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Summary

Economic activity increased in 2015, after having fallen for six consecutive years. The increase was due to the growth
of foreign demand and, to a smaller extent, of domestic demand. These trends led to employment growth and a decrease
in the unemployment rate. A decline in world prices of crude oil and food raw materials benefited domestic economic ac-
tivity and caused inflation to drop. The current account surplus rose strongly due to a very good performance by tourism,
better absorption of EU funds and one-off losses of banks. The continued positive impact of the CNB’s expansionary mon-
etary policy on domestic financing has created conditions for the recovery of bank lending. The central bank also steadily
maintained the stability of the nominal kuna/euro exchange rate as the main precondition for preserving financial stability.
In contrast with monetary policy, fiscal policy was very restrictive, as indicated by a sharp decrease in the general govern-
ment deficit. General government debt, however, continued to rise. Banks’ operating indicators were in 2015 predominantly
influenced by the application of legal provisions on the conversion of Swiss franc loans, which incurred losses for banks
and resulted in a further reduction of their assets. The capital adequacy ratio of banks also decreased, remaining, however,

considerably above the prescribed minimum ratio.

After six years of economic contraction, real GDP rose by
1.6% in 2015 from 2014. Good economic trends were due to
a rise in exports powered by the economic growth in Croatia’s
main trading partners, an increase in Croatian exports’ market
share and a successful tourist season. The recovery was based
on all domestic demand components, above all on personal con-
sumption, boosted by favourable labour market developments,
legal changes in the taxation of employment income and a drop
in price levels caused by the spillover effect of declining crude
oil prices on domestic prices. Despite a sharp decrease in gen-
eral government investments, gross fixed capital formation grew
at the highest rate since the start of the recession, due to posi-
tive trends in the private sector. Government consumption also
made a slightly positive contribution to growth.

Economic growth was accompanied by favourable trends
in the labour market. Administrative CPIA data show a steady
increase in employment, which was to some extent a conse-
quence of active labour market policies. In the same period,
unemployment continued to drop from late 2013, mostly as a
result of increased outflows from the CES register for employ-
ment. In line with such developments, the registered unemploy-
ment rate declined considerably in 2015, standing at 17.4%
annually, whereas the survey unemployment rate dropped to
16.3%. Nominal gross and net wages continued to grow, with
net wages up at a faster rate, due to legislative changes in the
taxation of employment income.

In 2015, Croatia’s average annual consumer price inflation
rate was a negative —0.5% (compared with —0.2% in 2014),
which was primarily a consequence of the spillover effect of
lower crude oil prices on domestic prices and of a fall in the
global prices of food raw materials. Downward inflation pres-
sures also stemmed from low core inflation in the euro area, a
decline in administrative prices (especially in natural gas pric-
es) and the absence of domestic demand-pull and cost-push
inflationary pressures. The fall in prices also resulted from the
removal of quotas on milk production in the EU and the growth
of supply of some food products that could not be exported
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from the EU to Russia. The average annual core inflation rate
(excluding energy prices) was still mildly positive, amounting to
0.2% in 2015, compared with —0.4% in 2014.

The current account surplus widened significantly to 5.2%
of GDP in 2015, from 0.9% in 2014, largely due to a marked
improvement in the primary income balance resulting from
losses incurred by foreign-owned banks generated by the con-
version of Swiss franc loans. The current account increase was
also due to the good performance of foreign trade in goods
and services, for the most part attributable to a very successful
tourist season. The deficit in foreign trade in goods increased
because imports grew more in absolute terms than exports. A
positive impact on the current account balance was also gener-
ated by significantly higher use of resources from the EU funds,
leading to an increase in net secondary income and, to a small-
er extent, in net capital account inflows. On a combined level,
the surplus in the current and capital accounts totalled 5.6% of
GDP in 2015 (1.1% of GDP in 2014).

Foreign capital flows were in 2015 mostly influenced by a
noticeable improvement in the net debt position of credit institu-
tions, which was to a large degree a consequence of the adjust-
ment of foreign exchange positions to the effects of the write-off
of some Swiss franc loans pursuant to a special act. This write-
off incurred losses for foreign-owned domestic banks, with the
result that net inflow of foreign direct investment was much
lower, as recorded reinvested earnings were negative. In con-
trast, if the effects of round-tripping investments in 2014 and
debt-to-equity swaps are excluded, net inflow of equity invest-
ment exceeded that from the previous year due to the takeover
of a domestic tobacco producing company.

Croatia’s net debt position steadily improved for the fifth
consecutive year. Decreasing to 52.0% of GDP, net external
debt was 8.5% lower at the end of 2015 than at the end of
the previous year. The improvement in the total net debt posi-
tion could be mainly attributed to credit institutions; the gov-
ernment’s net debt position deteriorated solely on account of a
major adverse effect of cross-currency changes resulting from
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the strengthening of the US dollar/euro exchange rate, while
the repayment of foreign liabilities during the year exceeded
new drawings. The relative indicator of gross external debt, af-
ter having deteriorated for two years in a row, also decreased,
dropping to 103.7% of GDP.

The Croatian National Bank continued to pursue an expan-
sionary monetary policy in 2015, simultaneously maintaining a
stable kuna/euro exchange rate, which is the main precondi-
tion for preserving financial stability. Such a policy contributed
to maintaining a high level of liquidity in the monetary system
and improving domestic financing conditions. Surplus liquidity
in kuna increased from HRK 6.4bn in 2014 to HRK 6.7bn in
2015. Interest rates on the interbank money market and the
yields on T-bills of the Ministry of Finance remained at very low
levels. Interest rates on household and corporate loans contin-
ued to decrease gradually.

The CNB responded to legislative changes related to Swiss
franc-indexed loans by adjusting its monetary policy instru-
ments, first due to a temporary fixing of the exchange rate for
loan repayments early in the year and then due to the conversion
and partial write-off of Swiss franc=indexed loans started late
in the year. The CNB’s foreign exchange interventions ensured
foreign currency liquidity sufficient for the adjustment of banks’
foreign exchange positions. As regards liquidity in kuna, in Oc-
tober the CNB revoked compulsory CNB bills, thus releasing
HRK 3.4bn to banks. Also, regular weekly reverse repo oper-
ations were introduced again from the end of September, with
the list of eligible collateral extended to include government
bonds issued in the domestic market. CNB interest rates were
reduced in October, Lombard rates were cut from 5% to 2.5%
and the discount rate went down from 7% to 3%. CNB meas-
ures successfully prevented pressures on the domestic currency
exchange rate and ensured sufficient liquidity in the monetary
system.

Notwithstanding the start of the recovery of the Croatian
economy and a decrease in interest rates, credit institutions’
placements to domestic sectors (excluding the government)
fell by 2.2% in 2015 (excluding the exchange rate effects and
write-offs), which is the highest decrease since the beginning
of the crisis. Household placements and corporate placements
shrank by 1.7% and 2.9% respectively, but corporations settled
part of their financial needs in the foreign market. Under such
conditions, and amid the steady growth of domestic monetary
aggregates, noticeable external deleveraging of banks contin-
ued. Their foreign assets exceeded their foreign liabilities for
the first time since 2002. Domestic lending remained subdued
owing to weak investment demand, debt overhang of non-fi-
nancial corporations, impeded access to credit by small and me-
dium-sized enterprises and continued household deleveraging.
Furthermore, the share of partly recoverable and fully irrecov-
erable loans remained relatively high, as did the risk aversion of
banks and domestic sectors.

Total international reserves of the Republic of Croatia stood
at HRK 13.7bn at the end of 2015, which is an increase of 8.0%
(EUR 1.0bn) from the end of the previous year. The bulk of the
increase came from the investment of a part of the international

SUMMARY

reserves into repo agreements and a positive contribution was
also made by CNB’s net foreign exchange transactions, with the
annual net foreign exchange purchase of EUR 0.2bn generat-
ed by government’s foreign currency borrowing. International
reserves were given a boost from foreign exchange gains (the
strengthening of the US dollar against the euro) and revenues
from reserve investment but reduced due to a drop in the gov-
ernment’s foreign currency deposit with the central bank. Net
usable reserves increased by EUR 0.5bn (4.4%) in 2015, reach-
ing EUR 11.2bn at the end of the year. The reserve adequacy
indicator, measured by the coverage of short-term external debt
by remaining maturity, improved for the fifth consecutive year,
amounting to 96.5% at the end of 2015, which is an increase of
4.3 percentage points from the previous year.

The CNB generally invests international reserves in Amer-
ican and German government bonds, as well as in the bonds of
other developed countries that are considered safe, governed
primarily by the principles of liquidity and safety. The CNB’s
net international reserves comprise the euro and dollar-de-
nominated held-for-trading portfolios, the euro-denominated
held-to-maturity portfolio and funds allocated for management
to the World Bank (within the Reserves and Advisory Man-
agement Program — RAMP). In 2015, the rate of return on
the CNB’s dollar-denominated and euro-denominated held-
for-trading portfolio was 0.25% and 0% respectively. It should
be noted that almost all countries from the CNB’s investment
range had negative interest rates on euro-denominated instru-
ments with a maturity of up to four months, which made it very
difficult to achieve better rates of return on the euro-denomi-
nated held-for-trading portfolio. However, the euro-denomi-
nated held-to-maturity portfolio had a rate of return of 1.44% in
2015. This portfolio is carried at amortised cost, it has a longer
average maturity and serves as a source of more stable long-
term revenues. The annual rate of return on the RAMP portfolio
was 0.15% from 31 March to 31 December 2015.

A continuous asset contraction marked the operations of
banks in 2015. Bank assets declined by a total of 0.4% in 2015
(1.2% when the exchange rate effect is excluded), due to the ab-
sence of credit growth, the sale of uncollectable claims and con-
tinued bank deleveraging, as well as to the implementation of
amendments on Swiss franc loans, which resulted in operating
losses and partial write-offs of loan principals. Banks recorded a
total of HRK 6.8bn in expenses on provisions for the conversion
of Swiss franc loans and reported losses (before tax) amounting
to HRK 4.7bn. When these expenses are excluded, banks’ profit
rose slightly in 2015, mostly as a result of lower loan portfolio
loss provision expenses.

The growth of the share of partly recoverable and fully ir-
recoverable loans, started as early as in 2008, stopped in 2015.
The share of risk category B and C loans fell from 17.1% at the
end of 2014 to 16.6% at the end of 2015. The sale of claims had
a key influence on trends in loan quality indicators, especially
in the corporate sector. The ageing of portfolios, additionally
intensified by regulatory requirements on the gradual increase
in value adjustments for long-term delinquent placements, led
to a significant rise in the coverage of B and C category loans

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015



SUMMARY

by value adjustments (51.3% to 56.6%).

At the end of 2015, the total capital ratio stood at 20.9%,
considerably exceeding the minimum total capital ratio of 8% as
well as other regulatory capital requirements and capital buff-
ers. The total capital ratio decreased annually by 0.8 percentage
points at the end of 2015. The application of legal provisions
on the conversion of Swiss franc loans caused the total cap-
ital ratio to decrease, on the one hand due to a drop in own
funds, caused by the current year loss and, on the other, to an
increase in banks’ currency risk exposure, stemming from the
adjustment of the foreign exchange position. In addition, the
decrease in own funds was also due to an increase in dividend

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015
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payments, totalling HRK 2.5bn (compared with HRK 1.8bn in
the previous year).

Public finances were in 2015 marked by a very strong fiscal
adjustment. The consolidated general government deficit (un-
der ESA 2010) narrowed to 3.2% of GDP, down by 2.3 per-
centage points from 2014, due largely to the growth of general
government revenues on the back of economic recovery. Gen-
eral government expenditures also decreased, primarily on ac-
count of a drop in general government investments. The result
achieved was actually better than the targeted reduction in 2015
within the excessive deficit procedure, and thus Croatia made
an important step towards the completion of this procedure.
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MACROECONOMIC DEVELOPMENTS

1.1 International environment

asssaEaEEEEEENT

Having accelerated to 3.4% of GDP in 2014, the growth
rate of the global economy decelerated to 3.1% in 2015 as a
result of a slowdown in developing and emerging market coun-
tries. Economic growth in China slowed down for five succes-
sive years, while the economies of Brazil and Russia went into
a deep recession after stagnating in 2014. Economic growth
remained unchanged in developed countries and strengthened
in the euro area, but the recovery proceeded slowly. The US
continued to experience brisk economic growth, coupled with a
steady decline in the unemployment rate. Due to positive eco-
nomic developments, late in the previous year the Fed had de-
cided to raise the target key interest rate spread slightly, thus
marking the end of a long period of expansionary monetary
policy. The ECB, on the other hand, kept the benchmark rate
zero in 2015 and expanded its unconventional monetary policy
measures. The first signs of diverging trends between the key
interest rates resulted in part in the considerable strengthening
of the US dollar against the euro. Global economic trends were
in 2015 also marked by a sharp decrease in the prices of oil and
other raw materials.

European Union and the euro area

Economic activity in the euro area increased by 1.6% in
2015 from 2014, whereas the economic growth in the European
Union reached 1.9%.

All euro area countries, with the exception of Greece, re-
corded real GDP growth. The main contribution to the eco-
nomic growth in the euro area came from domestic demand,
primarily personal consumption, supported by positive labour
market developments and a decline in refined petroleum prod-
uct prices, which had a favourable effect on real disposable in-
come. While net exports made a neutral contribution, exports
grew at a more dynamic annual rate, driven by the weakening
of the effective exchange rate of the euro. However, growth

decelerated at the quarterly level, down to a mere 0.3% in the
third and fourth quarters, as a result of the unfavourable impact
of weakened foreign demand on euro area countries’ exports.

All non-euro area EU countries recorded real GDP growth
in 2015. Most countries recorded relatively high growth rates
and growth acceleration from the previous year. In contrast, the
UK had an economic slowdown that was primarily related to the
weakening of investment activity.

Favourable economic developments in the European Union
and the euro area affected the labour market, with the result
that the unemployment rate dropped for the second successive
year. The euro area average unemployment rate stood at 10.9%
in 2015 (compared with 11.6% in 2014) and the EU unem-
ployment rate went down from 10.2% to 9.4%. Most countries’
unemployment rates dropped, but the differences among their

Figure 1.2 Unemployment rate in selected EU countries
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Figure 1.1 Real GDP growth in selected EU countries

Figure 1.3 HICP annual average rate of change in selected EU
countries
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levels remained significant. Spain’s unemployment rate de-
creased the most; however the ratio between unemployed per-
sons and the economically active population remained at a high
22.1%. In contrast, the unemployment rate in Germany fell to a
record low of below 5%. On the back of unfavourable economic
trends, the unemployment rate in Greece increased, remaining
the highest in the EU.

Average price levels in the euro area remained unchanged
from 2014, still markedly divergent from the ECB’s medi-
um-term inflation goal. Price stagnation resulted from a sharp
decrease in energy prices (—6.8%), closely related to a drop in
refined petroleum product prices. Although the prices of ser-
vices and industrial goods (excluding energy) grew, the growth
rate was low due to the continued negative aggregate output
gap in the euro area. The price level in most large EU member
states, such as Germany, France and Italy, held steady in 2015
from the previous year, while most European emerging market
countries saw mild deflationary trends.

The European Central Bank continued to support the eco-
nomic recovery in the euro area by expansionary monetary pol-
icy measures. At the beginning of 2015, the ECB launched the
quantitative easing programme providing for monthly asset pur-
chases of EUR 60bn, with the aim of further easing monetary
and financial conditions and, in turn, of boosting investments
and consumption. Initially planned to be conducted until Sep-
tember 2016, the QE programme was late last year extended
until March 2017 and it will be continued longer if it proves
necessary. In late 2015, the ECB expanded the list of eligible as-
sets and reduced the deposit interest rate from —0.2% to —0.3%.
Most European countries’ average risk premiums narrowed in
2015 from the previous year, despite increased volatility in
European financial markets stemming from uncertainties sur-
rounding the Greek debt crisis.

United States of America
The US economy grew at a relatively high rate of 2.4% in
2015, the same as in 2014, primarily due to a more dynamic
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Figure 1.5 CDS spreads for 5-year government bonds of
selected countries
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annual growth in personal consumption, driven by favourable la-
bour market trends, declining refined petroleum product prices
and the strengthening of the effective US dollar exchange rate.
Gross fixed capital formation also continued to rise, although
at a somewhat slower pace than in 2014 due to a decrease in
non-residential investments. In contrast, investments in resi-
dential buildings increased sharply. Government consumption
also made a positive contribution to real GDP growth, while
the negative contribution of net exports expanded following a
slowdown in exports and an uptick in imports, partly reflecting
the strengthening of the US dollar exchange rate and weak ex-
ternal demand.

The US labour market saw a continuation of favourable
trends. Employment went up further, with the result that the
unemployment rate decreased for the fifth consecutive year, av-
eraging 5.3% in 2015, compared with 6.2% in 2014. The level
of prices remained the same in 2015 as in the year before, both
in the US and in the euro area. However, this largely resulted

Figure 1.4 ECB benchmark interest rates
end of period

Figure 1.6 Real GDP growth, unemployment and inflation rates
in the USA
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from a decrease in energy prices, while core inflation, which ex-
cludes the prices of food products and energy, was close to 2%.
In response to these macroeconomic trends, the Fed increased
the target key interest rate spread for one quarter of a percent-
age point at the end of the previous year. However, financing
conditions remained favourable because interest rates kept low.

Developing and emerging market countries

Economic growth in developing and emerging market
countries stood at 4.0% in 2015, decelerating for the fifth con-
secutive year. The growth deceleration was caused by the re-
structuring and structural limitations of the Chinese economy,
the negative impact of a decrease in raw material prices on the
exporters of refined petroleum products and geopolitical ten-
sions. In addition, the gradual tightening of US monetary policy
negatively influenced some countries’ financing conditions.

Chinese economic growth slowed from 7.3% in 2014 to
6.9% in 2015. Economic growth in China had hitherto been
driven mainly by increases in investments and manufacturing.
However, such economic policy led to internal imbalances, so
that economic development is now increasingly focused on con-
sumption and the service sector. The economic restructuring
caused a slowdown in growth, coupled with a severe deceler-
ation in investments and lower export performance, resulting
partly from subdued global demand. The uncertainties sur-
rounding China’s economic growth were augmented by a sharp
contraction of the Chinese equity market early in the second
half of 2015, unprecedented since the 2008 financial crisis. Re-
sponding to financial market volatility, the Chinese central bank
devalued the yuan renminbi versus the US dollar by 4.7% in
August 2015.

India’s dynamic economic growth continued. Real GDP in-
creased by 7.3% in 2015, as much as in 2014. The main driver
of such robust growth was domestic demand, strongly support-
ed by a decrease in refined petroleum product prices. Another
growth driver was a large inflow of foreign direct investments,
resulting from the reduction of external imbalances. Inflation
fell sharply from 9.4% in 2014 to 5.9% in 2015 due to a de-
crease in refined petroleum product prices and supply side de-
velopments as well as to the adequate monetary policy stance of
India’s central bank.

The Russian economy contracted strongly in 2015, de-
creasing at an annual rate of 3.7%, accompanied by a severe
drop in investments and exports. As Russian export revenues
are oil-generated, a sharp fall in crude oil prices caused the
ruble to depreciate and pushed the inflation rate to almost 13%
u 2015, which diminished the population’s purchasing pow-
er. The Russian economic recession also deepened due to the
country’s restricted access to foreign financial markets under
sanctions imposed because of Ukraine.

The economic slowdown in Latin American countries per-
sisted in 2015. Large economies, such as Brazil, Argentina and
Venezuela, were in recession. Unfavourable economic devel-
opments in these countries mainly reflected a sharp decrease
in export revenues caused by declining prices of oil and other
raw materials. Furthermore, the financial risk exposure of Latin
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American countries grew, after a long period of strong capital
inflows, credit growth and low interest rates in financial mar-
kets.

Southeast European countries

Real GDP increased in all Southeast European countries in
2015 and most of these countries made progress with the con-
solidation of public finances. Of the countries in the surveyed
group, economic growth accelerated in Croatia’s main trading
partners, Serbia and Bosnia and Herzegovina.

In Serbia, after the 2014 recession partly caused by floods,
economic activity edged up by 0.8% in 2015. The bulk of the
growth came from investments and net exports, while person-
al and government consumption had an opposite effect, partly
as a result of the fiscal consolidation implemented. Investment
growth was supported by improved financial conditions of en-
terprises, a decline in oil prices and lower borrowing costs. In
early 2015, Serbia and the IMF signed a three-year precau-
tionary arrangement in the approximate amount of EUR 1.2bn.
Pursuant to the arrangement, the Government of the Republic
of Serbia undertook a commitment to continue implementing
the fiscal measures started in late 2014, aimed at establishing
a sustainable public debt level and improving the economy’s
competitiveness.

In 2015, the economy of Bosnia and Herzegovina was re-
covering from the adverse effects of the previous year’s floods,
with growth accelerating to 2.8% from 1.3% in 2014. The larg-
est growth contributor was dynamic industrial production, pri-
marily mining and manufacturing. Some improvements were
also observed in the labour market, such as a slight increase in
the employment rate, and price trends were marked by defla-
tionary pressures.

Trends in the prices of raw materials and foreign
exchange rate

The price of Brent crude oil dropped to an average of USD
52 per barrel in 2015 from USD 99 per barrel in the previous
year. The price hit its low in January 2015 and recovered to
some extent by the end of June, mainly because of geopolitical
tensions in the Middle East and expectations of a slowdown in
crude oil production in the US. Due to a high global surplus of
oil supply over demand and expectations that exports from Iran
would grow after sanctions were lifted, crude oil prices dropped
again in the second half of the year. The decrease in oil prices
was also connected with the decision of OPEC leaders, made at
their last meeting in December 2015, to continue maintaining
their market shares and with a growing concern about econom-
ic growth in emerging market countries, especially in China,
Brazil and Russia. The price of Brent crude oil stood at USD
36 at the end of 2015, having fallen by 68.1% from USD 112
at mid-2014, which marked the beginning of a downturn trend
in global crude oil prices.

Other raw material prices measured by the HWWI index
(excluding energy products, in US dollars) decreased further in
2015, downward at a sharp annual rate of 20.1%, continuing
a three-year downward trend. This can largely be accounted
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Figure 1.7 Raw material prices in the world market
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for by a pronounced drop in iron ore prices (40.2%) caused
by a growth in the world’s iron ore reserves and rising con-
cerns regarding the slowdown in China, one of the largest global
consumers of iron ore. Furthermore, the annual growth rate of
food raw materials accelerated from —3.0% in 2014 to —16.9%
in 2015. During most of 2015, these prices fell due to record
wheat crops enabled by favourable weather conditions in most

1.2 Economic activity

MACROECONOMIC DEVELOPMENTS

producer regions and to the strengthening of the US dollar ex-
change rate.

The US dollar strengthened noticeably against the euro in
2015. The US dollar/euro exchange rate stood at EUR/USD
1.09 at the end of 2015, down 10.2% from the end of 2014.
Having appreciated strongly in early 2015 after the ECB’s an-
nouncement of QE as well as due to favourable expectations of
US economic growth and favourable labour market indicators,
the US dollar weakened at mid-year, falling the most after the
end of the Greek debt crisis and the devaluation of the yuan
renminbi at mid-August'. The exchange rate started strengthen-
ing again at the end of the year amid expectations that the Fed
would increase the key overnight interest rate and because of
the ECB President’s announcement to that the QE programme
would be expanded to reach the inflation target as fast as pos-
sible.

The exchange rate of the Swiss franc against the euro also
appreciated strongly in 2015, rising from EUR/CHF 1.20 at the
end of 2014 to EUR/CHF 1.08 at the end of 2015. The main
reason for the appreciation was the Swiss central bank’s deci-
sion of 15 January 2015 to stop defending the exchange rate
floor of EUR/CHF 1.20. Having strengthened in the first half
of the year, the Swiss franc to euro exchange rate was mainly
stable in the second half of the year, fluctuating within a narrow
band around EUR/CHF 1.08.

Real GDP went up by 1.6% in 2015 from the previous year,
recording the first positive growth rate since 2008. This was
mostly due to the strong growth of foreign demand, but the
recovery was also backed by all domestic demand components.
Economic activity strengthened gradually on a quarterly basis
during the year, weakening slightly at the year’s end due to a
relatively high increase in imports. As economic activity de-
creased cumulatively by over 12% from 2008 to 2014, in 2015
it remained at a much lower level that in the pre-crisis period,
despite the positive growth rate.

1.2.1 Demand

As regards domestic components of aggregate demand,
personal consumption made the largest contribution to eco-
nomic growth. Personal consumption went up by 1.2% in 2015,
contributing a high 0.7 percentage points to the overall econo-
my. Seasonally adjusted data show that it also rose significantly
on a quarterly basis early in the year due to an increase in aver-
age net wages caused by changes in the taxation of employment
income. Specifically, due to changes to income tax brackets and

an increase in personal allowance under amendments to the In-
come Tax Act as of January 2015 net wages grew by 2%. In ad-
dition, consumer optimism increased markedly early in the year,
primarily due to expectations of improved economic conditions
in the country and better financial conditions of households,
and propensity to consume rose. Household consumption con-
tinued to grow towards the end of 2015 and the recovery started
early in the year gained strong momentum in the last quarter.
Household consumption trends remained favourable through-
out 2015, reflecting positive labour market developments, in-
cluding a rise in employment and a drop in unemployment, an
increase in nominal net wages and a decline in the price level
resulting from the spillover effect of lower oil prices on domestic
prices, which further added to the purchasing power of house-
holds. Consumer confidence grew steadily towards the end
of the year, when the consumer confidence indicator reached
the record high since 2007. Favourable consumer confidence
trends and plausibly personal consumption trends were late last
year aided by the start of the conversion of Swiss franc indexed
loans to the euro, despite the fact that available data suggest that
the conversion had a negligible effect on these loans’ instalment

1 This led to expectations that the tightening of US monetary policy would have to be postponed.
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Figure 1.8 GDP rate of change
contribution by components
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Figure 1.9 Determinants of personal consumption
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payments. In contrast, real transfers to households seem to edge
down in 2015 and the dynamics of household lending did not
stimulate the recovery of personal consumption.

Government consumption increased by 0.6% in 2015 from

2014. As suggested by data on the number of employed per-
sons and nominal data on government expenditures, govern-
ment consumption rose on the back of the growth of employ-
ment and intermediate consumption. Government consumption
made a slightly positive contribution (0.1 percentage point) in
2015, notwithstanding expectations from early in the year that
it would be reduced by efforts to reduce the government budget.
However, the government’s fiscal consolidation was substan-
tial, although it largely resulted from favourable revenue trends.
As regards the expenditure side, investments decreased sharply,
but current consumption was not reduced.

Real gross fixed capital formation also grew in 2015,

spurred by the recovery of private investments. Gross fixed
capital formation grew by 1.6%, which is the first positive rate
of change since 2008. In contrast, nominal fiscal data show a
sharp drop in the investments of the general government sector
and a decrease in investments at the level of the local govern-
ment and public enterprises constructing transport infrastruc-
tures, as also confirmed by data on civil engineering works. Pos-
itive trends in capital investments at the level of the overall econ-
omy were thus apparently accounted for by the private sector
(and government owned enterprises excluded from the general
government sector), which is indicated by increases in the pro-
duction and imports of capital goods and the beginning of the
recovery of construction works on buildings. The first signs of
recovery of private investments after a sharp six year downturn
trend were related to increases in domestic and foreign demand
as well as to rising business optimism about economic pros-
pects, and possibly to a decrease in investment financing costs.

The growth in real exports of goods and services picked

up in 2015, rising at an annual rate of 9.2%. This was due to
favourable economic developments in Croatia’s main trading
partners and to an increase in the share of Croatian exports on

Figure 1.10 Gross fixed capital formation, contribution to the
year-on-year growth by sectors

Figure 1.11 Real exports of goods and services
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Figure 1.12 Real imports of goods and services
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accommodation and food service activities, as well as in indus-
try, decreasing in construction and agriculture.

Industry and construction

GVA of industry continued to grow in 2015 (2.6%), con-
siderably affecting trends in GVA for the economy as a whole.
Industrial production growth was mainly driven by strong for-
eign demand. Data on the industrial turnover indicate that do-
mestic sales made a considerably lesser impact.

If analysed according to the NCA, the largest contribution
to the growth in industrial GVA came from manufacturing,
with the production of other transport equipment recording the
highest rate of increase and contributing the most to manufac-
turing growth, in addition to the production of food products
and the production of leather and related products. Monthly
data broken down by main industrial groupings show increases
in industrial production in all categories excluding energy and
durable consumer goods. The manufacture of capital goods

Figure 1.13 Contributions of NCA activities to the real change in
gross value added

Figure 1.14 Gross value added in manufacturing and
construction
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the world market. Total exports rose at a high rate primarily as
a result of a strong growth in goods exports. Nominal data on
trade in goods broken down by main industrial groupings show
that all activities recorded growth, with the exception of energy.
Real exports of services also rose, boosted by a surge in tourism
revenues. The sharp increase in exports and the strengthening
of domestic demand in 2015 influenced goods and services im-
ports, which went up at an annual rate of 8.6%. Nominal data
on trade in goods show strong growth in imports in all sections
broken down by main industrial groupings, with the exception
of the energy section, in which imports decreased as a result of
a drop in world oil prices.

1.2.2 Supply

Gross value added went up by 1.4% in 2015 from the pre-
vious year, recording the first positive growth rate since 2008.
GVA grew at the highest rate in retail trade, transportation,

increased sharply.

GVA of construction dropped by about 0.6% in 2015 from
the previous year, down for the seventh year in a row, although
at a considerably lower rate, compared with a decrease of 6.7%
in 2014. The cause of such unfavourable developments was
the government’s weak investment activity, as substantiated by
fiscal data and a fall in the volume index of civil engineering
works, which primarily includes infrastructural objects. Con-
struction works on buildings increased, this being an indication
of a positive contribution of the private sector to GVA of con-
struction.

Trade, transportation, accommodation and food
services

GVA in trade, transportation, accommodation and food
services increased further in 2015 (3.9%), following a slight
increase (0.5%) in 2014 and contributed the most (0.8 per-
centage points) to total GVA growth. These trends were mainly
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Figure 1.15 Gross value added in trade, transportation,
accommodation and food service activities

seasonally adjusted values

Figure 1.16 Total employment and contribution to the annual
change in employment by sector
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due to a rise of 2.4% in real retail trade from the previous year.
In addition, economic activity growth in accommodation and
food service activities probably resulted from very good results
achieved in the tourist season.

Transport activity measured by the number of passen-
gers carried decreased by 2.2%. Road transport of passengers
dropped at the highest rate (—3.5%), followed by railway trans-
port (—1.1%), with the latter exhibiting a significantly lower de-
crease than in 2014, when it fell by 10.4% from the previous
year. The number of passengers in air and sea transport grew
by 3.1% and 0.4% respectively. The transport of goods record-
ed an increase of 2.2% in terms of tons of transported goods
compared with the previous year, with increases recorded in all
branches of goods transport, except in railway and air transport.

1.2.3 Labour market

Employment grew steadily in 2015? and unemployment
declined further. The annual wage growth accelerated, with
net wages growing at an especially high rate due to legislative
changes in the taxation of employment income.

Employment and unemployment

The number of employed persons increased annually by
0.7% in 2015, rising by approximately 10,000 persons from the
previous year. The rise was mainly driven by public and private
sector services (excluding a slightly negative contribution of
trade), while the contributions of industry and construction
were negligible. Detailed CPIA data show that the mentioned
increase in the average number of employed persons in 2015
was primarily due to the government’s implementation of ac-
tive labour market policies.> Survey data show a slightly more
pronounced increase in unemployment in 2015 (1.5%), while

Figure 1.17 Unemployment
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the activity rate remained almost unchanged in the observed
period.

2 The CNB uses the number of insured persons from the CPIA register as an indicator of the number of employed persons.
3 One third of the annual increase is estimated to derive from on-the-job training without employment contracts pursuant to the Employment Promotion Act (OG
57/512 and 120/2012), while more than one half of the total annual increase could be accounted for by adding on-the-job training beneficiaries pursuant to the

Labour Act (OG 93/2014).
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Figure 1.18 Labour market financial indicators

a) Nominal and real wage
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The downward trend in unemployment that started in late
2013 continued throughout 2015. The number of unemployed
persons dropped by as much as 13% (about 42,000) from
2014, which is the highest recorded negative rate of change in
the last ten years. The bulk of the drop in unemployment pri-
marily came from increased net outflows from the CES register
for employment and other business activities in 2015 compared
with the previous years, while a minor share could be attributed
to a base effect caused by the removal of unemployed persons
from the CES register due to their failure to meet legal require-
ments in the second half of 2014. CBS survey data also point to
an annual decrease in unemployment (-5.5%) in 2015.

In line with such developments, the registered unemploy-
ment rate declined considerably in 2015, standing at 17.4% an-
nually (compared with 19.6% in 2014), whereas the survey un-
employment rate was 16.3% (compared with 17.3% in 2014).

Wages and labour costs

Nominal gross wages increased 1.3% in 2015 from 2014,
with the increase generated mainly by the private sector (trade
and other services as well as industry) and the contribution of
the public sector was negative. In contrast, nominal net wages
grew at an annual rate of 3.2% in the same year, the highest an-
nual growth rate in the last six years. Approximately two thirds
of this growth came from legislative changes in the taxation of
employment income. Real wages also increased in the observed
period because of a slightly accelerated annual decrease in con-
sumer prices, with the result that the purchasing power contin-
ued to grow for the second consecutive year.

Unit labour costs for the whole economy grew by 0.9% in
2015 from 2014 because compensation per employee increased
more than labour productivity. Unit labour costs in industry

dropped by —0.7%.

It should be noted that this dynamics of wages and unit la-
bour costs is based on statistical data compiled according to the
old methodology. The CBS carried out a revision of statistical
data on the labour market in March 2016. Revised statistical
data are available as of January 2015 and are not comparable
to previous data.

Specifically, the monthly survey RAD-1, covering 70% of
those employed in legal persons from each NCA 2007 division
and the full coverage annual survey (RAD-1G) were replaced
by data from the Report on income, income tax and surtax as
well as contributions for mandatory insurances (JOPPD form)
with a full coverage of employment in legal persons.

The transfer to the JOPPD form resulted in lower values of
gross and net wages in 2015 than in the monthly survey RAD-1.
According to the new methodology, the average nominal gross
wage was more than 5%, lower standing at HRK 7,610 in 2015
(down from HRK 8,054), while the average nominal net wage
was 2% lower and amounted to HRK 5,594 (down from HRK
5,710); Figure 1.20a.* The decrease in the average gross wage
was mainly due to the correction of wages in the private sector
(trade and other services as well as industry), while the contri-
bution of the public sector was considerably smaller. Broken
down by activities, the nominal gross wage was about 9% low-
er in the private sector (HRK 7,222 instead of HRK 7,913)
and about 10% lower (HRK 6,752 instead of HRK 7,455) in
trade, accommodation and food service activities. In addition,
the nominal gross wage was about 5% lower in industry (HRK
7,090 instead of HRK 7,460) and 3% higher in the public sec-
tor (HRK 8,629 instead of HRK 8,378), mainly because of an
increase in the wage level in public administration and defence
and mandatory social security insurance (Figure 1.20b).

4 Besides wage-related data, data on the number of employed persons was also revised. The employment in legal persons, according to the JOPPD form was 34,000
higher in 2015, which is an increase of 3% compared with data collected by the annual survey RAD-1G.
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Figure 1.19 Unit labour costs and contribution to the annual change by component
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Figure 1.20 Average wages in 2015, before and after the change in methodology
a) Nominal and real wage b) Nominal gross wage by sector
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retail trade, transportation and storage and accommodation and food service activities.
Source: CBS.

