 Decision on amendments to the Decision on statistical and prudential reporting (OG 127/2014).
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Figure 7 Developments in the balance between payments into
and disbursements from open-end funds

Figure 8 Developments in total financial assets of households
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in bank deposits and, having in mind the relatively low yields
earned by depositors on these deposits, households only to a
lesser extent invest their funds with other financial intermediaries
such as investment funds.

However, investments of the household sector in investment
funds grew in recent years in parallel with the improvement of
macroeconomic indicators (Figure 6).

If investments in funds are broken down by fund types, it is
clear that investments in bond funds grew the most. In 2016, the
net inflow measured by the difference between new payments
into and disbursements from all types of funds exceeded HRK
4bn, with the fastest growth being recorded in the group of mon-
ey market funds and bond funds while, on the other hand, the
net outflow of HRK 87m was recorded in the first six months
of 2017 (Figure 7). Although considered the least risky funds,
money market funds recorded the largest outflow of assets in
2017. In line with expectations, the assets of balanced and eg-
uity funds did not rise during the same period due mostly to the
crisis and special circumstances surrounding the Agrokor Group
which affected their yield returns.

It appears that a contributing factor to mild increase of inter-
est for investments in funds was the delayed introduction of tax-
ation of capital gains from investments in investment funds in re-
lation to the previous amendments to the Income Tax Act which
related to taxation of savings income. Namely, the new provi-
sions of the Income Tax Act and taxation of capital gains from in-
vestments in open-end investment funds only came into force in
early 2016. As taxation of interest income was introduced a year
before, room was created for regulatory arbitrage, so it is as-
sumed that investors from the household sector invested some
of the funds from bank transaction accounts into money market
and bond funds, i.e. those types of funds which carry lower risks
and yield returns relatively similar to or higher than traditional
bank savings, i.e. investments in deposits.

It seems that the changes in tax regulations and the fall in de-
posit interest rates have affected the preferences and behaviour
of households, which, in search of new types of low-risk invest-
ments, channelled a smaller portion of their financial assets to

bond and money market funds and directly to shares. As a resullt,
the net effect of such rechannelling was, if overall financial assets
of households are taken into account, negligible (Figure 8).
However, even if the scenario®” of a sudden outflow of house-
hold funds into investment funds materialises, in the amount
observed in 2007, and under the assumption that inflow would
be accompanied by an equal outflow of funds from deposit ac-
counts with banks, the effect on bank deposits would be rela-
tively modest and amount to about HRK 15bn or 5.11% of total
deposits of all credit institutions at the end of June 2017. One
should add to this the impact of direct investment of households
in shares which, due to numerous changes in the status of listed
shares (their delisting and dubious valuation since most shares
are not listed on a regulated market), is much more difficult to
assess. However, in a hypothetical scenario, if the maximum in-
flow of HRK 15bn into the funds were to be generated and fi-
nanced exclusively from the transaction accounts of households

Figure 9 Departure of actual investment fund assets from their
projection in relation to the 2007 GDP level
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27 The scenario is based on the assumption that the share of financial assets of households invested in investment funds in GDP would be equal

that from 2007, i.e. 10.8%.
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in banks, the liquidity of the banking system, measured by the
LCR ratio would still remain largely above the regulatory mini-
mum (currently set at 80%).

The impact on each individual bank would naturally depend
on its individual liquidity position and the investment decisions of
its clients. However, it is not realistic to expect clients to change

27

their preferences regarding investments and savings suddenly
and over a short term, even more so if one takes into account
the fact that only a longer-term recovery in the capital market
would provide reassurance to clients about the sustainability of
growth in the prices of riskier asset classes.
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8 Foreign capital flows

The first half of 2017 saw a net foreign capital inflow simi-
lar to that in the same period in 2016. Domestic sectors’ net
foreign liabilities, excluding the change in gross international
reserves and CNB liabilities, increased considerably more in
the first half of 2017 than in the first six months of 2016 (EUR
1.3bn vs. EUR 0.2bn). With the CNB’s international reserves
rising in the same period, the total net foreign capital inflow
stood at EUR 0.8bn, decreasing from EUR 0.9bn in the same
period in the previous year. The inflow was almost entirely ac-
counted for by a growth in debt liabilities, while net equity in-
vestments displayed no significant change.

Net equity investments held steady in the first half of 2017
because domestic sectors’ assets and liabilities increased by the
same amount (EUR 0.3bn). The asset growth was driven by
direct investments of residents abroad, primarily in the tele-
communication sector, and by portfolio investments in foreign

shares and equity holdings. As regards liabilities, the takeover
of a tourism company in resident foreign ownership reduced
the already weak inflow of foreign equity investments, most-
ly made in the real estate and trade sectors. Reinvested earn-
ings dropped significantly from the same period in the previ-
ous year and was even negative in financial intermediation due
to increased dividend payments resulting from high profits re-
corded in the previous year and a decrease in the current pe-
riod profit (resulting from provisions for loans granted to the
Agrokor Group).

A large net inflow of debt capital (EUR 1.0bn, excluding
the net change in CNB reserves) was mostly accounted for
by credit institutions whose net foreign position deteriorated
temporarily due to a sharp decrease in foreign assets.?® The
net foreign position of other domestic sectors also deterio-
rated, while government foreign liabilities declined. The pace

Figure 8.1 Flows in the financial account of the balance of
payments

Figure 8.3 Net external debt transactions by sectors
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Figure 8.2 Foreign direct equity investment in Croatia by activities

Figure 8.4 Stock of gross and net external debt
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of government deleveraging slowed down from the same pe-
riod in the previous year because the government refinanced
the repayment of five-year US dollar bonds falling due with a
eurobond issue in May. The central bank’s external position
improved as a result of a growth in international reserves.
Relative indicators of external debt improved further in
the first half of 2017 due to the nominal GDP growth and a
favourable effect of cross-currency changes and other adjust-
ments. Gross external debt was EUR 40.3bn (85.9% of GDP)
at the end of June, which is a decrease of 5.0 percentage points
from the end of the previous year. The relative indicator of net
external debt decreased to a lesser extent. Net external debt
dropped to EUR 18.5bn (39.4% of GDP) at the end of June
2017, down by 2.1 percentage points from the end of 2016.
While external debt continued to decrease, the relative in-
dicator of the net international investment position held steady
close to the level attained at the end of the previous year
(=71.0% of GDP) due to the favourable effect of the nominal
GDP growth. Specifically, the international investment posi-
tion deteriorated in absolute terms as a result of the deepen-
ing of the negative balance of net equity investments caused
by value adjustments, and, even more importantly, because
of a marked decrease in financial derivative assets. This was
predominantly due to the negative effect of cross-currency

29
Figure 8.5 International investment position (net) by sectors
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changes on government’s external debt liabilities arising from
US dollar bonds hedged against currency risk.

28 The investments of domestic institutional investors in the May issue of euro-denominated government bonds also contributed to these trends.
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9 Monetary policy

During the first half of 2017, the CNB continued to pursue
an expansionary monetary policy. Kuna liquidity in the bank-
ing system was enhanced by foreign exchange interventions,
which alleviated upward pressures on the domestic curren-
cy. Specifically, the CNB’s substantial foreign exchange pur-
chase at the end of 2016 was followed by the purchase of EUR
424.0m from banks in May. The central bank also purchased
EUR 15.9m from the Ministry of Finance, while it did not car-
ry out any transactions with the European Commission. The
net purchase of foreign exchange through all foreign exchange
transactions amounted to EUR 539.9m in the first six months
of 2017, with HRK 4.0bn created as a result (Figure 9.1)%.

The average amount of funds placed through regular

Figure 9.1 Flows of reserve money (MO0) creation
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weekly reverse repo operations was HRK 0.1bn in the first
two months of 2017, while the fixed repo rate held steady at
0.3%. However, the CNB mainly refrained from placing funds
through weekly operations from early March until mid-year, as
banks were not interested in these operations due to abundant
kuna liquidity. As no additional funds were created through
structural repo operations in the first half of 2017, their bal-
ance at the end of June equalled that at the end of the previous
year (HRK 1.0bn).

The average surplus kuna liquidity doubled to HRK 15.7bn
in the first six months of 2017 from HRK 7.6bn in 2016 (Fig-
ure 9.2), which was mainly a consequence of reserve money
creation by the aforementioned foreign exchange interventions.
Under such conditions, the average weighted overnight inter-
bank interest rate dropped from 0.41% in 2016 to 0.06% in the
first half of 2017. The interbank interest rate increased tem-
porarily to 0.39% in June as a result of one transaction carried
out in that month.

The nominal exchange rate of the kuna to the euro appreci-
ated by 2.0% in the first six months of 2017, down from EUR/
HRK 7.56 at the end of 2016 to EUR/HRK 7.41 at the end of
June (Figure 9.3). The average exchange rate was 1.5% lower
in that period than in the first half of 2016. The exchange rate
appreciation was related to expectations of a very good tourist
season, increased inflows from EU funds and, in general, by
the recovery in economic activity and alleviation of fiscal risks.
The kuna also strengthened annually versus the euro, with the
result that the exchange rate was 1.4% lower at the end of June
than at mid-2016. The kuna appreciated against the US dollar
and the Swiss franc in the first six months too, as a result of the
euro strengthening against these currencies in global financial
markets.