Note: Public sector includes public administration and defence, compulsory social security, education and human health and social work activities. Services refer to wholesale and

1.2.4 Prices and the exchange rate

Prices

The average annual consumer price inflation in 2015
was negative in Croatia and stood at —0.5% (after the —0.2%
of 2014), mainly as a result of the spillover of lower crude oil
prices onto domestic prices. In addition, the downward pres-
sure on inflation was also fuelled by lower prices of food prod-
ucts in the global market, low core inflation in the euro area,
reduced administrative prices (particularly natural gas) and the
absence of domestic inflationary pressures on the demand and
cost side. The price of crude oil on the global market had been
falling since mid-2014 and this trend persisted and was par-
ticularly evident in the second half of 2015, driven by additional
factors (the lifting of sanctions on Iran, the maintenance of the
existing production quotas of OPEC member countries and the
expected slowdown in global economic recovery). The price of
Brent crude oil fell to a low USD 36 at the end of 2015, a 68%
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price roll back from the price recorded in mid-2014. In addi-
tion, the year 2015 was marked by a record harvest of the major
agricultural crops, causing the prices of food products on the
global market in 2015 to fall by 17% from 2014. The significant
depreciation of the kuna against the American dollar (by over
19%) only partly counteracted the fall in the prices of raw ma-
terials on the global market. In addition, the lifting of quotas on
milk production in EU member states and the increased supply
of some food products as a result of their export to Russia not
being possible also added to the downward pressure on the pric-
es of food. As regards domestic developments, domestic con-
sumption and unit labour costs rose slightly in 2015, with the
result that inflationary pressures from this source were not sig-
nificant. The domestic output gap narrowed, but still remained
negative, for the seventh consecutive year.

The average annual rate of core inflation in Croatia, cal-
culated by excluding from the basket highly volatile prices
(agricultural products and refined petroleum products) and
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Table 1.1 Consumer price index
the five main categories of products, year-on-year rate of change

0.1 0.0

Total 100.0 -0.5 -0.8 -0.6

Energy 19.0 -2.2 -2.8 -3.0 -6.6 -5.0

Unprocessed food 12.8 -1.8 2.7 1.3 0.0 -0.1

Processed food (incl. alcoholic drinks and tobacco) 21.5 -0.5 -0.7 0.8 0.6 0.5

Industrial non-food without energy 23.1 -0.8 0.2 0.0 0.4 1.1

Services 23.7 1.8 1.5 1.0 1.0 0.0
Source: CBS.

Figure 1.21 Consumer price index, core inflation and industrial
producer price index on the domestic market

average year-on-year rate of change

%
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Il Consumer price index Core inflation

Producer price index

Source: CBS.

administrative prices, was slightly positive in 2015 and stood at
0.2% (after being —0.4% in 2014). The recovery in the prices of
industrial non-food products, energy excluded, made the big-
gest contribution to this due to the increase in the prices of
clothing. Also, the inflation diffusion index shows that the share
of the number of products whose prices grew in the total num-
ber of products in the basket for the calculation of the HICP
reached almost 56% in Croatia towards the end of 2015, which
means that the prices of most products continued to grow, while
the negative inflation rate affected a smaller share of products.

Consumer prices

The annual fall in consumer prices rose slightly; from
—0.5% in December 2014 to —0.6% in December 2015. In the
first half of 2015, inflation trended upwards, which was most-
ly the result of an increase in the annual rate of change in the
prices of food products and to a lesser extent, industrial prod-
ucts (food and energy excluded). The prices of food products
rose faster in the first six months of 2015 than in the same
period of the previous year. The negative contribution of food
products to annual inflation started to decrease already in the
second half of 2014 due to unfavourable weather conditions
over the summer and the waning effects of the previous fall in
the prices of these products after the accession of the Republic
of Croatia to the EU. Furthermore, the annual rate of change in

the prices of industrial products also rose from January to June
2015, making a positive contribution to annual inflation in Feb-
ruary, for the first time after two years of being negative. Of the
mentioned products, the contribution of the prices of clothing
increased the most.

By contrast, since mid-2015, inflation trended downwards,
largely as a result of acceleration of the annual fall in the prices
of energy due to a fall in the prices of refined petroleum prod-
ucts and solid fuels on the domestic market. The contribution
of energy to inflation of —0.9 percentage points towards the
end of the year was still slightly smaller than in the previous
few months due to the effect of the base period (a sharp fall
in the prices of refined petroleum products towards the end of
2014). The second half of 2015 saw a reversal in the trend of
developments in the prices of food products so the annual rate
of change in these prices started to decline against the back-
drop of the spillover effects of the previous fall in the prices
of food raw materials and crude oil on the global market on
final food products and of surpluses on the European market of
food products, which was mostly the result of the lifting of milk
production quotas and the impossibility of exporting individual
food products from the EU to Russia. The trend of slowdown in
the annual growth of prices of services was present throughout
2015, mostly as a result of developments in market-based ser-
vices prices (prices of recreational and sports services and the

Figure 1.22 Year-on-year inflation rates and contribution of
components to consumer price inflation
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Sources: CBS and CNB calculations.

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015



MACROECONOMIC DEVELOPMENTS

prices of telecommunications). By contrast, the annual growth
in the prices of industrial products continued to accelerate, with
a particular increase in the contribution of the prices of clothing
and sewage services.

Domestic industrial producer prices

The developments in domestic industrial producer prices
in 2015 were strongly influenced by developments in the prices
of raw materials on the global market and to a lesser extent,
by a relatively poor domestic demand. As a result, the annual
fall in domestic industrial producer prices rose from —3.4% in
December 2014 to —4.1% in December 2015, mostly driven
by the fall in the prices of refined petroleum products in the
second half of the year. The annual rate of change of energy
prices accelerated from —8.2% in December 2014 to —10.9%
in December 2015. The prices of energy excluded, the annual
fall in producer prices stood at —0.5% in December 2015, and
was less pronounced than in December 2014 (by 0.2 percent-
age points). This was largely due to the recovery in the prices
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of intermediate goods, particularly prices in the manufacture
of basic metals, and prices of capital goods, most notably the
manufactures of metals. The annual fall in producer prices of
durable and non-durable consumer goods accelerated slightly
in 2015.

Residential property prices

Residential property prices in Croatia, measured by the
new property price index® fell by 2.9% in 2015 from the same
period of the previous year. The fall in the prices of new resi-
dential property (—6.1%) was more pronounced than the fall in
the prices of the existing property (—1.4%). On a cumulative
level, residential property prices fell by 19.4% in the last seven
years. The financial availability of residential properties rose in
the conditions of their falling prices, almost unchanged interest
rates on new home loans and a small increase in the disposable
income of households in 2015. Nevertheless, the number of
transactions on the property market continued to decline, indi-
cating a further fall in demand for residential property.

year-on-year rate of change

Figure 1.23 Industrial producer price index on the domestic market by main industrial groupings
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Table 1.2 Croatian house price index
year-on-year rate of change

Total -6.3 0.2 —1.6 -4.0 —1.6 —2.9 —1.9 -1.4 —1.8 -4.5 -3.1 -2.1
New dwellings -7.8 1.8 -0.3 -3.5 -2.1 -6.1 -1.3 -0.5 -4.2 =71 -6.4 -6.9
Existing dwellings -5.2 -1.0 -2.5 -4.2 -1.3 -1.4 -2.1 -1.9 -0.8 -3.4 -1.5 0.1
City of Zagreb -8.9 -0.4 -2.0 -5.8 -1.3 2.1 -0.9 -0.2 -0.4 2.3 -2.3 -3.5
Adriatic Coast -4.3 1.2 -1.8 -3.0 2.1 -3.3 -4.0 -1.3 2.2 -6.0 -2.6 2.2
Other -4.0 -0.5 -0.5 -4.1 -0.8 2.7 3.2 -4.4 -2.9 -2.9 -5.6 0.7
Source: CBS.

(9]

The Croatian Bureau of Statistics, in cooperation with the Croatian National Bank, developed a house price index (HPI) which will replace the previous hedonic
real estate price index of the CNB. The HPI is based on a database comprising transactions in property trading registered based on the real property transfer tax
returns filed with the Tax Administration. The advantages of the mentioned database lie in its scope and high level of detail which enable the construction of the
index which reflects more accurately the dynamics of property prices achieved than the previous HREPI.
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Exchange rate

The nominal exchange rate of the kuna against the euro
strengthened slightly in 2015. The daily exchange rate of the
kuna against the euro ranged between —1.1% and 1.5% around
the average annual exchange rate which stood at EUR/HRK
7.61, having appreciated by 0.3% compared to the average ex-
change rate in 2014. The beginning of 2015 was marked by
depreciation pressures on the exchange rate of the kuna against
the euro spurred by the adjustment of banks’ currency positions
in line with Government decision on a temporary freeze of the
exchange rate of the Swiss franc for franc-linked loan repay-
ments. To alleviate the weakening of the kuna, in January and
February, the CNB intervened in the foreign exchange market
twice, selling a total of EUR 498.9m to the banks. After that,
the exchange rate of the kuna mostly appreciated until mid-Sep-
tember as a result of increased supply of foreign exchange stem-
ming from foreign borrowing by the Ministry of Finance and
the corporate sector and a higher seasonal inflow of foreign ex-
change from tourism. The adoption of legislative changes regu-
lating the conversion of loans in Swiss francs increased banks’
demand for foreign exchange towards the end of September,
causing depreciation pressures on the exchange rate of the kuna
against the euro and prompting the central bank to intervene in
the foreign exchange market to alleviate these pressures by sell-
ing EUR 268.3m to the banks on 30 September. The exchange
rate of the kuna against the euro was mostly stable in the last
quarter of 2015 and stood at EUR/HRK 7.64 at the end of the
year, which is a decrease of 0.3% from the end of 2014.

By contrast, in 2015 the kuna weakened against other ma-
jor global currencies in the basket for the calculation of the in-
dex of the nominal effective exchange rate of the kuna. More
specifically, the exchange rate of the kuna depreciated the most
against the American dollar (by 19.3% from the previous year),
reflecting the weakening of the euro against the American dollar

Figure 1.24 Daily nominal exchange rates EUR/HRK, USD/HRK
and CHF/HRK
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Figure 1.25 Indices of the nominal and real effective exchange
rates of the kuna deflated by consumer prices, producer prices
and unit labour costs
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Croatian index of industrial producer prices on the non-domestic market, which is available
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Source: CNB.

on the global foreign exchange market® in early and at the end
of 2015. The kuna also weakened strongly against the yuan
renminbi, the Swiss franc and the pound sterling, also reflecting
the weakening of the euro against these currencies. By contrast,
the exchange rate of the kuna appreciated slightly against the
Turkish lira and the Serbian dinar. Due to changes in bilateral
exchange rates of the kuna against the currencies of the main
trading partners, the average nominal effective exchange rate of
the kuna depreciated by 3.4% on an annual level in 2015.

Indicators of price competitiveness of Croatian goods ex-
ports improved considerably throughout 2015 from the previ-
ous year. The real effective exchange rates of the kuna deflated
by consumer and producer prices depreciated on an annual lev-
el in 2015 on average by 4.3% and 3.8%, respectively. The de-
preciation of the real effective exchange rates was mostly driven
by the nominal effective depreciation of the kuna, and to a lesser
extent, more favourable developments in domestic consumer
and producer prices compared to the main trading partners.
The real effective exchange rates of the kuna deflated by unit
labour costs point to an improvement in cost competitiveness
in the overall economy of 1.8% and of 3.3% in manufacturing
in 2015 relative to 2014.

1.2.5 Monetary policy and monetary
developments

In 2015, the Croatian National Bank continued to pursue
an expansionary monetary policy and to maintain the stability
of the exchange rate of the kuna against the euro, the main
precondition for preserving financial stability. Such a policy
supported high monetary system liquidity and helped maintain
low domestic interest rates on the interbank monetary market.
Accordingly, the yields on T-bills of the Ministry of Finance re-
mained at historically low levels and interest rates on household

6 A more detailed overview of cross-currency movements between the euro and the American dollar and the Swiss franc may be found in the chapter entitled Inter-

national environment.
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and corporate loans continued to fall gradually. The CNB also
prevented depreciation pressures on the exchange rate and any
interest rate hike triggered by legislative changes associated with
loans indexed to the Swiss franc. Despite the initial recovery of
the Croatian economy and a fall in interest rates, domestic cred-
it activity remained subdued due to poor investment demand,
over-indebtedness of non-financial corporations but also due
to more difficult access to loans by small and medium-sized
enterprises, further household deleveraging, a large share of
non-performing placements and risk aversion of banks and the
domestic sectors.

Monetary policy and flows of creating and withdrawing
reserve money

The main channel for reserve money creation in 2015 was
the central bank’s foreign exchange transactions. In its foreign
exchange transactions in 2015, the CNB purchased a net total
of EUR 167.9m, thus creating HRK 1.2bn, with its net pur-
chase of foreign exchange from the government exceeding the
sale of foreign exchange to credit institutions and the European
Commission.

The frequency and the scope of foreign exchange trans-
actions were largely determined by government needs for the
conversion of funds associated with foreign borrowing and pay-
ments into the EU budget. In its foreign exchange transactions
with the central government in 2015, the CNB purchased net
EUR 1,364m, creating HRK 10.4bn. The bulk of the foreign
exchange purchase was associated with the inflows of funds
from a eurobond issue on the international market and foreign
exchange T-bills on the domestic market. The government de-
posited the funds obtained with the central bank, converting
them into the domestic currency when necessary to finance
obligations under the budget. By contrast, in 2015, the CNB
continued to sell foreign exchange to the European Commis-
sion for the purpose of the conversion of the funds in kuna that
the government allocates each month to the account of the EC
with the CNB in accordance with payments to the EU budget.
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Foreign exchange sales to the EC totalled EUR 428.9m in 2015,
which meant a withdrawal of HRK 3.3bn.

In 2015, the CNB intervened in the market three times,
selling foreign exchange to the banks. The first two interven-
tions totalling EUR 498.9m were conducted in January and
February to alleviate depreciation pressures caused by the ad-
justment of the currency positions of banks following a deci-
sion by the Government of the Republic of Croatia on fixing
the exchange rate of the Swiss franc for loan repayments over
a one year period. The CNB intervened again towards the end
of September 2015 because of the banks’ need to adjust their
currency positions, however, this time this was associated with
the adoption of the Act on Amendments to the Consumer Credit
Act (OG 102/2015), regulating the conversion of loans indexed
to the Swiss franc. As the banks increased the demand for for-
eign exchange to adjust their foreign exchange assets and lia-
bilities after recording the expected loss due to a write-off of a
part of loans in the procedure of conversions, on 30 September
the CNB was prompted to sell them EUR 268.3m. Based on the
described foreign exchange interventions, the central bank sold
EUR 767.2m, withdrawing HRK 5.9bn.

The kuna liquidity of the monetary system improved ad-
ditionally in 2015. The surplus liquidity in the settlement ac-
counts of credit institutions in 2015 stood at HRK 6.7bn on
average, which is an increase of HRK 0.3bn over the average
surplus in 2014. The increase in surplus liquidity was mostly
due to reserve money creation by means of foreign exchange
transactions, while the increase in currency outside banks and
a higher average balance of government kuna deposits with the
CNB had the opposite effect. In addition, system liquidity in the
fourth quarter benefited from a range of measures taken by the
central bank to alleviate pressures on the money market which
emerged due to the adoption of legislative changes regulating
the conversion of loans. In early October, the CNB repealed
the requirement for the banks to subscribe compulsory CNB
bills, thus releasing HRK 3.4bn. Also, on 30 September, the
central bank resumed conducting regular weekly reverse repo

Figure 1.26 Foreign exchange transactions of the Croatian
National Bank and midpoint EUR/HRK rate of exchange

Figure 1.27 Bank liquidity and overnight interbank interest rate
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Figure 1.28 Reserve requirements and minimum foreign Reserve money and international reserves

currency liquidity Reserve money (MO) rose slightly in 2015 (HRK 0.4bn
or 0.7%), whereby this narrowest monetary aggregate reached
HRK 63.7bn. As regards the structure of reserve money, cur-
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serves in repo agreements, which started being negotiated also

operations, extending the scope of eligible collateral to domesti- Figure 1.29 Flows of reserve money (M0) creation
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est rate on one-year kuna T-bills fell slightly in December 2015
to 1.48%, after holding steady at 1.5% in the preceding part of
the year, while the interest rate on euro T-bills of the same ma-
turity fell from 0.48% to 0.40%.

The reserve requirement rate did not change in 2015 and
stood at 12%. At the end of 2015, the total calculated reserve
requirements stood at HRK 38.3bn, an increase of 1.8% from "
the end of the previous year. Of that amount, HRK 31.9bn went o A /\ N
to the kuna and HRK 6.3bn to the foreign currency share of the
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Figure 1.30 International reserves of the CNB
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exchange liquidity, a surplus one third higher than at the end of
2014. The CNB also counted EUR 1.0bn worth of T-bills of the — International reserves — NUR Mo
Ministry of Finance issued in February 2015 and subscribed by

. . . . Note: NUIR = international reserves — foreign liabilities in f/c — reserve requirements in
the banks as liquid foreign currency claims. /c — government foreign currency deposits.
Source: CNB.
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on the last calendar day of month from February 2015, made
the biggest contribution to growth in reserves.” At the end of
2015, the negotiated repo transactions with reserves totalled
EUR 1.2bn. The growth in international reserves was also influ-
enced by positive exchange rate differences (the strengthening
of the American dollar against the euro), followed by net foreign
exchange purchases by the CNB and earnings made on reserves
investment, while the fall in reserves was influenced by a re-
duction in the foreign currency deposit with the central bank.
Net usable reserves which exclude the allocated foreign curren-
cy reserve requirement, government foreign currency deposits
and foreign liabilities of the CNB, rose by EUR 0.5bn (4.4%)
in 2015 and reached EUR 11.2bn at the end of the year. Gross
and net international reserves remained considerably higher
than the narrowest monetary aggregates MO and M1.

Developments in monetary and credit aggregates

Monetary developments in 2015 were marked by contrac-
tion in domestic credit activity and a marked improvement in
the net external position of credit institutions. The fall in net
domestic assets of HRK 3.7bn (=1.9%) was mostly caused by
the fall in credit institutions’ placements to corporations and
households, while placements to the central government rose
slightly. By contrast, net foreign assets (NFA) of the monetary
system rose by HRK 18.0bn or 23.7% in 2015, mostly as a re-
sult of improvement in net foreign assets of credit institutions.
On account of banks’ deleveraging in relation to their majority
foreign owners, the foreign assets of credit institutions exceeded
their foreign liabilities for the first time since 2002. Legislative
changes regulating the conversion and partial write-off of loans
indexed to the Swiss franc contributed to such developments,
having led to the shortening of currency positions of credit in-
stitutions.

The increase in net foreign assets (NFA) of the mone-
tary system which was several times faster than the fall in net
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Figure 1.32 Monetary aggregates
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domestic assets (NDA) led to a considerable increase in total
liquid assets (M4). This broadest monetary aggregate grew by
HRK 13.7bn or 5.0% annually in 2015 (exchange rate effects
excluded), or twice as fast as in the previous year when it grew
by 2.4%. Favourable balance of payments developments con-
tributed to the increase in the broadest monetary aggregate.
The trend of a very sharp increase in money (M1) contin-
ued for the third consecutive year and contributed the most to
the increase in total liquid assets (M4). The monetary aggregate
M1 rose by HRK 7.2bn (11.4%) in 2015, as it had in previous
years: in 2014 and 2013 it grew by 9.6% and 11.5%, respec-
tively. The largest share of the increase in money is attributa-
ble to an increase in demand deposits, reflecting the increased
propensity of the domestic sectors to keep more liquid forms
of financial assets in the conditions of falling deposit interest
rates of banks. So, for instance, at the end of 2015, household

Figure 1.31 Flows of total liquid assets (M4) creation Figure 1.33 Money (M1)
X 40 g7
== x
g » g
3 F 65
24 - —1-- 60
55
T TR A VAR ITAITn 50 b
8 j/;).’/\ ””””””””””””””” K/LAW 45
40
0 35
g Y i Ll ] Ll bl R A RRLTRRRNTE 30
25
-16 20
™ 15 |~ —
2010 2011 2012 2013 2014 2015 10
2010 2011 2012 2013 2014 2015
Foreign assets (net) Placements
Placements to the central government (net) Other M1 — M1 - seasonally adjusted
— Total liquid assets —— Demand deposits —  Currency outside banks
Note: The reported values denote the absolute annual changes.
Source: CNB. Source: CNB.

7 Investments in repo agreements lead to a simultaneous rise in gross international reserves and foreign liabilities of the CNB. As a result, repo agreements have no

impact on net usable international reserves.
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demand deposits rose by 17.0% and those of corporations by
12.0% from the end of the previous year. At the same time, cur-
rency outside credit institutions also rose, although at a much
slower pace than demand deposits.

In 2015, quasi-money continued to rise moderately. The
total savings and time deposits of the domestic sectors rose
nominally by HRK 6.8bn (3.3%), and if the effects of the ex-
change rate are excluded, they rose by HRK 5.6bn (2.7%). The
growth was faster than in 2014 (0.4%, exchange rate effects
excluded), due solely to the increase in foreign currency depos-
its deriving from the inflow of funds from a foreign investor for
the purchase of a majority holding in Tvornica duhana Rovinj
in September 2015. If this transaction is excluded, the growth
in quasi-money was similar to that in the previous two years.

Broken down by sectors, the savings and time deposits of
non-financial corporations grew the fastest, having grown by
almost one third in 2015 (HRK 6.9bn or 29.2%, exchange rate
effects excluded). Household deposits grew at a much slower

Figure 1.34 Kuna and foreign currency deposits
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rate (HRK 0.8bn or 0.5%). The deposits of other domestic sec-
tors (except the government) moved in the opposite direction,
having fallen by HRK 1.8bn or 19.8% in 2015, mostly as a re-
sult of the reduction in pension funds’ deposits.

As regards the currency structure of deposits, both foreign
currency and kuna deposits rose in 2015. Foreign currency de-
posits rose nominally by HRK 6.5bn (3.9%), or by HRK 5.2bn
(3.2%) if the exchange rate effects are excluded. The growth in
foreign currency deposits was strongly influenced by a one-off
inflow associated with the above-mentioned foreign investment
and strengthening of the American dollar against the kuna. At
the same time, kuna deposits went up by HRK 0.7bn or 2.1%,
a rise similar to that of the year before. Banking system euroi-
sation, measured by the share of foreign currency deposits in
total savings and time deposits, did not change much from the
year before and stood at 83.0% at the end of 2015. However, if
fast growing demand deposits are included in total deposits, the
share of foreign currency deposits in total deposits was falling

MACROECONOMIC DEVELOPMENTS

Figure 1.35 Placements of other monetary financial institutions
to the non-banking sector
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gradually for the third consecutive year and stood at 66.7% at
the end of 2015 (70.6% at the end of 2012).

Credit activity with domestic sectors (the central govern-
ment excluded) continued to decline in 2015. The placements
of credit institutions fell nominally by HRK 7.0bn or 2.9% and
if observed on the basis of transactions (i.e. excluding the effect
of exchange rate and price changes and placements’ write-off),
placements fell by HRK 5.3bn or 2.2%. This is a slightly faster fall
than in the year before when placements fell by 1.5%. A further
contraction in credit activity in conditions in which economic
activity was beginning to recover indicates persistent restrictive
factors both on the loan supply and the demand side. This implies
a still high risk aversion of banks as well large needs of some parts
of the corporate and household sectors for deleveraging.

The placements of credit institutions to the central govern-
ment rose by HRK 1.2bn or 1.3% in 2015, resulting in further
growth trend in government borrowing from the banks. Still, this
is a slightly slower growth than in the previous years since in 2015

Figure 1.36 Credit institution placements to the central
government and other sectors
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the government financed itself largely by issuing bonds on the
international and domestic market and by drawing on deposits.
The exposure of the domestic credit institutions to the govern-
ment, measured as the share of placements to that sector in total
placements, rose by an additional 0.9 percentage points, reaching
28.3% at the end of 2015. Since the beginning of the crisis in
September 2008, the share of placements to the government in
total placements had risen by a total of 15.1 percentage points.

The total debt of the non-financial corporations sector (in-
cluding domestic loans, CBRD and leasing companies financing
and external debt) rose only slightly in 2015 (0.2%, excluding
the exchange rate effect and the write-off of placements by do-
mestic credit institutions). Observed by ownership, the increase
in corporate debt in 2015 was exclusively fuelled by private en-
terprises, while public enterprises reduced their debt from the
end of 2014. As a result, the upward trend in private enterprises
debt and public enterprises deleveraging continued for the fifth
year in a row.

Figure 1.37 Corporate financing by sources
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As regards the structure of corporate debt, foreign borrow-
ing continued to trend upwards while domestic lending contin-
ued to decrease. The external debt of enterprises rose by 2.3%
in 2015 (debt-for-equity excluded) in contrast with a fall in
placements of domestic banks to enterprises (—2.9%) (calculat-
ed on the basis of transactions). High liquidity and low interest
rates on the international markets, influenced by expansionary
monetary policies of large central banks, most notably the Eu-
ropean Central Bank, were conducive to such trends. However,
only a smaller number of larger corporations, with access to
international financial markets, relied on foreign financing. By
contrast, a large share of the corporations sector still carries
the burden of excessive debt or has no access to bank financing
due to lack of collateral, which is a factor that hampers credit
activity recovery.

The household placements of credit institutions continued
to decline for the seventh consecutive year. Towards the end
of the year, the developments in these placements were largely
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Figure 1.38 Placements to households
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influenced by the beginning of the conversion and partial write-
off of loans indexed to Swiss francs. In December 2015, HRK
2.1bn worth of household loans in the Swiss franc were con-
verted into euro loans and HRK 1.0bn worth of loans were writ-
ten off. If the effects of write-off and exchange rate changes are
excluded, household placements fell by HRK 2.2bn or 1.7% in
2015 (based on transactions). Household deleveraging thus ac-
celerated from the year before, when this fall amounted to HRK
0.8bn (—0.7%). Home loans, which account for 47% of the to-
tal household loans, again made the biggest contribution to the
fall in household placements, having fallen by HRK —2.3bn or
—3.7%. All other types of household loans also fell, particularly
car purchase loans (HRK —0.4bn or —25.9%), while only gen-
eral-purpose cash loans rose (HRK 1.1bn or 2.8%).

1.2.6 Money market and interest rates

In 2015, euro interest rates on the international market
were on average lower than in 2014. However, the risk pre-
mium for Croatia rose and at the end of 2015 was considera-
bly higher than regional peer countries’ premiums. The average
financing conditions of parent banks of the largest domestic
banks also worsened slightly.

The trend of already low interest rates on the domestic
money market continued, while current yields on the bond
market reached new historical minimums. The lending and de-
posit interest rates of banks mainly continued falling gradually,
although their fall was also influenced by legislative changes.
The fall in interest rates was also spurred by exceptionally good
liquidity of the domestic financial system supported by further
expansionary monetary policy of the CNB.

International interest rates

In 2015, the ECB continued to pursue an expansionary
monetary policy, implementing its quantitative easing pro-
gramme. The ECB benchmark interest rate held steady at
0.05%, while the market euro benchmark rates continued to
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Figure 1.39 Interest rates on the euro and the average yield
spread on bonds of European emerging market countries
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Figure 1.40 CDS spreads for 5-year government bonds of
selected countries

800

basis points

2010 2011 2012 2013 2014 2015

— Croatia Poland — CzechR.
— Bulgaria — Romania — Hungary
Slovak R. Italy — Germany

Note: Credit default swaps (CDS) spread is an annual premium that a CDS buyer
pays for protection against credit risk associated with an issuer of an instrument.
Source: Bloomberg.

Figure 1.41 CDS spreads for selected parent banks of domestic
banks
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decline. The six-month LIBOR, the most common benchmark
interest rate, moved within a relatively narrow range, between
—0.05% and 0.17% and its lowest levels were recorded precisely
at the end of the observed period. The overnight euro interest
rate, EONIA, ranged between —0.24% and 0.14%, standing at
—0.13% at the end of 2015. The average EMBI yield spread for
European emerging market countries in 2015 was only 2 basis
points higher than in 2014, and stood at 149 basis points.

CDS premium for most of the peer countries in the region
did not change considerably during the observed period. The
fastest growth in risk premium from the previous year, of 35
basis points, was observed in Croatia and at the end of 2015 it
stood at 299 basis points, holding steady at the highest level in
comparison with the observed countries.

The average financing conditions on the international fi-
nancial market for parent banks of the domestic banks wors-
ened slightly. Their average risk premium recorded in 2015 was
15 basis points higher than in 2014, with the increase being
largely attributable to Austrian banks, while the average risk
premium for Italian banks did not change much.

Money market interest rates

In 2015, the interest rates on the money market were at
their lowest level ever. The annual average of interest rates on
the overnight interbank loans stood at 0.44%, with the over-
night rate in general staying below 0.5%. A change in this trend
took place only in September, when interest rates on overnight
interbank loans jumped to 1.3% due to increased demand for
funds associated with amendments to the Credit Consumer Act
and the conversion of household loans indexed to the Swiss
franc into the euro. The entire year was marked by extremely
good financial system liquidity, so banks’ needs for primary li-
quidity financing were very low.

In 2015, the banks met their primary liquidity needs by
secondary sources of liquidity in the money market in the av-
erage daily amount of HRK 0.7bn (total HRK 175.8bn on the
annual level), which represents a 19.5% fall from 2014. As in
the previous years, so too in 2015, bank financing on the money
market mostly involved loans in demand deposit trading (HRK
140.2bn), whose share in the total trade on the money market in
2015 decreased somewhat from the previous year (from 81.1%
to 79.8%), but this type of financing still represents the domi-
nant form of bank financing on the money market. There was
less financing based on repo agreements and in 2015, this type
of financing amounted to HRK 34.7bn, a decrease of HRK 3bn
from the year before. However, their share in total bank financ-
ing on the money market rose by 2% due to a significant fall
in demand deposit trading and in 2015 it came to 19.8%. The
banks met their remaining funding needs (approximately 0.5%)
through securities trading.

The fall in bank financing through demand deposit trading
in the money market in 2015 of HRK 36.7bn from 2014 may
mostly be attributed to the fall in bank financing in transactions
with other legal persons which fell by HRK 46.4bn on an annu-
al level. The intensity of interbank lending continued to trend
upwards, having risen by HRK 7.4bn, while financing through
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Figure 1.42 Money market turnover
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Figure 1.43 Interest rates in direct interbank trading and liquidity
surplus
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trading with non-banking financial institutions held steady at
the previous year’s level. In 2015, trading with other legal per-
sons accounted for 14.6% of the total demand deposit trading,
with this form of trading having fallen considerably from 2014
when its share stood at 37.8%. By contrast, the shares of re-
ceived interbank loans and trading with non-banking financial
institutions rose and accounted for 32.3% and 53.1%, respec-
tively, of the total demand deposit trading in 2015.

Interbank trading with Zagreb Money Market intermedi-
ation shrank in 2015 and stood at HRK 5.1bn cumulatively
throughout the year. Combined with a significant increase in
direct interbank trading, this type of interbank loans accounted
for only 11.2% of the total interbank trading on the annual level.

Overnight loans were again the most liquid and dominant
form of lending in direct interbank trading in reserve money,
with the volume of these loans rising in 2015 by HRK 3.9bn.
However, their share in direct interbank trading in reserve
money shrank and stood at 71.9%. The biggest contributor to
this was a large increase in the annual volume of other loans of
HRK 4.7bn, their share having tripled in 2015 and amounted
to 11.6%.

Interest rates in the short-term securities market

The downward trend in required yields on kuna-denomi-
nated T-bills, which began towards the end of 2011, continued
into 2015, so yields on kuna-denominated T-bills of all maturi-
ties fell to historic lows by the end of the year. The weighted in-
terest rates on 91, 182 and 364 day kuna T-bills stood at 0.43%,
0.55% and 1.48% respectively, at the end of 2015. As yields on
currency-indexed T-bills also decreased by 0.1 percentage point
on average, the weighted interest rates on those bills with 91
and 364-day maturities stood at 0.20% and 0.40% towards the
end of 2015. As a result, yield spreads on kuna and euro T-bills
with the shortest and longest maturities remained narrow in
2015, with the spread on euro T-bills ranging around 0.2 per-
centage points towards the end of the year, which is comparable
to the spread reported at the end of the previous year.

Figure 1.44 Direct interbank trading in overnight loans
monthly averages

Figure 1.45 Interest rates on T-bills and in direct interbank
trading
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Figure 1.46 T-bill stock
maturity structure

Figure 1.47 Trends in yields to maturity of government bonds on
the domestic market
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The Ministry of Finance held a total of 24 T-bill auctions
in 2015, which raised a total of HRK 29.8bn, HRK 3.6bn more
than in the previous year. Along with kuna-denominated T-bills,
which raised HRK 19.4bn, euro-denominated T-bills payable in
kuna were auctioned as well, raising another HRK 10.4bn, an
increase of HRK 9.3bn from 2014.

At end-December 2015, the stock of total subscribed MoF
T-bills was HRK 28.2bn, a decrease of HRK 2.0bn or 6.5%
from the end of 2014. This fall is entirely due to a fall in the
stock of kuna T-bills, which fell by HRK 5.9bn or 24.8%, while
the stock of euro T-bills rose by HRK 4bn or 64.2%. Thus the
share of euro T-bills in the stock of total subscribed T-bills rose
to 36.1%. In the structure of total subscribed T-bills, one-year
kuna T-bills were again dominant, accounting for 62.5% of the
total at the end of December 2015. By contrast, the shares of
91 and 182-day kuna-denominated T-bills in the stock of total
subscribed bills were insignificant and stood at 0.5% and 0.8%,
respectively, towards the end of December 2015 while kuna-de-
nominated T-bills with a 728-day maturity had not been issued
for the second consecutive year.

Interest rates on Croatian government bonds

In 2015, yields to maturity of bonds of the Republic of
Croatia which were traded on the Zagreb Stock Exchange held
steady at approximately the same level as towards the end of
the previous year, halting the downward trend that marked the
whole of 2014. Namely, the additional small decline in yield to
maturity in the first half of 2015 to the average level of 2.6% was
fully neutralised by growth in the second half of the year, influ-
enced by the rising risk premium for the Republic of Croatia.
Thus the average yield to maturity of the bonds of the Republic
of Croatia listed on the domestic market was 2.9% towards the
end of December 2015, or at approximately the same level as at
the end of the previous year.

In 2015, two ten-year bonds, one kuna and one euro de-
nominated, of the Ministry of Finance fell due on the domes-
tic market. They were immediately replaced by two new kuna

bonds with nominal values of HRK 6bn and maturities of 10
and 11 years. Towards the end of 2015, 11 bonds of the Minis-
try of Finance were thus listed on the domestic market, the same
number as in the previous year, while their total nominal value
stood at HRK 69.6bn, having risen by HRK 3.6bn from the end
of the previous year, thus making up for the fall in the stock of
T-bills of the Ministry of Finance in 2015.

Yields on most Croatian bonds present on the international
markets rose in 2015, returning by the end of the year to ap-
proximately the same level as at the end of 2013, after falling to
their historical low towards the end of 2014. Thus, in 2015, the
average yield to maturity on Croatian bonds on the foreign mar-
ket rose by 0.2 percentage points from the end of 2014, while
the nominal value-weighted average yield to maturity, which is
the average cost of financing on the international market, rose by
0.7 percentage points. However, the biggest contributor to this
increase was longer maturity bonds, while the required yields on
shorter-term eurobonds fell slightly (0.26%, on average).

Figure 1.48 Trends in yields to maturity of government bonds on
the international market
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Table 1.3 Bond issues in the domestic market

S Issuer Issue date Maturity Currency Issue nominal Nominal Last Current
value | interest rate price? yield
31/12/2015
RHMF-O-19BA  Republic of Croatia 29/11/2004 29/11/2019 EUR  1,000,000,000 5.375% 110.65 4.858%
RHMF-O-257A  Republic of Croatia 9/7/2015 9/7/2025 HRK  6,000,000,000 4.500% 105.20 4.278%
RHMF-O-26CA  Republic of Croatia 14/12/2015 14/12/2026 HRK  6,000,000,000 4.250% 102.00 4.167%
RHMF-O-172A  Republic of Croatia 8/2/2007 8/2/2017 HRK  5,500,000,000 4.750% 103.27 4.600%
RHMF-O-203A  Republic of Croatia 5/3/2010 5/3/2020 HRK  5,000,000,000 6.750% 115.00 5.870%
RHMF-O-203E  Republic of Croatia 5/3/2010 5/3/2020 EUR  1,000,000,000 6.500% 115.10 5.647%
RHMF-O-17BA  Republic of Croatia 25/11/2010 25/11/2017 HRK  4,000,000,000 6.250% 107.55 5.811%
RHMF-O-167A  Republic of Croatia 22/7/2011 22/7/2016 HRK  3,500,000,000 5.750% -
RHMF-O-227E  Republic of Croatia 22/7/2011 22/7/2022 EUR  1,000,000,000 6.500% 117.95 5.511%
RHMF-O-187A  Republic of Croatia 10/7/2013 10/7/2018 HRK  6,000,000,000 5.250% 106.90 4.911%
RHMF-O-247E  Republic of Croatia 10/7/2013 10/7/2024 EUR  1,400,000,000 5.750% 114.50 5.022%
2 Regularly traded.
Source: ZSE, annual report for 2015.
Table 1.4 Republic of Croatia eurobond issues as at end-2015
Bond Issue date | Currency Amount Nominal interest rate Yield on issue day
Eurobonds, 2025 3/11/2015 EUR 1,500,000,000 3.000% 3.25%
Eurobonds, 2019 5/11/2009 usD 1,500,000,000 6.750% 7.01%
Eurobonds, 2020 14/7/2010 usD 1,250,000,000 6.625% 6.75%
Eurobonds, 2021 24/3/2011 usD 1,500,000,000 6.375% 6.62%
Eurobonds, 2018 8/7/2011 EUR 750,000,000 5.875% 6.12%
Eurobonds, 2017 27/4/2012 usD 1,500,000,000 6.250% 6.37%
Eurobonds, 2023 4/4/2013 usD 1,500,000,000 5.500% 5.62%
Eurobonds, 2024 26/11/2013 usD 1,750,000,000 6.000% 6.20%
Eurobonds, 2022 29/5/2014 EUR 1,250,000,000 3.875% 4.02%

Source: Bloomberg.

A six-year government bond nominally valued at EUR
0.75bn, issued in 2009, fell due on the international market in
early June 2015. In early November 2015, the Republic of Cro-
atia issued a new bond on the international market, nominally
valued at EUR 1.5bn, with a yield at issue of 3.25%, much be-
low the value of bond issues in the previous years which can be
attributed to globally low benchmark interest rates. As a result,
towards the end of 2015, the same number of bonds was list-
ed on the foreign capital markets as at the end of the previous
year, i.e. in all, nine issues of government bonds were listed,
three of which were denominated in euros and the other six in
American dollars. At the end of 2015, the total nominal value of
all nine issues of Croatian bonds in foreign markets was HRK
89.6bn, HRK 11.8bn more than at the end of the previous year.
A considerable share of the increase, specifically HRK 6.1bn,
may be ascribed to exchange rate differences, i.e. to the appre-
ciation of the exchange rate of the American dollar against the
kuna, with USD 7.5bn of the nominal amount of USD 9bn of
bonds denominated in American dollars being hedged against
the currency risk.
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Bank interest rates

Bank lending and deposit interest rates continued to trend
downwards in 2015. The gradual reduction in interest rates on
loans, which on an average annual level amounted to 0.37 per-
centage points, followed, in terms of intensity, the fall in interest
rates on deposits. As a result, the total interest rate spread main-
ly held steady at the level prevailing in 2014.

Interest rates on newly granted corporate loans contin-
ued to fall slightly, in line with the trend present over the past
several years. The interest rates on short-term kuna loans to
corporations at the end of 2015 stood at 5.12% (in Decem-
ber 2014, 5.43%) and were on average 0.22 percentage points
lower throughout the year than in 2014. Also, interest rates on
long-term corporate loans with a currency clause held steady at
5.57% at end-2015 (5.84% in the previous year), dropping on
average by 0.44 percentage points year-on-year.

As regards interest rates on newly granted household loans,
short-term rates fell while long-term rates remained unchanged.
The interest rates on household loans were also strongly influ-
enced by legislative changes. The interest rates on short-term
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Figure 1.49 Average bank interest rates? on loans
(excl. revolving loans) and deposits

Figure 1.50 Average bank interest rates? on loans
(excl. revolving loans)
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kuna household loans without a currency clause fell by 0.86
percentage points (from 9.39% to 8.54%), with the largest fall
taking place in the middle of the year due to legislative changes.
The interest rates on newly granted long-term household loans
with a currency clause were relatively stable until the first half of
the year, but started fluctuating afterwards, influenced by legis-
lative changes. Nevertheless, in 2015, the price of newly grant-
ed long-term household financing (over one year) remained on
average at the previous year’s level and stood at approximate-
ly 7.00%, while that on euro home loans stood at 5.16% on
average. Under the amendments to the Civil Obligations Act
and the Consumer Credit Act, the maximum interest rates were
rolled back. Also, in December 2015, the interest rates on new-
ly granted long-term household loans with a currency clause
fell by 0.83 percentage points on the annual level, primarily as
a result of the conversion of loans indexed to the Swiss frank
to euro loans. The end of the year thus saw a sharp increase in
newly granted euro home loans because of the conversion and
this had a negative impact on the calculation of the weighted
interest rate given a fall in the share of usually more expensive,
long-term consumer financing.

The short-term interest rates on corporate foreign curren-
cy time deposits went down from 0.90% in December 2014 to
0.28% in December 2015. In the same period, interest rates on
household foreign currency time deposits of comparable ma-
turity fell from 1.20% to 0.68%. In addition, towards the end
of 2015, the interest rates on corporate kuna time deposits up
to three months without a currency clause, held steady at the
level of 0.85% (in December 2014, they stood at 1.05%), while
those in the household segment held steady during the same pe-
riod at the level of 1.50% (1.66% in the previous year). Similar
developments in interest rates were also seen in other deposit
categories.

The overall interest rate spread, i.e. the difference between
lending and deposit interest rates on all newly granted bank
loans stood on average at 6.47 percentage points in 2015, sim-
ilar to its previous year’s level. However, depending on the

Figure 1.51 Average bank interest rates® on time deposits
maturing in three months
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Figure 1.52 Spread between average bank interest rates on
loans (excl. revolving loans) and deposits
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currency clause of loans and deposits, the interest rate spread
over the year moved in mutually opposite directions. And while
such interest rate spread on so-called pure kuna loans and de-
posits (without a currency clause) continued to decrease stead-
ily in 2015 compared with 2014, and fell on average by 0.16
percentage points, the interest rate spread on indexed kuna
loans and foreign currency deposits rose very slightly, exhib-
iting only a somewhat higher volatility (0.07 percentage points
on average).

1.2.7 Financial sector

The total assets of financial intermediaries rose by 0.7% in
2015, and the structure of the financial market continued basi-
cally to change in line with the pattern present since 2011. The
share of credit institutions in the assets of the financial sector
continued to fall and stood at 71.7% at the end of 2015. At the
same time, the share of pension funds continued to rise, reach-
ing 14.0% of the sector’s assets at the end of 2015. Not only did
the share of credit institutions continue to decline but so did the
share of leasing companies and factoring corporations, while
the assets of open-ended investment funds rose. The assets of
insurance and reinsurance corporations held steady.

Credit institutions
Bank assets continued to fall throughout 2015 and by the
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end of the year, after having declined nominally by 0.8%, they
stood at HRK 391.7bn and their share in the assets of the fi-
nancial sector fell to 70.3%. As well as to the absence of credit
growth and the further deleveraging of banks, the fall in (net)
assets of banks was also due to further growth in value adjust-
ments for non-performing loans, placement write-offs associat-
ed with the conversion of loans indexed to the Swiss franc and
the sale of irrecoverable claims. There is still only one savings
bank in the market; its assets edged up in 2015 to HRK 9m at
the end of the year.

The assets of housing savings banks remained almost un-
changed throughout 2015. As a result, the share of these in-
termediaries on the financial market remained unchanged and
stood at 1.4%, the same as in the previous three years.

Insurance corporations and pension funds

The total assets of insurance and reinsurance corporations
held steady throughout 2015 and so did the share of these inter-
mediaries in the financial market (6.6%). Fuelled by growth in
written annual premiums in the life insurance segment in 2015,
the total written premiums rose slightly (1.9%).

With assets growing at 11.6%, mandatory pension funds
were again the intermediaries with absolutely the fastest assets
and market share growth, which reached 13.3% towards the
end of 2015. The rise in assets of mandatory pension funds was
caused by a 6.1% increase in the market value of their net assets

Table 1.5 Assets and relative shares of financial intermediaries
in million HRK and %

12/2012

Amount | Share | Number

12/2013 12/2014 12/2015

Amount | Share

Amount Number Amount | Share | Number

Credit institutions

1 Banks® 399,920 739 30
2 Savings banks 27 0 1
3 Housing savings banks? 7,456 1.4 5
Insurance corporations and pension funds

4 Insurance and reinsurance corporations 34,050 6.3 28
5 Mandatory pension funds 51,134 9.4 4
6 Voluntary pension funds 2,429 0.4 23
Other financial intermediaries

7 Open-ended investment funds 12,962 2.4 114
8 Fund for Croatlian queland War Veterans and 1134 02 1
Members of their Families® ’

9 Closed-ended investment funds and venture capital funds 2,140 0.4 14
10 Leasing companies 22,237 41 25
11 Factoring corporations 7,212 1.3 16
12 Credit unions 602 0.1 26
Total (1+2+3+4+5+6+7+8+9+10+11+12) 541,303 100.0

397,864 728 29 395897 715 27 391,969 703 27
16 0.0 1 17 0.0 1 9 0.0 1
7,565 14 5 7,775 1.4 5 7,773 14 5
34,511 6.5 27 36,646 6.6 26 36,592 6.6 24
58,238 10.6 4 66,282 12.0 12 74,0056 133 12
2,703 0.5 22 3,248 0.6 22 3,726 0.7 22
13,257 2.4 101 13,252 2.4 100 14,131 2.5 102
972 0.2 1 750 0.1 1 688 0.1 1
1,869 0.3 1 2,321 0.4 1 2,494 0.4 il
19,732 3.6 23 19,145 35 23 17,641 3.2 21
7,987 15 14 7,971 1.4 17 7,450 13 13
660 0.1 26 737 0.1 26 702 0.1 25
545,372 100.0 554,040 100.0 557,179 100.0

2 Supervisory data (they may differ from monetary statistical data due to the consolidation). Data for 2015 refers to the unaudited report.
® From 14 April 2008 on, members of this fund may sell their shares. Up to this date, the fund was closed for payments.

Sources: HANFA and CNB.
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Figure 1.53 Trends in ZSE share and bond indices in 2015
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in 2015 as well as by payments of existing and new members.®
The changes in the structure of mandatory pension funds assets
in 2015 remained almost unchanged from the previous years.
The largest portion of the total mandatory pension fund assets
was invested in the domestic market (around 87%), and govern-
ment bonds prevailed, accounting for approximately 73% of the
total. In the same way as in 2014, voluntary pension funds were
the only funds that reported faster asset growth than mandatory
pension funds. With their assets growing by 14.7%, at the end
of 2015, the share of these intermediaries stood at 0.7%.

The described developments in the assets of financial in-
termediaries largely reflect developments in the capital market.
In 2015, the bond index, CROBIS, held steady (having grown
by 0.1%), and if accrued interest is factored in (measured by
the new CROBIStr index), yield on bonds in the Croatian mar-
ket was 5.3%. At the same time, the fall in CROBEX of 3.2%
in 2015 was accompanied by a further downward trend in the
share index, present since 2014.

Other financial intermediaries

After holding steady in 2014, the assets of open-ended in-
vestment funds rose by 6.6% in 2015. The growth of these in-
termediaries’ assets was fuelled equally by growth in the value
of bonds and payments into investment funds. As a result, the
assets of bond funds rose by approximately 56%, those of mixed
funds by 7.9%, while the assets of money market funds held
steady (rising by less than 1%) and the assets of equity funds
fell by approximately 4%.

Assets of the Fund for Croatian Homeland War Veterans
and Members of their Families continued to decrease stead-
ily, falling to HRK 688m at the end of 2015, down by HRK
62m or 8% from the end of 2014. In addition to negative re-
turns (the unit value fell by approximately 5% in 2015), the fall

MACROECONOMIC DEVELOPMENTS

in this fund’s assets was also caused by a further sale of units
(the number of units shrank by approximately 3%). Assets of
closed-ended investment funds and venture capital funds grew
by 7.4% or HRK 172m in 2015, reaching their highest level
since 2007.

The trend for the assets of leasing companies to fall that
started in 2009 continued throughout 2015. Although the trend
of decline in the assets of these intermediaries slowed down
considerably in 2014 (to only 3%), in 2015 the assets of these
intermediaries declined by 7.9%.

In the same way as in 2014, the assets of factoring corpora-
tions declined throughout 2015, reaching HRK 7.45bn, having
fallen by about 7% from the end of 2014. The trend of increase
in bills of exchange discounting transactions present for many
years came to a halt in 2015 (having fallen by 20%) which was
only partly offset by growth in domestic factoring claims, which
rose by approximately 15%.

Credit unions remain financial intermediaries with only a
marginal share in the assets of the financial sector. The assets
of these intermediaries declined by approximately 5% in 2015
(HRK 35m) and their number fell to 25.

1.2.8 Balance of payments

The current account surplus reached 5.2% of GDP in
2015, having risen considerably from the previous year (0.9% of
GDP). Such developments were mostly due to a significant im-
provement in the primary income account balance as a result of
the costs of foreign-owned banks following the entry into their
books of the expected effects of the conversion of loans in Swiss
francs. The growth in the current account surplus was also due
to the positive results in the foreign trade in goods and services,
particularly to an exceptionally successful tourist season and, to

Figure 1.54 Current account
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8 As of 20 August 2014, no uniform MIREX index is released for the net value of total mandatory pension fund assets. For the purposes of this publication, the
change in the value of mandatory pension fund assets was calculated by using the weighted MIREX for the end of 2014 and 2015. The weighted MIREX was
calculated taking into account the weights of individual funds and their portfolios according to the degree of their risk profile (A, B. C) and developments in their

values.
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alesser extent, improvement in the balance of trade in other ser-
vices. At the same time, the foreign trade deficit rose since the
rise in imports exceeded the increase in exports in an absolute
amount. A considerable increase in the use of EU funds, which
resulted in an increase in net income in the secondary income
account and an increase, to a lesser extent, in net inflows in the
capital account, also had a favourable impact on the current ac-
count balance. On a combined level, the surplus in the current
and capital accounts totalled 5.6% of GDP in 2015 (1.1% of
GDP in the previous year).

Foreign capital flows in 2015 were largely determined by
a significant improvement in the net debt position of credit in-
stitutions which intensified deleveraging efforts relative to the
previous year. A smaller net inflow from foreign direct invest-
ment is primarily due to recorded negative reinvested earnings
resulting from losses generated by domestic banks in foreign
ownership, while as regards equity investments, the effect of
round-tripping direct investment in 2014 excluded, liabilities
grew faster than in the previous year. The net external position
of the central bank deteriorated in 2015.

Current and capital account

The current account ran a surplus of 5.2% of GDP in
2015, a considerable improvement over the previous year,
mostly spurred by a sharp reduction in the deficit in the prima-
ry income account associated with the effects of conversion of
loans in Swiss francs on the business results of banks in foreign
ownership. The growth in the current account surplus was also
fuelled by growth in net services exports owing to much better
tourist results, while increased use of the available EU funds led
to an increase in net income in the secondary income account.
By contrast, the foreign trade deficit widened due to a slightly
faster growth in imports than exports.

In 2015, net services exports rose by 8.9% from 2014, hav-
ing reached almost one fifth of the annual GDP outturn. The
most significant contributor to positive developments in foreign
services trade in 2015 was again tourism. Apart from that, the
other services account, after running a deficit for many years,
recorded a surplus, particularly due to an increase in net exports
of IT services, repairs to goods services and personal, cultural
and recreational services. By contrast, unfavourable develop-
ments were mostly present in financial services trade, primarily
financial intermediation services indirectly measured (FISIM)
and telecommunication services, charges for the use of intellec-
tual property and other technical services.

In 2015, tourism revenues went up by 7.6% from the pre-
vious year. This was largely due to favourable developments
in volume indicators in tourism, and as shown by CBS data,
foreign tourist arrivals in commercial accommodation facilities
rose by a noticeable 9.1% and so did overnight stays (7.4%).
As regards the breakdown of guests by outbound markets, the
number of overnight stays of guests from Germany rose the
most, followed by those from Austria, Slovenia, Hungary and
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Table 1.6 Structure of the current and capital account balance
as % of GDP

_ 2010 2011| 2012 | 2013 | 2014 | 2015°

Current account balance -1.1 -0.7
Goods -13.2 -143 -143 -151 -148 -15.1
Services 128 138 148 156 16.8 17.9

o/w: Tourism revenues 13.8 148 156 16.6 17.2 18.1
Primary income -3.1 -29 -33 -20 33 -0.7
Secondary income 2.4 2.7 2.8 2.6 2.1 3.1

Capital account balance 0.1 0.1 0.1 0.1 0.2 0.4

Current and capital

-1.0 -06 0.1 1.2 1.1 5.6
account balance

2 Preliminary data.
Source: CNB.

Figure 1.55 Foreign tourist nights in commercial
accommodation facilities by country of residence
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Italy. By contrast, for the third consecutive year, the number of
overnight stays of Russian tourists continued to fall the fastest,
which can be attributed to the new visa arrangements intro-
duced following Croatia’s accession to the EU as well as to the
unfavourable economic situation in Russia.

The deficit in the primary income account in 2015 fell by
almost 80% from the previous year, primarily as a result of re-
duced expenditures on direct equity investments. This is due to
the losses generated by enterprises and banks in foreign own-
ership, mostly those in financial intermediation activity (associ-
ated with the entry into the books of the expected effects of the
conversion of loans in Swiss francs) and to a lesser extent those
in the production of refined petroleum products.® At the same
time, most of the other enterprises in foreign ownership per-
formed better, particularly those in hotels and service activities
and wholesale and retail trade. Income from direct investment
also declined but to a much lesser extent than expenditures,

9 Losses in this activity were reported by a foreign branch of a domestic enterprise in foreign ownership following asset revaluation, which affects reinvested earn-
ings in the context of foreign direct investments (on the side of assets and liabilities) in the balance of payments financial account. Losses in this activity were also

recorded towards the end of 2013 and 2014.
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which is the result of poorer business results of foreign enter-
prises in domestic ownership recorded in the production of re-
fined petroleum products and oil and natural gas extraction.
The business results of both domestic enterprises in foreign
ownership and foreign enterprises in domestic ownership were
negatively influenced by the effects of asset revaluation. An ad-
ditional factor contributing to the reduction in the deficit in the
primary income account was the fast growth in income from
compensation to residents working abroad. By contrast, interest
expenses on foreign financing (FISIM excluded) rose slightly,
which primarily relates to the government, while expenses of
credit institutions and other domestic sectors declined.

In 2015, the annual growth in net income in the second-
ary income account was mainly influenced by greater use of
EU funds, which also determined the growth in income from
capital transfers. Observed together, the total current and cap-
ital funds utilised in 2015 (recorded in the secondary income
and capital accounts) exceeded the total EU funds received in
the current year, since end beneficiaries were also allocated the
funds received in the previous years. As a result, in 2015, end
beneficiaries were allocated about two and a half times as many
funds as in 2014.

Trade in goods

Developments in foreign trade in goods in 2015 were
marked by faster growth in exports than imports. However, the
increase in imports in an absolute amount greatly exceeded the
increase in exports, which, according to CBS data, led to a wid-
ening in the foreign trade deficit of 2.8% from the previous year.
This was mostly due to an increase in the negative balance in
the trade in electricity, road vehicles, followed by capital goods
(particularly electrical machinery, apparatus and appliances
and general industrial machinery) and metal industry products
(most notably iron and steel). By contrast, the fall in the prices
of crude oil on the global market led to a significant decline in
the deficit in the trade in oil and refined petroleum products.
The rise in net exports of other transport equipment (particular-
ly ships), after several years of unfavourable developments also
helped to offset the deficit in the goods account.

Total goods exports, after growing sharply in 2014, con-
tinued to rise even faster in 2015. Goods exports, thus, rose by
11.2% on an annual level, reaching EUR 11.5bn. Broken down
by individual SITC categories, exports of ships rose after falling
for four consecutive years and accounted for 2.9% of the total
goods exports. However, this is still much below the average
of 11.4% in the 2005 to 2011 period. By contrast, owing to a
further fall in the prices of crude oil on the global market, the
value of exports of oil and refined petroleum products declined,
despite growth in the quantities exported. At the same time
stronger exports were noticeable in many other SITC sections
(exports, ships and oil excluded, rose by 10.9%) and as regards
individual sections, there was a particularly noticeable increase
in the exports of medical and pharmaceutical products, road
vehicles, leather manufactures and manufactures of metals. The
exports of capital goods also rose, particularly those of electrical
machinery, apparatus and appliances and telecommunications,
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Figure 1.56 Foreign trade balance by selected SITC divisions
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sound recording and reproduction apparatus, while the growth
in exports of food products is mostly the result of an increase in
the exports of cereals and cereal preparations. However, perfor-
mance was not very good in some segments, particularly natural
and industrial gas and non-ferrous metals, the exports of which
continued to decline.

The total goods imports rose additionally in 2015, as a re-
sult of a recovery in domestic demand and conditions in the
labour market but also of the great interconnectedness with
export developments (due to high dependence of exports on
imports and faster transit trade). Having grown by 7.9% an-
nually in 2015, goods imports thus stood at EUR 18.5bn. This
increase was driven by growth in imports of other transport
equipment (mostly ships) for the purpose of finishing, while
the global fall in the prices of crude oil resulted in a reduction
in imports of oil and refined petroleum products, for the fourth
consecutive year in a row, despite an increase in the quantity
imported. If these two categories are excluded, imports grew
even faster and stood at 12.2%, largely attributable to the in-
crease in imports of capital goods (particularly electrical ma-
chinery, apparatus and appliances and general industrial ma-
chinery) and road vehicles. Imports of electricity, medical and
pharmaceutical products also rose significantly and so did the
imports of leather and leather manufactures and agricultural
products (particularly vegetables and fruits). By contrast, the
imports of natural and industrial gas, non-monetary gold and
non-ferrous metals fell considerably.

As regards the geographical breakdown of goods exports,
the share of 27 EU member states kept rising, having accounted
for two-thirds of total exports in 2015. The exports to the 15
old EU member states rose the most from the previous year,
particularly exports to Germany (most notably capital goods,
prefabricated buildings and road vehicles), Austria (most no-
tably leather and leather manufactures and other transport
equipment). Exports to newer member states also rose, mainly
owing to increased exports to Slovenia as a result of rising ex-
ports of electricity, general industrial machinery, road vehicles
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Table 1.7 Export and import of goods by selected SITC divisions
in million EUR

2014 20152

1,053 940 875 759 Oil and refined petroleum products 2,609 2,442 2,252 1,778
720 331 202 465 Other transport equipment 337 128 170 204
7,856 8,319 9,292 10,307 Other 13,268 13,957 14,708 16,500
675 731 642 683 Electrical machinery, apparatus and appliances 645 794 721 827
402 390 604 639 Wearing apparel 479 470 789 855
158 161 253 339 Road vehicles 671 761 899 1,088
426 410 414 561 Medical and pharmaceutical products 641 637 676 794
286 330 385 401 General industrial machinery and equipment, n.e.c. 610 651 633 714
333 365 408 469 Manufactures of metals, n.e.c. 485 519 527 607
259 319 369 404 Miscellaneous manufactured articles, n.e.c. 556 545 581 654
4! 178 341 374 Electric current 501 470 517 671
113 72 108 146 Telecommunication apparatus 432 451 510 590
56 102 133 121 Iron and steel 576 552 552 599
330 355 370 392 Non-metallic mineral manufactures 249 246 264 295
276 281 320 348 Machinery specialised for particular industries 315 299 325 335
335 408 492 537 Cork and wood 43 44 79 108
250 280 331 363 Furniture and parts thereof 233 219 237 271
9,629 9,589 10,369 11,531 Total 16,214 16,528 17,129 18,482

2Preliminary data.
Source: CBS.

Table 1.8 Export and import of goods by economic classification of countries
in %

Exports? Economic classification of countries Imports?

58.2 61.8 63.9 66.6 EU 72.6 73.9 76.4 78.0
15.3 14.5 13.9 13.4 Italy 14.0 13.1 14.3 13.2
10.2 11.8 1.2 11.3 Germany 13.3 14.0 15.1 15.5
8.6 10.4 11.4 12.3 Slovenia 9.5 11.5 10.8 10.7
6.5 6.3 6.1 6.5 Austria 9.8 9.0 8.7 9.1
) 1.7 1.7 1.6 EFTA 2.7 1.5 1.2 1.0
21.0 19.6 20.2 17.9 CEFTA 6.4 5.9 5.3 515)
12.8 12.2 11.8 9.8 Bosnia and Herzegovina 3.6 3.5 2.7 2.7
4.3 4.0 4.9 4.9 Serbia 1.9 1.8 21 2.3
1.5 1.1 1.2 11 Montenegro 0.3 0.0 0.0 0.0
19.6 16.9 14.2 13.9 Other 18.4 18.6 17.2 15.5
34 2.9 2.6 1.7 Russia 7.0 45 5.0 2.3
0.4 0.6 0.5 0.6 China 25 3.5 2.6 2.8
2.9 2.6 2.1 2.3 USA 0.8 1.0 0.9 0.9
1.2 1.4 0.8 0.8 Turkey 3.1 1.4 1.1 1.2
0.5 0.5 0.3 0.4 Japan 0.1 0.1 0.1 0.1

2Data on goods exports are shown by the countries of destination. A new methodological criterion for recording the imports of goods by countries has been applied since 1 July 2013. In
Extrastat (trade with non-EU member states), data on the imports are shown by the countries of origin of the goods, while in Intrastat (trade with EU member states) data on the arrivals
of goods are presented by the countries of dispatch. For comparability reasons, data on the imports in 2012 are calculated in line with the new methodological criterion.

°Preliminary data.

Source: CBS.

and live animals. By contrast, exports to EFTA countries and  products to Bosnia and Herzegovina, although exports to Ser-
their significance did not change significantly, while exports to  bia continued to grow, particularly exports of oil seeds and ole-
CEFTA countries declined slightly. This is primarily the result  aginous fruits and artificial fertilisers. The importance of third
of a significant fall in the exports of oil and refined petroleum  countries in the structure of total goods exports continued to
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decline despite a slight increase in exports. The growth in ex-
ports to these countries was mostly fuelled by larger exports
of ships to the Cayman and Marshall Islands and medical and
pharmaceutical products to the USA. By contrast, exports to
Russia declined for the third consecutive year, mainly owing
to slower exports of medical and pharmaceutical products and
other transport equipment.

The shares of EU member states also increased additionally
in the structure of the Croatian imports of goods and account-
ed for 78.0% in 2015. Such developments were mostly driven
by increased imports from newer member states, primarily ow-
ing to stronger imports of electricity and telecommunications,
sound recording and reproduction apparatus from Hungary
and, to a lesser extent, tobacco and tobacco products and meat
and meat preparations from Poland. The imports from older
EU member states also rose considerably, mostly imports from
Germany (particularly imports of road vehicles and manufac-
tures of metals, n.e.c.), Austria (mostly leather and leather man-
ufactures, other transport equipment and cork and wood), the
Netherlands (capital goods and footwear) and Spain (power
generating machinery and equipment, road vehicles and wear-
ing apparel). The share of the CEFTA countries also rose, as a
result of growth in electricity imports from Serbia and Bosnia
and Herzegovina. By contrast, the share of EFTA countries de-
clined slightly, mostly as a result of slower imports of electric-
ity from Switzerland. Again, the share of third countries in the
structure of total goods imports continued to decrease, mostly
due to a considerable fall in the value of imports of oil and re-
fined petroleum products from Russia.

Financial account

In 2015, the net outflow of capital abroad from the bal-
ance of payments financial account (excluding transactions of
the central bank) stood at EUR 2.5bn (5.6% of GDP) and was
more pronounced than in the previous year (EUR 0.4bn). Such
developments were mostly due to a considerable improvement
in net debt position of credit institutions and their strong delev-
eraging efforts, partly owing to currency position adjustment
in the expectation of the write-off of a part of loans in Swiss
francs based on a special law. A much smaller net inflow from
foreign direct investment in 2015 may be primarily attributed
to the recorded negative reinvested earnings due to losses gen-
erated by domestic banks in foreign ownership, which are also
associated with the entry into books of the expected effects of
the conversion of loans in Swiss francs. By contrast, the growth
in net inflows from equity investments (excluding the effects of
round-tripping direct investments in 2014 and debt-to-equity
swaps) was slightly faster than in the previous year. During
that period, the net external position of the central bank de-
teriorated.

Unlike the previous year when total liabilities (debt and eq-
uity) of domestic sectors rose considerably, in 2015 they fell
sharply. This is true in particular of debt liabilities, mostly as a
result of the already mentioned strong deleveraging efforts of
credit institutions. Government foreign liabilities declined dur-
ing the same period, while the external debt of other domestic
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Figure 1.57 Financial transactions with foreign countries and the
change in international reserves
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Figure 1.58 Structure of foreign direct investment

billion EUR

/ \

-1 ]

-2

2010 2011 2012 2013 2014 2015

Reinvested earnings, liabilities
Equity investment, liabilities

Debt instruments, liabilities
— Total net liabilities

Note: Total net liabilities show the difference between liabilities and assets on the
basis of direct investment.
Source: CNB.

sectors rose slightly. The pronounced deleveraging of private
enterprises in relation to affiliated creditors did not have any
impact on the stock of total foreign liabilities since it involved
only debt-to-equity swap transactions.

As regards foreign direct investments, in 2015, net liabili-
ties grew at a much slower pace (EUR 0.1bn), i.e. their net in-
flow was much smaller than in the previous year when it stood
at EUR 1.3bn. The main reasons for this are the effects of the
expected conversion of loans in Swiss francs which accounted
for the high negative reinvested earnings in the financial inter-
mediation activity in the third quarter and also contributed to
a negative total annual value of reinvested earnings on the lia-
bilities side, and to a lesser extent, the revaluation of long-term
tangible assets of enterprises with their market value towards
the end of the year. Negative values were also reported in rein-
vested earnings on the assets side and they can also be largely
attributed to value adjustment. As regards equity investments,
the growth in liabilities in 2015 was more pronounced than
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Figure 1.59 Structure of direct equity investment and reinvested
earnings by NCA
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Source: CNB.

in the previous year (excluding the effects of round-tripping
investments in 2014). A part of the inflow comes from invest-
ment in the manufacture of tobacco products in the third quar-
ter of 2015. However, most of the equity investments involved
recapitalisation and simultaneous debt repayments to affiliated
enterprises, particularly towards the end of the year and in es-
sence resemble debt-to-equity transactions. Actual debt-to-eq-
uity transactions were also present but to a lesser extent. If
these transactions are excluded, other equity investments were
exceptionally modest and almost entirely related to investments
in the real estate activities sector. Their share in the structure
of total equity investments has been increasing steadily over a
number of years, and in the past several years so has the share
of miscellaneous business services.

External debt

Net external debt shrank for the fifth consecutive year and
at the end of 2015 stood at EUR 22.8bn, a decrease of EUR
2.1bn (8.5%) from the end of the previous year. The improve-
ment in the total net debt position was mostly due to credit
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institutions. In addition, foreign liabilities of enterprises to their
affiliated creditors fell considerably, but this was exclusively
due to transactions in essence resembling debt-to-equity trans-
actions. By contrast, the net debt position of the government
worsened exclusively as a result of the extremely unfavourable
effect of cross-currency changes. However, the bulk of bond
issues on the American market have currency-risk hedges em-
bedded, but these hedging instruments are not included in the
external debt statistics but are shown separately on the position
Financial derivatives in the context of stock of international in-
vestment position statistics. As regards other domestic sectors,
greater use of debt than repayments led to an increase in net
debt to non-affiliated creditors, following a five-year trend of
improvement. Even though foreign assets largely exceeded li-
abilities, the net external position of the central bank also de-
teriorated.

The net external debt of credit institutions balanced out
towards the end of 2015 and stood at only EUR 0.2bn at the
end of the year, having declined by a high EUR 6.8bn (15.5%
of GDP in 2015) from the peak reached towards the end of
2011. In addition to a small growth in foreign assets, in 2015,
credit institutions rolled back their foreign liabilities by a con-
siderable EUR 2.0bn, with the bulk of that amount relating to
long-term liabilities. Bank deleveraging was twice as fast as in
2014, having continued for the fourth consecutive year. For the
first time since 2002, the stock of net external debt of banks
was even negative at times in the fourth quarter, as a result of a
pronounced reduction in foreign liabilities fuelled by the adjust-
ment of the currency positions of banks to the expected effects
of the write-off of a part of loans in Swiss francs.

The net external debt of other domestic sectors to affiliat-
ed creditors fell by EUR 1.0bn in 2015 while the debt to other
creditors rose by EUR 0.4bn. The fall in net debt based on direct
investments was due to transactions that in essence resembled
debt-to-equity transactions. If these transactions are excluded,
the debt of non-financial corporations to other affiliated cred-
itors rose slightly. The net debt to other, non-affiliated credi-
tors, rose even faster. The debt of private non-financial corpo-
rations continued to rise, particularly the debt of several large

Table 1.9 Net external debt by domestic sectors
end of period

In million EUR

Year-on-year rate of change, in %

1 General government 10,738 11,087 12,352 14,223
2 Croatian National Bank? -10,303 -10,835 -10,885 -12,486
& ﬁgﬁ;&?\?taw il 4797 6966 4757 4,415
4 Other sectors 16,746 15,779 15,269 14,532
5 Direct investment 5,459 4,325 4,759 5,092
Total (1+2+3+4+5) 27,437 27,322 26,253 25,777

15,221 15,773 7.7 3.3 11.4 15.2 7.0 3.6
-12,243 -12,014 2.6 5.2 0.5 14.7 -1.9 -1.9
2,500 158 12.7 45.2 -31.7 7.2 -43.4 -93.7
13,906 14,330 -0.7 -5.8 -3.2 -4.8 -4.3 3.0
5,574 4,592 4.1 -20.8 10.0 7.0 9.5 -17.6
24,959 22,839 4.3 -0.4 -3.9 -1.8 -3.2 -8.5

2 Negative values of net external debt indicate that the value of claims is higher than the valu
external position of the central bank.

Note: Net external debt is calculated as gross external debt stock net of foreign debt claims.
Source: CNB.

e of liabilities, and the negative year-on-year rate of change indicates a deterioration in net
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corporations, while private non-monetary financial institutions
continued to deleverage for the sixth consecutive year.

The net external debt of the general government stood at
EUR 15.8bn at the end of 2015, having risen by EUR 0.6bn
from the end of 2014, exclusively as a result of unfavourable
cross-currency changes!. If these transactions are excluded,
the net external debt fell by EUR 0.1bn since repayments of due
liabilities exceeded new use of debt, particularly as regards long-
term loans, in contrast with liabilities arising from securities,
which rose. After the January repayment of EUR 750m worth
of due foreign bonds, the government borrowed abroad again,
issuing EUR 1.5bn worth of ten year eurobonds in March.

The net external position of the central bank deteriorated
in 2015 since gross external liabilities grew faster than interna-
tional reserves. The investment of a part of the reserves in repo
agreements also resulted in equal increases in the liabilities and
assets of the CNB. The growth in reserves was also fuelled by
purchases of foreign currency from the government, in con-
trast with foreign exchange interventions of the central bank
and withdrawal of funds from the government foreign currency
deposit with the CNB which had an unfavourable impact.