Gross international reserves stood at EUR 14.0bn at the
end of June 2017 (Figure 9.4), growing by EUR 0.5bn (3.8%)

Figure 9.2 Bank liquidity and overnight interbank interest rate

Figure 9.3 Nominal exchange rates of the kuna against selected
currencies
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29 Data for the first half of 2017 include the non-auction purchase of foreign exchange directly from banks in the amount of EUR 100.0m as at
29 December 2016 since the value date of this transaction was 2 January 2017.
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Figure 9.4 International reserves of the CNB and monetary
aggregates

Figure 9.5 Net foreign assets, net domestic assets and total liquid
assets (M4)
absolute change in the last 12 months
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from the end of 2016. The contributions to the growth came
from the net purchase of foreign exchange and an increased
level of agreed repo transactions compared with that at the
end of the year. Net usable reserves increased by EUR 0.4bn
(3.2%) in the same period. Both gross and net international re-
serves remained at higher levels than money (M1) and reserve
money (MO).

As regards monetary aggregates, the annual growth of total
liquid assets (M4) continued to decelerate (Figure 9.5), which
was primarily due to a slowdown in the growth of net foreign
assets of monetary institutions.’® Nevertheless, the foreign as-
sets of credit institutions continued to exceed their foreign li-
abilities at the end of June.

Real money (M1) continued its several-year trend of ro-
bust growth in the first half of 2017 due to the propensity of
domestic sectors to keep more liquid forms of assets amid a fall
in bank deposit interest rates and economic recovery (Figure
9.6). Real total liquid assets (M4) also edged up thanks to the
mentioned increase in money, and household foreign currency
deposits continued the downward trend. Having increased sig-
nificantly in late 2016 due to foreign exchange purchases from
banks, the real value of reserve money (MO0) rose by the end of
June, also due to the purchase of foreign exchange from banks
in that month.

Figure 9.6 Real monetary aggregates
index of developments in seasonally adjusted values, deflated by the
consumer price index

8 150
n
/
g 10 J
g
S 130
p e
g 0 /Av'\\/ A e
£ /\/
110 //
100 e
90 —
N /
" N—1
2011 2012 2013 2014 2015 2016 2017
= Money (M1) Total liquid assets (M4)
— Reserve money (MO)
Source: CNB.

30 The multiplication of deposits was reduced thanks to a sharp increase in the free reserves of credit institutions.
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10 Public finance

According to preliminary data on the execution of the con-
solidated general government budget (ESA, 2010) the budget
deficit was HRK 1.1bn (0.3% of GDP3") in the first half of
2017, which is a sharp decrease from HRK 3.8bn (1.1% of
GDP) in the same period in the previous year.’? The improve-
ment of the balance in the first half of this year primarily re-
flected first-quarter developments, while the budgetary surplus
was slightly lower in the second quarter compared with the
previous year’s performance.

A detailed analysis of the revenue side of the budget (ESA
2010) shows varied trends of some line items in the first half
of 2017, with total revenues holding steady from the same

period in 2016 (—0.2%). Indirect taxes and social contributions
made a noticeable positive contribution, supported by favour-
able general economic trends. Revenues from direct taxes also
made a positive contribution, which was primarily due to posi-
tive trends in profit tax revenues, while income tax revenues
decreased as a result of the tax reform. In contrast, other cur-
rent revenues fell annually, probably to some extent due to a
decrease in profit payments by government-owned entities.
Consolidated general government expenditures (ESA
2010) decreased by 3.5% in the first half of 2017 from the
same period in 2016. The bulk of the decrease was due to a
sharp decline in other current expenditures. Expenditures on

Figure 10.1 General government cumulative balance by quarters
(ESA 2010)

Figure 10.3 Consolidated general government expenditure
ESA 2010, year-on-year rate of change and contributions
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Figure 10.2 Consolidated general government revenue
ESA 2010, year-on-year rate of change and contributions

Figure 10.4 General government debt
end-period stock
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31 As the sum of GDPs in the last four available quarters.

32 The series of non-financial fiscal accounts for the general government sector was revised backwards with the publication of fiscal notification
in October 2017 so that some categories’ total amounts or growth rates may differ from those presented in the previous publications.



SEMMI-ANNUAL INFORMATION 2017 ¢ PUBLIC FINANCE

subsidies and expenditures on investments also decreased, as
well as interest expenditures, the latter to a lesser extent, how-
ever. In contrast, expenditures on government intermediate
consumption and expenditures on social benefits increased, the
latter probably due to pension adjustments. Employee compen-
sations also grew, reflecting the gradual increase in the wage
base for public sector employees, pursuant to the agreement
with trade unions of government services and the decision to
apply the increase to the wages of public service employees.
Consolidated general government debt was HRK 287.3bn
at the end of June 2017, which is a decrease of HRK 1.8bn
from the end of 2016, deriving primarily from the appreciation
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of the kuna versus the euro in the observed period. As the GDP
grew in the same period, the debt to GDP ratio dropped to
81.9%. In the first half of the year, the government took advan-
tage of favourable conditions in financial markets to repay lia-
bilities falling due and finance the deficit. In addition to regular
T-bill issues, the government also issued a foreign bond worth
EUR 1.25bn and domestic bonds worth HRK 8.5bn. The yield
on new bond issues was considerably lower than that paid on
previous bond issues. For example, a foreign bond issued in
March this year had a yield to maturity of 3.2%, while the bond
that fell due in April this year had been issued with a yield al-
most twice as high (6.375%).

Box 4 Croatia’s exit from the excessive deficit procedure®

The general government deficit shrank to only 0.9% of GDP
in 2016, much below the Stability and Growth Pact threshold of
3% of GDP. General government debt is expected to decrease
at an adequate pace in the forthcoming medium-term period, so
that the European Commission proposed in May 2017, and the
EU Council confirmed in June, Croatia’s exit from the excessive
deficit procedure to which it had been subject since 2014. The
most recent data suggest that the achieved adjustment of the
general government deficit was mostly due to the structural defi-
cit reduction, triggered by measures on both the revenue and ex-
penditure side, and to a lesser extent, favourable cyclical move-
ments.

With its full EU membership as of mid-2013, Croatia has been
subject to the provisions of the Stability and Growth Pact (SGP).
As it failed to meet the SGP criteria associated with budget defi-
cit and general government debt, the excessive deficit procedure
was launched against Croatia in early 2014%¢. On the proposal of
the European Commission, the EU Council adopted recommen-
dations for the lowering of the excessive deficit, setting 2016 as
the deadline for correction and outlining the adequate path for
the nominal and structural deficit.

During the excessive deficit procedure, the Commission ana-
lysed and assessed fiscal developments in Croatia on a regular
basis. While individual fiscal indicators were not always within
the framework set by EU Council recommendations, the EC reg-
ularly adopted decisions to ensure the adequacy of the fiscal ef-
forts taken by the Croatian authorities. For example, the nominal
general government deficit stood at 5.1% of GDP in 2014, while
it was to be reduced to 4.6% of GDP in that year under the EU
Council’s recommendation. Nevertheless, the EC assessed that
the size of the adopted consolidation measures was in line with
recommendations, while the departure of the nominal deficit
from the projected path was in part attributable to much lower
than expected inflation. In the following two years, the nomi-
nal deficit was noticeably reduced, standing at 0.9% of GDP
in 2016, i.e. much below both the threshold of 3% of GDP and
the 2.7% of GDP recommended by the Commission (Figure 1).
Furthermore, although general government debt stood at 82.9%
of GDP at the end of 2016, i.e. much above the 60% of GDP
threshold, as the Commission expected its adequate reduction

Figure 1 Key fiscal indicators for Croatia
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in the forthcoming medium term, it was assessed that the debt
criterion was also fulfilled. Therefore, on 22 May 2017, following
the publication of the official Excessive Deficit Procedure Report
for Croatia in 2016, the EC published a recommendation as a re-
sult of which the EU Council decided that Croatia had achieved
the agreed reduction of the excessive deficit and met the criteria
to exit the EDP. Accordingly, on 16 June 2017 the EU Council
adopted the decision abrogating the decision on the existence
of an excessive deficit in Croatia.

As regards the consolidation process itself and fiscal efforts
made by Croatia, an analysis of the data available for the period
from 2014 to 2016 suggests that the 4.4 percentage points-of-
GDP adjustment in the nominal general government deficit was
mostly structural (Figure 2). Aggregate data show that the struc-
tural reduction in the budget deficit was achieved exclusively
due to the increase on the revenue side of the budget, while pri-
mary structural expenditures slightly added to the deficit during
the period under review. At the same time, the contribution of in-
terest was neutral thanks to favourable trends in financing costs

33 This Box uses revised fiscal data and revised data on nominal GDP for the 2010-2016 period published on 23 October 2017 and the estimates
of the CNB. By contrast, Box 4 in the Macroeconomic Developments and Outlook No. 2 used the estimates of cyclically adjusted revenues,
expenditures and deficit as well as one-off measures of the European Commission.

34 For more details see Box 4 Excessive deficit procedure in the CNB Bulletin No. 198.
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Figure 2 Factors behind changes in nominal general government
deficit-to-GDP ratio

Figure 3 Factors behind changes in general government
debt-to-GDP ratio
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towards the end of the observed period. Data also indicate that
the cyclical component itself started to exert a favourable effect
on budget deficit reduction thanks to the exit from recession in
2015 and more dynamic economic growth in 2016.

A more precise analysis of structural revenues and expendi-
tures is hindered by the relatively high degree of fiscal data ag-
gregation. Nevertheless, available data suggest that the increase
in structural revenues (as % of GDP) was largely spurred by the
rise in non-tax revenues and, to a lesser degree, the increase
in tax revenues, including revenues from social contributions.
The relatively strong growth in non-tax revenues, i.e. other cap-
ital and current revenues and sales, may be partly associated
with larger revenues based on withdrawals of profits from state-
owned enterprises, income from legalisation of illegally built fa-
cilities and withdrawals from EU funds.

The upturn on the expenditure side of the budget (as % of
GDP) is also mostly attributable to the increase in intermediate
consumption and other current and capital expenditures. The
growth in current and capital expenditures was probably due to
annual payments to the EU budget as of 2014 and some one-off
expenditures associated with the assumption of corporate debt
and outlays for bank resolution. On the other hand, expenditures
for subsidies and investments were cut perceptibly, while the
majority of other main expenditure categories held steady at the
level recorded in 2013.

It should be noted that the amount achieved by consolidation
measures from 2014 to 2016 was much higher than the sum of
changes in structural revenues and expenditures. Furthermore,
while the cuts in the structural deficit were achieved mostly by
revenue increases, MoF data show that expenditure-side struc-
tural measures taken to reduce the deficit outstripped those on
the revenue side of the budget. In particular, an analysis of the
size and structure of fiscal efforts is hindered by the fact that

some expenditure categories, such as outlays for pensions and
health care, grow automatically due to population ageing, and
additional consolidation is required just to offset their growth.
Furthermore, EU accession has created new types of revenues
and expenditures, which also makes an estimate of fiscal efforts
more difficult. For example, the increase in structural revenues
was in part due to the larger use of EU funds, which have a neu-
tral impact on budget deficit as they are simultaneously record-
ed on the expenditure side as well. Nevertheless, this underes-
timates the adjustment on the expenditure side and overesti-
mates that on the revenue side.

As the excessive deficit procedure for Croatia was initiated
because of the breach of the budget deficit criterion as well as
the general government debt exceeding 60% of GDP, it was
necessary to satisfy also the debt criterion to exit the EDP, or to
bring the future public debt level close to the threshold®. Dur-
ing the excessive deficit procedure, general government debt
grew further compared with 2013 (Figure 3). In cumulative terms,
general government debt increased by more than 1 percentage
point from 2014 to 2016, solely due to the difference between
the nominal GDP growth rate and the implicit interest rate on
government debt (known in literature as the “snowball effect”),
while the opposite effect was produced by the primary budget
balance and other adjustments. It should be noted that the debt
stopped growing in 2015 and, for the first time since 2007, re-
corded a mild drop. As current projections show relatively high
primary surpluses in the forthcoming period, as well as relatively
high real growth rates accompanied by slightly faster growth in
the general price level, the projected public debt level suggests
that Croatia has been approaching the public debt threshold of
60% of GDP at an adequate pace, which is why the Commission
assessed that this criterion was met as well.

35 It is necessary that the projected difference between public debt and the 60%-of-GDP limit decreases during three years at an average annual

rate of 1/20th of the difference.
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11 International reserves management

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

11.1 Institutional and organisational framework
of international reserves management

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

11.1.1 Principles of and risks in international reserves
management

In managing the international reserves of the Republic of
Croatia, the central bank is guided by the principles of liquidity
and safety of investment (Article 19 of the Act on the Croatian
National Bank). In this context, it maintains the reserves at a
high liquidity level and appropriate risk exposure and, within
the given restrictions, attempts to ensure favourable rates of
return on its investments. These determinants are also incor-
porated in the Decision on international reserves manage-
ment adopted by the CNB Council. This Decision specifies
the guidelines, criteria and limits on risk exposures (liquidity,
credit, interest rate and currency risk).

Risks present in international reserves management are pri-
marily financial risks such as credit, interest rate and curren-
cy risks, though other risks, such as liquidity and operational
risks, also play a role. The CNB limits exposure to credit risk
by investing in highly rated government bonds, collateralised
deposits and non-collateralised deposits with financial institu-
tions with the highest credit rating and by imposing limits on
maximum exposure for each investment category. Interest rate
risk, or the risk of a fall in the value of the international re-
serves portfolio due to unfavourable interest rate changes, can
be controlled by means of benchmark portfolios and invest-
ment of a part of international reserves in the held-to-maturity
portfolio. Currency risk arises from currency fluctuations be-
tween the kuna and the euro and between the kuna and the US
dollar. Liquidity risk is controlled by investing reserves in read-
ily marketable bonds and partly in deposit instruments with

short maturities. Operational risk can be controlled by strict
separation of functions and responsibilities, precisely defined
methodologies and procedures, and regular internal and exter-
nal audits.

11.1.2 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 obligations assumed, depending on the way in
which international reserves are formed.

The component of international reserves acquired through
outright purchases of foreign currency from banks and the MoF,
through IMF membership and through the income derived from
the investment of international reserves and other CNB assets, is
managed by the CNB in line with its own guidelines.

The other component of the reserves, formed on the basis
of deposits of the Ministry of Finance, repo agreements with
banks, foreign currency swaps in the domestic market, IMF
membership and other assets owned by other legal persons, is
managed by the CNB in accordance with the obligations as-
sumed, 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 investment portfolios or may be entrusted to for-
eign asset management companies. Held-for-trading portfo-
lios, comprising held-for-trading financial instruments, are
important for maintaining the daily liquidity of international
reserves. The minimum daily liquidity and held-for-trading
instruments used for daily liquidity maintenance are pre-
scribed by a Governor’s decision. Held-for-trading portfolios
are carried at market (fair) value through profit and loss. In-
vestment portfolios may be formed as held-to-maturity port-
folios or available-for-sale portfolios. Held-to-maturity portfo-
lios comprise fixed income and fixed maturity securities held
by the CNB until maturity and are carried at amortised cost.
Available-for-sale portfolios are valued in the Income State-
ment through amortisation of yield to maturity, while changes
in bond market prices are recorded under revaluation reserves
on the CNB balance sheet.

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

11.2 International reserves in the first half of
2017

In the first six months of 2017, financial markets were
marked by a further tightening of the Federal Reserve’s mon-
etary policy, signs that a very expansionary monetary policy in
the euro area is coming to an end, the growth of global equity
indices, the decrease in crude oil prices, diminished political
uncertainty in the euro area and a rise in political uncertain-
ty in the US. In the first six months, although the European
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Central Bank kept its monetary policy unchanged and contin-
ued with the securities purchase programme, it was announced
that in the conditions of weakened deflationary pressures and a
faster recovery of economic activity a gradual abandonment of
unconventional monetary policy measures could be expected in
the future period. Parallel with declining political uncertainty,
this has contributed to the increase in yields in the Europe-
an market, although the German curve remained in negative
territory for all maturities up to six years at the end of June
and afterwards. The Fed increased the range of its key interest
rate by 25 basis points each time on two occasions, in March
and June, so that it came to 1.00% to 1.25%. The Fed also an-
nounced it would soon start reducing its balance sheet, and yet
another increase in the key interest rate was announced by the
end of the year. All of the above, and the expectation that the
divergence between the US and euro area policies would be
reduced in the future period, led to the strengthening of the
exchange rate of the euro against the US dollar.

The total international reserves of the CNB as at 30 June
2017 stood at EUR 14,027.49m, up by EUR 513.73m or 3.8%
from the end of 2016 when they stood at EUR 13,513.76m.
The factors behind the increase in total international reserves
included the purchase of foreign currency from banks, a higher
level of agreed repo transactions and earnings from reserves
management.

Net international reserves, excluding the foreign currency
component of reserve requirements, special drawing rights with
the IMF, the funds of the European Commission, the funds of
the Ministry of Finance and investments in repo operations, in-
creased by EUR 383.94m or 3.2%, from EUR 12,164.21m to
EUR 12,548.15m in the first half of 2017.

Table 11.1 Monthly changes in total and net CNB international
reserves

end of period, in million EUR

Net reserves

December 2016 13,513.76 12,164.21
January 2017 14,595.39 12,181.52
February 2017 14,129.79 12,253.56
March 2017 16,071.49 12,208.38
April 2017 14,409.84 12,111.51
May 2017 14,119.02 12,195.77
June 2017 14,027.49 12,548.15
Change

Jun. 2017 - Dec. 2016 513.73 383.94

Source: CNB.

Figure 11.1 Foreign exchange interventions of the CNB with the
banks, the EC and the MoF
in net amounts, from 2011 to the first half of 2017, in million EUR
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11.2.1 Total CNB turnover in the foreign exchange
market in the first half of 2017

In the first six months of 2017, the Croatian National Bank
purchased foreign currency in the domestic foreign exchange
market from banks and the MoF. Net purchases amounted to
EUR 539.93m, thus creating HRK 4,021.47m. A total of EUR
524m was purchased from banks in the Republic of Croatia,
while there were no foreign currency sales to banks. The CNB
purchased EUR 15.93m from the MoF, while the sales amount
was very small.

11.3 Structure of international reserves
investment

The CNB invests funds with financial institutions and in
countries with an investment grade rating; the assessment of
creditworthiness is based on ratings issued by internationally
recognised rating agencies (Moody’s, Standard & Poor’s and
FitchRatings) and on an internally-developed creditworthiness
assessment model.

There are restrictions on investments in individual financial
institutions and countries, which serves to diversify credit risk.