Relative indicators of external debt (expressed as a percent-
age of GDP) improved in 2015 due to external debt contraction,
GDP growth and a further strengthening of goods and servic-
es exports. As regards gross debt indicators, the gross external
debt to GDP ratio, after having worsened for two consecutive
years, fell to 103.7%, a decrease of 4.7 percentage points from
the end of the previous year. The ratio of gross external debt to
exports of goods and services also continued to improve, with
this indicator standing at 207.6% at the end of 2015, a decrease
of 25.3 percentage points from the end of 2014. Net external
debt also shrank, resulting in an improvement in the net external
debt to GDP ratio, from 58.0% at the end of 2014 to 52.0% and
in the net external debt to goods and services exports ratio, from

Figure 1.60 Contributions of domestic sectors’ transactions and
cross-currency changes and other adjustments to the annual
change in net external debt

billion EUR
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Figure 1.61 External debt indicators
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Figure 1.62 Relative indicators of external debt burden and
international reserves adequacy
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Source: CNB.

124.6% in 2014 to 104.1%.

The indicator of external debt servicing also improved in
2015. The ratio of external debt principal and interest pay-
ments to exports of goods and services stood at 41.2%, a de-
crease of 2.5 percentage points from 2014. This improvement
was spurred by a faster growth in goods and services exports
than in principal and interest repayments. In addition, due to
a faster growth in international reserves than in short-term ex-
ternal debt by remaining maturity, the trend of their improving
adequacy continued for the fifth year in a row. The coverage
of short-term debt by international reserves reached 96.5% in
2015 (92.2% in the previous year).

The share of short-term debt by original maturity in the
total gross external debt rose at the end of 2015 to 9.1%, an in-
crease of 2.6 percentage points from the end of 2014. The bulk

10 Due to bonds issued on the American market and the rapid strengthening of the American dollar against the euro on the global foreign exchange market. It should
be noted that the currency risk hedge embedded in five of the total of six issues of bonds in the US market (as well as in one of the total of three cooperative
bonds), in terms of statistics, is shown separately on the position of Financial derivatives within the international investment position statistics.
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Figure 1.63 Currency structure of gross external debt
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of this increase was fuelled by growth in short-term loans of the
central bank, which started in February last year with the invest-
ment of a part of the international reserves in repo agreements.
Short-term liabilities arising from direct investments also rose,
though at a much slower pace. A contributor to the increase in
the share of short-term debt was also a considerable decline in
long-term liabilities of credit institutions.

The currency structure of gross external debt shows that
euro-denominated liabilities continued to account for the larg-
est share, amounting to 71.5% of the total at the end of 2015,
up by 0.8 percentage points from the end of the previous year.
The share of the American dollar also rose appreciably, to
21.3% from 17.4% at the end of 2014 due to bonds issued on
the American market and unfavourable cross-currency changes.
If bonds denominated in dollars and negotiated as a currency
swap transaction, which implies their repayment in euro, are
excluded, the share of the euro in the total structure will rise to
85.1% (from 82.5% at the end of 2014), while the share of the
dollar stands at 7.6% (5.6% at the end of 2014). The rise in the
share of the euro and the American dollar in the currency struc-
ture of external debt was accompanied by a decreased share of
the Swiss franc and, to a lesser extent, the kuna, as a result of
credit institutions’ deleveraging and, in the case of the kuna, a
reduction in liabilities based on direct investment.

1.2.9 Public finance

Fiscal policy features in 2015

In 2015, fiscal policy was marked by strong fiscal consoli-
dation. The consolidated general government deficit, under the
ESA 2010 methodology fell to 3.2% of GDP, a decline of 2.3
percentage points from 2014. Such favourable developments
reflect a rise in revenues as a result of the gradual strengthening
of economic activity and a reduction in general government ex-
penditures, particularly investments. The result achieved is bet-
ter than what was required in 2015 under the excessive deficit
procedure, showing that Croatia made a significant step towards
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ending this procedure. In addition, the deficit was eventually
visibly lower than that envisaged by the plan presented under
the Convergence Programme of the Republic of Croatia for the
2015-2018 period and government budget revision adopted in
September 2015.

In the context of high domestic liquidity and favourable
conditions in foreign financial markets, the government was
able to finance its due liabilities and the deficit under rather fa-
vourable terms. The general government debt to GDP ratio rose
only slightly, driven by a sharp reduction in the deficit and also
largely by the fact that the deficit was partly financed by deposits
associated with borrowing in the previous years.

Consolidated general government revenues and
expenditures

The revenues of the consolidated general government rose
sharply in 2015, which led to a considerable increase in their
share in GDP, having risen from 42.3% in 2014 to 43.7% in
2015. The rise in revenues was mostly fuelled by favourable
developments in indirect taxes, mostly reflecting growth in VAT
revenues, which in turn may be associated with the recovery in
personal consumption and the good results in the tourist sec-
tor and the low values of these revenues in the previous year. A
big contributor to the rise in revenues from indirect taxes was
excise revenues, largely as a result of an increase in excise duty
on tobacco and refined petroleum products. The revenues from
social contributions also rose considerably, which may particu-
larly be attributed to the all-the-year-long effect of the increased
rate of health insurance contribution introduced in April 2014.
Local government revenues from sales and capital revenues al-
so rose considerably. The growth in revenues from sales can
probably be ascribed to growth in revenues from legalisation
of illegally built residential facilities, while the growth in cap-
ital revenues is mainly due to increased use of EU funds. By
contrast, on the general government level, the so-called other
current revenues fell sharply and the revenues from direct taxes
followed suit. The fall in direct taxes is the result of changes in

Figure 1.64 Consolidated general government revenue
year-on-year rate of change and contributions
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Figure 1.65 Consolidated general government expenditure
year-on-year rate of change and contributions
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Figure 1.66 General government net borrowing
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the system of income taxation introduced in early 2015 which
led to a fall in revenues from income tax. However, their fall
was mitigated significantly by the rise in revenue from profit tax.

In 2015, the expenditure side of the budget saw a decline
of 0.8% from the previous year with the expenditure to GDP
ratio falling from 48.0% of GDP in 2014 to 46.9% in 2015.
The available data suggest that the reduction in general govern-
ment expenditures was primarily due to a fall in expenditures
on investments, which fell by over one fifth from 2014. The fall
seems to be mainly attributable to fewer investments of public
enterprises associated with the construction and maintenance
of road and railway infrastructure, which are included in the
scope of the general government in accordance with the ESA
2010 methodology, and fewer local government investments.
Expenditures on employees, capital expenditures and subsidies
also fell considerably. The fall in the last mentioned item may
partly be explained by the rising share of agricultural subsidies
that are being financed from EU funds. By contrast, the level
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of expenditures on social benefits rose, which may be associ-
ated with an increase in expenditures on pensions. The rising
debt level led to an increase in interest expenditures, despite
improvements in borrowing conditions; expenditures on inter-
mediate consumption also rose slightly from the previous year.

Balance of the consolidated general government

Consolidated general government net borrowing fell from
HRK 18.1bn or 5.5% of GDP in 2014 to HRK 10.7bn or 3.2%
of GDP in 2015. The deficit was mainly generated at the cen-
tral government level, while social security funds ran a deficit of
HRK 0.6bn and local government, despite the fall in revenues
from income tax, generated a surplus of HRK 0.6bn. However,
the general government deficit was still above the upper limit
envisaged under EU fiscal rules.

General government debt

Strong fiscal adjustment had a favourable impact on devel-
opments in general government debt. Unlike the previous years
when general government debt rose sharply, in 2015 it rose only
slightly, reaching HRK 289.6bn or 86.7% of GDP at the end
of 2015. In addition to a reduction in the deficit, the slowdown
in debt growth was also largely influenced by the use of gov-
ernment deposits obtained by borrowing in the previous years.
The deficit was mainly financed by long-term securities issues,
while government liabilities based on short-term securities and
loans decreased. This resulted in a small increase in the aver-
age remaining maturity of the general government debt, to five
years and three months, while the currency structure remained
almost unchanged, with almost 80% of the debt linked to a for-
eign currency. In the context of this April’s Excessive Deficit
Procedure Report and the level of general government debt, the
consolidated general government debt also includes the debt of
the company BINA Istra d.d., which pushed up the debt level in
2015 by 1.3% of GDP.

Figure 1.67 General government debt
end of period
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2.1 Monetary policy instruments in 2015

In 2015, the Croatian National Bank continued to pursue
a highly expansionary monetary policy at the same time as it
maintained the stability of the kuna/euro exchange rate. The
expansionary monetary policy was reflected in the maintenance
of the high liquidity level of the domestic monetary system and
the keeping of domestic interest rates on the money market at
low levels. This policy continued to be applied in conditions of
increased uncertainties in markets brought about by the adop-
tion of legislative changes regulating the conversion and a par-
tial write-off of Swiss franc-indexed household loans.

The weakening of the kuna in the first two months of 2015
was stimulated by the adjustment of bank currency positions to
the Government decision to fix the Swiss franc exchange rate
for the purpose of loan repayment, with the CNB halting the
depreciation pressures via two foreign exchange interventions
at which a total of EUR 0.5bn was sold to banks.

In the following months, the nominal kuna/euro exchange
rate stabilised, remaining steady due the influence of seasonal
developments. However, the second half of September saw the
renewed weakening of the kuna against the euro and the over-
night interest rate on the money market reached almost 2.0%,
prompting the CNB to take a range of interrelated measures
to ease pressures on the foreign exchange and money markets.

The CNB intervened in the foreign exchange market releas-
ing almost EUR 270m of additional foreign currency liquidity
to banks, while the repeal of the compulsory CNB bills measure
resulted in the release of HRK 3.4bn at the beginning of Oc-
tober. In addition, at the end of September, for the first time
since 2009, the CNB again introduced the regular reverse repo
operations aimed at providing additional liquidity support to
the banking system. In order to increase the efficiency of the
instrument, it was decided to widen the eligible collateral list to
include government bonds issued on the domestic market. As a
result, the average liquidity surplus remained in 2015 at a high
level of HRK 6.7bn, an increase of 4.6% as compared to the
average level in 2014.

In addition to these measures, interest rates of the CNB
were reduced in the second half of October — the interest rate
on a Lombard loan from 5% to 2.5% annually and the discount
rate from 7% to 3% annually. This was aimed at easing upward
pressures on interest rates on the money market and the weak-
ening of the kuna exchange rate expected to materialise due to
increased demand for kuna liquidity resulting from the conver-
sion of Swiss franc loans in line with the Act on Amendments to
the Consumer Credit Act. As a result, the discount rate was also
reduced; it does not have any significant direct impact on do-
mestic monetary developments but reflects the overall decrease
in market interest rates, and it is no longer used for the calcula-
tion of the statutory default interest rate.

In the conditions of favourable liquidity, the overnight in-
terest rate in the interbank market and interest rates at T-bill
auctions remained at low levels.
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2.1.1 Open market operations

Open market operations refer to the purchase or sale of
assets (securities, foreign exchange, etc.) on the financial mar-
ket. The central bank conducts open market operations on its
own initiative, following a previously published schedule or at
any moment it deems suitable, with the voluntary participation
of credit institutions. By open market operations, the central
bank affects the liquidity of the banking system and interest rate
trends on the money market, thus controlling the price and/
or the supply of reserve money (money in the banks’ accounts
with the central bank). By purchasing assets from banks, the
central bank increases the liquidity in the system and prompts a
decrease of interest rates on the market, while by selling assets
to the banks, it achieves the opposite effect.

Open market operations may be performed as:

1. Reverse operations, meaning that the transaction of the
purchase (sale) of assets at the current date and the
transaction of the resale (repurchase) of the same as-
sets at a prearranged future date are arranged simultane-
ously. In that case, the difference between the purchase
price and the sale price constitutes the price of the use
of funds during the duration of the operation, which is
mostly expressed in the form of the nominal interest rate
and which affects the trends in other interest rates on
the market.

2. Outright operations, meaning that a transaction of pur-
chase (sale) of assets is arranged without the obligation
of resale (repurchase), i.e. the transaction is final after
the initial settlement. In that case, no interest rate is
defined, but it is affected by the amount of purchased
(sold) assets.

From 30 September 2015, the Croatian National Bank

Figure 2.1 Regular operations
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Figure 2.2 Liquidity demand and supply
average balance in reserve requirement maintenance periods

Figure 2.3 Average liquidity surplus in reserve requirement
maintenance periods
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again conducted regular weekly reverse repo operations. At 14
reverse repo operations held, a total of HRK 4.9bn was placed
to the banks. The average daily balance of funds generated
through reverse repo auctions was HRK 0.4bn in 2015, with
the fixed repo rate being lowered from the initial 0.8% to 0.5%
since the auction held on 11 November. In 2015, four banks, on
average, participated in each auction, while the average amount
per bidder was HRK 0.1bn.

Moreover, at three outright operations (foreign exchange
interventions) held in January, February and October 2015 a
total of EUR 0.8bn was sold to the banks.

The matching of overall supply of and demand for funds
was achieved at new average levels, lower than those observed
in 2014.

The overall supply of funds averaged HRK 40.3bn — the
supply of funds determined by autonomous factors stood at an
average of HRK 40.2bn, down by HRK 0.9bn relative to 2014,
and monetary policy instruments stood at HRK 0.1bn.

The overall demand for funds averaged HRK 40.3bn, a
decrease of HRK 0.8bn relative to 2014, with reserve require-
ments and compulsory CNB bills amounting to an average of
HRK 33.7bn and a daily liquidity surplus HRK 6.7bn.

The increase in the average level of currency outside banks
and kuna government deposits had the strongest effect on the
decrease in the supply of funds determined by autonomous fac-
tors.

The decrease in liquidity demand was above all the con-
sequence of the repeal of the obligation for banks to purchase
and maintain with the CNB compulsory CNB bills, resulting in
the release of HRK 3.4bn to banks at the beginning of October.

In 2015, the average daily liquidity surplus amounted to
HRK 6.7bn, an increase of HRK 0.3bn over the average for
2014. The average daily liquidity surplus bottomed out at HRK
3.7bn in the maintenance period that began in August 2015 and
peaked at HRK 8.8bn in the maintenance period that began in
March 2015.

After reaching the lowest level in the reserve requirement

Figure 2.4 EUR/HRK midpoint exchange rate
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maintenance period that began in August 2015, by as soon as
September the average daily liquidity surplus was restored and
by the end of year was kept at levels from the first half of 2015.

In the conditions of favourable kuna liquidity in the bank-
ing system, the overnight interest rate remained low for most
of the year.

In the first eight months of 2015, the average level and
volatility of the overnight interest rate equalled the rates ob-
served in 2014. Nevertheless, from September onward, in spite
of a favourable average liquidity level in the system, demand
for kuna liquidity increased due to the adoption of legislative
amendments regulating the conversion and the partial write-
off of Swiss franc-indexed loans. Following these legislative
amendments, the overnight interest rate grew more intensively,
reaching almost 2% in mid-September. However, a range of
interrelated central bank measures contributed to its decline at
the end of the year.

Due to these pressures in the second half of 2015, the
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component of reserve requirements in the amount of 100%,
enabling banks to manage their foreign currency liquidity more
flexibly.

In addition, since May 2016 banks are obliged to main-

Figure 2.5 Overnight interest rate

* f: tain 2% of their foreign currency component of reserve require-
16 ments by the average daily balance of funds held in their own
14 euro settlement accounts with the Croatian National Bank.
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Source: CNB.

claims. In contrast, the foreign currency component of reserve

average level and volatility of the overnight interest rate were Figure 2.6 Total kuna component of reserve requirements
higher in 2015 than in 2014. balance in maintenance periods

The overnight interest rate ranged from 0.05% to 1.89% in
2015, while it ranged from 0.01% to 0.73% in 2014. As a result,

the variation coefficient stood at 71.81% in 2015, in contrast to % s
2014, when it was 35.96%. ig ®
30
2.1.2 Standing facilities %
20
In 2015, the Lombard facility was used by one bank for 1
only one business day, in the amount of HRK 4.5m, while the e T T T T T T T T T T
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business day. Funds deposited by banks in the form of overnight
Source: CNB.

deposits with the CNB are not included in the reserve require-

ment maintenance. The CNB may at its discretion deny a bank,
either temporarily or permanently, the use of the deposit facility. Figure 2.7 Total foreign currency component of reserve
The interest rate charged by the CNB on a Lombard loan is requirements

the ceiling of the money market interest rate corridor, amount- balance in maintenance periods

ing to 5.0% annually until 31 October 2015, when it was re-

duced to 2.5% annually. A Lombard loan is used on a bank’s

billion HRK

request or is granted automatically in the event of default on
an intraday loan at the end of a business day. It is repayable
on the next business day. The CNB may at its discretion deny
a bank, either temporarily or permanently, the use of the Lom-
bard facility. 3
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The decision to abolish the allocation of the foreign curren-
cy component of reserve requirements was adopted in Decem-
ber 2015 and has been applied since the calculation of reserve

requirement envisaged for 13 January 2016.
Source: CNB.

It provided for the maintenance of the foreign currency
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requirements is maintained entirely by average daily balances in
the accounts of liquid claims.

The kuna component of the reserve requirement base con-
sists mainly of received kuna deposits and foreign currency-in-
dexed kuna deposits. The lowest level of HRK 102.0bn in 2015
was recorded in February. In September, it reached its 2015
peak of HRK 108.8bn. The kuna component of the base in-
creased by 5.1% annually.

The foreign currency component of the reserve require-
ment base, consisting mainly of received foreign currency de-
posits, decreased by 0.7% in 2015. It bottomed out at HRK
204.9bn in May and peaked at HRK 211.9bn in October.

The kuna component of reserve requirements bottomed
out at HRK 30.8bn in June and peaked at HRK 32.0bn in No-
vember. It grew by 2.2% from January to December 2015.

In 2015, the foreign currency component of reserve re-
quirements bottomed out at HRK 6.1bn in June and peaked
at HRK 6.4bn in November. It grew by 1.7% from January to
December 2015.

2.1.4 Other instruments

Minimum required foreign currency claims

One instrument used to maintain the foreign currency li-
quidity of banks is the minimum required amount of foreign cur-
rency claims. In 2015, the minimum required amount of foreign
currency claims was set at 17% of foreign currency liabilities.

The banks are obliged to maintain the prescribed percent-
age on a daily basis, with liquid foreign currency claims being
those (with the exception of claims on loans) with a remaining
maturity of less than three months. In the period from 16 Au-
gust 2013 to 12 February 2015 foreign currency claims also
included T-bills issued in August 2013, while in the period from
12 February 2015 to 11 August 2016 foreign currency claims
included T-bills issued in February 2015.

The coverage of foreign currency liabilities by foreign cur-
rency claims in 2015 ranged between 20.79% on 30 April and

Figure 2.8 Minimum foreign currency liquidity
end-month balance
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26.40% on 30 September. This ratio stood at 24.15% at the
end of the year.

Intraday loans

In 2015, the intraday loan facility was used for a total of
eleven days in an average amount of HRK 586.6m.

Intraday loans are payment system instruments serving
to improve the flow of payment transactions during business
hours. Banks may use intraday loans on a daily basis in the form
of a settlement account limit, with the limit being the permis-
sible negative settlement account balance. The loan is collater-
alised by the same collateral which is used to grant a Lombard
loan and is granted in an amount equal to the value of the finan-
cial collateral net of the haircut.

Any unpaid intraday loan at the end of a business day is au-
tomatically considered an application for a Lombard loan in the
amount of any negative balance in a bank’s settlement account.
Denial of such loans, or any restriction on the amounts of Lom-
bard loans granted, automatically implies identical restrictions
on the use of intraday loans. The CNB charges no interest on
intraday loans.

Compulsory CNB bills

Due to the increased demand for liquidity in the banking
system, brought about by the measures passed by the Govern-
ment of the Republic of Croatia on Swiss franc loans, the Deci-
sion on repealing the Decision on the purchase of compulsory
Croatian National Bank bills, involving the redemption of the
total amount of purchased compulsory CNB bills, entered into
force at the end of September 2015.

The purchase of compulsory CNB bills was introduced by
the CNB in the amount of the released kuna component of re-
serve requirements calculated as at 11 December 2013, aimed
at freeing up additional liquidity to finance the economic re-
covery. The non-transferable compulsory CNB bills maturing
in three years were redeemed by the CNB even prior to their
maturity, each last working day in a month in the amount of
50% of the increase in bank placements to domestic non-finan-
cial corporations.

On 11 December 2013 (the purchase day) the total amount
of purchased compulsory CNB bills stood at HRK 3.9bn, while
on 7 October 2015 (the redemption day) the balance of pur-
chased compulsory CNB bills amounted to HRK 3.4bn.

2.1.5 Liquidity of last resort

Banks did not use short-term liquidity loans in 2015.

Short-term liquidity loans are granted against financial col-
lateral and take the form of repo transactions (repo loans) or
collateralised loans. Loans may be used for a period of up to
twelve months.

Until 31 October 2015, the interest rate on this type of loan
was equal to the rate charged on a Lombard loan increased by
0.5 percentage points if the loan was used for a period of up to
three months, or increased by 1 percentage point if the loan was
used for a period of over three months.
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The interest rate spread between a Lombard loan and a
short-term liquidity loan has been increased by 0.5 percentage
points since 31 October 2015 in line with the Decision on the
interest rates, the discount rate and remunerations of the Cro-
atian National Bank. As a result, from 31 October 2015, the
interest rate on the short-term liquidity loan has been equal to
the rate charged on a Lombard loan increased by 1 percentage
point if the loan is used for a period of up to three months, or
increased by 1.5 percentage points if the loan is used for a peri-
od of over three months.

The CNB, pursuant to a special decision of the Governor,
is permitted to grant approval to a bank experiencing liquidity
problems, at its written request, to reduce maintained and/or
allocated reserve requirements, applying an interest rate that
equals:

* the interest rate charged on a Lombard loan increased
by 1 percentage point if the special conditions last up to
three months, or

* the interest rate charged on a Lombard loan increased
by 2 percentage points if the special conditions last
longer than three months.

2.1.6 Croatian National Bank interest rates and
remunerations

Interest rates on standing facilities form the corridor that is

2.2 International reserves management
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Figure 2.9 Interest rate spread and overnight interest rate
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supposed to limit the range of fluctuations in overnight money
market rates. The ceiling of the corridor is the interest rate on a
Lombard loan, which amounted to 5.0% annually until 31 Oc-
tober 2015, when it was reduced to 2.5%. The corridor floor is
the interest rate on an overnight deposit with the CNB, which
stood at 0.0% annually. The CNB pays no remuneration on the
reserve requirement funds.

The Croatian National Bank manages the international re-
serves of the Republic of Croatia; under the Act on the Croatian
National Bank, these reserves constitute a part of the central
bank balance sheet. The manner in which the international re-
serves are managed is consistent with the established monetary
and foreign exchange policies; in managing the international
reserves, the CNB is governed primarily by the principles 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.

2.2.1 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 manage-
ment, while taking into account market conditions. The Inter-
national Reserves and Foreign Exchange Liquidity Department
is responsible for investment and maintaining the liquidity of
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international reserves on a daily basis, for risk management and
the preparation of reports for the Commission and the Council.

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.

Risks present in international reserves management are pri-
marily financial risks such as credit, interest rate and currency
risks, though other risks, such as liquidity and operational risks,
also play a role. The CNB limits exposure to credit risk by in-
vesting in highly rated government bonds, collateralised deposits
and non-collateralised deposits with financial institutions 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 reserves portfolio
due to a possible increase in interest rates, can be controlled by
means of benchmark portfolios and by investing a part of in-
ternational reserves in the held-to-maturity portfolio. Currency
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risk arises from currency fluctuations between the kuna and the
euro and between the kuna and the US dollar. Liquidity risk is
controlled by investing reserves into readily marketable bonds
and partly in deposit instruments with short maturities. Oper-
ational risk can be controlled by strict separation of functions
and responsibilities, precisely defined methodologies and pro-
cedures, and regular internal and external audits.

Manner of international reserves management

As provided by the Decision on international reserves man-
agement, the Croatian National Bank manages international re-
serves in two ways: in line with its own guidelines and in ac-
cordance with the assumed obligations, 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
MOoF, through the income derived from the investment of inter-
national 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 CNB manages the funds based on allocated foreign cur-
rency reserve requirements in accordance with the currency struc-
ture of the assumed obligations while the maturity of investments
may be different from the maturity of the assumed obligations.

The component of international reserves managed by the
CNB in line with its own guidelines can be kept in held-for-trad-
ing and held-to-maturity portfolios or may be entrusted to for-
eign asset management companies. Held-for-trading portfolios,
comprising held-for-trading financial instruments, are impor-
tant for maintaining the daily liquidity of international reserves.
The minimum daily liquidity and held-for-trading instruments
used for daily liquidity maintenance are prescribed by a Gover-
nor’s decision. Held-for-trading portfolios are carried at market
(fair) value through profit and loss. Held-to-maturity portfoli-
os comprise fixed income and fixed maturity securities that the
CNB holds until maturity and are carried at amortised cost.

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

2.2.2 International reserves in 2015

In 2015, financial markets were marked by the lowest ever
interest rate in euro area member states, by the start of mon-
etary policy divergence between the Fed and the ECB and the
growth in the value of the US dollar against the euro. Amid the
conditions of low inflation and slow recovery of the euro area
economy, the ECB launched its quantitative easing programme
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Table 2.1 Monthly changes in CNB international reserves
end of period, in million EUR

December 2014 12,687.44 10,678.99
January 2015 11,603.83 10,422.99
February 2015 12,866.36 10,579.71
March 2015 14,155.94 11,160.37
April 2015 14,737.21 11,330.03
May 2015 14,163.37 11,195.18
June 2015 13,733.35 11,329.17
July 2015 14,990.13 11,337.05
August 2015 14,404.70 11,256.98
September 2015 13,436.23 11,262.88
October 2015 14,231.50 11,036.49
November 2015 14,028.07 11,279.94
December 2015 13,706.35 11,152.45
C = T—— 1.018.91 47345
Source: CNB.

early in 2015, while the Fed raised its key interest rate at the end
of the year. The expansionary monetary policy of the ECB led
to additional decrease in bond market yields, so at the end of
2015 yields on almost a half of all issued government securities
in euros were negative. Yields on safer euro investments were
negative even for maturities of up to five years, while the aver-
age yield of all German bonds with maturities up to five years
totalled —0.30% at the end of the year. Additional insecurity in
the market was caused by the devaluation of the Chinese cur-
rency and the influence of the slowdown in its economy on oth-
er developing markets and the decline in the price of oil. All this
together gives rise to risk to the recovery of the global economy
and contributes to exceptionally low market yields.

The total international reserves of the CNB as at 31
December 2015 stood at EUR 13,706.35m, an increase of EUR
1,018.91m or 8% from their balance on the last day of 2014
when they stood at EUR 12,687.44m.

The main factors contributing to the change in the total
international reserves in 2015 were the purchase of foreign cur-
rency from the Ministry of Finance, the sale of foreign currency
to the European Commission and the sale of foreign currency
to banks through interventions, inflows based on repo transac-
tions, the increase in the exchange rate of the American dollar
against the euro and earnings from reserves management.

Net international reserves, excluding the foreign curren-
cy component of reserve requirements, special drawing rights
with the IMF and the funds of the European Commission, the
funds of the Ministry of Finance and investments in repo oper-
ations, increased by EUR 473.45m or 4.4% in 2015, from EUR
10,678.99m to EUR 11,152.45m in the first half of 2015.

Total CNB turnover in the foreign exchange market in 2015
In 2015, the Croatian National Bank purchased foreign

currency on the domestic market from the MoF and sold
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Table 2.2 Total CNB turnover in the foreign exchange market, 1 January — 31 December 2015

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

Purchase (1)

Net (1 - 2)

Domestic banks 0.00 0.00 767.20 5,892.86 -767.20 -5,892.86
European Commission 0.00 0.00 428.89 3,270.60 —428.89 -3,270.60
Ministry of Finance 1,364.04 10,377.25 0.06 0.48 1,363.98 10,376.78
Total 1,364.04 10,377.25 1,196.15 9,163.94 167.89 1,213.32
Source: CNB.

Figure 2.10 Foreign exchange interventions of the CNB with the
banks, the EC and the MoF

in net amounts, from 2010 to 2015, in million EUR
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Interventions with banks — net Interventions with the MoF — net

I Interventions with the EC—net ~— Total
Year Banks MoF EC Total
2010 13.60 591 0.00 19.51
2011 —419.40 966.54 0.00 547.14
2012 —666.30 770.21 0.00 103.91
2013 -214.90 625.66 —69.44 341.33
2014 -240.20 420.63 -392.22 —211.79
2015 -767.20 1,363.98 -428.89 167.89
Source: CNB.

foreign currency to banks in the Republic of Croatia, the Euro-
pean Commission and the MoF. The total amount purchased by
the CNB stood at EUR 1,364.04m and the total amount sold by
the CNB stood at EUR 1,196.15m, resulting in a net purchase
of EUR 167.89m. As a result, the sum of HRK 1,213.32m was
put into circulation.

The amount of foreign currency sold to the banks stood
at EUR 767.20m (the amount of EUR 326.20m was sold in
January and of EUR 172.70m was sold in February and EUR
268.3m in October) during which time there were no foreign
currency purchases from banks. The amount sold to the Euro-
pean Commission was EUR 428.89m.

In 2015, the CNB purchased EUR 1,364.04m from the
MoF and sold EUR 0.06m.

Structure of international reserves investment

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

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015

Table 2.3 Structure of international reserves investment as at 31
December 2015

in %
Investment 31 December 2015 | 31 December 2014
Net Total Net Total
reserves | reserves | reserves| reserves
1 Countries
Government bonds 68.77 55.95 73.38 61.76
Reverse repo agreements 10.07 21.25 0.00 4.54
Central banks 6.66 5.98 4.04 3.56
Covered bonds 0.92 0.75 1.21 1.02
2 International financial institutions
Deposits 0.80 5.66 0.31 3.13
Securities 5.18 4.22 6.57 5.53
Reverse repo agreements 4.45 3.62 1.03 0.93
RAMP 1.64 1.34 0.00 0.00
3 Banks
Deposits 0.42 0.35 11.50 17.49
Securities? 1.09 0.88 1.97 2.04
Total 100.00 100.00 100.00 100.00

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

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, collater-
alised deposits and instruments issued by international financial
institutions and central banks.

Compared with end-December 2014, there was an increase
in the share of investments in reverse repo agreements and de-
posits with central banks and international financial institutions.
By contrast, there was a decrease in the share of investments in
deposits with banks, government bonds, securities of interna-
tional financial institutions, securities guaranteed by German
federal states and covered bonds.

The change in the structure of investments in 2015 was
stimulated by the reduction in the credit exposure to banks, that
is, by the withdrawal of unhedged deposits with commercial
banks and redirecting of investments into reverse repo agree-
ments (collateralised deposits) with banks.
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Figure 2.11 Currency structure of total international reserves
as at 31 December 2015

Figure 2.12 Daily changes in USD/HRK and EUR/HRK exchange
rates in 2015
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The Reserves and Advisory Management Program (RAMP)
was launched early in April, within which a share of funds in US
dollars was entrusted to the World Bank.

On the last day of 2015, approximately 62% of total CNB
international reserves were invested in countries, banks and insti-
tutions within the two highest credit rating categories or invested
in the BIS and the IMF or in foreign cash in the CNB vault.

Currency structure of international reserves

As at 31 December 2015, the euro accounted for 73.06%
of the total international reserves, a decline from the 79.83% at
the end of 2014. The share of the American dollar in total inter-
national reserves that stood at 17.29% at the end of 2014 had
risen to 24.11% by the end of December 2015. In 2015, the US
dollar strengthened against the euro by 11.33%.

The share of SDRs also dropped, from 2.87% to 2.83% of
the total international reserves, primarily due to an increase in
the level of total reserves.

Foreign exchange gains and losses on CNB foreign
currency portfolios in 2015

The financial performance of all central banks, including the
CNB, depends on the volume and structure of assets and liabili-
ties. The CNB belongs among banks with a large share of inter-
national reserves in their assets. As at 31 December 2015, the
share of total international reserves in CNB assets was as high as
99.84%, with the bulk of liabilities denominated in kuna. One of
the consequences of this currency structure of assets and liabili-
ties is the CNB’s exposure to a significant currency risk, i.e. the
risk of a change in the currency price of investments in relation
to the reporting currency — the kuna. Foreign exchange gains and
losses arising from fluctuations in EUR/HRK and USD/HRK
exchange rates have a direct impact on the income and expense
calculation reported in kuna in the CNB Income Statement.

In 2015, the EUR/HRK exchange rate fell from 7.661
to 7.635 (-0.34%), with the result that unrealised foreign ex-
change losses on the CNB euro portfolio totalled HRK —192m.

The US dollar strengthened in relation to the kuna from 6.302
to 6.992 in the same period or by as much as 10.94%. As a
result, unrealised foreign exchange gains on the US dollar port-
folio totalled HRK 1,740m in 2015. Realised foreign exchange
gains arising from interventions of the CNB were HRK 39m in
the reporting period.

As a result of fluctuations in the EUR/HRK and USD/HRK
exchange rates and realised foreign exchange gains resulting
from the CNB interventions, net foreign exchange gains totalled
HRK 1.587m in the reference period. Unrealised foreign ex-
change gains are transferred to general reserves of the central
bank and serve, among other things, as reserves for possible
future unfavourable developments in the exchange rates of the
currencies of international reserves.

Results and analysis of CNB foreign currency portfolio
management in 2015
At its meeting on 3 December 2015, the European Central

Figure 2.13 Yields on euro government bonds of selected
countries by years to maturity

as at 31 December 2015
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Figure 2.14 German and American yield curves as at 31 December 2014 and 31 December 2015 and their spread in 2015
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Table 2.4 Realised income and rates of return on the CNB foreign
currency portfolios

in million EUR and USD and %

Realised Annual rate of return
income

2015 | 2010| 2011 | 2012 | 2013 | 2014, 2015

Portfolio

Held-for-trading

e ke 0412 109 136 030 001 042 0.0
z'gl'g;f;:g%‘fiigg 656 067 056 035 014 024 025
:uer'g';‘;'ﬁ"f‘gfg”ty 67.15 ~ 231 231 227 206 1.44
RAMP 0.22 - - - - - 045

2 Effect in the period from 23 May 2011 to 31 December 2011, on annual basis.
b Effect in the period from 31 March 2015 to 31 December 2015, on annual basis.
Source: CNB.

Bank additionally eased its monetary policy in the euro area.
The interest rate on the ECB’s deposit facility was lowered from
—0.20% to —0.30%, while the bond purchase programme was
extended another six months until March 2017. The expansion-
ary monetary policy led to a decrease in bond market yields in
the euro area, so at the end of 2015 yields on almost a half of all
issued government securities in euros were negative.

At the Federal Open Market Committee (FOMC) meeting
of the American Federal Reserve on 16 December 2015 the key
overnight rate was raised by 25 basis points, ranging between
0.25% to 0.50% thereafter.

German government bond yields moved further down in
2015 from the end of 2014 in the part of the yield relating to
maturities of up to six years, while it went up mildly in the part
relating to maturities of seven to ten years. On the last day of
2015, the German yield curve was in the negative territory for
all maturities of up to five years.

Yields on US government bonds increased in 2015 across
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Figure 2.15 Annual rates of return on the CNB foreign currency
portfolios from 2010 to 2015
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Source: CNB.

the entire maturities spectrum. This yield growth was more pro-
nounced in relation to bonds with shorter maturities due to the
increase in the key rate, while deflationary pressures subdued
the growth of yields on bonds with longer maturities.

Net international reserves of the CNB comprise the eu-
ro and dollar-denominated held-for-trading portfolios, the eu-
ro-denominated held-to-maturity portfolio and the funds en-
trusted to the World Bank under the Reserves and Advisory
Management Program (RAMP).

In 2015, the annual rate of return on the CNB dollar-de-
nominated held-for-trading portfolio was 0.25%, while the rate
of return on the euro-denominated held-for-trading portfolio
was 0.00%. The held-for-trading portfolios are valued at fair
market prices, have short average maturities and are used as
a source of liquidity. The euro-denominated held-to-maturity
portfolio had a rate of return of 1.44% in 2015. This portfolio
is carried at amortised cost, its average maturity is longer and
it serves as a source of more stable longer-term income. In the
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period from 31 March to 31 December 2015, the RAMP port- Investments in net international reserves generated a total
folio realised a rate of return of 0.15% in annual terms. income of EUR 73.03m in 2015.
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BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

In 2015, bank assets went down slightly, by 0.4% (or 1.2%
effectively, excluding the exchange rate effects), continuing
the trends from the previous three years. The absence of credit
growth and bank deleveraging contributed to the decline in the
balance sheet, as did regulations pertaining to loans in Swiss
francs, which ultimately resulted in operating losses and a write-
off of a part of the principal of loans in the Swiss franc. An
additional influence came from the sale of irrecoverable claims,
as a result of which, after an unfavourable trend that had lasted
several years, the level of partly recoverable and fully irrecover-
able bank loans went down.

Repayment of funds to foreign owners continued in 2015,
even more intensively than in the year before, with the impact
of the decrease in sources denominated in the Swiss franc. A
significant fall in the sources denominated in that currency is
linked to the regulations on the conversion of loans in Swiss
franc into loans in euros, which entered into force on 30 Sep-
tember 2015. Preparations for conversion, that is, adjustments
of bank currency positions created pressure on the money and
the foreign exchange market, which was alleviated by a series of
CNB measures aiming at easing the pressures. The kuna liquid-
ity coefficient that was temporarily disrupted recovered by the
end of the year. As at 31 December 2015 banks reported HRK
2.1bn loans arising from conversion. The write-off of the prin-
cipal, totalling HRK 979.8bn, was charged to reserves made for
conversion. In addition, the registered amount of overpayments
reached HRK 205.7m.

In contrast to household loans granted in Swiss francs,
whose balance went down under the influence of repayments
and conversions, household loans in kuna went up noticeably
in 2015. This goes especially for general-purpose cash loans
and home loans, reflecting a change in household preferences.
However, overall home financing decreased, as did total house-
hold loans, the declining trend continuing for the seventh year
in a row. The decrease in the corporate sector made the great-
est contribution to the fall in bank loans granted in 2015, even
when the effect of claims sold is excluded. Loans in almost all
activities within that sector decreased. A more noticeable in-
crease was registered only in lending to activities associated
with tourism and agriculture.

The amount of claims sold increased significantly, thanks
primarily to a large transaction by one bank in the last quarter
of the year. The ageing of the portfolio, strengthened by the
influence of regulatory rules on the gradual value adjustment
increase for placements with long history of non-payment con-
tributed to the noticeable growth in the coverage of B and C
category loans by value adjustments (from 51.3% to 56.6%).
In other words, their net book value fell and their attractiveness
in the secondary market grew. Construction stood out due to
the growth in value adjustments of loans, which resulted from
a high level of claims with long-term delinquencies. As regards
the food industry and then tourism, there is a noticeable inflow
of new loans with collection difficulties, a potential source of
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losses in the upcoming periods.

The sale of claims, especially relating to the corporate sec-
tor, had a key influence on the trend observed by loan quality in-
dicators. The growth of the share of B and C category loans that
had started in 2008 was interrupted. The share of the said risk
categories decreased from 17.1% at the end of 2014 to 16.6% at
the end of 2015. This was due to the decline in loans classified
into risk categories B and C, which would have, had the effect
of the sale been excluded, stagnate. These developments are a
result of activity directed at resolving irrecoverable loans but al-
so of bank estimates of the improvement of the creditworthiness
of individual borrowers. Banks partially wrote off or forgave
debts and took over real estate property or other client assets in
pre-bankruptcy and bankruptcy proceedings. In addition, debt
write-off not related to pre-bankruptcy or bankruptcy proceed-
ings and sales increased, probably as a result of bank estimates
regarding impossibility of recovery.

In 2015, banks recorded HRK 6.8bn worth of expenses
on provisions for the conversion of loans in Swiss francs and
reported losses (before taxes) totalling HRK 4.7bn. The effect
of these costs excluded, bank profit increased mildly, mostly as
a result of lower loss provision expenses in the credit portfolio.
In 2014, the level of provisions was significantly affected by
the recording of additional value adjustments, primarily based
on the AQR! and additional assessments related to the AQR in
line with the EU Council recommendations. However, in 2015
the operating profitability of banks (profitability before charges
for value adjustments and provisions) stagnated, primarily due
to the decision to fix the exchange rate of the Swiss franc in
2015. In addition, bank operating income was affected by other
costs related to the conversion of loans (such as costs spurred
by the adjustment of currency position, costs of early repay-
ment of sources in that currency, etc.) and other administrative
measures such as increased costs of deposit insurance premi-
ums (due to the wider insurance coverage) and of the first con-
tribution to the resolution fund, as well as tighter restrictions of
the level of default interest rates and thus indirectly of effective
loan rates. At the same time, further savings on interest expens-
es were made due to declining interest rates and deleveraging,
which fostered the growth of net interest income of banks. The
fall in interest income from loans continued under the rising
influence of low credit activity. On the other hand, the deposit
base increased thanks to the growth of household deposits and,
in particular, corporate deposits. The strong growth in corpo-
rate deposits was largely a consequence of two transactions,
income from the sale of an enterprise and a bond issue. House-
hold deposits went up at a more noticeable pace than the year
before. However, their largest and most stable component, time
deposits, decreased, which might be connected with the intro-
duction of the tax on savings interest in 2015.

The implementation of regulatory provisions on the con-
version of loans contributed to the decline in banks’ total capi-
tal ratio, on one hand through the reduction of own funds due

1 The AQR is the asset quality review of European banks conducted in 2014 by the European Central Bank (ECB) and the European Banking Authority (EBA) in
cooperation with national supervisors. Based on an agreement with the consolidating supervisors from Italy and Austria, the CNB was involved in the AQR of
domestic banks. Details are available in the CNB’s press release of 26 October 2014, www.hnb.hr.
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to current year losses and on the other through the increase in
exposure of banks to currency risk, as a consequence of the
adjustment of currency position. The decrease in own funds
was also affected by dividend payments, totalling HRK 2.5bn
(as compared to the HRK 1.8bn paid in 2014). However, the

3.1 Business operations of banks

BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

total capital ratio remained high — totalling 20.9% at the end
of 2015. Two banks had capital ratios and own funds below
the statutory minimum. Resolution proceedings were opened
against one in October 2015, while the other became subject to
supervisory measures.

There were 33 credit institutions — 27 banks, one savings
bank and five housing savings banks operating in the Republic of
Croatia at the end of 2015 (Table 3.1). There were no changes
in the number of credit institutions from the end of 2014. Since
the criteria for resolution were met, resolution proceedings were

Table 3.1 Number of credit institutions
end of period

2013 | 2014 | 2015

Banks
Number of banks at the beginning of the year 30 29 27
Banks that merged with other banks - 1 -

Authorised banks - - -
Banks whose authorisation has been withdrawn 1 1 -
Number of banks at the end of the year 29 27 27
Savings banks

Number of savings banks at the beginning of the year 1 1 1
Authorised savings banks - - -
Savings banks whose authorisation has been withdrawn - - -
Number of savings banks at the end of the year 1 1 1
Housing savings banks

Number of housing savings banks at the beginning of
the year

Authorised housing savings banks - - -

Housing savings banks whose authorisation has been
withdrawn

Number of housing savings banks at the end of the year 5 5 5

Source: CNB.

Table 3.2 Bank assets by ownership residence and form of
ownership

in %
Banks by ownership

residence and form of
ownership

Share of bank peer group assets
in total bank assets

Banks in majority ownership

of domestic shareholders il a7 4.4

Banks in majority state

ownership &g L2 &

Banks in majority ownership

of foreign shareholders e <0 el

Total 100.0 100.0 100.0
Source: CNB.

opened against one bank early in October 2015.2

Bank assets (the savings bank included) declined slightly by
0.4% in 2015, standing at HRK 393.5bn according to the pre-
liminary unaudited data. At the same time, the assets of hous-
ing savings banks remained almost unchanged at HRK 7.8bn.

Figure 3.1 Number of banks by ownership residence and form
of ownership

end of period

35 -
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Source: CNB.

Figure 3.2 Bank assets by shareholder domicile
end of period

T
2015 89.5 0.8I 4.4'
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2014 89.5 0.7| 4.7 '
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2013 89.1 0.6| 5.1 '
| | | |
I I I I
2012 89.6 0.5| 52'
| | | |
I I I I
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Note: For the purpose of this overview, a shareholder's domicile means the head
office of a legal person or the residence of a natural person. Third country is a foreign
country which is not a member state of the EU or a party to the Agreement on the
European Economic Area.

Source: CNB.

2 Acting on the proposal of the CNB, the DAB Board opened resolution proceedings against Jadranska banka d.d. on 9 October 2015.
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Table 3.3 Structure of bank assets
end of period, in million HRK and %

Amount

Money assets and deposits with the CNB 51,284.0
Money assets 6,369.7
Deposits with the CNB 44,914.3

Deposits with financial institutions 21,464.2

MoF treasury bills and CNB bills 13,634.0

Securities 30,033.7

Derivative financial assets 1,583.6

Loans to financial institutions 8,912.2

Loans to other clients 254,910.2

Investments in subsidiaries, associates and joint ventures 3,185.7

Foreclosed and repossessed assets 1,541.2

Tangible assets (net of depreciation) 4,253.5

Interest, fees and other assets 7,061.5

Total assets 397,863.7

Amount

12.9 50,252.6 12.7 -2.0 49,425.3 12.6 -1.6
1.6 6,462.7 1.6 1.5 7,289.7 1.9 12.8
11.3  43,789.9 11.1 -25 42,135.6 10.7 -3.8
54 26,369.8 6.7 229 27,734.0 7.0 5.2
34 153535 3.9 12.6  12,258.7 3.1 -20.2
7.5 34,236.2 8.7 14.0 37,772.8 9.6 10.3
0.4 1,357.0 0.3 -14.3 2,431.1 0.6 79.2
2.2 6,355.2 1.6 -28.7 5,633.7 1.4 -11.4
64.1 246,777.2 62.4 -3.2 241,556.2 61.4 -2.1
0.8 2,722.1 0.7 -14.6 4,186.4 1.1 53.8
0.4 1,544.8 0.4 0.2 1,558.8 0.4 0.9
1.1 4,243.0 11 -0.2 4,461.8 11 5.2
1.8 6,026.3 1.5 -14.7 6,506.0 1.7 8.0
100.0 395,237.7 100.0 -0.7 393,524.8 100.0 -0.4

Source: CNB.

As a result of such minor developments the system’s structure
remained unchanged, with banks accounting for the dominant
share of total assets of credit institutions, totalling 98.1%, and
housing savings banks accounting for the remaining 1.9%.

System concentration, measured by the share of the first
five banks in the total assets of all banks, after having decreased
in the previous three years, increased in 2015, ending the year
at 74.5%. There were no changes in the ownership structure of
banks during the year, so the domination of banks in majority
foreign ownership continued (16) over the ten banks in domes-
tic private ownership and two banks in majority state owner-
ship (Figure 3.1). The changes in the share of bank assets by
the domicile of their owners were slight, the share of assets of
foreign banks in the total assets of banks continued growing, to
90.3% (Table 3.2), while the share of assets of banks in domes-
tic ownership decreased proportionally, to 9.7%.

The majority of banks, twelve, was owned by shareholders
from the European Union. Their share in total bank assets to-
talled 89.5% at the end of 2015, the same as at the end of the pre-
vious year (Figure 3.2). Third country shareholders (San Mari-
no, Switzerland, Serbia and Turkey) continued to have one bank
each in their ownership. Their importance, although somewhat
enhanced, remained marginal, at 0.8%. Banks under domestic
ownership registered a decline in their assets (some of them no-
ticeably), reflected in the reduction of their share in the system to
4.4%. In contrast, banks in domestic state ownership reclaimed
some of their importance, their share strengthening to 5.3%, after
having fallen in the year before due to strong losses.

3.1.1 Balance sheet and off-balance sheet items
Assets
The key trends observed in the banking system over the

previous three years continued in 2015. The fourth year in a
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row was marked by increased caution of banks and their clients
in assuming risks and a decline in balance sheet potential. There
was no new credit activity and due to the optimisation of their
operation banks continued deleveraging abroad, directing as-
sets raised in the domestic market predominantly into deposits
with foreign financial institutions. The developments in 2015
were additionally underlined by the effects of extraordinary reg-
ulatory measures aimed at protecting debtors who borrowed in
Swiss francs, which affected the business performance of sev-
eral banks and resulted in current year losses and a reduction
in total capital.

At the end of 2015, total bank assets amounted to HRK
393.5bn, a decrease of HRK 1.7bn or 0.4% from the end of
2014 (Table 3.3). The amount of asset change was affected by
the developments in the exchange rate of the kuna against the
three most widely represented currencies (the euro, Swiss franc
and US dollar). The influence of the strengthening of the Swiss
franc against the kuna following the decision by the Swiss cen-
tral bank of January 2015 to stop maintaining its exchange rate
against the euro was of particular significance. A consequence
of this decision was a substantial rise in the liabilities of debtors
who had borrowed in Swiss francs. As a result, the Government
of the Republic of Croatia proposed statutory amendments
aimed at alleviating the position of these debtors.

A direct reaction of the Government to the exchange rate
change in January 2015 was to propose a measure fixing the ex-
change rate to HRK 6.39 for one franc for instalments/annui-
ties in that currency maturing within the period of one year. The
measure was implemented by the Croatian Parliament, which
adopted the Act on Amendments to the Consumer Credit Act’
in relation to loan contracts with natural persons and the Act
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on Amendments to the Credit Institutions Act* in relation to
loan contracts with natural persons who perform the activity of
freelancers, craftsmen, sole traders and family farm holders.

A new regulatory intervention followed in the second half
of 2015, with a view to making the position of debtors who bor-
rowed in Swiss francs (or in kuna indexed to the Swiss franc)
equal to the position they would have been in had they opted for
a loan denominated in euro. For that purpose, the Government
of the Republic of Croatia proposed and the Parliament adopted
the Act on Amendments to the Consumer Credit Act and the
Act on Amendments to the Credit Institutions Act’, regulating
the conversion of loans for the purpose changing the currency
or currency clause, the manner of its calculation and the ob-
ligations of creditors and debtors in conversion proceedings.®
In line with legal provisions, banks reported the effect of con-
version of loans in Swiss francs into loans in euros and loans
denominated in kuna indexed to the Swiss franc into loans de-
nominated in kuna indexed to euros (hereinafter referred to as

Figure 3.3 Structure of bank assets
end of period
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Note: As of October 2013, loan amount is reduced by the amount of collected fees
(formerly recorded as deferred income in liabilities), and the amount of financial
instruments (formerly recorded cumulatively as deduction item in assets and included
in item Other assets) is reduced by the amount of the corresponding collectively
assessed value adjustments (for category A).

Source: CNB.

loan conversion) in their business books as at 30 September
2015, forming adequate provisions, that is, provision expenses
in that amount, in accordance with IAS 37 — Provisions, Con-
tingent Liabilities and Contingent Assets. Banks assessed the
conversion effect arising from legal provisions at HRK 6.9bn as
at 30 September 2015, as the difference between the balance of
unpaid instalments/annuities in Swiss francs and the amount
of unpaid annuities/instalments in euros calculated under new
repayment plans.

BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

Banks and their clients continued to be very cautious as re-
gards risk assumption, which was reflected in the decline in net
loans for the fourth year in a row, which overpowered changes in
all other asset items in 2015. Apart from the reduced lending ac-
tivity, the growth of value adjustments also contributed to the fall
in net loans, with the write-off of the principal, that is, the effect
of conversion of loans to debtors whose conversion proceedings
were completed by the end of 2015 as an additional factor. The
intensive sale of claims had a mild effect on developments in net
loans because claims sold were claims that had small net book
value or claims were well covered by value adjustments. The de-
crease in net loans of HRK 5.9bn (2.4%) from the end of 2014
was a result of the reduction in the portfolio of loans to cor-
porates, households and financial institutions. A small increase
in loans was registered by loans to government units, while a
more substantial increase, although without effect on the overall
change, was noticed in the non-residents sector.

In addition to the decrease in net loans, the fall in total
assets was under the additional influence of the decrease in
bank deposits with the CNB by HRK 1.7bn (3.8%). Their re-
duction was a consequence of the repealing of regulations and
the maturing of purchased compulsory CNB bills worth HRK
3.4bn’. Those are compulsory CNB bills that banks purchased
in mid-December 2013 in the amount of reduced reserve re-
quirement rate and thus released funds from the kuna compo-
nent of the reserve requirement that aimed to spur lending to
the economy. Other items of deposits with the CNB, the reserve
requirements set aside and settlement account balances, went
up in an amount lower than the said decrease, partly offsetting
the overall change in deposits with the CNB.

In contrast to deposits with the CNB, deposits with finan-
cial institutions grew by HRK 1.4bn (5.2%), which upped their
share in total assets to 7.0%. The increase was largely achieved
in the item of deposits with foreign financial institutions, while
deposits with domestic financial institutions accounted for a
smaller share of the increase. Deposits with foreign financial
institutions that are part of bank group linked by ownership
went down by HRK 3.2bn (61.8%), their share in the structure
of deposits with financial institutions reducing substantially as a
result. At the end of 2015, it totalled 7.2%, almost 13 percent-
age points lower than at the end of 2014. Banks kept the bulk
of their deposits abroad with financial institutions other than
the majority foreign owners and the amount of these deposits
increased by HRK 4.1bn (20.3%) within a one-year period.

Banks’ investments in securities went up as well, by HRK
441.7m (0.9%), mostly due to investments in equity securities
of foreign financial institutions and corporates. Despite the

0OG 19/2015.
OG 102/2015.

o Ul B

As part of the conversion proceedings the initially paid amount of principal is converted into euros (at the then applicable exchange of the euro) and a new repay-

ment plan is created based on the then applicable euro interest rate. All received payments on the basis of the loan are also converted to euros and are compared
with liabilities arising from the new repayment plan. The cost of reduction of the book value of loan principal is the difference between the balance of unpaid
principal in Swiss francs as at 30 September 2015 and the outstanding principal in euro determined as at the same date in accordance with new repayment plans
and is borne entirely by banks. The comparison of amounts paid and of the new repayment plan provides for the amount of overpayment or underpayment (that
needs to be settled). The amount of overpayment may not be used for principal write-off, rather, depending on the size, it is used to reduce future instalments/
annuities or is paid out to the debtor. For banks it also represents a cost which is embedded in the expenses on provisions for conversion together with the cost of

principal write-off.

7 Decision on repealing the Decision on the purchase of compulsory Croatian National Bank bills (OG 105/2015).
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noticeable increase in 2015 (78.3%), equity securities contin-
ued to account for a very small portion of total investments in
securities of only 1.9%. Investments in debt securities stagnat-
ed although there were some developments in their structure,
mostly associated with the change in debt instruments of gov-
ernment units. Namely, banks’ investments in MoF T-bills went
down by HRK 3.1bn (20.2%), while at the same time invest-
ments in RC bonds went up (HRK 3.4bn or 23.3%), ultimately
ending in the increase of total investments into securities of
government units of only 1.2%. Debt securities of government
units continued to account for the lion’s share of the portfolio
of total debt securities (62.1%), followed by securities of foreign
issuers (24.2%). The share of total investments in securities
grew to a high 12.7% of bank assets, that is, almost reached
the all-time high of 12.8% registered at the end of 2015. Banks
distributed the majority of their debt securities, almost 70% as
at the end of 2015, in the portfolio of instruments available for
sale. The increase in the portfolio and the marking to market of
these securities resulted in the unrealised profit in bank capital
rising by 49.1% from the previous year.

All other, less important, items in the asset structure also
increased from the end of last year and mitigated the negative
effect on the change in total assets. The largest among them was
the increase in investments in the capital of subsidiaries (HRK
1.5bn or 53.8%), which was predominantly related to invest-
ments in the financial sector in the region and was a conse-
quence of bank participation in intragroup ownership restruc-
turing during 2015. The substantial increase in the fair value
of derivative financial instruments in banks’ balance sheets, of
derivative financial assets (by 79.2% or HRK 1.1bn), as well as
of derivative financial liabilities (by 98.2% or HRK 1.2bn) is, to
the greatest extent, a reflection of the increase in fair value of
agreements with foreign financial institutions (assets) and gov-
ernment units (liabilities). This is a consequence of the hedge
against market risks, provided to the MoF for bond issues de-
nominated in foreign currencies on one side and on the other
of the hedges of banks against those same risks contracted with
foreign parents. The downward trend in the growth of assets
acquired in exchange for claims continued in 2015, reducing
the growth rate to below 1%. However, the noticeable ageing of
this portfolio, visible in the rise in assets acquired more than two
years ago of 25.3% indicates further difficulties encountered by
banks in the process of collecting their claims. Banks increased
their investments in tangible assets by 5.2%, mostly by increasing
investments in real estate property so the ratio of total invest-
ments in tangible assets and eligible capital went up slightly to
11.2%, which was still considerably below the permitted 40%.

Liabilities and capital

At the end of 2015, total bank liabilities stood at HRK
343.4bn, up HRK 3.7bn (1.1%) from the end of 2014 (Ta-
ble 3.4). This increase was a direct consequence of the imple-
mentation of regulatory provisions on the conversion of loans,
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recognised in bank liabilities in the growth of the item Interest,
fees and other liabilities of HRK 6.1bn or 54.5%. Provisions for
loan conversion set aside by banks as at 30 September 2015 in
the amount of HRK 6.9bn are reported in this item. The realisa-
tion of loan conversions in the fourth quarter of 2015 decreased
the initially determined amount of provisions to HRK 5.5bn,
indicating a relatively small number of completed conversions.
Given the regulatory time limits provided, noticeable conversion
activities were initiated in the second half of December 2015.8

The sources of bank financing decreased by HRK 3.6bn
(1.1%) in the observed one-year period. The key influence
came from banks continuing to deleverage with respect to ma-
jority foreign owners for the fourth consecutive year. Although
the change in total sources of financing was relatively small,
changes in individual instruments and their currency structures
were noticeable. The intensity of bank deleveraging with respect
to majority foreign owners increased from 2014 (18.8%). The
overall decrease of these sources in 2015 totalled HRK 19.0bn
(45.5%). It was caused by the almost equal decrease in depos-
its and received loans, with more than a half of the overall de-
crease being accounted for by liabilities in Swiss francs. This
was a consequence of the loans conversion which decreased the
banks’ need for sources of financing in Swiss francs. Banks lia-
bilities in Swiss francs were reduced as a result, by HRK 11.5bn
(74.2%), dwindling almost exclusively to household deposits.
The share of these liabilities in foreign currency liabilities of
banks went down to 1.8% at the end of 2015, which is five per-
centage points less than at the end of the previous year, while
the share of financing received from majority foreign owners in
total sources decreased from 12.8% to 7.0%. This also reduced
the concentration of sources in bank liabilities, that is the share
of sources received from clients whose funds account for over
2% of total bank liabilities, from 20.2% at the end of 2014 to
15.8% at the end of 2015.

Total bank deposits went up by HRK 8.1bn (2.8%), thanks
to the growth of deposits of domestic sectors. The bulk of the
growth of domestic deposits was accounted for by corporates
(HRK 9.2bn or 20.6%), while the remainder of the increase was
accounted for by household deposits (HRK 4.8bn or 2.7%). A
strong growth of corporate deposits is predominantly owed to
the extraordinary effect of two transactions realised in the sec-
ond half of 2015: the inflow of funds arising from the sale of
an enterprise to foreign investors and an inflow of funds arising
from the securities issue by a public enterprise.

The several-year downward trend in the growth of house-
hold deposits was interrupted during the year under review due
to the growth of giro and current account deposits (HRK 4.9bn
or 19.1%) and savings deposits (HRK 2.1bn or 16.1%). Dur-
ing this period, for the first time on an annual level, the most
stable of deposits, that is, household time deposits, decreased
by HRK 2.2bn or 1.6%. In the pre-crisis period they went up
at two-digit annual growth rates, their growth slowing down
suddenly since 2008. This reflects a gradual restructuring of

8 Banks had to supply debtors with conversion calculations paired with proposed new or amended loan contracts by 14 November 2015, while debtors, if they

agreed to the conversion, had to notify the bank thereof within 30 days.
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Table 3.4 Structure of bank liabilities and capital
end of period, in million HRK and %

Amount Amount Amount

Loans from financial institutions 15,146.0 3.8 14,6171 3.7 -3.5 12,966.5 383 -11.3

Short-term loans 2,124.8 0.5 2,428.3 0.6 14.3 1,342.0 0.3 -44.7

Long-term loans 13,021.2 3.3 12,188.9 3.1 -6.4 11,624.5 3.0 -4.6
Deposits 282,805.6 71.1 286,075.4 724 1.2 294,215.0 74.8 2.8
Transaction account deposits 54,2451 13.6 67,556.2 171 24.5 76,324.3 19.4 13.0
Savings deposits 21,785.7 5.5 18,045.1 4.6 -17.2 21,360.5 5.4 18.4
Time deposits 206,774.8 52.0 200,474.1 50.7 -3.0 196,530.2 49.9 -2.0
Other loans 26,337.2 6.6 21,944.3 5.6 -16.7 11,314.5 2.9 -48.4

Short-term loans 4,531.3 1.1 3,806.9 1.0 -16.0 1,378.7 0.4 -63.8

Long-term loans 21,805.9 515) 18,137.4 4.6 -16.8 9,935.9 25 -45.2
E;g:ﬁﬁg;ig[:f?g?g‘gﬂgt'es and other financial 1,878.1 0.5 1,180.5 03 -37.1 2,339.2 0.6 98.2
Debt securities issued 299.9 0.1 299.9 0.1 0.0 300.8 0.1 0.3

Short-term debt securities issued 0.0 0.0 0.0 0.0 - 0.8 0.0 -

Long-term debt securities issued 299.9 0.1 299.9 0.1 0.0 300.0 0.1 0.0
Subordinated instruments issued 1,453.5 0.4 2,050.0 0.5 41.0 2,724.0 0.7 329
Hybrid instruments issued 3,005.9 0.8 2,319.4 0.6 -22.8 2,198.4 0.6 -5.2
Interest, fees and other liabilities 11,445.8 2.9 11,231.2 2.8 -1.9 17,348.1 4.4 54.5
Total liabilities 342,371.9 86.1 339,717.8 86.0 -0.8 343,406.5 87.3 1.1
Share capital 33,964.7 8.5 33,757.2 8.5 -0.6 34,275.4 8.7 1.5
Current year profit (loss) 477.6 0.1 1,534.6 0.4 221.3 -4,378.4 -1.1 -
Retained earnings (loss) 16,315.3 4.1 15,943.0 4.0 2.3 15,605.8 4.0 2.1
Legal reserves 1,108.6 0.3 1,046.0 0.3 -5.7 1,035.2 0.3 -1.0
Esgir:r?:r%ggiti??egr\%sthe articles of association 3,035.4 08 26004 0.7 143 2,918.1 0.7 12.2
Revaluation reserves 610.4 0.2 727.9 0.2 19.2 990.2 0.3 36.0
Previous year profit (loss) —20.2 0.0 -89.1 0.0 342.2 -328.0 -0.1 267.9
Total capital 55,491.8 13.9 55,519.9 14.0 0.1 50,118.4 12.7 9.7
Total liabilities and capital 397,863.7 100.0 395,237.7 100.0 -0.7 393,524.8 100.0 -0.4

Source: CNB.

household deposits, that is, the share of time deposits in total
household deposits decreased and the share of sight deposits

Figure 3.4 Structure of bank liabilities and capital
end of period
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Note: As of October 2013, the amount of granted loans in assets is reduced by the
amount of fees collected on loans (formerly recorded as deferred income in liabilities).
Source: CNB.

increased. The share of time deposits reached its all-time high
of 80.2% at the end of 2012. By the end of 2015 it decreased
to 74.7%. The increase in giro and current account deposits
accounted for the growth in kuna deposits. The rise in foreign
currency deposits on these accounts was also noticeable, which
might be the reaction of households to the introduction of the
tax on savings interest at the beginning of 2015°. The currency
structure of total deposits did not change much. It continues to
reflect household preference for foreign currency savings. The
share of foreign currency deposits in total household deposits
was 75.5%, which includes 75.2% of deposits in foreign cur-
rency and 0.3% of kuna deposits with a currency clause. The
currency accounting for the largest share, two thirds of total
household deposits, was the euro.

Loans received went down by HRK 12.3bn or 33.6% during
2015, which is a much greater fall than the year before. Bank

The Act on Amendments to the Income Tax Act (OG 143/2014) introduced,
inter alia, a tax on interest on kuna and foreign currency savings deposits
(sight and time savings deposits and annuity savings) at a rate of 12%. In-
terest on the positive balance in giro accounts, current accounts and foreign
currency accounts is not subject to tax provided that the interest rate does
not exceed 0.5% a year.
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deleveraging with their majority foreign owners had the key im-
pact on the decline in loans received for the fourth year in a row.
An additional influence on the overall developments in 2015,
came from loans received from domestic and foreign financial
institutions. The share of loans received in total sources of bank
financing thus declined from 11.2% at the end of 2014 to 7.5%
at the end of 2015, while relative to total assets this share went
down from 9.3% to 6.2%. The decline in loans received and their
importance in bank financing paired with the parallel growth of
deposits additionally increased the dominant share of deposits
in sources of bank financing, to 90.9%. However, the use of
deposits to finance lending continued decreasing, as reflected
in the further decline in the ratio of deposits to net loans, which
totalled 84.0% at the end of 2015. The amount of other sources
of financing went up (11.9%), exclusively due to the growth of
subordinated instruments. Despite this, the share of total debt
instruments with the characteristics of equity in total sources of
financing remained very low, totalling 1.6%.

Total balance sheet capital of banks decreased by HRK
5.4bn or 9.7% in 2015, while its amount and share in the struc-
ture of liabilities and capital went down to the level seen at the
beginning of the crisis. The decrease in capital was a conse-
quence of the current year losses, arising predominantly due
to loan conversion expenses which were higher than the de-
velopments in all other capital items. In 2015, ten banks were
recapitalised, through payments in cash or using instruments
with the characteristics of equity, which led to an increase in
the share capital of all banks by HRK 518.2m (1.5%). The rise
in revaluation reserves, that is, the rise in unrealised gain on
value adjustments of financial assets available for sale, also had
a positive impact on capital. By retaining a portion of earnings
generated in 2014, some banks strengthened their capital re-
serves, while others used them in 2015 for dividend payments
and to cover previous years’ operating losses. A result of these
divergent developments was that the level of capital reserves was
maintained and that their share in total bank capital increased,
to more than 39.0%. Banks used more than 80.0% of earnings
generated in 2014 to pay out dividends to their shareholders.
Together with a portion of retained earnings, dividends paid
reached slightly over HRK 2.5bn.

Standard off-balance sheet items

At the end of 2015, total standard off-balance sheet items
stood at HRK 54.8bn, which is an increase of HRK 0.9bn or
1.6% from the end of the previous year. The growth of stand-
ard off-balance sheet items was under the greatest influence of
revolving loans, due to their growth of HRK 1.8bn (22.6%),
and guarantees, which grew by HRK 0.6bn (3.7%). Standard
off-balance sheet item grew predominantly due to transactions
concluded with enterprises, more precisely revolving loans with
public enterprises and guarantees with other enterprises. Credit
lines and commitments, predominantly contracted with the cen-
tral government, went down more noticeably from 2014 (HRK
1.5bn or 5.8%).

The divergent developments in total standard off-balance
sheet items and bank assets resulted in the renewed growth of
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Figure 3.5 Bank standard off-balance sheet items
end of period
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their ratio to 13.9% (Figure 3.5).

Banks contracted the greatest amount of standard off-bal-
ance sheet items with enterprises (57.7%), this share rising
slightly from the previous year. Next to follow by the amount of
their share in standard off-balance sheet items were households
(36.7%), predominantly due to credit lines and commitments.

Credit lines and commitments continued to account for the
greatest share of standard off-balance sheet items, despite their
decline of over three percentage points to 43.3%. According to
share size, guarantees came next (31.4%), followed by revolving
loans (18.2%), whose share was the only one boasting a sizeable
increase, of more than three percentage points. The shares of
remaining items were not significant.

Derivative financial instruments

In 2015, the notional value of the assets and liabilities items
of derivative financial instruments increased by HRK 14.5bn
(9.4%) in total, to HRK 168.3bn. The key influence on the in-
crease in the notional value of derivative financial instruments
came from the implementation of regulatory provisions on loan
conversion. A noticeable increase in these instruments became
evident at the end of the third quarter 2015, when banks, active-
ly managing their foreign exchange position, hedged themselves
against risks arising as a result of the obligation to implement
these provisions. These risks were a result of increased open po-
sitions in Swiss francs and euros that arose due to the obligation
of banks to determine the effect of conversion of the overall loan
portfolio subject to the mentioned regulatory provision at the
specified date of 30 September 2015. A share of instruments
used by banks in the process was formed in the form of em-
bedded derivatives, with a portion of them being arranged with
majority foreign owners. The realisation of loan conversions in
the fourth quarter of 2015, gradually reduced the amount of
instruments arranged for this purpose.

To manage their foreign exchange position banks predom-
inantly used forwards, so the increase in these instruments,
totalling HRK 23.7bn (101.0%) contributed the most to the
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Figure 3.6 Bank derivative financial instruments (notional Figure 3.7 Bank profit (loss), before taxes
amount) end of period
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overall increase in the total notional value of derivative financial
instruments in 2015. At the same time, the notional value of
the majority of other instruments, predominantly swaps, went
down by HRK 9.1bn or 7.1%. The changes in the period under
review resulted in a noticeable increase of the share of forward
agreements in the structure of derivative financial instruments,
to 28.0%, and a decrease in the share of swaps to 71.4%. These
two instruments traditionally dominate the structure of deriva-
tive financial instruments. All other types of derivative financial
instruments accounted for the remaining 0.6% and changes in
their amounts in 2015 did not affect total developments.

At end-2015, the major share of the total amount of de-
rivative financial instruments was arranged with foreign finan-
cial institutions (47.8%), including majority foreign owners and
other financial institutions from parent banking groups. By the
size of their share, instruments arranged in the domestic finan-
cial sector (33.3%) came next, their share almost tripling due to
the influence of the growth of embedded derivatives formed for
the purpose of managing risks arising from loan conversion.

The overall growth in the notional value of derivative fi-
nancial instruments was related to the increase in the notional
amount of instruments with exchange rate as the underlying
variable so the share of these instruments went up to 58.7% of
the total. Next to follow by the size of the share (30.4%) were
cross-currency interest rate swaps, while the remaining 10.9%
were accounted for by instruments with interest rate as the un-
derlying variable.

The increase in the notional value of derivative financial
instruments and the parallel decrease in bank assets was reflect-
ed in the growth of their ratio, from 38.9% in 2014 to 42.8%
at the end of 2015. Only a few banks used derivative financial
instruments in a volume higher than the stated system average,
while the majority of banks that operate with derivative financial
instruments used them in an amount equalling less than 10%
of their assets.

3.1.2 Earnings

Income statement

The income statement of banks in 2015 was strongly af-
fected by the regulatory changes aimed at alleviating the po-
sition of debtors with loans in the Swiss francs or indexed to
the Swiss franc and the attempt to make it equal to the posi-
tion they would have been in had they borrowed in euros. This
meant that all other changes were muted. Among these one-off
expenses, the single largest expense, expressed as the cumula-
tive cost of conversion in expenses on provisions, totalled HRK
6.8bn. As a result, overall expenses on provisions reached their
historical high and exceeded net operating income (before loss
provisions), which resulted in an aggregate loss from continuing
operations (before tax) of HRK 4.7bn.