The lion’s share of CNB foreign currency portfolios is in-
vested in government securities of selected countries, reverse
repo agreements collateralised by government securities, secu-
rities of international financial institutions and instruments is-
sued by international financial institutions and central banks.

Table 11.2 Total CNB turnover in the foreign exchange market, 1 January — 30 June 2017
at the exchange rate applicable on the value date, in million

= — - —2

Domestic banks 524.00 3,903.01 0.00 0.00 524.00 3,903.01

European Commission 0.00 0.00 0.00 0.00 0.00 0.00

Ministry of Finance 15.93 118.48 0.00 0.02 15.93 118.46

Total 539.93 4,021.49 0.00 0.02 539.93 4,021.47
Source: CNB.
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Figure 11.2 Structure of international reserves investment
as at 30 June 2017

Figure 11.3 Currency structure of total international reserves
as at 30 June 2017
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Compared with end-December 2016, there was an increase
in the share of investments in reverse repo agreements. At the
same time, there was a decrease in the share of investments in
deposits with central banks and government securities.

On 30 June 2017, approximately 54% of total CNB inter-
national reserves were invested in countries, banks and institu-
tions within the two highest credit rating categories or invested
in the BIS and the IMF or in foreign cash in the CNB vault.

11.4 Currency structure of international
reserves

As at 30 June 2017, the euro accounted for 78.10% of the
total international reserves, and, for comparison purposes, it
was 78.00% at the end of 2016. The share of the US dollar in
total international reserves stood at 19.10% at the end of 2016,
while at the end of the first half of 2017 it was 19.24%. The
share of SDRs decreased from 2.90% to 2.65% of the total in-
ternational reserves, due to the weakening in the value of SDRs
against the euro.

11.5 Results and analysis of CNB foreign
currency portfolio management in the first half
of 2017

In the first six months of 2017, yields on the European
market increased because of the easing of political uncertain-
ty, the strengthening of the economic recovery and the shift
in market expectations in relation to the change in the ECB’s
monetary policy. The share of government securities of euro
area member states with negative yields decreased towards the
end of the first half of 2017 to around 37% from around 45%
at the end of 2016. However, the framework of investments
of the euro component of CNB international reserves and the
possibility of achieving favourable rates of return were still lim-
ited by negative yields on a large share of euro government
bonds covered by CNB investments.

In the first six months of 2017, the American yield curve
took a flatter shape. Yields on its shorter end grew under the

effect of the increase of the Fed’s key interest rate, while they
dropped on its longer end because of more moderate economic
growth, the slowdown in the inflation rate, growing geopoliti-
cal risks (North Korea, Syria and Russia) and because of the
continued reinvestment process within the Fed’s quantitative
easing programme.

Net international reserves of the CNB comprise the euro-
and dollar-denominated held-for-trading portfolios, the euro-
and dollar-denominated investment portfolios, the funds en-
trusted to an external manager and foreign cash in the vault.

Despite negative rates of the euro component of the curve
of maturity up to six years, the entire euro component of net
reserves generated a total rate of return of +0.20% annually in
the first six months of 2017. The total rate of return on the en-
tire dollar component stood at 1.39%, also at an annual level.

In the first half of 2017, the euro held-for-trading portfolio
generated a rate of return of —0.58% at an annual level, while
the dollar held-for-trading portfolio generated an annual rate
of return of 0.98%. The held-for-trading portfolios, which ac-
count for approximately 43% of net reserves, are valued at fair

Figure 11.4 Yields on euro government bonds of selected
countries by years to maturity as at 30 June 2017
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Table 11.3 Realised income and rates of return on the CNB foreign currency portfolios

in millions of original currency and %

Realised
income

Annual rate of return

Portfolio _
1st half 1st half 1st half 1st half 1st half 1st half 1st half 1st half
2017 2011 2012 2013 2014 2015 2016 2017

Held-for-trading euro portfolio -12.41 0.35 0.34 -0.08 0.59 -0.01 0.04 -0.58

Held-for-trading dollar portfolio 4.39 0.62 0.38 0.08 0.27 0.31 1.27 0.98

Euro investment portfolio 22.27 2.31 2.31 2.29 2.22 1.59 1.04 0.83

Dollar investment portfolio 11.14 1.75 1.70

External manager 1.20 0.19 1.58 1.22
Source: CNB.

Figure 11.5 German and American yield curves as at 31
December 2016 and 30 June 2017 and their spread in first half
of 2017
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market prices, have short average maturities and are used as a

source of liquidity.

Figure 11.6 Annual rates of return on the CNB foreign currency
portfolios from the first half of 2011 to the first half of 2017
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In the first six months of 2017, the euro-denominated in-
vestment portfolio yielded a return of 0.83%, while the dollar-
denominated investment portfolio yielded a return of 1.70%,
both at an annual level. Investment portfolios, which account
for approximately 53% of net reserves, have a longer average
maturity and serve as a source of more stable long-term in-
come.

In the first half of 2017, the annual rate of return on the
US dollar funds entrusted for management to an international
financial institution was 1.22%. The funds entrusted to an ex-
ternal manager enabled additional diversification and knowl-
edge-exchange in the field of investment management.

In the first half of 2017, net international reserves invest-
ments generated an income of EUR 25.19m.
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12 Business operations of credit institutions®

At the end of June 2017, there were 31 credit institutions,
26 banks (one savings bank included) and five housing sav-
ings banks operating in the Republic of Croatia, which was the
same as at the end of 2016. In addition to one foreign branch,
more than a hundred credit institutions from the EU (and the
EEA) used the benefits of the single passport, notifying the
CNB of the direct provision of mutually recognised services in
the territory of the Republic of Croatia.>’

12.1 Banks

In the first half of 2017, bank assets decreased by 2.3%,
trending slightly downward for the sixth year in a row. The
fall in assets was strongly impacted by exchange rate develop-
ments; these developments excluded, bank assets decreased ef-
fectively by 0.9%.¢ Also visible was the impact of the credit
risk materialisation and the sale of claims. Among major as-
set items, an increase (in nominal terms) was seen only in in-
vestments in branches, associates and joint ventures. After ac-
quiring a 100% ownership share in Société Générale-Splitska
banka in May 2017, OTP banka Hrvatska changed its name to
Splitska banka.

Lending activity showed signs of mild recovery in the first
half of 2017. According to transaction-based data’’, loans
granted® grew by 1.1%, the most prominent being the growth
in loans to non-financial corporations (4.9%, transaction-
based). The most significant growth was observed in loans
to accommodation and food service activities (tourism), up
by one fifth. Loans to households trended up by 2.1% (trans-
action-based), the most prominent being the growth in cash
non-purpose loans (4.0%, transaction-based). The new lend-
ing activity to this sector was mostly accounted for by kuna
loans. Housing loans held steady notwithstanding the continu-
ation of the upward trend in kuna financing of residential real
estate. The growth of loans to domestic sectors was mitigat-
ed by a sizeable decrease in loans granted abroad, which was

39
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brought about by the fall in reverse repo loans to foreign parent
banks. The impact of exchange rate developments and write-
offs (arising mainly from the sale of claims) was sizeable (and
of almost the same intensity), with loans granted decreasing by
1.7%.

The sale of claims continued to trend upward in 2017.
HRK 4.9bn worth of claims in risk categories B and C (HRK
758.0m in net amount) was sold in the first half of 2017, with
almost 70% of claims being accounted for by one bank. Three
fourths of sales were accounted for by non-financial corpora-
tions, a revenue of HRK 343.9m being generated. This reve-
nue moderated previously generated losses — value adjustments
of claims sold stood at HRK 4.1bn and the coverage of claims
sold by value adjustments amounted to 84.5%.

The quality of total exposure to credit risk*' deteriorated,
while the quality of loans granted improved due to the sale of

36 This chapter shows breakdowns and data that are based on the same methodology applied in the compilation of the Banks Bulletin. Therefore,
Notes on methodology from the Banks Bulletin No. 30, (http://www.hnb.hr/en/analyses-and-publications/regular-publications/banks-bulle-

tin) may be used to interpret data.

37 The single passport system enables credit and financial institutions from the EU and contracting parties to the Agreement on the European
Economic Area to provide mutually recognised services in other member states without additional authorisation requirements. The competent
authorities of the home member state are obliged to notify the competent authority of the host member state. A list of institutions exercising
the right of establishment and freedom to provide services in the Republic of Croatia is available on the CNB’s website: http://www.hnb.hr/

en/web/guest/core-functions/supervision/list-of-credit-institutions.

38 The effective change in the foreign currency assets excludes the effects of changes in the kuna/euro and kuna/US dollar exchange rates. With
respect to these currencies, it is calculated in line with the following formula: amount of foreign currency assets,, — the amount of foreign

currency assets,,
reporting date.

1

— the amount of foreign currency assets;, , X the rate of change in the exchange rate, i = the euro, the US dollar, t = the

39 Rates of change calculated on the basis of transaction data exclude the impact of exchange rate adjustments and write-offs on loan move-
ments, in which write-offs include partial write-off of the principal in the process of conversion from loans in Swiss francs to euro loans. The
effect of the sale of claims is excluded in the amount of write-offs debited to value adjustments.

40 In gross amount, from the portfolio of loans and receivables.

41 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 be-
ing covered by a separate item (receivables based on income). The portfolios of financial assets comprise various instruments such as loans,
deposits, bills of exchange, bonds and etc., and assumed off-balance sheet liabilities comprise guarantees, credit lines, etc. Placements and
assumed off-balance sheet liabilities are classified into risk categories A (fully recoverable placements and assumed off-balance sheet liabili-
ties), B (partly recoverable placements and assumed off-sheet liabilities) and C (fully irrecoverable placements and assumed off-balance sheet


http://www.hnb.hr/documents/20182/121774/h-popis-institucija-iz-EU.xlsx
http://www.hnb.hr/documents/20182/121774/h-popis-institucija-iz-EU.xlsx
http://www.hnb.hr/en/web/guest/core-functions/supervision/list-of-credit-institutions
http://www.hnb.hr/en/web/guest/core-functions/supervision/list-of-credit-institutions
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Figure 12.2 Share of bank partly recoverable and fully
irrecoverable loans
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Figure 12.4 Liquidity coverage ratio (LCR)
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Figure 12.3 Coverage of partly recoverable and fully irrecoverable
loans by value adjustments
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claims. The share of partly recoverable and fully irrecoverable
placements and off-balance sheet liabilities (i.e. exposures clas-
sified into risk categories B and C) increased from 9.7% at
the end of 2016 to 10.4% at the end of the first half of 2017,
which was mainly determined by the deterioration of the qual-
ity of bills of exchange and assumed off balance sheet liabilities,
notably guarantees. As for loans granted, the share of B and
C risk categories trended down in the reference period from
13.8% to 13.2%, with the quality improving in both largest sec-
tors — non-financial corporations and households. Above all,
this was the result of the sale of claims marked by difficulties in
the collection. However, it should be noted that the improve-
ment in the household sector would have been observed even

if the effect of the sale of claims had been excluded. With ref-
erence to this, the impact of housing loans was noticeable; B
and C risk categories went down by 5.3% (transaction-based),
and their share in total housing loans fell from 8.2% to 7.2%.
B and C risk category loans in the sector of non-financial cor-
porations increased by 7.4% (transaction-based), the rise in
the financial activity being the most dominant. The share of
loans to non-financial corporations in B and C risk categories
went down to 27.1%, remaining relatively high. Construction
remained the most risky activity, with the share of B and C risk
category loans amounting to 63.9%. In the real estate activity,
this share stood at 35.0%.

The years-long upward trend of the coverage of B and C
risk category loans by value adjustments was interrupted. Ob-
served since 2011, the growth of coverage improved addition-
ally on account of regulatory changes in 2013 (the introduc-
tion of the rule on the gradual increase in value adjustments for
long-term delinquent placements, but failed to materialise in
2017 — the coverage of B and C category loans decreased from
63.7% to 60.5%. The main reason for this was the sale of well
covered claims and the inflow of a significant amount of new
non-performing loans with relatively low coverage.

The sources of financing decreased, with the most sig-
nificant impact being made by the fall in household deposits
— in effective terms, they edged down by 1.0%.** Moreover,
sight deposits* continued to trend upward, while time depos-
its continued to trend downward, which was most likely due
to low interest rates on savings and the tax on savings inter-
est causing households to turn to other forms of investments.
The share of sources from foreign parent banks remained at
the same level (3.9% of total sources of financing) while due
to the fall in loans granted to foreign parent banks the net lev-
el of these sources* grew from 0.4% to 1.8% of assets. As in
the case of assets, the sources of financing were marked by

liabilities). Risk category B includes the following three subcategories, depending on the amount of the established loss: B-1 — losses of up to
30% of the amount of claims, B-2 — losses of between 30% and not exceeding 70% of the amount of claims and B-3 — losses exceeding 70%
and less than 100%. Exposures bearing losses equivalent to 100% of the amount of claims are classified into category C.

42 The effective rate of change is calculated as set forth in footnote 38.

43 Transaction account deposits and savings deposits.

44 The difference between liabilities to and claims on majority foreign owners.
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Figure 12.5 Bank return on average assets (ROAA) and return on Figure 12.6 Bank total capital ratio
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the strengthening of the kuna component. The liquidity cov-
erage ratio (LCR) went down but remained noticeably above
the prescribed minimum.* At the end of June 2017, it stood at
153.2% and all banks implemented it in its full scope, with the
LCR exceeding 100%.

Bank profits and return indicators fell strongly from the
first half of 2016, mostly as a result of credit risk materialisa-
tion and the rise in expenses on value adjustments and provi-
sions. A base period effect was also observed, because in the
first half of 2016 banks generated substantial revenue from
the sale of shares of Visa Europe Ltd.*°, as well as income
from cancelled expenses on value adjustments of household
loans due to the conversion from loans in Swiss francs to euro
loans*’. The profit from continuing operations (before tax)
amounted to HRK 1.2bn, down by 65.0% from the first half
of 2016. The return on average assets (ROAA) and the return
on average equity (ROAE) fell to 0.6% and 3.6% respectively,
while 14 or more than half of all banks operated with losses. A
rise was observed in less significant types of revenues, such as
income from commissions and fees (notably those related to
card operations and the arrangement of government bonds),
dividends and the sale of claims. Interest income decreased and
owing to significant savings on interest expenses (—32.6%),
net interest income increased slightly. The fall in the average
interest expenses spurred further widening of the interest rate
spread that stood at 3.0%. Low deposit interest rates narrow
the room for further widening of the interest rate spread from
this source. By contrast, interest rate movements and still mod-
est lending activity continued to curb interest income, which
was further boosted by the rise in non-performing exposures
that are not included in the calculation of interest income.

The balance sheet capital of banks trended upwards,

accounting for 14.7% of bank liabilities and capital, due mostly
to a sizeable recapitalisation of one bank. The effect of recapi-
talisation was mitigated by profit payments, i.e. the announce-
ments of profit payments. In the first half of 2017, banks made
dividend payments in the amount of HRK 1.3bn, reporting at
the same time liabilities on the basis of the announced divi-
dends of HRK 1.7bn. As this profit was not mainly included in
the calculation of own funds, paid (i.e. announced) dividends
had no negative effect on the profit amount. The recapitalisa-
tion itself had no impact on the amount of own funds as a sig-
nificant investment in a financial sector entity is treated as a
deduction from common equity tier 1 capital.

The total capital ratio of banks increased slightly, to 23.2%.
The amount of own funds held steady, with a slight decrease
in risk exposures (1.1%), notably to credit risk, resulting in
the growth of the ratio. The decrease of exposure to credit risk
was due to the fall in the weighted amount, i.e. the decrease
in loans granted and deposits and investments in securities,
particularly in the following categories: institutions and cen-
tral governments or central banks. By contrast, the average
credit risk weight trended up on account of the decrease in the
level of these categories marked by low average risk weights
and the growth in categories with higher risk weights such as
households (risk weight of 75%). Notwithstanding new credit
activity, the amount of exposures in the corporates category
edged down due to the deterioration of the creditworthiness
of individual clients and the shift into higher risk categories
such as default. The growth of the default category was sof-
tened by the sale of claims. The resolution of non-performing
loans (such as the sale of claims), their good coverage and high
capitalisation resulted in the banking system being well hedged
against potential risks — at the end of June 2017, the ratio of

45 The LCR is calculated as a ratio of the liquidity buffer and net liquidity outflow during a 30-day stress period. The implementation of the LCR
in its full scope of 100% will start in 2018. A transitional period enabled the gradual introduction of the LCR, so credit institutions were re-
quired to maintain LCR of at least 60% in 2015, of at least 70% in 2016 and of at least 80% in 2017. The LCR requirement must be met on
an aggregate basis (for all currencies combined). It must also be reported on an individual basis for major currencies (accounting for over 5%

of liabilities).

46 See Semi-annual Information on the Financial Condition, the Degree of Price Stability Achieved and the Implementation of Monetary Policy

for the second half of 2016, CNB, May 2017, footnote 21.

47 The income from cancelled expenses on value adjustments of housing loans were under the influence of the partial write-off of the principle of
converted loans and, in some cases, of the improvement in the creditworthiness of clients, as well as early repayments and refinancing.
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net amount of B and C risk category loans and capital of banks
stood at 23.8%.

12.2 Housing savings banks

Housing savings banks assets trended down, by 1.8%, on
account of exchange rate developments, while pre-tax profit
grew by almost one fourth. Notwithstanding strong growth
in kuna deposits of housing savings banks savers (by almost
one third), housing savings edged down. Loans granted saw
an increase in kuna component, with total loans granted in-
creasing by 1.7% (effectively*®). The quality of housing loans

deteriorated — the share of B and C risk categories grew from
1.8% to 2.0%. The profit of housing savings banks (from con-
tinuing operations, before tax) grew by 23.5% from to the
same period in 2016, while ROAA and ROAE grew by 1.0%
and 7.8% respectively. Improved performance of housing sav-
ings banks was due to lower interest expenses, notably on ac-
count of household time deposits, and the growth in gains
from available for sale financial assets resulting from the sale
of RC bonds. The total capital ratio of housing savings banks
increased additionally, to 28.3%, as a result of the decrease in
risk exposures, credit risk in particular, and the rise in own
funds on account of the strengthening of retained earnings.

Table 12.1 Ownership structure of banks and their share in total bank assets

end of period

Number of Number of Number of
12 9.7 11

Dec. 2016 Jun. 2017

Domestic ownership 10.3 11 10.2
Domestic private ownership 10 4.4 8 4.0 8 3.9
Domestic state ownership 2 5.3 3 6.3 3 6.2

Foreign ownership 16 90.3 15 89.7 15 89.8

Total 28 100.0 26 100.0 26 100.0

Source: CNB.