As a result of noticeable savings in interest expenses, banks
continued the positive trends in net interest income, despite a
further decrease in interest income from almost all items. De-
cisive for the decline in operating income was the decline in its
two remaining constituents, net income from fees and commis-
sions and net other non-interest income. Both of these items of
the income statement were under the key influence of expenses
connected with the portfolio of loans in the Swiss franc. The
fall in net other non-interest income (which was even negative
at the end of the first quarter) can be attributed to losses on
net exchange rate changes, embedded derivatives and currency
trading, most of which arose as a result of regulatory measures
fixing the exchange rate of the Swiss franc and later from ad-
justment of bank currency position due to loan conversion.

According to preliminary unaudited data for 2015, banks
generated HRK 4.7bn of losses from continuing operations (be-
fore tax), in contrast to the end of the previous year when they
generated HRK 2.1bn in profit (Figure 3.7). More than a half
of banks (15) reported losses, while one more reported losses
after tax, thus pushing the number of banks with current year
losses to 16 (there were 12 at the end of 2014).
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Table 3.5 Bank income statement
in million HRK and %

CONTINUING OPERATIONS

Interest income
Interest expenses
Net interest income
Income from fees and commissions
Expenses on fees and commissions
Net income from fees and commissions
Income from equity investments
Gains (losses)
Other operating income
Other operating expenses
Net other non-interest income
Total operating income
General administrative expenses and depreciation
Net operating income before loss provisions
Expenses on value adjustments and provisions
Other gains (losses)
Profit (loss) from continuing operations, before taxes
Income tax on continuing operations
Profit (loss) from continuing operations, after taxes
DISCONTINUED OPERATIONS
Profit (loss) from discontinued operations, after taxes
Current year profit (loss)
Memo item:

Number of banks operating with losses, before taxes

Source: CNB.

Amount

Jan. - Dec. 2014 | Jan. - Dec. 2015
18,844.8 18,131.7 -3.8
8,575.2 7,580.6 -11.6
10,269.6 10,551.1 2.7
4,378.7 4,612.8 5.3
1,283.5 1,579.4 23.1
3,095.2 3,033.3 -2.0
215.6 349.1 61.9
1,262.4 861.3 -31.8
422.5 641.4 51.8
792.2 1,066.8 34.7
1,108.2 785.1 -29.2
14,473.0 14,369.5 -0.7
7,428.7 7,437.5 0.1
7,044.3 6,932.0 -1.6
5,371.1 11,677.5 117.4
394.5 -1.2 -
2,067.6 -4,746.7 -329.6
688.9 -355.8 -
1,378.7 -4,390.9 -
155.9 12.5 -92.0
1,534.6 -4,378.4 -
12 15 25.0

As mentioned earlier, expenses on value adjustments and
provisions, which grew by HRK 6.3bn or 117.4% (Table 3.5)
relative to 2014, had the strongest negative effect on the income
statement (and thus on the total bank operating results). The
crucial contribution to the exceptional rise in these expenses
came from conversion cost reported in expenses on provisions,
which totalled HRK 6.8bn at the end of the year. Banks re-
ported the effect of conversion for the first time on the date
of conversion (30 September 2015). It represents the differ-
ence between the book value of the outstanding principal of the
loan in Swiss francs and the principal calculated in euros in the
conversion procedure. These expenses excluded, the remain-
ing expenses on value adjustments and provisions were 10.1%
lower than at the end of 2014, due to 11.2% lower expenses
on placement value adjustments and provisions for risk catego-
ries B and C. In 2014, these expenses were under the influence
of the AQR!?, which was subsequently, in accordance with the

recommendations of the EU Council'!, expanded to additional
portfolios and banks. The reporting of income from cancelled
provisions for risk category A was, for the most part, a conse-
quence of the decrease in exposures distributed into this risk
category, and subsequently of the reclassification of these ex-
posures to other risk categories.

In addition to expenses on provisions for loan conver-
sion, one more extraordinary regulatory measure raised bank
expenses. This was the measure on freezing the exchange rate
of the Swiss franc against the kuna at 6.39. The implementation
of these regulatory amendments resulted in bank expenses that
were immediately and in full recognised in their income state-
ment, totalling HRK 223.4m.'2 These losses, in addition to the
increase in losses from embedded derivatives by which banks
adjusted their currency position, negatively affected the level
of net other non-interest income, which ended the year HRK
323.1m or 29.2% lower than the year before. This continued

10 See footnote 1.
11 See point 8 of the Council Recommendation of 8 July 2014.

12 Fixing of the exchange rate was recognised as embedded derivative (derivative financial instrument connected with the principal instrument, the loan contract)
whose contracted value is the amount of annuities/instalments (principal plus interest) in regular repayment for the period of duration of the determined exchange
rate of one year, calculated by applying the market/contracted exchange rate. The expense was treated as negative fair value of derivative arising from the differ-
ence between annuities/instalments calculated by applying the administratively set exchange rate and the annuities/instalments calculated by applying the market

exchange rate.
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the negative trend of decline in the importance of other non-in-
terest income (shortly interrupted in 2013) in total bank operat-
ing income, to merely 5.4% (Figure 5.8), its lowest share in an-
nual terms since 2004."% In addition, net other non-interest in-
come fell under the influence of the higher operating expenses,
which went up by a third due to the increase in expenses for
insurance premiums for savings deposits and payment of the
first contribution tranche into the resolution fund formed by
the State Agency for Deposit Insurance and Bank Resolution.
The increase in insurance premiums for savings deposits is a
reflection of the rise in insured savings but also of the widening
of insurance coverage!* in the second half of 2015 to include
deposits of large and medium-sized enterprises and smaller lo-
cal government units.

Net income from fees and commissions also fell on an annu-
al level, but at a noticeably slower rate than net other non-inter-
est income (by 2.0%). The fall in net income was a consequence
of the noticeable increase in expenses on fees and commissions,
which went up by almost a quarter, especially fees and commis-
sions for other banking services (other than payment operation
services). The most pronounced were the expenses on changes
in the currency of funding lines from the Swiss franc into euro
associated with the loan conversion. The growth of these ex-
penses offset the effects of the growth of income from fees and
commissions, which although modest (5.3%), was generated
from almost all types of business. By the size of its growth, in-
come from fees and commissions associated with credit cards
led the way, with the dynamic of their growth (the strongest in
the third quarter) reflecting a noticeable influence of the tourist
season. Banks aimed to increase income from other services un-
der contracted agreements, especially agreements for insurance
undertakings and investment fund management companies.

The most important component of operating income, net
interest income, was the only one that went up from the year
before, by HRK 281.4m or 2.7%, pushing this income item to
72.9% of total bank operating income (Figure 3.8). The growth
of net interest income continued to be based on the noticeable
decline in interest expenses which exceeded the effects of the
decline in bank interest income. Interest expenses went down
from the previous year, by almost HRK 1.0bn (11.6%), primarily
due to lower interest expenses associated with deposits, as well
as loans received. Interest expenses fell at two-digit rates in rela-
tion to almost all sectors, the bulk of the saving being generated
in relation to household deposits (HRK 613.5m or 15.3%) de-
spite the annual rate of growth in their base of 2.7%. This was a
consequence of the decline in interest rates'> and changes in the
structure of deposits by this sector in favour of cheaper forms of
deposits (especially deposits on transaction accounts and sav-
ings deposits), while time deposits decreased. Next to follow
with lower costs from loans and deposits were foreign financial

BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

institutions (HRK 242.9m or 18.1%) and domestic corporates
(HRK 128.9m or 26.1%). Savings on expenses by foreign finan-
cial institutions were a result of bank deleveraging, while lower
expenses for corporates were primarily a result of lower interest
rates'” and the growth dynamics of deposits by corporates which
was realised in the second half of the year. As expected, the im-
pact on the income statement was weaker as a result.

The fall of interest income, totalling HRK 713.1m or 3.8%,
was primarily a reflection of lower interest income from loans
(HRK 774.0m or 5.0%) and interest income from debt secu-
rities, which decreased by 13.9% (HRK 212.6m). A smaller
positive contribution to interest income (net) came from items
distributed in the portfolio of financial assets held for trading,
followed by interest income from previous years. The latter was
under the key influence of developments in one bank due to its
deal with the UBS AG regarding the debt under the Alternative
Participation Instruments (API bonds)'®.

The continuation of the downward trend in interest income
from loans (observed in the last three years) was a result of
developments in all domestic sectors, with the corporate sector
(HRK 403.9m or 8.5%), the household sector (HRK 306,6m
or 3.7%) and government units (HRK 56.5m or 2.6%) leading
the way. The decline in interest income is a result of several par-
allel trends — poor credit activity, the continued deterioration in
the portfolio quality and declining interest rates. As regards the
sector of government units the latter had the greatest influence
in the past year since the overall level of loans to this sector re-
mained almost unchanged while the quality of loans improved.
The fall in interest income from the corporate sector accounted
for more than a half of the overall decline in the interest income
of banks. It was generated by almost all types of loans to cor-
porates, in particular by investment loans, which fell by 10.7%,
and loans for working capital, which fell by 6.3%. The fall in
both these types of loans is to be attributed to a lower base
and to the decline in interest rates. Interest income from most
types of loans declined in the household sector as well. The
only exception was interest income from other loans and credit
card loans (increasing by 8.7% and 1.2% respectively). Inter-
est income from home loans had the predominant influence on
the fall in interest income from the household sector, which
was lower by 4.6% primarily due to the decrease in the euro
component. In addition to the fall in the portfolio and deterio-
ration of the portfolio quality, developments in interest income
from home loans in 2015 (especially concerning loans in Swiss
francs) were strongly influenced by the regulatory changes
mentioned earlier. By the size of their decrease the next group to
stand out was interest income from overdraft facilities and car
loans, under the predominant influence of the decline in their
base. Despite the years-long downward trend in bank lending to
the household sector, interest income from loans to this sector

[

Deposit Insurance Act (OG 82/2015).

IS

G5c and G6a to Gbc, CNB Bulletin No. 221.

A comparison with periods before 2004 is made difficult due to regulatory changes in the reporting of items from the income statement.

The weighted monthly averages of interest rates on deposits (for total and new business) of households and non-financial corporations. Source: Tables G5a to

16 In the first quarter 2015, a settlement was reached between the Republic of Croatia and three domestic banks (as guarantors) on one side and the UBS AG on the
other in connection with the debt arising from API (Alternative Participation Instruments) bonds that the former Republic of Yugoslavia issued in 1988 and the
Republic of Croatia inherited after its dissolution. As one bank paid a lower amount in the settlement than the amount that had been previously reported on the

books, the difference was reported as operating income.
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Figure 3.8 Structure of bank operating income Figure 3.9 Bank return on average assets (ROAA) and return on
end of period average equity (ROAE)
end of period

% 100 % 8
’ 92 8.6 8.9 7.7 5.4 ’ 6.9

6

g0 || 187 19.1 205 214 20 | ) 48
28
o 12
| - 0.8 0.9 05

60 0 | - . 0.2 — -

2 -1.2

40— 721 723 706 710 729 —| N : |

20 — _— -6 u

_8 —
-83
0 -10
2011 2012 2013 2014 2015 2011 2012 2013 2014 2015
Net interest income Net other non-interest income B ROAA ROAE
Net income from fees and commission
Source: CNB. Source: CNB.
continued to account for the majority of the total bank interest Figure 3.10 Bank cost efficiency
income from loans (54.0%) thanks to their large share. Next end of period
to follow were corporates and government units with 29.4%
and 14.2% respectively. A weaker influence on interest income —
. . E 20 60 %
might have also come from amendments to the regulations on i 518 = 513 518
the establishment of default interest rates and maximum effec- g s - 50
. . . 15— —
tive interest rates on consumer credits and home loans!’, which 1w
in practice resulted in the decline of interest rate.

Banks maintained almost the same level of general admin- 10— %
istrative expenses and depreciation as in 2014. The increase in 420
general administrative expenses was offset by the decrease in em- 51— ]

. . . 110

ployee expenses, representation, advertising and marketing ex- G G — - .
penses and amortisation. The downward trend in the number of 0

) ) ) ) i 2011 2012 2013 2014 2015
employees, uninterrupted since 2012, continued in 2015, with a
further decrease by 355 employees or 1.7%. Accordingly, assets Assets per employee — left

. . . — General operating expenses/Operating income — right
per employee continued growing to HRK 19.3m (Figure 3.10).
P Source: CNB.

Returns indicators ouree

Operating profitability of banks, measured by the ratio of
net operating income (before loss provisions) to average assets
remained almost unchanged last year at some 1.8%. A lower
value was last registered in 2001 (when it totalled 1.6% due to
losses in Rijecka banka). The operating profitability of banks
has been lower than usual since 2012, predominantly under the
influence of declining lending activity amid the conditions of
decreasing interest rates and still-present high credit risk levels.
Accordingly, the average interest rate on interest-bearing assets
reached its historical low of 4.9%, which prompted banks to
make sizeable cuts in interest expenses to maintain the interest
spread at a satisfactory 2.6% (2.5% in 2014). In 2015, this was
exacerbated by high extraordinary conversion expenses, push-
ing total expenses on value adjustments and provisions to 3% of
average bank assets (1.4% in 2014) so they noticeably exceeded

17 The Act on Amendments to the Civil Obligations Act (OG 78/2015) came
into force on 1 August 2015. The maximum effective interest rate is refer-
enced to the default interest rate. The effective interest rate on home loans is
equal to the statutory default interest rate and on all other consumer loans to
the statutory default interest rate increased by two percentage points.

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015

net operating income (before loss provisions). This, in turn,
pushed ROAA and ROAE into negative territory: —1.2% and
—8.3% (Figure 3.9). The last time the said indicators were neg-
ative on an aggregate level was back in 1998.

The cost to income ratio deteriorated slightly in compari-
son to 2014, from 51.3% to 51.8% (Figure 3.10), amid the de-
crease in operating income. Some banks continued to be heavily
burdened by general operating expenses, especially smaller in-
stitutions. Six banks, including one larger institution, were op-
erationally non-profitable, i.e. their operating income was insuf-
ficient to cover general operating expenses and depreciation.

3.1.3 Credit risk

Placements and assumed off-balance sheet liabilities
After several years of unfavourable trends, the level of part-

ly recoverable and fully irrecoverable placements and off-bal-

ance sheet liabilities went down, primarily as a reflection of
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Table 3.6 Classification of bank placements and assumed off-balance sheet liabilities by risk categories
end of period, in million HRK and %

Risk (sub) 2013 2014 2015
category
Placements Value Coverage | Placements Value Coverage Placements Value Coverage
and assumed | adjustments and assumed | adjustments and assumed | adjustments
off-balance and off-balance and off-balance and
sheet provisions sheet provisions sheet provisions
liabilities liabilities liabilities
A 369,289.2 3,326.4 0.9 365,613.1 3,363.4 0.9 362,948.0 3,358.5 0.9
B-1 19,330.6 3,055.0 15.8 15,728.9 2,364.5 15.0 12,575.6 1,847.3 14.7
B-2 15,913.8 7,500.3 471 19,774.4 9,768.0 49.4 18,155.2 9,375.5 51.6
B-3 4,339.3 3,547.4 81.8 5,559.4 4,615.6 83.0 7,837.3 6,447.5 82.3
C 8,991.4 8,972.1 99.8 10,022.5 10,020.4 100.0 10,407.0 10,407.8 100.0
Total 417,864.4 26,401.2 6.3 416,698.2 30,131.8 7.2 411,923.1 31,436.6 7.6
Source: CNB.

increased activities aimed at resolving the issue of claims with
collection difficulties. Regardless of this, risk aversion remained
high and credit activity slowed down. Total placements and as-
sumed off-balance sheet liabilities, which are exposed to credit
risk and subject to classification into risk categories'®, stood at
HRK 411.9bn at the end of the observed year (Table 3.6). They
went down slightly from the end of 2014 (by 1.1%), primarily
due to the fall in loans granted, which was under a noticeable
influence of the sale of claims, as well as principal write-offs in
the course of conversion of loans in Swiss francs into loans in
euros. The amount of claims sold increased significantly com-
pared to 2014, which had a key effect on the decrease in partly
recoverable and fully irrecoverable claims (risk categories B and
C) which were 4.1% lower. As a result, their share in total ex-
posure decreased as well, from 12.3% to 11.9%. However, due
to the ageing of the portfolio and regulatory rule on the gradual
value adjustment increase for placements with long-term delin-
quency, losses in the loan portfolio continued to grow, which
continued to place a considerable burden on banks’ business
performance. Total value adjustments and provisions for cate-
gories B and C increased in 2015 by 4.9% so the coverage of
these categories continued growing, reaching 57.3%.

All portfolios that make up the total exposure to credit risk
decreased, with the exception of off-balance sheet liabilities.
They increased slightly, due to the growth of guarantees issued
and different financing commitments, primarily towards public
enterprises and other banks. As for larger changes, there is only
the fall in compulsory CNB bills. The regulation on compul-
sory CNB bills was repealed in October 2015, as part of the
measures aimed at restoring kuna liquidity, jeopardised by the
regulation on the conversion of loans in Swiss francs and thus
connected adjustments of bank currency positions. At the end
of 2015, banks reported HRK 2.1bn loans arising from con-
version (of which 97.1% were home loans). The write-off of

Figure 3.11 Structure of bank placements and assumed
off-balance sheet liabilities

as at 31 December 2015
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the principal, totalling HRK 979.8m, was charged to reserves
made for conversion and the registered amount of overpay-
ments reached HRK 205.7m.

The amount of claims sold increased significantly in 2015,
primarily thanks to a large transaction by one bank in the last
quarter of the year. During the year banks sold a total of HRK
2.8bn of (gross) claims of risk categories B and C, their net
book value totalling HRK 396.7m. In addition, the associated
HRK 931.0m of off-balance sheet claims, relating to interest
rates (regular and default) and other claims, were sold as well.
Almost 60% of the amount sold was accounted for by one bank.
The sale of receivables from enterprises dominated the process,
accounting for almost two thirds of the overall amount. The
buyers were to the greatest extent firms specialised in collecting
claims. For the sake of comparison, banks sold HRK 1.3bn of

18 Total exposure to credit risk comprises placements (balance sheet items) and assumed off-balance sheet liabilities. The placements can be divided into a loan and
receivables portfolio and a portfolio of held-to-maturity financial assets, with the receivables on interest and fees being covered by a separate item (receivables
based on income). The portfolios of financial assets comprise various instruments such as loans, deposits, bonds and T-bills, and assumed off-balance sheet liabil-
ities comprise guarantees, credit lines, etc. Placements and assumed off-balance sheet liabilities are classified into risk categories A (fully recoverable placements
and off-balance sheet liabilities), B (partly recoverable placements and off-sheet liabilities) and C (fully irrecoverable placements and off-balance sheet 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.
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their claims in 2014, with households accounting for some 60%
of the amount. The bulk of the sale at the time was made by
three banks. Portfolio ageing, underlined by the influence of the
rule regarding the gradual value adjustment increase for claims
with long-term delinquency (adding a 5% value adjustment
every six months for claims older than two years), contributed
to a fall in net book value of loans classified into risk categories
B and C, thus increasing their attractiveness in the secondary
market. As a rule, banks generated income from the sale (due
to the sale at prices higher than the net book value of claims in
the balance sheet)'?. They also resulted in the stabilisation of
the level of irrecoverable loans, which might favourably affect
credit growth.

Loans

Granted bank loans (classified into the loans and receiva-
bles portfolio, gross) stood at HRK 275.4bn at the end of 2015,
down HRK 4.5bn or 1.6% (Figure 3.12), from the end of the

Figure 3.12 Rates of change of bank loans
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include households and non-profit institutions serving households. As of 31 October
2013, loan amount is reduced by the amount of collected fees (formerly recorded as
deferred income in liabilities).

Source: CNB.

previous year (Table 3.12). The strong appreciation of the Swiss
franc (resulting from the sudden decision by the Swiss cen-
tral bank of January 2015 to stop maintaining its exchange rate
against the euro), prompted the effective rate of loans granted
to decline significantly to 2.4%.

Developments that had started in 2014 continued through-
out 2015 — loans to all domestic sectors decreased (with the
exception of a slight growth in loans to government units), while
loans to non-residents, due to the rise in loans to foreign parent
institutions, increased sharply. The amount of loans granted to
corporates went down the most, even when the effect of claims
sold is excluded. The decline in loans granted was observed also
in relation to public enterprises and other corporates and almost
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all activities within that sector, while noticeable growth was ob-
served only in loans to accommodation and food preparation
(6.9%) and agriculture (2.3%).

Despite their strong growth, loans to non-residents contin-
ued to account for a small share of the credit portfolio (1.8%).
The leading share in the structure of loans granted was main-
tained by household loans (43.7%, Table 3.7), regardless of the
decrease in loans to this sector observed for the seventh year
in a row. The decline was evident in almost all types of loans
granted to this sector. The only exception, as the year before,
came in general-purpose cash loans. They went up 1.8% with a
noticeable currency restructuring, that is, a strong growth of the
amount (24.1%) and the share of the kuna component (from
38.3% to 46.8%). Similar developments were observed in re-
lation to home loans as well. The kuna component increased
strongly (by 21.7%, to 9.3% of total home loans) but the overall
home financing decreased, even if the effect of the write-off of
the principal of converted loans is excluded. As a result of sig-
nificant changes in these two types of loans the share of kuna
loans in total loans to households went up noticeably, by 3.7
percentage points, reaching almost one third of the total loans
granted to this sector. The growth of kuna loans is a reflection
of changes in household preferences, which were surely affected
by the materialisation of currency-induced credit risk (CICR)?°
related to loans in Swiss francs. At the end of 2015, some 71.4%
of total bank loans (net) were exposed to this risk, of which
87.1% were not hedged against the effects of CICR, that is,
was placed to borrowers with an unmatched foreign currency
position.?! The share of loans in Swiss francs (including those
in kuna indexed to the Swiss franc) in the currency structure
of loans went down from 8.3% to 7.3% under the influence
of conversions and repayments. The loans in that currency are
concentrated in the household sector (92.6%), especially in the
form of home loans, where they continued to account for a size-
able share of 32.1%. The currency structure of total loans was
again dominated by euro loans (including loans indexed to the
euro), with 62.8%.

The growth of the share of B and C category loans that had
started in 2008 was interrupted. The share of these risk catego-
ries decreased from 17.1% at the end of 2014 to 16.6% at the
end of 2015 (Figure 3.15). These developments were mostly
affected by the sale of loans classified into risk categories B and
C. However, it is noteworthy that if the effects of the sale were
excluded, loans classified into risk categories B and C would
stagnate. This would primarily be a result of developments in
the corporate sector, as a result of increased efforts regarding
the resolution of irrecoverable loans. After having stagnated for
several months, the share of loans classified into risk categories
B and C in total loans stabilised at a very high level of 29.9%.
On the other hand, in the household sector, which reacted to
the crisis with a time lag, the growth of the share of B and C

19 Banks suffered losses from these claims in the previous periods so their overall effect on bank operations is not favourable.

20 Currency-induced credit risk is the risk that the borrowers with unmatched foreign currency positions, whose foreign currency liabilities exceed their foreign cur-
rency assets (including items in kuna with a currency clause) will not be able to settle their liabilities towards banks in the event of a change in exchange rates.

21 It is deemed that the foreign exchange position of a credit institution’s debtors is not matched if their expected foreign exchange inflow covers less than 80% of
their foreign exchange liabilities and liabilities indexed to foreign currency, which they have towards the credit institution and other creditors.
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Table 3.7 Bank loans
end of period, in million HRK and %

Amount

Amount

Loans

Government units 43,460.8

Corporates 107,989.4

Households 123,595.3
Home loans 57,629.7
Mortgage loans 3,007.4
Car loans 2,162.6
Credit card loans 3,834.6
Overdraft facilities 8,353.5
General-purpose cash loans 37,229.0
Other household loans 11,378.5

Other sectors 11,822.1

Total 286,867.6

Partly recoverable and fully irrecoverable loans (risk categories B and C)

Government units 47.4
Corporates 30,542.9
Households 13,755.2
Home loans 4,690.6
Mortgage loans 894.1
Car loans 121.3
Credit card loans 174.3
Overdraft facilities 1,241.9
General-purpose cash loans 3,522.3
Other household loans 3,110.8
Other sectors 681.9
Total 45,027.3

Value adjustments of partly recoverable and fully irrecoverable loans

Government units 10.1
Corporates 12,596.9
Households 7,790.8
Home loans 1,848.7
Mortgage loans 338.8
Car loans 99.2
Credit card loans 161.3
Overdraft facilities 1,181.9
General-purpose cash loans 2,641.2
Other household loans 1,519.7
Other sectors 390.4
Total 20,788.2

15.2 43,0174 15.4 -1.0 43,250.4 15.7 0.5
37.6 104,781.2 37.4 -3.0 100,999.3 36.7 -3.6
43.1 122,346.5 43.7 -1.0 120,426.6 43.7 SIE6)
20.1  56,127.3 20.1 -2.6  54,998.8 20.0 -2.0
1.0 2,843.3 1.0 -5.5 2,599.4 0.9 -8.6
0.8 1,439.3 0.5 -33.4 1,057.3 0.4 -26.5
1.3 3,831.0 1.4 -0.1 3,716.2 1.3 -3.0
2.9 8,157.5 229 -2.3 7,856.8 219 -3.7
13.0 39,1234 14.0 5.1 39,812.2 14.5 1.8
4.0 10,824.7 3.9 -4.9 10,385.9 3.8 -4.1
4.1 9,784.8 3.5 -17.2  10,745.6 3.9 9.8
100.0 279,929.8 100.0 -2.4 275,422.0 100.0 -1.6
0.1 47.4 0.1 0.1 14.7 0.0 -69.1
67.8 32,248.3 67.5 56 30,227.3 66.3 -6.3
30.5 14,718.9 30.8 7.0 14,630.8 32.1 -0.6
10.4 4,934.7 10.3 5.2 5,351.3 11.7 8.4
2.0 929.1 1.9 3.9 870.4 1) -6.3
0.3 92.7 0.2 -23.5 76.3 0.2 -17.7
0.4 157.7 0.3 -9.5 139.8 0.3 -11.3
2.8 1,052.0 2.2 -15.3 958.9 2.1 -8.9
7.8 3,807.8 8.0 8.1 3,671.3 8.0 -3.6
6.9 3,745.0 7.8 20.4 3,562.8 7.8 -4.9
1.5 740.4 1.6 8.6 736.6 1.6 -0.5
100.0 47,755.1 100.0 6.1  45,609.3 100.0 -4.5
0.0 1.7 0.0 15.4 4.2 0.0 -63.7
60.6 15,714.9 64.2 248 16,594.0 64.2 5.6
37.5 8,273.8 33.8 6.2 8,722.0 33.8 5.4
8.9 2,161.0 8.8 16.9 2,802.0 10.8 29.7
1.6 439.1 1.8 29.6 459.3 1.8 4.6
0.5 76.3 0.3 -23.1 60.8 0.2 -20.2
0.8 1471 0.6 -8.8 129.7 0.5 -11.8
5.7 1,001.4 4.1 -15.3 913.8 3.5 -8.7
12.7 2,660.7 10.9 0.7 2,583.9 10.0 -2.9
7.3 1,788.2 7.3 17t 1,772.4 6.9 -0.9
1.9 479.4 2.0 22.8 516.5 2.0 a7
100.0 24,479.8 100.0 17.8  25,836.6 100.0 5.5

Note: The distribution by institutional sectors is conducted in accordance with the European System of Accounts 1995 (ESA 1995). Households include households and non-profit
institutions serving households. Data on financial institutions and non-residents are included in item Other sectors.

Source: CNB.

risk category loans is still present. In 2015, this share went up
slightly to 12.1%.

The growth of value adjustments for loans classified into
risk categories B and C continued, being reflected in the no-
ticeable increase in the coverage of these loans, despite the fact
that the claims sold were well covered by value adjustments. As
compared to the end of 2014, when it stood at 51.3%, cover-
age increased by 5.3 percentage points, reaching 56.6%. The
increase in the coverage of B and C category loans by value

adjustments is a consequence of the increase in losses arising
in connection with these loans, due to portfolio ageing. In ad-
dition, there is the possible influence of the decline in the value
of collateral, especially that in the form of real estate property.
The coverage increased especially in the corporate sector, so the
difference in the level of coverage of B and C category loans in
these two sectors continued to decrease. However, it remained
higher in the household sector (59.6% vis-a-vis 54.9% in the
corporate sector) due to the importance of loans that are less
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Figure 3.13 Structure of bank loans to corporates by activities
as at 31 December 2015

Figure 3.14 Structure of bank partly recoverable and fully
irrecoverable loans to corporates by activities

as at 31 December 2015
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Source: CNB.

well covered, like general-purpose cash loans and overdraft fa-
cilities. In connection to these loans, banks as a rule, reclassify
their claims and increase value adjustments on the basis of the
number of delinquency days.

The B and C category loans of the corporate sector went
down by 6.3%, predominantly under the influence of the sale of
claims, but also other factors, such as concluded pre-bankrupt-
cy settlements and completed bankruptcy proceedings. Banks
partially wrote off or forgave debts?? and took over real estate
property or other client assets. In addition, debt write-off not
related to pre-bankruptcy or bankruptcy proceedings and sales
increased at the end of the year. A portion of the decrease was a
result of the improvement in the creditworthiness of borrowers,
as indicated by the reclassification of individual clients into a
better risk category, risk category A (fully recoverable loans).

There was a decrease in B and C risk category loans in
relation to almost all activities within the corporate sector. The
exceptions were manufacturing, in particular of food products,
and accommodation and food service activities, where B and C
category loans increased by 2.5% (15.1% in the food industry)
and 5.3% respectively. As a result of new lending activity the
share of B and C risk category loans in the accommodation
and food service activities went down (to 19.9%) while in the
food industry it went up noticeably from 21.9% to 25.7%. A
rise in the subcategory B-1 (with value adjustments of up to
30% of the book amount of the claim) was present in both of
these activities, indicating an inflow of new loans with collection
difficulties, that is, potential sources of additional losses in the
periods to come. In contrast, construction, the activity which is
the greatest source of B and C risk category loans to corporates
(Figure 3.14), stood out by the growth of risk subcategory B-3
(value adjustments greater than 70%, but smaller than 100%
of the book amount of the claim), as well as by the growth of
value adjustments. This means that despite the decrease in B

Figure 3.15 Share of bank partly recoverable and fully
irrecoverable loans
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Source: CNB.

and C categories, predominantly as a result of sales, construc-
tion continues to contribute strongly to the growth of losses in
credit portfolios of banks due to the high level of claims with
long-term delinquency. The exceptional sensitivity of this activ-
ity to the economic cycle and portfolio ageing resulted in a high
coverage of B and C risk category loans, totalling 59.2%, the
highest among all activities.

The data on the age of due but unpaid loan receivables
best illustrate how long it takes for the collection process to
be completed. Receivables amounting to almost HRK 26bn are
more than 90 days overdue, of which as much as HRK 23bn (or
80.5% of total due but unpaid loan receivables) is receivables
more than one year overdue.

As for the household sector, B and C category loans de-
creased slightly (0.6%) exclusively due to the sale of claims.

22 According to the Civil Obligations Act (OG 35/2005, 41/2008 and 78/2015) debt forgiveness is one of the ways to terminate an obligation. An obligation is ter-
minated when the creditor states to the debtor that its fulfilment will not be required and the debtor agrees.
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Table 3.8 Structure of bank sources of financing
end of period, in million HRK and %

Amount
Deposits 282,805.6 85.9
Loans 41,483.1 12.6
Debt securities issued 299.9 0.1
Hybrid and subordinated instruments issued 4,459.3 1.4
Total sources of financing 329,048.0 100.0
Sources of financing from majority foreign owner 51,514.6 15.7

Amount Amount
286,075.4 87.4 1.2 294,215.0 90.9 2.8
36,561.4 11.2 -11.9 24,2811 7.5 -33.6
299.9 0.1 0.0 300.8 0.1 0.3
4,369.4 1.3 -2.0 4,922.4 1.5 12.7
327,306.2 100.0 -0.5 323,7191 100.0 -1.1
41,849.3 12.8 -18.8 22,819.6 7.0 -45.5

Source: CNB.

Table 3.9 Sectoral structure of received loans
end of period, in million HRK and %

Amount

Share

Loans from government units 0.0 0.0
Loans from financial institutions 15,146.0 36.5
Loans from corporates 317.0 0.8
Loans from foreign financial institutions 25,714.6 62.0
Loans from other non-residents 305.5 0.7
Total loans received 41,483.1 100.0
Loans from majority foreign owner 20,113.3 48.5

Amount Share Change Amount Share Change
0.0 0.0 0.0 0.0 0.0 0.0
14,617.1 40.0 -3.5 12,966.5 53.4 -11.3
7231 2.0 128.1 896.9 3.7 24.0
21,029.7 57.5 -18.2  10,245.0 42.2 -51.3
191.6 0.5 -37.3 172.6 0.7 -9.9
36,561.4 100.0 -11.9 24,2811 100.0 -33.6
14,087.0 38.5 -30.0 4,453.5 18.3 -68.4

Source: CNB.

The amount of loans classified in this category declined in rela-
tion to most types of household loans. However, in relation to
the most important component, home loans, it increased, by a
noticeable 8.4%. Because of this, and also because of a fall in
the overall amount of home loans, the loan quality indicator
deteriorated, the share of B and C category loans in home loans
going up from 8.8% at the end of 2014 to 9.7% at the end of
2015. Losses arising from home loans increased sharply, and
value adjustments went up by as much as 29.7%. This signifi-
cantly raised the coverage of B and C category home loans by
value adjustments from 43.8% at the end of 2014 to 52.4% at
the end of 2015.

Conversion had no material impact on the quality of home
loans due to the relatively small amount realised and that at
the very end of the year. In fact, deterioration of the portfolio
continued more dynamically than the year before, the greatest
contribution coming precisely from the component in Swiss
francs (adjusted for the conversion impact). The share of
B and C category loans in total home loans in Swiss francs
(including kuna loans indexed to the Swiss franc) was 16.5%.
This indicator was much lower for the kuna and the euro
component (including kuna loans indexed to the euro), totalling
9.6% and 6.0%. The share of B and C category loans in the
kuna component decreased from the previous year, under the
influence of new credit activity but also the decline in the loans
of these risk groups. In addition to home loans, the growth in
the level of B and C category loans was registered for mortgage
and car purchase loans as well, because the fall in the overall

credit activity was more pronounced than the fall of B and C
category loans. The downward trend observed in car purchase
loans that started in 2009 was noticeable (26.5%) so the share
of this type of loans declined below 1% of the total household
loan portfolio.

3.1.4 Liquidity risk

Sources of financing

The total sources of bank financing? stood at HRK 323.7bn
at the end of 2015, which is a decrease of 1.1% from the end of
2014 (Table 3.8). Changes in total sources were a reflection of
opposite developments in their components — the growth of do-
mestic sources in 2015 (HRK 12.1bn or 4.6%) was slower than
the decrease in foreign sources (HRK 15.7bn or 25.4%) which
ultimately led to the fall in total sources of bank financing.

Foreign sources of financing made up 14.3% of all banks’
sources. A reduction in foreign sources of funds has traditional-
ly been related to majority foreign owners, whose sources went
down by almost a half, totalling HRK 22.8bn at the end of the
year. Intensive deleveraging vis-a-vis foreign parent banks start-
ed in 2012, with the annual rate of decline in 2015 totalling
45.5% — these sources went down by as much as HRK 19.0bn,
while sources from other non-residents increased (16.7%). The
share of sources from majority foreign owners thus decreased
by another 5.7 percentage points, that is to 7.0% of all bank
sources, which was the lowest value of this indicator in the last
decade?*. If the last four years are excluded, another decline

23 Sources of financing are composed of received deposits, received loans, issued debt securities and issued subordinated and hybrid instruments.
24 Since 2004 the CNB has had access to data on sources (loans, deposits, subordinated and hybrid instruments) received from majority foreign owners.
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Figure 3.16 Sectoral structure of received deposits
as at 31 December 2015
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Figure 3.17 Bank liquidity indicators
end of period
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in sources from owners on an annual level in the whole of the
observed period was recorded only in 2007, when a significant
amount of sources from parent banks was used for the capital
strengthening of banks. In contrast to sources from majority
foreign owners, sources from other non-residents (primarily
deposits) accounted for a slightly more significant share (7.2%),
ending the year at HRK 23.3bn.