Table 12.2 Structure of bank assets
end of period, in million HRK and %

Dec. 2015

Dec. 2016 Jun. 2017

Money assets and deposits with the CNB 49,425.3
Money assets 7,289.7
Deposits with the CNB 42,135.6

Deposits with financial institutions 27,727.6

MoF treasury bills and CNB bills 12,258.7

Securities 37,901.3

Derivative financial assets 2,431.1

Loans 246,949.2
Loans to financial institutions 5,002.3
Loans to other clients 241,946.9

Investments in subsidiaries, associates and joint ventures 4,185.3

Foreclosed and repossessed assets 1,550.0

Tangible assets (net of depreciation) 4,456.1

Interest, fees and other assets 6,509.5

Total assets 393,394.3

12.6 56,355.2 14.5 14.0 55,246.9 14.5 -2.0
1.9 7,706.9 2.0 5.7 9,559.1 2.5 24.0
10.7 48,648.2 12.5 15.5 45,687.8 12.0 -6.1
7.0 21,162.5 5.4 -23.7 16,827.1 4.4 -20.5
3.1 8,783.9 2.3 -28.3 9,883.2 2.6 12.5
9.6 47,158.8 12.1 24.4 43,146.4 11.4 -8.5
0.6 2,665.8 0.7 9.7 1,562.4 0.4 -41.4
62.8 235,954.5 60.7 -4.5 233,983.3 61.6 -0.8
1.3 5,076.1 1.3 1.5 4,151.0 1.1 -18.2
61.5 230,878.5 59.4 -4.6 229,832.3 60.5 -0.5
1.1 4,365.7 1.1 4.3 7,538.4 2.0 72.7
0.4 1,265.5 0.3 -18.4 1,222.8 0.3 -3.4
1.1 4,256.2 1.1 -4.5 4,133.8 1.1 =28
1.7/ 6,753.8 1.7/ 3.8 6,315.2 7 -6.5
100.0 388,721.9 100.0 -1.2  379,859.7 100.0 -23

Source: CNB.

48 The effective rate of change is calculated as set forth in footnote 38.



Table 12.3 Structure of bank liabilities and capital

end of period, in million HRK and %

43

Loans from financial institutions 622.4 0.2 1,506.9 0.4 142.1 1,476.5 0.4 -2.0
Short-term loans 611.2 0.2 503.5 0.1 -17.6 474.0 0.1 -5.9
Long-term loans 11.2 0.0 1,003.4 0.3 8,844.7 1,002.6 0.3 -0.1

Deposits 294,214.6 74.8 295,302.8 76.0 0.4 286,932.9 755 -2.8
Transaction account deposits 76,631.9 19.5 101,391.0 26.1 32.3 114,299.2 30.1 12.7
Savings deposits 21,052.5 5.4 19,954.7 5.1 -5.2 14,120.8 3.7 -29.2
Time deposits 196,530.2 50.0 173,957.2 448 -11.5 158,513.0 M7 -8.9

Other loans 23,658.6 6.0 17,554.7 45 -25.8 15,746.9 41 -10.3
Short-term loans 2,109.5 0.5 1,674.3 0.4 -20.6 1,735.2 0.5 3.6
Long-term loans 21,549.2 515 15,880.4 4.1 -26.3 14,011.8 3.7 -11.8

:?;g:ﬁﬁzﬁzaa;‘g?ggzg”es i @ e e 2,339.2 0.6 2,269.8 0.6 -3.0 1,410.4 0.4 -37.9

Debt securities issued 300.8 0.1 353.6 0.1 17.6 353.0 0.1 -0.2
Short-term debt securities issued 0.8 0.0 0.0 0.0 -100.0 0.0 0.0 0.0
Long-term debt securities issued 300.0 0.1 353.6 0.1 17.9 353.0 0.1 -0.2

Subordinated instruments issued 2,724.0 0.7 2,659.3 0.7 -2.4 2,633.9 0.7 -1.0

Hybrid instruments issued 2,198.4 0.6 2,190.9 0.6 -0.3 2,158.9 0.6 -1.5

Interest, fees and other liabilities 17,361.6 4.4 12,031.9 3.1 -30.7 13,195.8 3.5 9.7

Total liabilities 343,419.6 87.3 333,870.1 85.9 -2.8 323,908.4 85.3 -3.0

Share capital 34,275.4 8.7 33,858.8 8.7 -1.2 37,032.7 9.7 9.4

Current year profit (loss) -4,615.8 -1.2 5,031.3 1.3 = 988.6 0.3 -80.4

Retained earnings (loss) 15,579.3 4.0 11,228.1 2.9 -27.9 12,937.0 3.4 15.2

Legal reserves 1,035.2 0.3 1,033.1 0.3 -0.2 1,057.2 0.3 23

Roseries Fc):giiti??efsoerr\tgsthe articles of association 28925 07 28427 07 17 31062 08 9.3

Revaluation reserves 1,115.1 0.3 863.8 0.2 -22.5 840.6 0.2 2.7

Previous year profit (loss) -307.0 -0.1 -5.9 0.0 -98.1 -11.0 0.0 85.0

Total capital 49,974.7 12.7 54,851.8 14.1 9.8 55,951.3 14.7 2.0

Total liabilities and capital 393,394.3 100.0 388,721.9  100.0 -1.2 379,859.7 100.0 -2.3

Source: CNB.
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Table 12.4 Bank income statement
in reference periods, in million HRK and %

Change
Jan. - Jun. 2016 Jan. - Jun. 2017

Continuing operations

Interest income 8,488.0 7,513.7 -11.5
Interest expenses 3,041.2 2,048.8 -32.6
Net interest income 5,446.8 5,464.9 0.3
Income from fees and commissions 2,097.4 2,233.4 6.5
Expenses on fees and commissions 554.7 591.6 6.6
Net income from fees and commissions 1,542.6 1,641.9 6.4
Income from equity investments 201.2 270.7 34.6
Gains (losses) 903.2 122.7 -86.4
Other operating income 250.2 321.3 28.4
Other operating expenses 685.5 605.7 -11.6
Net other non-interest income 669.1 109.0 -83.7
Total operating income 7,658.5 7,215.7 -5.8
General administrative expenses and depreciation 3,603.4 3,694.9 2.5
Net operating income before loss provisions 4,055.0 3,520.8 -13.2
Expenses on value adjustments and provisions 508.6 2,301.0 352.4
Other gains (losses) 0.0 22.0 -
Profit (loss) from continuing operations, before taxes 3,546.4 1,241.7 -65.0
Income tax on continuing operations 685.7 253.1 —63.1
Profit (loss) from continuing operations, after taxes 2,860.7 988.6 —65.4

Discontinued operations

Profit (loss) from discontinued operations, after taxes 1.6 0.0 -99.9
Current year profit (loss) 2,862.4 988.6 -65.5
Source: CNB.

Table 12.5 Classification of bank placements and assumed off-balance sheet liabilities by risk categories
end of period, in million HRK and %

Dec. 2015 Dec. 2016 Jun. 2017

i) el e}
. 1%} [%2] (2]

el (eug) 2E3 2 2E3 g 23 2
category g @ 5 8 g 5 2 § & 8 g 6 g § s 8 £ &

o = R g o m ZnE R 2 o m8gE o ? %’

5228 F9E8 52L28 3928 S2L28 988

L cSonI >ST6a 05062 > TG0 o GonI >cc o
A 362,550.9 3,348.0 09 3650322 3,344.5 09  349,071.1 3,113.8 0.9
B-1 12,528.5 1,836.8 14.7 8,411.0 1,185.9 141 9,250.5 1,279.4 13.8
B-2 18,363.9 9,484.3 51.6 12,168.7 6,488.8 5858 15,582.8 8,035.1 51.6
B-3 8,008.0 6,578.8 82.2 8,029.2 6,599.4 82.2 6,916.3 5,738.1 83.0
C 10,453.1 10,453.9 100.0 10,691.5 10,693.2 100.0 8,772.9 8,774.4 100.0
Total 411,904.4 31,701.9 7.7 404,332.6 28,311.7 7.0 389,593.6 26,940.8 6.9

Source: CNB.