Domestic sources accounted for HRK 277.6bn at the end
of 2015, which strengthened their share in total sources by ad-
ditional 4.6 percentage points to 85.7%, primarily arising from
household and corporate deposits.

Broken down by instrument type, the decline in sources of
funds in 2015 was a result of developments regarding received
loans, which went down by a third or HRK 12.3bn, totalling
HRK 24.3bn, thus underlining a long trend of decline in re-
ceived loans. Loans received from non-residents, which went
down by a half from 2014, had a key influence on this decline,
with their decrease being caused predominantly by loans re-
ceived from majority foreign owners, which declined by HRK
9.6bn or 68.4% to HRK 4.5bn. Their share in total received
loans thus fell to slightly over 18%, which is a steep fall given
that two years ago the share of majority foreign owners ac-
counted for more than a half of received loans.

In contrast, the rise in received deposits continued at a
slightly more intensive rate than over the previous year, by 2.8%
or HRK 8.1bn. The share of deposits thus continued gaining
strength, reaching 90.9%, its all-time high. Instruments with the
characteristics of equity (hybrid and subordinated instruments)
increased slightly, to 1.5% of all sources, while issued debt se-
curities maintained their small share of 0.1%.

Household deposits totalled HRK 181.2bn at the end of
the observed period, growing HRK 4.8bn or 2.7%. The share of
household deposits continued to grow, reaching 56.0% of total
sources, while their share in total deposits remained almost un-
changed at 61.6%, with household time deposits decreasing and
all other types of household deposits increasing.

Increasing by HRK 9.2bn (20.6%) corporate deposits
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ended the year at HRK 54.1bn. Despite the strong growth, their
share (18.4% of all deposits) is still substantially below the share
before the onset of the crisis. The rise in 2015 was generated by
the increase in all types of deposits. Transaction account depos-
its of corporates increased by 12.2%, savings deposits by 56.0%
and time deposits by 30.5%. In comparison with 2014, when
corporate deposits grew at a rate of 4.3%, in 2015 this growth
rate was much stronger.

Deposits of non-residents were noticeably lower (HRK
5.7bn or 15.1%), primarily amid the decline in time deposits
(17.6%), totalling HRK 31.9bn at the end of 2015. The major
portion of this decrease was realised by other foreign financial
institutions.

More substantial changes in the currency structure of de-
posits over the last year were observed in the rise of transaction
account deposits and savings deposits, which went up by HRK
8.8bn and HRK 3.3bn respectively, with a parallel decrease in
time deposits, by HRK 3.9bn. According to size of increase in
transaction accounts and savings deposits, the household and
corporate sectors led the way. The decline in time deposits was
a result of the already mentioned decline in deposits by major-
ity foreign owners and household deposits. According to these
changes, the share of transaction account deposits in total de-
posits continued growing, gaining 2.3 percentage points, reach-
ing 25.9% at the end of 2015, while the share of time deposits
declined to 66.8%. Savings deposits also increased, accounting
for the remaining 7.3%.

Funds on transaction accounts are normally mostly kuna
funds. However they were slightly reduced in comparison with
2014, from 73.7% to 72.2%, with the foreign currency part in-
creasing from 26.3% to 27.8%. On total deposits level, currency
changes remained the same, traditionally a third of total de-
posits were kuna deposits, while the remaining share consisted
of foreign currency deposits (deposits in foreign currency and
kuna deposits indexed to foreign currency). Deposits in euros
(88.5%) continued to account for the largest share of foreign
currency deposits, followed by deposits in US dollars (8.0%)
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and deposits in Swiss francs (2.0%), whose share was reduced
by 2.9 percentage points from 2014. Deposits in all other for-
eign currencies continued to be poorly represented, accounting
for only 1.5% of all foreign currency deposits.

Maturity adjustment of bank assets and liabilities

The mismatch between the short-term assets and short-
term liabilities of banks increased slightly at the end of 2015. The
traditionally negative short-term cumulative gap? stood at HRK
—73.4bn at the end of 2015. A considerable widening of the gap
from HRK —20.6bn to —37.2bn was still present in the shortest
maturity band of up to 15 days. The increase of mismatches in
that maturity band reflects the rise in transaction account liabili-
ties of almost HRK 9bn or 13.0%. At the same time, assets with-
in the same maturity band saw a slight decline (of 0.7%), pri-
marily as a result of a drop in loans. Maturity bands of remaining
maturity of up to 3 months recorded an increase in mismatches,
mostly due to the fall in liabilities (received loans and to a smaller
extent time deposits), while the remaining short-term maturity
bands recorded a substantial decrease in mismatches (due to the
rise in loans and available-for-sale debt instruments).

A stronger growth of short-term liabilities over short-term
assets reflected itself in the decrease in their ratio of almost
1 percentage point, to 72.2%. The liquidity coefficient?® al-
so trended down slightly, to 0.8. The amount of the greatest
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maturity mismatch between assets and liabilities was, as already
mentioned, in the maturity band of up to 15 days.

Minimum liquidity coefficient?”

During the whole of 2015, banks continued, on aggregate
level, to maintain considerably higher values of minimum coef-
ficients in kuna and convertible currencies in both given peri-
ods?, whereby coefficients in convertible currencies were tradi-
tionally at slightly higher levels than coefficients in kuna. At the
end of the year, MLC in kuna stood at 2.2 for the period of up
to one week and at 1.7 for the period of up to one month, while
MLC in convertible currencies stood at 2.6 and 1.8.

Readily marketable assets (RMA)?° of banks stood at HRK
77.5bn at the end of 2015, growing by HRK 8.8bn or 12.8%
from the end of the previous year. This caused a noticeable
increase in the share of these assets in total bank assets, from
17.4% in 2014 to 19.7% in 2015. The rise in RMA reflected
the increase in bank investments in deposits/loans with credit
institutions and securities available for sale. In contrast to the
end of the previous year, deposits with the CNB are no longer
the most significant item in the RMA structure, given the de-
cline in their share from 25.4% to 20.5%. At the same time, the
rise in the share of deposits/loans with credit institutions of 3.1
percentage points made them the most significant RMA item,
accounting for 27.4%. Banks held 43.9% (42.2% in 2014) of

Figure 3.18 Asset and liability maturity match or mismatch
as at 31 December 2015

Figure 3.19 Minimum liquidity coefficient for period up to one
month
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institutions had to meet the minimum liquidity coefficient on a collective basis, i.e.
for both kuna and all convertible currencies combined.

Source: CNB.

25 The maturity match or mismatch between assets and liabilities is shown by remaining maturity, i.e. by maturity bands and on a net basis, adjusted for the estimat-
ed capacity of each debtor or entity subject to payment to actually execute the payment in the agreed amount and within the agreed time limit. There are in all 13
maturity bands, starting from up to 15 days and ending with more than 240 months. The gap is net cash flow excess or shortfall in each maturity band. The short-
term cumulative gap is the sum of net cash flow excesses or shortfalls in all maturity bands of up to 12 months.

26 This is the ratio of total assets with maturity up to one month to total liabilities with the same maturity.

27 Minimum liquidity coefficient (MLC) is calculated as the ratio of expected inflows (currently negotiable assets included) and expected outflows in periods of
stress in the two given periods (up to 1 week and up to 1 month) and must be equal to or higher than 1. MLC is calculated for kuna, all convertible currencies
combined and for each non-convertible currency individually (if it is significant). Moreover, in the said period, but no longer than for seven calendar days during
the reporting month, banks are exceptionally allowed to maintain MLC only in one currency (in kuna or all convertible currencies together or non-convertible
currencies separately) at a level 10% below 1 (i.e. 0.9), regardless of the time zone (up to 1 week or up to 1 month). By way of exception, in the period from 1
May 2012 until 30 June 2013, banks were allowed to meet MLC on a collective basis, i.e. for both kuna and all convertible currencies combined.

28 For the purposes of calculating the minimum liquidity coefficient, inflows and outflows are reported according to an acute short-term stress scenario specified
by the CNB that is much more stringent than actual cash flows because of various requirements and haircuts. The purpose of the stress scenario is to determine
whether a credit institution has sufficient liquid assets to meet its liquidity needs in stressed conditions within a given period.

29 Readily marketable assets (RMA) are those liquid assets which are available to the credit institution and which may be turned into cash quickly (within four work-

ing days) and easily (with no significant losses).
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RMA in securities that meet the conditions for inclusion in this
category of assets. As compared to the end of last year, there has
been a noticeable rise in the share of securities allocated to the
held-for-trading portfolio, from 19.2% to 22.1%, at the expense
of the share of MoF T-bills (which dropped by 3 percentage
points to 15.5%). The share of money assets remained almost
unchanged at 8.0% of RMA.

3.1.5 Currency adjustment of bank assets and
liabilities

The shares of foreign currency assets and liabilities de-
creased slightly in 2015, but were still dominant.>® Foreign cur-
rency assets thus accounted for 60.6% of total assets, while for-
eign currency liabilities made up 64.8% of total bank liabilities.
The bulk of foreign currency assets and liabilities of banks was
accounted for by three currencies: the euro, Swiss franc and
American dollar.

The kuna strengthened only negligibly against the euro in
2015 (0.3%) and against the Swiss franc and the US dollar it
weakened by 10.9%. At the end of the year, the average quarter-
ly open foreign exchange position of banks was long, standing
at 12.4% of average own funds®!, indicating big leap in the sec-
ond half of the year (Figure 3.20). The rise in the ratio of for-
eign exchange position and own funds was under the influence
of the extension of the position due to conversion and new own
funds calculation. The effects of losses from conversion were
included. It should be noted that the rise in this position was
exclusively a consequence of the treatment of individual items

Figure 3.20 Foreign exchange positions of banks
quarterly averages
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for the purpose of reporting, that is, the treatment of provisions
for conversion as a kuna item. If this item is viewed as a foreign
exchange item, as in its economic essence it was, the overall net
open foreign exchange position of banks did not register sub-
stantial changes, thanks to the active bank management of cur-
rency risk (using derivative financial instruments, foreign cur-
rency sale/purchase, deleveraging in the Swiss franc, etc.).

Foreign currency assets of banks decreased by 2.4% (which
in real terms, given the developments in the most represented
currencies, is a decrease of 3.7%). They stood at HRK 238.5bn
at the end of 2015, down by HRK 6.0bn from the end of 2014.
At the same time, the kuna asset items amounted to HRK
155.0bn, accounting for an increase of HRK 4.3bn or 2.8%.

A review of the changes in the currency structure of total
bank foreign currency asset items compared to 2014 shows that
the most significant nominal decrease was observed in the po-
sition of euro items, totalling HRK 5.0bn (2.4%). The foreign
currency asset items in Swiss francs decreased by HRK 3.2bn
or 14.4%. However, their effective decrease was much great-
er, totalling HRK 5.5bn (25.2%), a reflection of the decline in
household loans arising from loan conversion.

Foreign currency liabilities of banks in the observed peri-
od declined more significantly than foreign currency assets, by
2.6% (which is 3.8% in real terms). Totalling HRK 222.5bn they
maintained the most significant share in total bank liabilities.
As for the currency structure of foreign currency liabilities, the
most visible change as compared to 2014 was in the Swiss franc
item, which registered a decline of as much as HRK 11.5bn or
74.2%. If the exchange rate changes are taken into account the
decrease was even stronger, totalling HRK 13.1bn or a high
85.0%. This reduced the share of liabilities in the Swiss franc in
total foreign currency liabilities from 6.8% to a low 1.8%. The
decrease in liabilities in the Swiss franc was most affected by the
fall in deposits from foreign financial institutions and loans of
non-residents as a consequence of the conversion of loans in the
Swiss franc into loans in euros, as well as by credit institutions
no longer needing sources of funds in the Swiss franc. The li-
abilities in euros went up by HRK 3.3bn or 1.7% (HRK 3.9bn
or 2.0% effectively) solely under the influence of the rise in do-
mestic deposits. The share of euro items continued to dominate
total liabilities with 89.5% at the end of 2015.

3.1.6 Interest rate risk in the non-trading book

Banks’ exposure to interest risk in the non-trading book
remained very low, which has become common since the rules
on the management of interest rate risk began to be applied,
that is, since 2010.32 Banks boasted such low exposure primarily

30 In this chapter, foreign currency assets and liabilities encompass assets and liabilities in foreign currency and in kuna indexed to foreign currency.
31 Due to the harmonisation with EU regulations, the cap on open foreign exchange position of banks, previously set at 30% of own funds, was abolished as of 30

June 2014.

32 Interest rate risk in the non-trading book is due to maturity mismatch/revaluation of interest rates of non-trading book positions. For the purposes of measuring
the effect of interest rate risk in the non-trading book, credit institutions are obligated to apply the standard interest rate shock which assumes a simultaneous
parallel positive or negative shift in all interest bearing positions in the non-trading book (regardless of the interest rate type and currency) on the reference yield
curve of 200 basis points (2%). All interest rate-sensitive items of the non-trading book are distributed into 13 time zones and weighted by appropriate weights,
calculated by multiplying the estimated modified duration for each time zone and assumed interest rate shock. The result is the estimate of the change in the
economic value of the non-trading book, i.e. the estimate of the present value of all expected net cash flows measured by the net weighted position, which may not

exceed 20% of own funds.
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Table 3.10 Interest rate risk in the non-trading book
in million HRK and %

Currency Interest rate type

Net weighte Net weighted Change Net weighted Change
posit position pos
1.8

Administered interest rate —660.3 —672.3 -821.1 221
HRK Variable interest rate 462.0 432.7 -6.3 431.5 -0.3
Fixed interest rate 508.6 469.1 -7.8 579.9 23.6
Administered interest rate -184.2 -285.4 54.9 -377.7 32.4
EUR Variable interest rate 435.8 388.6 -10.8 320.2 -17.6
Fixed interest rate -479.2 -630.6 31.6 —656.4 4.1
Administered interest rate 63.8 -12.3 -119.3 -18.5 50.1
CHF Variable interest rate 67.5 -26.8 -139.8 3.3 -112.4
Fixed interest rate -177.3 1,864.9 -1,152.1 1,224.8 -34.3
Administered interest rate —24.7 -34.6 40.3 -57.3 65.5
usD Variable interest rate 1.0 2.4 136.0 2.6 10.3
Fixed interest rate —20.1 2.3 -88.7 -17.4 662.3
Administered interest rate -569.7 -37.8 -36.7 -52.1 37.8
Other Variable interest rate 0.1 -7.6 -6,035.2 -3.6 -53.2
Fixed interest rate -10.4 300.9 -3,006.1 67.9 -77.4
Change in the economic value of the non-trading book 771 1,748.8 2,167.6 626.0 —64.2
Own funds 53,388.1 53,780.0 0.7 51,203.1 -4.8
Ratio between the change in the economic value of the 0.14 33 29014 10 625

non-trading book and own funds

Source: CNB.

thanks to well matched interest rate-sensitive assets and liabil-
ities in individual time zones, while the prevailing share of the
mismatched interest rate-sensitive assets and liabilities was in
time zones with a low weight.

At the end of last year, exposure of banks to interest rate risk
amounted to 1.2% of own funds (Table 3.10), down by 2 per-
centage points compared with the end of 2014. Although own
funds of banks went down by 4.8% in the observed period, the
said decrease in the ratio was caused by the fall in the economic
value of the non-trading book of 64.2% to HRK 626.0m.

The effect of conversion was visible in the fall of exposure
to interest rate risk in the non-trading book arising from the
decrease in positions with a fixed interest rate that otherwise
have a considerable effect on total exposure. In contrast to the
previous year, dominated by the position with a fixed interest
rate, at the end of 2015 it went down by a significant 40.1%,
totalling HRK 1.2bn, while the position with an administered
interest rate accounted for a stronger share of HRK 1.3bn. The
position with a variable interest rate decreased slightly, totalling
HRK 754.0m.

Broken down by time zone, the greatest net negative gap,

totalling HRK 960.5m, was visible in the time zone of 6-12
months. In contrast to 2014, the sharpest decline, in nominal
terms, was registered by weighted positions in time zones longer
than seven years, which was caused by the conversion of loans
that were reported as loans with a fixed interest rate.

3.1.7 Capital adequacy®

At the end of 2015, the common equity tier 1 capital ratio
of banks stood at 19.2%, as did the tier 1 capital ratio. The total
capital (own funds) ratio stood at 20.9%, down 0.8 percentage
points over 2014 (Figure 3.21). Both components in the calcu-
lation of the total capital ratio were decreased, own funds at a
stronger rate (4.8%) than total risk exposure (1.0%) so the total
capital ratio went down. Both of these components were affected
by the implementation of the regulatory provisions on the con-
version of loans in Swiss francs, own funds decreased as a con-
sequence of current year losses on one side and bank exposure
to market risk increased on the other as a consequence of banks
adjusting their foreign currency position which then substantial-
ly reduced the decline in banks’ total exposure to credit risk.

33 Asof 1 January 2014, the Regulation (EU) No 575/2013 and Directive 2013/36/EU (transposed into the Croatian legislation via the Credit Institutions Act) set
out the framework for determining the capital and capital ratios of credit institutions. The new rules brought stricter definitions of capital and a broader scope
of risk (for example, the inclusion of the counterparty credit risk associated with over-the-counter (OTC) derivatives), but also a different regulation of capital
ratios. The minimum total capital ratio (previously referred to as the capital adequacy ratio) was thus reduced to 8% from the initial 12%. The remaining two
ratios, indirectly determined by restrictions in the structure of own funds, have been tightened — the common equity tier 1 capital ratio has been set at 4.5% and
the tier 1 capital ratio at 6%. In addition, since 1 January 2014 credit institutions have been required to apply the capital conservation buffer, while the application
of the structural systemic risk buffer became mandatory on 19 May 2014. Both buffers are maintained via the common equity tier 1 capital, which cannot be used
to cover other risks. The capital conservation buffer is calculated in the amount of 2.5% of total risk exposure, while the requirement for structural systemic risk is
set at 1.5% of the total risk exposure for all credit institutions and the additional 1.5% for institutions of relatively larger scope and complexity of operations.
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Table 3.11 Own funds, risk exposure and capital ratios of banks
in million HRK and %

Amount
Own funds 53,780.0 100.0 51,203.1 100.0 -4.8
Tier 1 capital 50,931.0 94.7 46,872.4 91.5 -8.0
Common equity tier 1 capital 50,931.0 94.7 46,872.4 91.5 -8.0
Capital instruments eligible as common equity tier 1 capital 33,482.2 62.3 33,721.0 65.9 0.7
Retained earnings 16,707.9 31.1 12,048.2 23.5 -27.9
Other items 740.9 1.4 2,187.4 4.3 -
Additional tier 1 capital 0.0 0.0 0.0 0.0 -
Tier 2 capital 2,849.0 5.3 4,330.7 8.5 52.0
Total risk exposure amount 246,959.2 100.0 244,593.0 100.0 -1.0

Risk weighted exposure amounts for credit, counterparty credit and dilution

sk and free deliveries 218,615.5 885  212,482.0 86.9 -2.8
Standardised approach 185,416.7 75.1 182,951.3 74.8 -1.3
Central governments or central banks 2,843.2 1.2 3,769.6 1.5 32.6
Corporates 63,408.8 25.7 62,243.4 25.4 -1.8
Retail 61,537.1 24.9 60,363.4 24.7 -1.9
Exposures in default 26,710.5 10.8 21,481.7 8.8 -19.6
Other items 30,917.2 12.5 35,093.3 14.3 13.5
Internal ratings based approach (IRB) 33,198.8 13.4 29,530.6 12.1 -11.0
Position, foreign exchange and commodities risks 4,193.0 1.7 8,676.5 3.5 106.9
Operational risk 23,796.0 9.6 22,813.3 9.3 -4
Credit valuation adjustment 354.7 0.1 621.3 0.3 75.2
Other 0.0 0.0 0.0 0.0 -
Common equity tier 1 capital ratio 20.6 - 19.2 - -7
Tier 1 capital ratio 20.6 - 19.2 - -71
Total capital ratio 21.8 - 20.9 - -3.9
Source: CNB.
Figure 3.21 Bank total capital ratio 3.11). This was almost exclusively a consequence of the recog-
end of period nised current year losses, which reduced common equity tier
1 capital by HRK 4.9bn at the end of 2015. At the end of the
£ 300 2% % previous year their negative effect was noticeably weaker (HRK
E ¥ 209 20 | M8 | a0 1.2bn). Under this influence, retained earnings decreased by as
il = 1% much as 27.9% and tier 1 capital by HRK 4.1bn or almost 8.0%.
200 s The increase in common equity tier 1 realised by recapitalisation
150 | due to parallel simplified reductions in the share capital (aiming
110 to cover losses from previous years) in the end had a weak effect
100 | on capital instruments recognised as common equity tier 1 capi-
50 |— | | | . 15 tal, HRK 238.8m (0.7%). The described negative impact on own
. . funds was partially mitigated by the increase in tier 2 capital,
2011 2012 2013 2014 2015 which went up by HRK 1.5bn or 52.0%, through the roll-over or
Basell(min. 12%) CRRICR (min. 8%) increase in capital instruments recognised as tier 2.
Own funds - Iz::: ;'Z';gpr‘;:;“i n On aggregate level, starting from 1999, only on one other
occasion did own funds go down (in 2013) in annual terms,
Source: CNB. as a consequence of several parallel negative factors: increased
losses, decreased current year profit, exit of one small bank
from the system and finally the increase in deduction items from
Own funds of banks totalled HRK 51.2bn at the end of  original own funds and additional own funds.
2015, down HRK 2.6bn or 4.8% from the year earlier (Table To cover capital requirements from the first pillar of the
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capital adequacy framework, banks needed HRK 19.6bn, while
coverage of other capital requirements and capital buffers ne-
cessitated HRK 15.8bn more. Considering the amount of own
funds, banks were left with HRK 16.1bn or 31.4% of own funds.
This was HRK 1.9bn or 10.5% less unutilised own funds than at
the end of the previous year.

Several banks experienced difficulties in maintaining the
total capital ratio in 2015. However, the situation improved
during the year so at the end of the year two banks registered
a below-8% ratio. Due to losses above the amount of capital
one of these banks reported a negative total capital ratio and
entered resolution proceedings in October, while the other, with
a ratio below the minimum is subject to supervisory measures.
The share of assets of these banks in the system was small,
0.6% (Figure 3.22). Despite losses that noticeably lowered own
funds, the majority of banks remained well-capitalised, particu-
larly the leading banks in terms of asset size. Seventeen banks,
accounting for almost 40% of all bank assets, boasted ratios
ranging from 13.5% to 20%, while in seven banks, whose as-
sets make up more than a half of the assets in the system, they
ranged between 20% and 30%.

Banks’ total risk exposure continued to decrease in 2015,
by a further HRK 2.4bn or 1.0%. The slight rate of decrease
in total risk exposure is a reflection of the opposite movements
of its components, with exposure to credit risk leading the way
with a decrease of HRK 6.1bn or 2.8% (Table 3.11). Exposure
to operational risks reduced by HRK 1.0bn or 4.1% predom-
inantly amid weaker business results that affected the value of
the relevant indicator. In contrast, exposure to market risks in-
creased strongly (HRK 4.5bn or 106.9%) as did exposure to
credit valuation adjustment risk** (HRK 266.6m or 75.2%).
The latter resulted from the rise in exposures arising from

BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

securities-financing transactions. Despite this, the share of this
risk in the structure of total exposure remained small (0.3%).
The increase in market risks exposure was primarily a reflec-
tion of the strong growth in exposure to currency risk (from
HRK 1.5bn to almost HRK 5.5bn). In the process of conversion
(through embedded derivatives), at the end of September banks
noticeably increased their foreign exchange positions, which re-
mained at those levels until the end of the year.

These developments affected the distribution of total risk
exposure so the share of market risks exposure reached 3.5%
(its highest level since 2014) predominantly at the expense of
the share of credit risk exposure, which decreased to 86.9%
(Figure 3.23). There were no changes in the method for the
calculation of credit risk exposure from the previous year; the
prevailing share is calculated by applying the standardised ap-
proach, while the internal ratings based approach (IRB ap-
proach) continued to be applied by only one bank. Exposures
calculated via the IRB approach went down at a noticeable rate
(11.0%), predominantly under the influence of the change in
approach of assessing the exposure to the central bank. This
softened the decline in exposures calculated using the stand-
ardised approach to 1.3%, while the effect on the change in the
distribution of exposures by weights was mild.

Exposures to central governments and central banks thus
accounted for the greatest change in the distribution of expo-
sures weighted by credit risk weights under the standardised
approach, raising the amount of exposure weighted by 0% (by
HRK 7.1bn or 6.1%). This additionally increased the share of
0% risk weight in the structure of total exposure weighted by
risk weights to 35.7%.

The decline of exposures in default’® (by HRK 3.8bn or
17.1%) determined changes in exposures that are weighted by

Figure 3.22 Distribution of the bank total capital ratio (TCR)
as at 31 December 2015

Figure 3.23 Structure of bank total risk exposure
end of period
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Source: CNB.

34 Counterparty credit risk for over-the-counter (OTC) derivative financial instruments and securities financing transactions. Over-the-counter (OTC) derivative
financial instruments are traded directly among counterparties (and not on regulated markets).

35 It includes all exposures to clients who have at least one due but unpaid receivable which has been overdue for more than 90 days or who are considered unlikely
to settle their obligations in full (excluding the option of collection from collateral). Exposures are assigned a 100% risk weight, except where specific values ad-
justments for credit risk do not exceed 20% of the unsecured part of total exposure, when risk weight 150% is assigned.
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150% and 100%. The decline of exposures in the category of ex-
posures in default was predominantly a result of the decrease in
the base, as was particularly evident in the second half of the year.
The decrease arose from the sale of claims and placement re-
structuring, which increased as usual in the last quarter and at the
end of the year. The only other category that registered more sig-
nificant changes was exposures weighted with 50% that grew by
almost a double, HRK 3.6bn, which was predominantly realised
in the institutions category. This was to a lesser extent a result
of the rise in the base and to a greater extent a consequence of
the move from exposures weighted by the risk weight of 20%.
Exposures assigned a 250% risk weight stood out by the
rate of increase on an annual level (HRK 1.4bn or 124.3%).
Those are exposures arising from equity investments in financial
sector entities up to 10% of the institution’s common equity tier
1 that does not exceed the established threshold and the increase
reflects the increase in investments of two banks that had each
taken over one credit institution from Bosnia and Herzegovina
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within the framework of regional intragroup restructuring.

The use of a preferential weight for exposures secured by
residential real estate (35%) continued trending downward,
mostly under the influence of the decrease in lending to house-
holds and shift to higher risk weights. As a result, at the end of
the year the 35% risk weight was assigned to only 4.3% of the
overall exposure weighted under the standardised approach.

Accordingly, the increase in exposures was realised in the
less risky segments (risk weights 0%, 20% and 50%), which
was paired with the most prominent decrease in bank exposures
in the category of exposures in default that are weighted with
100% and 150%. The increase of investments in the capital of
foreign financial institutions raised the amount of exposure that
is assigned a high risk weight. However, the share of this cate-
gory and thus its impact on overall exposure remained low. As
a result, the average credit risk weight continued its downward
trend (except in 2014) that started in 2009, decreasing from
53.7% to 52.5%.

3.2 Business operations of housing savings banks

The number of housing savings banks that operated in the
Republic of Croatia in the past year remained the same as at the
end of 2014. There were five housing savings banks operating
in the country and their assets, due to the fact that they re-
mained almost unchanged as compared with the asset decline of
0.4% observed by banks, increased their share in the total assets
of credit institutions to 1.9%. Four housing savings banks were
directly or indirectly owned by foreign shareholders (accounting
for 96.3% of total assets of housing savings banks) while one
was in domestic ownership.

3.2.1 Balance sheet and off-balance sheet items

In comparison with the end of 2014, the assets of housing
savings banks went down negligibly, by less than 0.1% (Table
3.12). However, their operations stagnated, primarily due to the
narrowing of the main source of funding — household time de-
posits. The slowdown was probably also affected by the repeal-
ing of state incentives on housing savings in 2014, followed by
their reintroduction in 2015 but in a much smaller amount.

The asset items of housing savings banks experienced a
certain redistribution. The largest item, loans granted (account-
ing for more than a half of their assets) suffered a decline of

Table 3.12 Structure of housing savings bank assets
end of period, in million HRK and %

Money assets and deposits with the CNB 0.0
Money assets 0.0
Deposits with the CNB 0.0

Deposits with financial institutions 522.8

MoF treasury bills and CNB bills 435.9

Securities 2,256.5

Derivative financial assets 0.0

Loans to financial institutions 20.8

Loans to other clients 4,013.8

Investments in subsidiaries, associates and joint ventures 0.0

Foreclosed and repossessed assets 0.2

Tangible assets (net of depreciation) 3.9

Interest, fees and other assets 310.8

Total assets 7,564.7

0.0 0.0 0.0 -48.1 0.0 0.0 42.9
0.0 0.0 0.0 -48.1 0.0 0.0 42.9
0.0 0.0 0.0 0.0 0.0 0.0 0.0
6.9 4341 5.6 -17.0 563.9 7.3 29.9
5.8 350.8 4.5 -19.5 162.4 2.1 -563.7
29.8 2,481.2 31.9 10.0 2,706.7 34.8 9.1
0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.3 141.6 1.8 580.6 52.0 0.7 -63.3
53.1  4,239.8 54.6 56 4,174.0 53.7 -1.5
0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.2 0.0 0.0 1.4 0.0 783.8
0.1 3.0 0.0 -22.1 2.2 0.0 -28.7
4.1 120.2 1.5 -61.3 110.1 1.4 -11.5
100.0 7,770.8 100.0 27 17,7726 100.0 0.0

Source: CNB.
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Table 3.13 Structure of housing savings bank liabilities and capital
end of period, in million HRK and %

Amount Amount
Loans from financial institutions 139.6 1.8 60.5 0.8 -56.7 42.0 0.5 -30.6
Short-term loans 139.6 1.8 60.5 0.8 -56.7 42.0 0.5 -30.6
Long-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Deposits 6,359.0 84.1 6,694.3 86.1 5.3 6,645.0 85.5 -0.7
Transaction account deposits 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Savings deposits 223.8 3.0 4.7 0.1 -97.9 0.0 0.0 -99.4
Time deposits 6,135.2 81.1 6,689.6 86.1 9.0 6,645.0 85.5 -0.7
Other loans 95.5 1.3 95.8 1.2 0.3 95.4 1.2 -0.3
Short-term loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Long-term loans 95.5 1.3 95.8 1.2 0.3 95.4 1.2 -0.3
E;l;i’vfaotivt?afcijrinsgcial 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 88.4 1.2 83.4 1.1 -5.7 83.2 11 -0.2
Interest, fees and other liabilities 278.9 3.7 118.7 1.5 -57.4 130.2 1.7 4.3
Total liabilities 6,961.4 92.0 7,052.7 90.8 1.3 6,995.9 90.0 -0.9
Share capital 487.9 6.4 487.9 6.3 0.0 487.9 6.3 0.0
Current year profit (loss) 29.9 0.4 58.8 0.8 96.9 47.5 0.6 -19.5
Retained earnings (loss) 91.1 1.2 120.1 1.5 31.9 177.6 23 47.8
Legal reserves 8.2 0.1 9.0 0.1 10.0 10.5 0.1 16.3
Eﬁ]se?r\ézzifgﬁyelcsizgvgc;r by the articles of association and 35 0.0 ) ~0.1 _ 107 0.1 337
Revaluation reserves -17.2 -0.2 50.2 0.6 - 64.0 0.8 32.9
Previous year profit (loss) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total capital 603.4 8.0 718.1 9.2 19.0 776.7 10.0 8.5
Total liabilities and capital 7,564.7 100.0 7,770.8 100.0 2.7 7,772.6 100.0 0.0

Source: CNB.

3.6% (HRK 155.3m). This was most evident in connection to Figure 3.24 Assets, deposits and home loans of housing
loans to financial institutions (which went down by as much as savings banks
63.3% or HRK 89.6m) as well as loans granted to non-finan- end of period

cial corporations (which were 20.7% or HRK 39.5m lower) but

also to the most important asset item, home loans to house-

billion HRK

holds. They make up more than 95% of loans by housing sav-
ings banks so their 0.6% decrease (HRK 25.8m) was the main
cause of the decline in their assets.

In contrast, deposits with domestic credit institutions in-
creased (29.9%), as well as investments in securities (1.3%).
Investments in securities grew thanks to the increase in invest-
ments in government bonds (9.1%) and despite the substantial
fall of investments in MoF T-bills, to less than the half of their
value thus far (by 53.7%).

All sources of financing of housing savings banks under- W Assets Deposits received Home loans

2011 2012 2013 2014 2015

went a reduction in 2015. This decrease was primarily associat-
ed with deposits (85.5% of the balance sheet total), in which the
decrease of 0.7% totalled HRK 49.2m. Received loans were also

Source: CNB.
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Table 3.14 Housing savings bank income statement
in million HRK and %

Jan. - Dec. 20

Jan. - Dec. 2015.

CONTINUING OPERATIONS
Interest income
Interest expenses
Net interest income
Income from fees and commissions
Expenses on fees and commissions
Net income from fees and commissions
Income from equity investments
Gains (losses)
Other operating income
Other operating expenses
Net other non-interest income
Total operating income
General administrative expenses and depreciation
Net operating income before loss provisions
Expenses on value adjustments and provisions
Other gains (losses)
Profit (loss) from continuing operations, before taxes
Income tax on continuing operations
Profit (loss) from continuing operations, after taxes
DISCONTINUED OPERATIONS
Profit (loss) from discontinued operations, after taxes
Current year profit (loss)
Memo item:

Number of housing savings banks operating with losses, before taxes

353.8 354.8 0.3
205.9 211.2 2.5
147.9 143.7 -2.8
55.8 52.0 -6.8
8.8 6.2 -29.3
47.0 45.8 -2.5
0.0 0.0 0.0
20.0 1.9 -90.6
2.7 8.1 198.6
25.3 31.0 22.3
-2.6 -21.0 709.6
192.3 168.5 -12.4
116.3 110.8 -4.7
76.0 57.7 -24.1
4.6 -1.5 -132.0
0.0 0.0 0.0
71.4 59.2 =171
12.4 1.7 -5.9
58.9 47.5 -19.5
0.0 0.0 0.0
58.9 47.5 -19.5
0 0 0.0

Source: CNB.

lower, by 12.1% (HRK 18.9m). In contrast, capital increased
by HRK 60.6m (8.5%). The profit of 2014 was fully distributed
in retained earnings and reserves, which increased by 47.8% or
16.4%. However, despite the slowdown in operations housing
savings banks generated a profit (after tax), although 19.5%
lower than in 2014. Revaluation reserves increased as well (by
one third or HRK 15.8m) as a result of the increase in unreal-
ised gain on value adjustments of financial assets available for
sale (the value of the portfolio went up by a quarter or 26.7%
last year).

Due to the increase of 13.3% or HRK 4.3m, standard
off-balance sheet items totalled HRK 36.6m at the end of 2015.
However, their share in total assets of housing savings banks
remained at a low 0.5%. They included credit lines and com-
mitments (granted, but unrealised home loans).

3.2.2 Income statement
Housing savings banks reported profit from continuing op-
erations (before tax) which went down by a noticeable 17.1%

last year after having risen in 2014, totalling HRK 59.2m (Table
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3.14). Although all components of operating income were re-
sponsible for its 12.4% decrease, the rise in the amount of nega-
tive net other non-interest income was dominant. It was caused
by the steep fall in gains on financial assets (debt instruments)
distributed to the held-for trading portfolio. All housing savings
banks reported a profit.