Table 12.6 Bank loans
end of period, in million HRK and %

Dec. 2015

Dec. 2016
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Jun. 2017

Loans
General government 57,544.8 20.9 50,997.2 19.5 -11.4 50,122.7 19.5 -1.7
Non-financial corporations 87,269.5 31.7 83,378.8 31.9 -4.5 84,139.8 32.8 0.9
Construction 12,157.8 4.4 9,945.0 3.8 -18.2 8,865.6 3.5 -10.9
Information and communication 2,256.2 0.8 1,769.0 0.7 -21.6 1,459.4 0.6 -17.5
Agriculture 4,620.0 1.7 4,972.0 1.9 7.6 4,906.0 1.9 -1.3
Real estate activities 6,599.3 24 6,009.9 2.3 -8.9 5,702.2 2.2 -5.1
Manufacturing 19,916.1 7.2 19,245.0 7.4 -3.4 19,310.5 75 0.3
Transportation and storage 2,931.2 11 3,057.1 1.2 4.3 3,270.9 1.3 7.0
Accommaodation and food service activities 7,906.5 2.9 8,530.8 3.3 7.9 10,131.1 3.9 18.8
Professional, scientific and technical activities 4,110.8 1.5 4,865.8 1.9 18.4 5,024.2 2.0 B3
Trade 17,361.4 6.3 16,364.2 6.3 -5.7 16,341.4 6.4 -0.1
Other activities 9,410.2 3.4 8,619.9 3.3 -8.4 9,128.6 3.6 5.9
Households 120,426.7 43.7 113,246.0 43.4 -6.0 112,834.7 43.9 -0.4
General-purpose cash loans 39,808.8 14.5 40,734.7 15.6 2.3 41,644.4 16.2 2.2
Mortgage loans 2,599.4 0.9 2,207.0 0.8 -15.1 2,040.3 0.8 -7.6
Credit card loans 3,716.2 1.3 3,607.9 1.4 —2.9 3,576.5 1.4 -0.9
Investment loans 2,503.3 0.9 2,326.3 0.9 =71 2,301.1 0.9 -1.1
Overdrafts 7,856.8 2.9 7,422.1 2.8 -5.5 7,199.2 2.8 -3.0
Housing loans 54,998.8 20.0 48,236.0 18.5 -12.3 47,129.8 18.4 -2.3
Other household loans 8,943.4 3.2 8,712.0 3.3 2.6 8,943.5 3.5 2.7
Other sectors 10,180.4 3.7 13,577.6 5.2 33.4 9,676.8 3.8 -28.7
Total 275,421.4 100.0 261,199.5 100.0 -5.2 256,773.9 100.0 -1.7
Partly recoverable and fully irrecoverable loans
General government 14.7 0.0 8.6 0.0 -41.2 4.6 0.0 -46.2
Non-financial corporations 30,256.6 66.0 23,586.3 65.4 -22.0 22,787.0 67.4 -3.4
Construction 8,169.3 17.8 6,534.3 18.1 -20.0 5,666.8 16.8 -13.3
Information and communication 1,048.9 23 925.6 2.6 -11.8 436.5 1.3 -52.8
Agriculture 782.6 1.7 640.9 1.8 -18.1 634.0 1.9 =-1.1
Real estate activities 2,479.2 5.4 2,154.0 6.0 -13.1 1,993.1 5.9 -7.5
Manufacturing 6,876.0 15.0 4,814.3 13.4 -30.0 4,274.2 12.7 -11.2
Transportation and storage 402.7 0.9 338.1 0.9 -16.0 499.2 1.5 47.7
Accommodation and food service activities 1,575.9 3.4 1,333.1 3.7 -15.4 1,304.8 3.9 -2.1
Professional, scientific and technical activities 1,572.5 3.4 1,318.7 3.7 -16.1 1,310.5 3.9 -0.6
Trade 6,069.2 13.2 4,646.5 12.9 -23.4 4,153.9 12.3 -10.6
Other activities 1,280.3 2.8 880.8 2.4 -31.2 2,514.0 7.4 185.4
Households 14,673.8 32.0 11,699.9 32.5 -20.3 10,292.3 30.5 -12.0
General-purpose cash loans 3,674.7 8.0 3,062.8 8.5 -16.7 2,659.5 7.9 -13.2
Mortgage loans 871.6 1.9 664.4 1.8 -23.8 590.9 1.7 -11.1
Credit card loans 140.1 0.3 116.4 0.3 -16.9 91.3 0.3 -21.6
Investment loans 618.7 1.3 510.9 1.4 -17.4 437.8 1.3 -14.3
Overdrafts 960.7 2.1 741.5 2.1 -22.8 473.9 1.4 -36.1
Housing loans 5,374.5 1.7 3,941.7 10.9 -26.7 3,374.9 10.0 -14.4
Other household loans 3,033.4 6.6 2,662.3 7.4 -12.2 2,664.0 7.9 0.1
Other sectors 917.4 2.0 750.7 2.1 -18.2 699.9 2.1 -6.8
Total 45,862.5 100.0 36,045.4 100.0 -21.4 33,783.8 100.0 -6.3
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Dec. 2015 Dec. 2016 Jun. 2017

Value adjustments of partly recoverable and fully irrecoverable loans

General government 4.2 0.0 3.7 0.0 -13.5 2.2 0.0 -39.5
Non-financial corporations 16,739.5 64.2 14,912.5 64.9 -10.9 13,521.1 66.1 -9.3
Construction 4,843.2 18.6 4,405.2 19.2 -9.0 3,766.5 18.4 -14.5
Information and communication 531.7 2.0 527.6 23 -0.8 224.5 1.1 -57.4
Agriculture 382.7 1.5 390.8 1.7 2.1 397.0 1.9 1.6
Real estate activities 1,324.0 5.1 1,364.8 5.9 3t 1,018.0 5.0 -25.4
Manufacturing 3,662.6 14.0 2,903.7 12.6 -20.7 2,639.5 12.9 -9.1
Transportation and storage 250.7 1.0 186.7 0.8 -25.5 209.7 1.0 12.3
Accommodation and food service activities 620.1 2.4 615.7 2.7 -0.7 580.4 2.8 -5.7
Professional, scientific and technical activities 804.2 3.1 813.6 3.5 1.2 812.7 4.0 -0.1
Trade 3,587.6 13.8 3,152.4 13.7 -12.1 2,722.0 13.3 -13.7
Other activities 732.7 2.8 551.9 24 -24.7 1,150.6 5.6 108.5
Households 8,745.2 3815 7,566.7 32.9 -13.5 6,480.3 31.7 -14.4
General-purpose cash loans 2,586.7 9.9 2,138.3 9.3 -17.3 1,813.0 8.9 -15.2
Mortgage loans 459.7 1.8 396.7 1.7 -13.7 354.1 1.7 -10.8
Credit card loans 130.0 0.5 107.9 0.5 -17.0 83.1 0.4 -23.0
Investment loans 336.3 1.3 346.5 15 3.0 309.9 1.5 -10.6
Overdrafts 915.4 315 697.9 3.0 -23.8 431.8 2.1 -38.1
Housing loans 2,812.8 10.8 2,506.4 10.9 -10.9 2,126.3 10.4 -15.2
Other household loans 1,504.3 5.8 1,373.0 6.0 -8.7 1,362.1 6.7 -0.8
Other sectors 589.9 2.3 487.8 21 -17.3 447.5 2.2 -8.3
Total 26,078.8 100.0 22,970.6 100.0 -11.9 20,451.1  100.0 -11.0

Notes: The distribution by institutional sectors is conducted in accordance with the European System of Accounts 2010 (ESA 2010). Households include households and non-profit

institutions serving households. Data on financial institutions and non-residents are included in the item Other sectors.

Source: CNB.




Table 12.7 Own funds, risk exposure and capital ratios of banks

end of period, in million HRK and %

Dec. 2015

Dec. 2016
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Jun. 2017

Own funds 50,917.1 100.0 52,568.9 100.0 52,570.1 100.0
Tier 1 capital 46,586.3 91.5  48,859.2 92.9 49  49,272.6 93.7 0.8
Common equity tier 1 capital 46,586.3 91.5 48,859.2 92.9 4.9 49,272.6 93.7 0.8
t?:rp}t‘gaigﬁ;“ments clEle s & cormmen Sy 33,717.6 662 33,904.3 64.5 06 37,0815 70.5 9.4
Retained earnings 11,820.6 232 14,2782 27.2 20.8  14,520.3 27.6 1.7
Other items 1,048.1 2.1 676.6 13 -354 -2,329.2 -4.4 -
Additional tier 1 capital 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Tier 2 capital 4,330.9 8.5 3,709.7 71 -14.3 3,297.5 6.3 -11.1
Total risk exposure amount 243,830.0 100.0 229,271.8 100.0 -6.0 226,736.0 100.0 -1.1
Risk weighted exposure amounts for credit,
counterparty credit and dilution risks and free 211,793.3 86.9 202,283.2 88.2 -4.5 200,544.4 88.4 -0.9
deliveries
Standardised approach 182,231.5 74.7 174,732.6 76.2 -41 172,565.6 76.1 -1.2
Central governments or central banks 3,736.4 1.5 4,237.5 1.8 13.4 3,391.2 1.5 -20.0
Corporates 62,041.5 254  64,689.0 28.2 43  62,058.7 27.4 4.1
Retail 60,349.7 248 57,137.3 24.9 -53  57,933.2 25.6 1.4
Exposures in default 21,427.2 8.8 15,084.5 6.6 -29.6  17,085.6 7.5 13.3
Other items 34,676.6 142  33,584.4 14.6 -3.1  32,096.8 14.2 -4.4
Internal ratings based approach (IRB) 29,561.8 12.1 27,550.6 12.0 -6.8  27,978.7 12.3 1.6
Settlement/delivery risks 8,550.8 BI5) 4,569.6 2.0 -46.6 4,377.2 1.9 -4.2
Position, foreign exchange and commodities risks 22,871.3 9.4 22,099.5 9.6 -3.4 21,647.0 9.5 -2.0
Operational risk 614.7 0.3 319.5 0.1 -48.0 167.5 0.1 -47.6
Credit valuation adjustment 19.1 - 21.3 - 11.5 21.7 - 2.0
Common equity tier 1 capital ratio 19.1 - 21.3 - 11.5 21.7 - 2.0
Tier 1 capital ratio 20.9 - 229 - 9.8 23.2 - 1.1
Total capital ratio 21.8 - 20.9 - -4.1 225 - o/

Source: CNB.

Table 12.8 Structure of housing savings bank assets

end of period, in million HRK and %

Money assets and deposits with the CNB
Money assets
Deposits with the CNB
Deposits with financial institutions
MoF treasury bills and CNB bills
Securities
Derivative financial assets
Loans
Loans to financial institutions

Loans to other clients

Investments in subsidiaries, associates and joint ventures

Foreclosed and repossessed assets
Tangible assets (net of depreciation)
Interest, fees and other assets

Total assets

Dec. 2015

0.0

0.0
563.9
162.4
2,706.7
0.0
4,226.0
52.0
4,174.0
0.0

1.4

22
109.6
7,772.2

0.0 0.0
0.0 0.0
7.3 5184
2.1 84.7
348 2,876.0
0.0 0.0
54.4 42231
0.7 37.2
537 4,186.0
0.0 0.0
0.0 1.9
0.0 1.9
14 1050
100.0 7,811.1

0.0
0.0
6.6
il
36.8
0.0
54.1
0.5
53.6
0.0
0.0
0.0
1.3
100.0

Dec. 2016

20.0
20.0 0.0
0.0 0.0
-8.1 489.8
-47.8 75.0
6.3 2,756.7
0.0 0.0
-0.1  4,228.2
-28.6 29.7
0.3 4,198.5
0.0 0.0
39.8 1.5
—11.2 2.3
4.2 114.0
0.5 7,667.5

0.0
0.0
6.4
1.0
36.0
0.0
55.1
0.4
54.8
0.0
0.0
0.0
1.5
100.0

Jun. 2017

-12.5
-12.5
0.0
-55
-11.5
4.1
0.0
0.1
-20.0
0.3
0.0
-21.2
22.0
8.6
-1.8

Source: CNB.
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Table 12.9 Structure of housing savings bank liabilities and capital
end of period, in million HRK and %

Loans from financial institutions 42.0 0.5 37.0 0.5 —11.9 59.0 0.8 59.5
Short-term loans 42.0 0.5 37.0 0.5 -11.9 59.0 0.8 59.5
Long-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Deposits 6,645.0 85.5 6,621.9 84.8 -0.3 6,424.8 83.8 -3.0
Transaction account deposits 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Savings deposits 0.0 0.0 0.0 0.0 -37.0 1.6 0.0 9,464.7
Time deposits 6,645.0 85.5 6,621.8 84.8 -0.3 6,423.2 83.8 -3.0

Other loans 95.4 1.2 94.5 1.2 -1.0 92.6 1.2 -2.0
Short-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Long-term loans 95.4 1.2 94.5 1.2 -1.0 92.6 1.2 -2.0

E;rciiv%:vt?;(ij?:gcial liabilities and other financial liabilities 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 83.2 1.1 82.7 1.1 -0.6 67.0 0.9 -19.0

Interest, fees and other liabilities 129.7 1.7 137.6 1.8 6.1 192.1 2.5 39.6

Total liabilities 6,995.4 90.0 6,973.7 89.3 -0.3  6,835.5 89.1 -2.0

Share capital 487.9 6.3 487.9 6.2 0.0 487.9 6.4 0.0

Current year profit (loss) 47.5 0.6 46.4 0.6 -2.3 32.6 0.4 -29.8

Retained earnings (loss) 177.6 2.3 200.5 2.6 12.9 221.5 2.9 10.4

Legal reserves 10.5 0.1 11.6 0.1 10.1 11.9 0.2 2.9

Eﬁ]ztir\é:z irt)ar?;/;(i::j\l;c;r by the articles of association and _10.7 01 _17.9 02 67.7 _16.7 02 6.7

Revaluation reserves 64.0 0.8 108.9 1.4 70.2 94.9 1.2 -12.8

Previous year profit (loss) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Total capital 776.8 10.0 837.4 10.7 7.8 832.0 10.9 -0.6

Total liabilities and capital 7,772.2 100.0 7,811.1 100.0 0.5 7,667.5 100.0 -1.8

Source: CNB.
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Table 12.10 Housing savings bank income statement
in reference periods, in million HRK and %

Amount

Continuing operations
Interest income 165.7 159.3 -3.9
Interest expenses 101.2 90.7 -10.3
Net interest income 64.5 68.6 6.3
Income from fees and commissions 26.3 22.6 -14.2
Expenses on fees and commissions 2.8 2.4 -16.0
Net income from fees and commissions 23.5 20.2 -14.0
Income from equity investments 0.0 0.0 0.0
Gains (losses) 4.9 6.4 29.6
Other operating income 1.8 2.3 29.1
Other operating expenses 1.7 11.3 -3.8
Net other non-interest income -5.1 2.7 -47.4
Total operating income 82.9 86.1 3.8
General administrative expenses and depreciation 51.8 50.3 -2.8
Net operating income before loss provisions 31.1 35.8 15.0
Expenses on value adjustments and provisions 1.3 =1.1 -
Other gains (losses) 0.0 0.0 0.0
Profit (loss) from continuing operations, before taxes 29.8 36.8 23.5
Income tax on continuing operations 41 4.3 4.3
Profit (loss) from continuing operations, after taxes 25.7 32.6 26.6

Discontinued operations

Profit (loss) from discontinued operations, after taxes 0.0 0.0 0.0
Current year profit (loss) 2557 32.6 26.6
Source: CNB.

Table 12.11 Classification of housing savings bank placements and assumed off-balance sheet liabilities by risk categories
end of period, in million HRK and %

Dec. 2015 Dec. 2016 Jun. 2017

A 5,5639.7 98.8 5,544.2 98.7 5,467.6 98.5 -1.4

B 58.2 1.0 65.1 1.2 11.8 72.4 1.3 11.2

C 9.9 0.2 10.7 0.2 8.5 9.9 0.2 -7.2

Total 5,607.8 100.0 5,619.9 100.0 0.2 5,549.9 100.0 -1.2
Source: CNB.

Table 12.12 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 %

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

Value adjustments and provisions 20.0 27.9 27.3
Collectively assessed value adjustments and provisions 48.4 48.1 47.3
Total placements and assumed off-balance sheet liabilities 5,607.8 5,619.9 5,549.9
Coverage 1.2 1.4 1.3

Source: CNB.
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Figure 12.7 Shares of assets, loans and deposits of the largest
banks in total assets, loans and deposits

Figure 12.10 Bank standard off-balance sheet items

as at 30 June 2017
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Figure 12.8 Structure of bank assets

Figure 12.11 Bank derivative financial instruments (notional
amount)
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Figure 12.9 Structure of bank liabilities and capital

Figure 12.12 Bank profit from continuing operations
before taxes
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Figure 12.13 Spread

Figure 12.16 Structure of bank partly recoverable and fully
irrecoverable loans to non-financial corporations by activities
as at 30 June 2017
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Source: CNB.

Figure 12.14 Structure of bank placements and assumed
off-balance sheet liabilities
as at 30 June 2017

Figure 12.17 Structure of bank total risk exposure
as at 30 June 2017
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Figure 12.15 Structure of bank loans to non-financial
corporations by activities
as at 30 June 2017
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Abbreviations and symbols

Abbreviations

bn — billion

b.p. — basis points

BEA — U. S. Bureau of Economic Analysis

BOP — balance of payments

c.if. — cost, insurance and freight

CBRD - Croatian Bank for Reconstruction and
Development

CBS — Central Bureau of Statistics

CEE — Central and Eastern European

CEFTA - Central European Free Trade Agreement

CES — Croatian Employment Service

CHF — Swiss franc

CHIF  — Croatian Health Insurance Fund
CHY  — Yuan Renminbi

CICR - currency-induced credit risk

CPF — Croatian Privatisation Fund

CPI — consumer price index

CPII — Croatian Pension Insurance Institute
CM — Croatian Motorways

CNB — Croatian National Bank

CR — Croatian Roads

EBA — European Banking Authority
ECB — European Central Bank

EFTA  — European Free Trade Association
EMU  — Economic and Monetary Union
EU — European Union

EUR  —euro

excl. — excluding

f/c — foreign currency

FDI — foreign direct investment

Fed — Federal Reserve System

FINA - Financial Agency

f.ob.  —free on board

GDP  — gross domestic product

GVA — gross value added
HANFA - Croatian Financial Services Supervisory Agency

HICP  — harmonised index of consumer prices
HRK  —kuna
incl. — including

IMF — International Monetary Fund

JPY — Japanese yen

m — million

MIGs  — main industrial groupings

MM — monthly maturity

MoF  — Ministry of Finance

NBS — National Bureau of Statistics of China

NCA  — National Classification of Activities

n.e.c.  —not elsewhere classified

NUIR  — net usable international reserves

OECD - Organisation for Economic Co-Operation and
Development

oG — Official Gazette

R — Republic

RAMP — Reserves and Advisory Management Program

ROAA  —return on average assets

ROAE - return on average equity

o/w — of which

PPI — producer price index

Q — quarter

RR — reserve requirement

SDR - special drawing rights
SGP — Stability and Growth Pact

SITC - Standard International Trade Classification
USD - US dollar

VAT — value added tax

ZSE — Zagreb Stock Exchange

ZMM  — Zagreb Money Market

Symbols
- —no entry
— data not available
0 — value is less than 0.5 of the unit of measure being
used
— average
a, b, c,... — indicates a note beneath the table and figure
— corrected data
0 — incomplete or insufficiently verified data
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