The most important segment of operating income, net in-
terest income decreased by 2.8% in 2015 due to greater growth
of interest expenses (2.5%) than of interest income, which,
as expected, stagnated amid the reduction in credit activity of
housing savings banks (up only 0.3%). The decline in net in-
come from fees and commissions was slightly lower, by 2.5%,
resulting also from the expected decrease in the greatest share
of this income, that stemming from fees and commissions for
contracts on housing savings, which went down by 7.7%. Nev-
ertheless, the decline in total operating income was predomi-
nantly influenced by the increase in the negative amount of net
other non-interest income of HRK 18.4m arising from the out-
spoken decline in gain on assets held by housing savings banks
for trading (93.8%), primarily debt securities (bonds of the RC
and MoF T-bills) which went down by 81.7%.
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Table 3.15 Classification of housing savings bank placements and assumed off-balance sheet liabilities by risk categories

end of period, in million HRK and %

Risk category

Amount
A 6,234.4 99.2 5,907.3 98.8 -5.2 5,637.2 98.8 -6.3
B 48.3 0.8 67.1 1.1 38.9 58.3 1.0 -13.1
(¢} 3.8 0.1 5.4 0.1 411 9.8 0.2 81.7
Total 6,286.5 100.0 5,979.7 100.0 -4.9 5,605.3 100.0 -6.3
Source: CNB.

Table 3.16 Coverage of housing savings bank total placements and assumed off-balance sheet liabilities by total value adjustments and

provisions
end of period, in million HRK and %

2013 2014 2015

Total value adjustments against placements and provisions for assumed off-balance sheet liabilities 66.7 69.1 68.3

Value adjustments and provisions 121 17.5 20.0

Collectively assessed value adjustments and provisions 54.6 51.5 48.3

Total placements and assumed off-balance sheet liabilities 6,286.5 5,983.9 5,605.3

Coverage 1.1 1.2 1.2
Source: CNB.

The said decline in net operating income caused a deterio-
ration of the share of general operating expenses in operating in-
come, that is, the cost-to-income ratio of housing savings banks
to 65.8% (from 60.5%), because general administrative expens-
es and depreciation fell at a slower rate, by 4.7%. The decline in
profit caused deterioration in the profitability indicator of hous-
ing savings banks so ROAA (return on average assets) decreased
from 0.9% to 0.8%. Due to the increase in capital of housing
savings banks the influence on ROAE (return on average equity)
was even greater, causing it to fall from 8.9% to 6.4%.

3.2.3 Credit risk

The slowdown in the business activities of housing savings
banks became evident in the reduction of their placements (items
exposed to credit risk that are classified into risk categories),
which went down by HRK 374.4m or 6.3% (Table 3.15). This
was primarily a consequence of the fall in lending, which makes
up 87.7% of total placements and off-balance sheet liabilities,
down by 4.6% (HRK 234.2m). Investments in government
bonds decreased as well, by 16.7% (a further HRK 126.5m).

The quality of placements was quite high, as usual, re-
maining almost unchanged over the past year. Thus, the high-
est quality placements, risk category A, accounted for 98.8% of
total placements, with a minimum deterioration to be spotted
only in the shift of a small portion of placements from risk cate-
gory B to risk category C. These highest risk placements almost
doubled. However, this caused a shift of only one tenth of a
percentage point in their share in total placements.

Value adjustments behaved in line with the described de-
velopments. They went up only in relation to risk category C.

However, the overall ratio of value adjustments to exposures
(the coverage ratio) remained unchanged (Table 3.16).

The share of home loans granted by housing savings banks
at system level went down from 7.3% to 6.9%.

3.2.4 Capital adequacy

The total capital ratio of housing savings banks continued
growing, ending the year at 25.1% as compared with 23.5% at
the end of 2014. This was equally a result of the increase in own
funds, which went up by 3.0% and totalled HRK 730.7m, and
of the decrease in the overall amount of exposure to operational
risks, which went down by 3.3% and totalled HRK 2.9bn. Also
on the rise, reflecting high values, were the common equity tier
1 ratio and tier 1 capital ratio, totalling 22.6% (tier 2 capital,
although increasing by 9.0%, continued to account for less than
10% of own funds). All housing savings banks met the pre-
scribed minimum capital ratios.

This decrease in total risk exposure was to the greatest
extent aided by the decrease in exposure to credit risk which
made up 82.0% of the total exposure to risk at the end of last
year. This exposure, due to the slowdown in credit activity,
went down by 3.2%, which represented 79.1% of the total de-
crease in risk exposure of housing savings banks. All housing
savings banks calculated the exposure to credit risk by applying
the standardised approach. The amount of exposure to opera-
tional risk (accounting for 12.7% of total exposure) decreased
by 8.5%, the only exposure increasing being the exposure to
position, foreign exchange and commodities risks, which went
up by 9.7%. Exposure to foreign exchange risk grew due to the
increase in long positions in euros.
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The average credit risk weight was slightly lower this year
than in 2014, standing at 32.0%, which means that it fell by one
percentage point. This was a result primarily of the decrease
in exposure assigned higher weightings in favour of those as-
signed a risk weight of 35% and 100%. Both of these catego-
ries increased by some 18%. Given that in the first example the
increase has to do with the increase in exposures arising from
home loans secured by residential real estate and lending activ-
ity of housing savings banks stagnated, it is to be assumed that
the case at hand has to do with adjustment and correction of
criteria for assignment into different categories. The increase
in exposure weighted with 100% is a result of the increase in

3.3 Report on prudential regulation and

aeoseeEEEEEEEERE

credit lines and commitments which grew by 13.3% in the pe-
riod under review.

Housing savings banks had to set aside slightly more com-
mon equity tier 1 capital as capital buffers than the year before.
They set aside HRK 116.6m (11.4% more), HRK 72.8m be-
ing related to the capital conservation buffer and the remain-
ing HRK 43.7m to the structural systemic risk buffer. The first
figure was slightly lower than in 2014, due to the decrease in
total exposure to the risks for which it is calculated, while the
structural systemic risk buffer increased due to the obligation
arising for two housing savings banks that had not been subject
to the allocation requirement in 2014.

supervision

The CNB’s tasks regulated by the Act on the Croatian Na-
tional Bank3® include the issuance and withdrawal of authorisa-
tions and approvals, and supervision and oversight in accord-
ance with acts governing the operation of credit institutions and
credit unions. The main objectives of the supervision exercised
by the CNB are to maintain confidence in the Croatian banking
system, and to promote and safeguard its safety and stability.
The exercise of supervision and oversight of credit institutions
and credit unions is governed by the Credit Institutions Act®’
and the Credit Unions Act®®.

The rules and requirements pertaining to the operation of
credit institutions are governed by Croatian (the Credit Institu-
tions Act and subordinate legislation) and EU legislation. This
is primarily Regulation (EU) No 575/20135° and the associated
technical standards, which are regulations that are applied di-
rectly in EU member states.

Supervision of credit institutions consists of several coor-
dinated activities aimed at verifying compliance on the part of
credit institutions (banks, savings banks and housing savings
banks) with:

* risk management rules,

e provisions of the Credit Institutions Act and Regulation
(EU) No 575/2013 and regulations adopted pursuant to
this Act and Regulation,

* other laws governing the provision of banking and financial
services provided by credit institutions and regulation adop-
ted under these laws, and

¢ their own rules, and professional standards and rules.

In addition to supervision, the CNB exercises oversight of
the implementation of the Act on the Croatian National Bank,
regulations adopted under that act, and the implementation of

other laws and regulations for which it is competent.
The CNB exercises supervision of credit institutions by:
* collecting and analysing reports and information, ongoing
monitoring of credit institutions’ operations;
* carrying out on-site examinations of credit institutions’ ope-
rations;

imposing supervisory measures in order to take actions at
an early stage to improve the safety and stability of credit
institutions’ operations and to eliminate any illegalities esta-
blished;

issuing opinions, authorisations, approvals and assessments

of credit institutions.
The CNB exercises supervision of credit unions in a similar
manner.

3.3.1 New regulations on business operations
and supervision of credit institutions

By adopting the Credit Institutions Act, the Republic of
Croatia transposed Directive 2013/36/EU*® (the so-called
CRD 1V). It entered into force on 1 January 2014, at the same
time as Regulation (EU) No 575/2013 which applies directly to
credit institutions and investment firms. The two, together with
the Act on the Financial Stability Council*! make up the basic
regulatory framework governing the operation, supervision and
oversight of credit institutions pursuant to which the process of
alignment continued in 2015 through the adoption of subordi-
nate legislation (decisions, standards and guidelines) governing
the segment of prudential requirements for credit institution, as
well as supervision by the CNB.

The Credit Institutions Act was amended twice in 2015. On

36 OG 75/2008 and 54/2013.
37 OG 159/2013, 19/2015 and 102/2015.
38 OG 141/2006, 25/2009 and 90/2011.

39 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment
firms and amending Regulation (EU) No 648/2012 (O] L 176); the so-called Capital Requirements Regulation, CRR.

40 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the prudential super-
vision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (O] L 176); the so-

called Capital Requirements Directive IV, CRD IV.

41 OG 159/2013.
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the first occasion, the reason was to transpose the provisions of
Directive 2014/59/EU*?, published in 2014 and aiming to set
up a system to provide a set of instruments enabling early and
swift intervention in failing institutions or those likely to fail,
in order to ensure the continuation of key functions and con-
currently limit the impact of the failure on the economic and
financial system. The existing regulatory framework was thus
expanded by provisions regulating the actions of credit institu-
tions and competent authorities in resolution proceedings. In
2015, the provisions of the Directive were transposed in the Act
on the Resolution of Credit Institutions and Investment Firms*
and simultaneously in amendments to the Credit Institutions
Act** and the Capital Market Act.

In addition, the Credit Institutions Act needed to be harmo-
nised with Directive 2014/49/EU*, which was the basis for the
adoption of the Deposit Insurance Act*. Given that, according
to this Act, deposit insurance premiums depend on the degree
of risk an individual credit institution is exposed to, and that
the CNB determines the criteria to be met by the methodolo-
gy for the calculation of these contributions, the CNB adopted
the Decision on the approval procedure for the methodology
for determining the aggregate risk weight for credit institutions
in the calculation of contributions to the deposit guarantee
scheme*’.

Amendments to the Credit Institutions Act included pro-
visions that aim to ensure depositor protection in case of a de-
crease in common equity tier 1 items (retained earnings, other
reserves and reserves for general banking risks) so that a credit
institution ensures that depositors are notified accurately and
in good time about the capital of a credit institution in order
to be able to adequately assess their risk when operating with a
particular credit institution.

Amendments to the Credit Institutions Act created the legal
framework for amendments to the Decision on recovery plans
of credit institutions*, while changes to individual provisions
related to the calculation of limits on holdings of tangible as-
sets made it necessary to adopt the appropriate amendments
to the Decision implementing the part of Regulation (EU) No
575/2013 pertaining to credit institutions’ qualifying holdings
outside the financial sector and limits on credit institutions’
holdings of tangible assets*.

The Credit Institutions Act was altered twice with the aim

BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

of alleviating the position of debtors with loans in Swiss francs
or kuna indexed to Swiss francs, that is, to make the position
of these debtors equal to the position of debtors with loans in
euros. At the beginning of the year, the exchange rate was fixed
at 6.39 kuna for one Swiss franc for instalments/annuities in
that currency maturing within the period of one year. The pro-
cedure for converting loans denominated in or indexed to the
Swiss franc into loans denominated in or indexed to euros was
set up in the second half of 2015.5°

The adoption of the Credit Institutions Act in 2013 was
followed by the adoption of subordinate legislation in 2014. In
2015, existing subordinate regulations were amended and new
subordinate regulations adopted for the purpose of alignment
with the Act on the Resolution of Credit Institutions and Invest-
ment Firms. Aiming to harmonise the existing decisions with the
Credit Institutions Act, in 2015 the CNB published the Deci-
sion on the internal controls system®' and the Decision on risk
management>2.

Adjusting the reporting framework to meet supervisory
needs and harmonising it with the framework at EU level, the
CNB amended the following regulations in 2015:

* Decision on the implementation of Commission Imple-
menting Regulation (EU) No 680/2014 laying down im-
plementing technical standards with regard to supervisory
reporting of institutions according to Regulation (EU) No
575/2013%, which governs the technical aspects of the
common reporting system for credit institutions at EU level;

* Decision on supervisory reports of credit institutions>* and
Decision on statistical and prudential reporting®®, governing
specific national reporting requirements.

The Decision on the management of interest rate risk in
the non-trading book® was amended to adjust reporting time
frames.

The Act on the Implementation of Regulation (EU) No
648/2012 of the European Parliament and of the Council of 4
July 2012 on OTC derivatives, central counterparties and trade
repositories®” provides for the obligation of the central coun-
terparty to notify the members and the competent authority on
the amount of hypothetical capital calculated pursuant to the
prescribed formula. Pursuant to this Act, central counterpar-
ties whose clearing members are credit institutions from the
Republic of Croatia are obligated to submit to the CNB data

42 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 establishing a framework for the recovery and resolution of credit institu-
tions and investment firms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC,
2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations (EU) No 1093/2010 and (EU) No 648/2012, of the European Parliament and of the Council (O]

L 173); the so-called Bank Recovery and Resolution Directive, BRRD.
OG 19/2015.
OG 19/2015.

FNEN
1T A

OG 82/2015.

OG 129/2015.

OG 67/2015.

0OG 51/2015.

See more in chapter 3.1 Business operations of banks.
OG 1/2015.

OG 1/2015.

OG 16/2015, 67/2015 and 119/2015.
OG 67/2015 and 119/2015.

OG 67/2015 and 119/2015.

0OG 69/2015.

OG 54/2013.
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Directive 2014/49/EU of the European Parliament and the Council of 16 April 2014 on deposit guarantee schemes (O] L 173).
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on their hypothetical capital, while the Decision on reporting
of hypothetical capital®® prescribes the manner for delivery of
this data.

The Decision on the countercyclical buffer rate>® marked
the start of the formal monitoring, in accordance with new reg-
ulations and new tools available, of systemic risks of a cyclical
nature in the Republic of Croatia that might negatively affect
financial stability. An analytical review of these risks and refer-
ence countercyclical buffer rates is published at regular quar-
terly intervals on the CNB website in accordance with the pro-
visions of the Credit Institutions Act.

Pursuant to Directive 2013/36/EU and Regulation (EU)
No 575/2013, the EBA published numerous recommendations
and guidelines in 2014 and 2015. The main task of these guide-
lines is to clarify legal standards, provide direction to the sub-
jects of supervision and give recommendations aimed at achiev-
ing good practices in the operation of credit institutions. These
guidelines may be intended for credit institutions or competent
authorities. The guidelines are based on the so-called “comply
or explain” principle. The decision regarding their application is
reached by the CNB which then notifies the EBA within the set
time limit and required format. The Guidelines on harmonised
definitions and templates for funding plans of credit institutions
under Recommendation A4 of ESRB/2012/2 were implement-
ed by the CNB in the Decision on reporting of funding plans®’.
This decision lays down that all material credit institutions are
obligated to deliver once a year to the CNB reports prescribed
by the decision. In addition to information specified in the EBA
Guidelines, the CNB prescribed the obligation to deliver ad-
ditional information considered important given the specific
features of Croatia’s financial market and the existing business
models of its credit institutions.

Consultations were held with credit institutions and the in-
terested public prior to the adoption of individual regulations.
In addition, the CNB continued its practice of giving opinions
and responding to queries and consulting with credit institu-
tions regarding issues within its competence as a competent
authority.®! With a view to enhancing the transparency and uni-
formity of credit institutions’” procedures, most of the CNB’s
replies were posted on its website. In 2015, the CNB received a
total of 129 queries with 177 questions of credit institutions.

3.8.2 Supervision of credit institutions

As stressed in the introductory chapter, the CNB carries
out the supervision of credit institutions’ operations in two
ways: firstly by collecting and analysing reports and informa-
tion and ongoing monitoring of their operations and secondly
by on-site examinations. In addition, the Prudential Regulation
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and Supervision Area participated in the oversight conducted by
the Consumer Protection Monitoring Office and the oversights
carried out by consolidating supervisors. The results are sum-
marised in Table 3.17.

At least one of the specified activities covered 30 credit
institutions, which make up 99.2% of the total system assets
pursuant to unaudited preliminary data as at 31 December
2015.0

3.3.2.1 Supervision through ongoing monitoring of
operations

This form of supervision implies a system of procedures
and processes based on the continuous monitoring of opera-
tions and detecting changes in credit institutions’ operations.
The CNB carries out supervision by collecting and analysing
reports and information and by analysing additional informa-
tion submitted by credit institutions at the request of the CNB.
The purpose of this supervision is to establish the risk profile of
a credit institution®, launch an on-site examination and adopt
and monitor supervisory measures to ensure and maintain the
stability of each credit institution and the system as a whole.

As a precondition for further supervisory activities, the
CNB checks whether credit institutions submit all the necessary
data in compliance with the specified manner and time limits. In
2015, particular stress was laid on the verification of the validity
of the submitted data.

Also in 2015, supervisory resources were to a great degree

Table 3.17 Supervisory activities carried out in 2015

Number
of credit

Number
Activity of

activities institutions

covered

Banks

Reports issued on the basis of ongoing

supervision (regular risk assessment of 28 24
operations)
Reports issued on the basis of ongoing 8 6

supervision due to established irregularities
On-site examinations carried out 21 14

Decisions issued to eliminated established

h - 56 27
irregularities

Technical decisions issued (authorisations
and approvals) due to the implementation of 24 15
Regulation (EU) No 575/2013

Decisions on the imple_menltation of advanced 2 2

approaches to measuring risk

Issued warnings 3 2

Appointed trustees 4 4

Joint decision adopted 12 12

Early intervention measures imposed 2 2
Source: CNB.

58 OG 129/2015.
59 0OG 9/2015.
60 OG 76/2015.

61 EU regulations are directly applied in the member states and the CNB is not competent for interpreting their provisions. However, credit institutions and other

persons may direct their questions to the EBA.

62 The remaining three credit institutions are housing savings banks owned by banks so the CNB supervises their operations as well, by supervising the bank group.

Accordingly, supervisory activities covered the entire credit institution system.

63 The risk profile is the measurement or assessment of all risks to which a credit institution is or might be exposed in its operation.
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focused on the continuous monitoring of credit institutions’ op-
erations through regular communication with the institutions
or the analysis of specific operating areas assessed to carry an
increased degree of risk.

Throughout 2015, the CNB carried out the supervisory
cycle of assessment of the risk profile of credit institutions in
relation to all the risks to which they are or might be exposed in
their operations, an assessment of the adequacy of the process
of assessment and maintenance of the internal capital of a credit
institution®* and continuous cooperation based on a dialogue
between the supervisors and the credit institution. In addition,
supervision includes the imposition and monitoring of super-
visory measures aimed at taking timely actions to ensure the
stability of credit institutions” operations, improve the safety of
their operations and eliminate any illegalities and irregularities
ascertained.

In 2015, written analyses based on off-site examinations
were compiled within the prescribed deadlines. There were al-
together 37 written analyses based on off-site examinations of
credit institutions and 48 reports with additional information
on credit institutions’ operations. Off-site examination analyses
in 2015 comprehended credit institutions’ performance indica-
tors, a review and an analysis of key financial and supervisory
reports, a review of the implementation of supervisory measures
(if imposed on a credit institution), as well as compliance with
legal restrictions and the analysis of risk exposure and risk man-
agement. In addition to the analysis of individual credit institu-
tions, reports are also analysed on a consolidated basis, covering
a group of credit institutions.

The supervisory cycle of the assessment of credit institu-
tions in 2015 also included the analyses of internal capital ad-
equacy assessment reports. An analysis of the internal reports
and self-assessments submitted by credit institutions enables
the supervisor to assess the adequacy of procedures prescribed
and implemented by a credit institution with a view to time-
ly identification, measuring, control and management of risks
and the adequacy of the determined required internal capital.
Combined, all these factors, together with the risk profile as-
sessment, provide a basis for determining a credit institution’s
minimum capital requirement and the planning of the next su-
pervisory cycle for an individual credit institution.

The CNB also compiles reports containing the risk assess-
ment of credit institutions” operations. In 2015, 28 such reports
were issued, of which 16 were related to credit institutions for
which cross-border colleges of supervisors®® were set up and
for which a joint decision is reached on institution-specific pru-
dential requirements. In these cases analyses of institutions are
predominantly based on consolidated data. The elements of the
analysis for three credit institutions that were subject to on-site

BUSINESS OPERATIONS OF CREDIT INSTITUTIONS

examination in 2015 are included in the on-site examination
reports. Pursuant to these reports, the CNB adopted measures
requiring that the minimum required own funds be maintained
until the next supervisory evaluation, and in cases as indicated
by the risk profile analysis, imposed additional measures aimed
at improving a credit institution’s operations.

As compared to the previous year, what is new is the obli-
gation of the CNB, arising from the Decision on recovery plans
of credit institutions, to assess the recovery plan of a credit insti-
tution linked to the implementation of measures that are aimed
at improving the financial position of a credit institution that
found itself in a serious financial disturbance, which are pro-
posed in the recovery plan. In 2015, opinions on the assessment
of recovery plans were issued for all credit institutions.

In addition, relating to the supervision of IT systems, the
CNB held annual working meetings with representatives of 27
credit institutions (IT executives, security executives and execu-
tives in charge of internal audits of IT systems) pertaining to the
functioning and security of IT systems. An analysis was carried
out of 32 reports on the audits of IT systems and the results
of this analysis were presented in an annual working meeting
with external auditors of IT systems. The CNB actively com-
municated with credit institutions, analysed and monitored the
situation when computers of net banking users in the Republic
of Croatia found themselves under attack. The scope of direct
damage was relatively narrow, not jeopardising the profitabili-
ty of payment system products. Credit institutions were in the
majority of cases successful in the prevention or early detection
of unauthorised transactions.

On the basis of continued monitoring of credit institutions
in 2015, 47 decisions were issued to eliminate established ille-
galities and irregularities and improve the management of in-
dividual risks, including a total of 86 imposed measures, the
majority of them related to capital and improvement of credit
risk management. In addition, 24 decisions were issued that
were technical in their nature, allowing credit institutions to use
different options provided in Regulation (EU) No 575/2013
and 2 decisions related to the application of internal models. In
2015, three written warnings were issued to management board
members of two credit institutions because of their failure to
implement supervisory measures in the manner and within the
time limits set in the CNB decisions.

3.3.2.2 On-site examination

The CNB carries out on-site examinations in accordance
with the adopted methodology for supervision, based on an on-
site examination plan adopted at the end of each year for the fol-
lowing year. The on-site examination plan for 2015 was based
on the established cycle of regular on-site examinations of credit

64 Credit institutions are obligated, based on their risk profile, to establish significant risks they are or might be exposed to in their operation and quantify their ex-
posure to these risks (calculate internal capital requirements). To meet these requirements, credit institutions may use the internally defined measure of available
internal capital (internal capital), taking into consideration their risk profile, risk management system and techniques employed for risk mitigation. The adequacy

of this procedure is assessed in the course of supervision.

65 If there are several credit institutions or investment firms within a group or if these institutions operate in more than one country within the EU, a college of su-
pervisors is set up for their supervision. A college of supervisors is a forum consisting of authorities competent for the supervision of individual group members.
At the college of supervisors individual competent authorities, among other things, exchange information, calibrate supervision plans and division of assignments
and reach joint decisions on the application of prudential requirements to all group members.
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Table 3.18 On-site examinations carried out in 2015
in thousand HRK and %

Examined areas

L | s = Fol
= € = (o) =
352 |§ e |2
=3 |O S g
= 8_ @ |
[T ) ‘C“
S
Banks 2 3 3 2 2 1
Housing savings banks - - - - - _
Credit institutions (total) 2 3 & 2 2 1

2 Preliminary unaudited data.

Assets The share of

@ c >0 0| o wowC covered | assets covered
= QRE=L E 5258 by on-site by on-site
% 5 gg 2 § g = g 3§ examinations | examinations in
& 3-S52¢c|o £T 22 asat31 | total assets of
= g°32% E ES = g December the group®

® e i} e 20152
I @
1 6 6 4 323,395,050 82.18%
1 6 6 4 323,395,050 80.59%

b The percentage refers to the total amount of credit institution assets covered by on-site examinations and examined by using a representative sample that was selected in line with the

best global supervisory practices.
Source: CNB.

institutions, while extraordinary activities included engagement
in operations of the trustee and special administration.

Altogether 1869 supervisory days were invested by the
CNB in on-site examinations.

Atotal of 21 on-site examinations were carried out in 2015,
adding up to 1305 supervisory days. Examinations were carried
out in 14 credit institutions the assets of which accounted for
72.85% of banking system assets, according to unaudited data
as at 31 December 2015 (Table 3.18) Thirteen on-site exami-
nations of risk management were carried out in eight credit in-
stitutions, while one on-site examination was carried out in the
field of IT system monitoring (for the purpose of assessment of
the IT system’s condition and risks arising from the use of IT
and related technologies in the business operations of the credit
institution)®. In 2015, on-site examinations of the implemen-
tation of legal provisions in the segment of money laundering
and terrorist financing were carried out in six credit institutions.
In addition, considerable resources were engaged in four credit
institutions in the operation of the trustee and special adminis-
tration, adding up to 564 supervisory days. This was connected
to detailed analysis and monitoring of the financial situation and
operating conditions of these institutions.

The focus of on-site examinations in 2015, in addition to
the analysis of asset quality and credit risk management, and
determining capital adequacy, was the on-site examination of
credit institutions categorised in the group of large institutions
by asset size, the scope of supervision to the greatest extent en-
compassing risk modelling.

Following the on-site examinations, and with regard to the
illegalities, irregularities and weaknesses that were established
in reports, the CNB issued recommendations for the improve-
ment of business processes and IT systems and imposed meas-
ures for the elimination of established illegalities and irregu-
larities and improvement of the situation. Based on the issued
reports, nine decisions on supervisory measures were issued. A
total of 88 supervisory measures were ordered via the decisions
issued, 44% of which were related to credit risk, 23% to risk
management organisation, 16% to reporting, 6% to IT systems
while the remaining measures were related to capital adequacy,
market and liquidity risk.

In addition, relating to the supervision of advanced ap-
proaches to measuring risk and risk management, the following
activities were undertaken:

* three on-site examinations were carried out in two banks in
the second quarter of 2015. An on-site examination of the
calculation of the capital requirement in the second pillar
was carried out in one bank by applying the group portfolio
credit risk model. An on-site examination was carried out in
the same bank for the purpose of approval of the application
of the internal model for delta calculation in relation to the
foreign exchange options and its integration in bank operati-
ons with derivative financial instruments. In the other bank,
on-site examination was linked to the change in the definiti-
on of default, pursuant to which a joint decision was agreed
with the home supervisor, allowing the change;

on-site examination of a bank was carried out in the third
quarter of 2015 linked to a change in the definition of de-
fault;

an on-site examination was carried out in two banks in the

fourth quarter of 2015. An on-site examination was carried
out in one bank for the purpose of pre-validation of an in-
ternal ratings-based approach. In another bank the on-site
examination had to do with the material change of the calcu-
lation of the amount of risk-weighted exposure by the appli-
cation of the internal ratings-based approach in a part of the
portfolio.

3.3.2.3 Cooperation with foreign supervisors

In 2015, the CNB continued to cooperate with foreign su-
pervisors, particularly as regards joint assessments of the risk
of business operations of banking groups and the adequacy of
allocated amounts of capital for members of individual groups,
as well as in the segment of the supervision of IT systems.

Based on the memoranda of understanding in effect, in
2015 CNB representatives participated in 18 colleges of super-
visors relating to the supervision of banking groups that include
domestic credit institutions (12 credit institutions).

Within the framework of cooperation with foreign supervi-
sors, the CNB is responsible for the creation of the Supervisory
Risk Report, i.e. the annual assessment of the domestic credit

66 As well as in this bank, on-site of IT system examination was also carried out in one electronic money institution.
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institution risk profile, which serves as an element for making
the final risk assessment of a banking group (Joint Risk Assess-
ment Decision) and adoption of a joint decision on the required
amount of capital for a banking group. Twelve supervisory re-
ports relating to 2014 were prepared in 2015. A joint decision
on capital adequacy of a banking group was reached for elev-
en credit institutions at the banking group level, while for one
institution, the proceedings were not completed at the time of
writing. In addition, in the first quarter of 2015, joint decisions
for 2013 were reached for institutions for which proceedings
were not completed in 2014.

Since 2015 the CNB has participated in the process of
reaching a joint decision on the review and assessment of the
recovery plan for groups of credit institutions. The proceed-
ings were started in the middle of the year, while the agreement
on joint decisions is expected to be reached in the first half of
2016.

The CNB continued to cooperate with and provided techni-
cal assistance to supervisors from the region as regards the im-
plementation of prudential regulations (CRD IV and CRR).

3.3.2.4 Supervision of credit unions

At the end of 2015, there were 25 credit unions in oper-
ation, whose assets, according to the reports submitted to the
CNB, totalled HRK 701.6m. The number of credit unions went
down by one (it stopped its operations and is currently in the
process of being wound up), while their assets decreased by
HRK 7.3m. As at 31 December 2015, eight credit unions are
currently in the winding-up process, while two credit unions are
undergoing bankruptcy proceedings.

Regular analyses continued to be made by the CNB in 2015
of the quarterly financial and supervisory reports and monthly
liquidity reports submitted by credit institutions within the pre-
scribed deadlines. Additional data submitted by credit unions
after requests by the CNB were also analysed.

In 2015, efforts continued to be made in handling com-
plains by consumers using services provided by credit unions.
The practice of holding meetings with members of manage-
ment and supervisory boards of credit unions was continued
as well.

3.8.2.5 Issuance of authorisations and approvals to
credit institutions and credit unions

Pursuant to its statutory powers arising from the Act on the
Croatian National Bank, and in accordance with the provisions
of the Credit Institutions Act, the Act on Housing Savings and
State Incentives for Housing Savings, and the Credit Unions
Act, the CNB, within its supervisory powers, is also responsi-
ble for issuing authorisations and approvals necessary for the
establishment and operation of credit institutions and credit
unions.

Through the system of authorisations and approvals, the
CNB can control some of the decisions and legal transactions
of a credit institution prior to their adoption, execution or real-
isation, and thus, as a supervisory tool, licensing can have two
functions:
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* to detect in advance and prevent decisions and transactions
that might have an adverse effect on future operations of a
credit institution; and

* make the credit institution implement the imposed supervi-
sory measures.

In 2015, the CNB issued 124 decisions on authorisations
and approvals to banks, housing savings banks, savings banks
and credit unions, as well as one decision to revoke the author-
isation to provide financial services.

The majority of decisions related to applications for ap-
proval to perform the function of a member of the superviso-
ry board of a credit institution (51 applications were approved
and 2 denied). In terms of number, next in line were decisions
on applications for prior approval to perform the function of a
chairperson or a member of the management board of a credit
institution (50 approvals). In addition, 3 decisions were issued
to credit institutions on authorisations for the provision of fi-
nancial services (2 authorisations and one refusal were issued),
as well as 3 decisions on prior approval to acquire a qualifying
holding in the capital of a credit institution, 3 decisions on the
approval for merger of an undertaking with a credit institution,
one decision on prior approval to a credit institution to acquire
a majority share in another credit institution, 4 decisions on
the approval for changes in the general operating conditions of
housing savings banks and 7 decisions on the appointment of
management board members of credit unions.

3.3.2.6 Other activities

In 2015, the CNB continued to cooperate with the Croa-
tian Financial Services Supervisory Agency (HANFA) by par-
ticipating in the work of the joint Working Committee. At the
Committee meetings, the institutions exchange information on
current topics in the banking sector and the sector supervised
by HANFA, resolve open issues on the exchange of data and ar-
range the coordination of supervisory activities. A regular meet-
ing of the Committee was held in 2015, and there were also
a number of meetings of working groups and several bilateral
meetings at which specific issues were discussed.

Two regular meetings of the Working Committee for coop-
eration with the State Agency for Deposit Insurance and Bank
Rehabilitation (DAB) were also held in 2015. At the Commit-
tee meetings, the institutions exchange information and data on
institutions subject to supervision within their scope of com-
petence.

In 2015, the CNB also directed a large portion of its re-
sources to participation in working groups under the auspices
of the European Banking Authority and the European Central
Bank in the following fields:

* prudential regulation (credit risk, market risks, operational
risk, liquidity risk, own funds, governance arrangements,
advanced approaches to measuring risk, risk management),

* reporting, accounting, auditing and disclosure,

* improvement of supervisory practices, and

* improvement of internet and mobile payment security and
supervision of IT systems.

As a member of the Commission for drafting a proposal of
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the national cyber security strategy (and a leader of the work-
ing group for cyber security of electronic financial services) the
CNB participated in the drafting of the Proposal. In addition,
the CNB participated in the activities of the working group of
the Ministry of Finance in charge of implementing the provi-
sions of the Act on critical infrastructure in the finance sector.

In relation to the implementation of the Guidelines on the
security of internet payments, the CNB organised a workshop
for representatives of all credit institutions as well as represent-
atives of the most important electronic money institutions. The
Guidelines include a series of recommendations, the adoption
and implementation of which aimed to strengthen the security
of payments conducted over the internet and represent good
practices facilitating the security of internet payments, as well
as expectations by which the CNB will be guided when carrying
out supervision or oversight of payment service providers.

3.3.3 Data exchange and analysis

In parallel with its work on regulations regarding reporting,
the CNB continues to develop application support for data re-
ceipt and processing.

In addition, the CNB continued meeting its data commu-
nication obligations to the EBA and the ECB, exchanging data
with HANFA (for the purpose of monitoring the entities it su-
pervises) and the DAB (for the purpose of calculating contribu-
tions to the resolution fund and deposit insurance premiums).

Within the framework of its regular activities, the CNB
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publishes annual, semi-annual and quarterly reports to provide
market participants and the general public with data on the state
of and trends in the banking system and the basic indicators
of the business operations of individual credit institutions. In
addition, data are also prepared for meetings with credit rating
agencies and different domestic and foreign institutions, ques-
tionnaires are completed and replies to queries of different in-
terested parties, particularly the press, are prepared. In addition
to published publications, internal analyses, both regular and
ad hoc are also made for the supervision area and CNB man-
agement.

Of the regular publications, Banks Bulletin 28 for 2014 was
issued in 2015. Monthly reports on due but unpaid receivables
and quarterly reports on the banking system were compiled for
internal purposes on a regular basis. As in previous years, re-
ports on debtors whose debt exceeds HRK 5m (monthly report)
were submitted to credit institutions and the CNB prepared a
contribution for the BSCEE Review®’ consisting of quantitative
data and written information on the situation in the Croatian
banking system and CNB supervisory activities.

The list of credit institutions operating in the RC was reg-
ularly updated on the CNB website.®® It includes institutions
that may directly provide mutually recognised services. Credit
institutions from EU member states and from the countries sig-
natories to the Agreement on the European Economic Area may
temporarily provide mutually recognised services that they are
authorised to provide in their host member state directly within
the territory of the Republic of Croatia.

67 The publication is issued by the group of Banking Supervisors from Central and Eastern Europe, BSCEE.
68 Since December 2013, this list has also been available at the Credit Institution Register interface on the EBA’s website.
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ASSESSMENT OF RESOLVABILITY

4.1 Regulatory framework
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The Act on the Resolution of Credit Institutions and In-
vestment Firms (Official Gazette 19/2015, hereinafter referred
to as ‘the Act’) entered into force on 28 February 2015. The
Act transposes into Croatian law Directive 2014/59/EU of
the European Parliament and of the Council of 15 May 2014
establishing a framework for the recovery and resolution of
credit institutions and investment firms and amending Council
Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC,
2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU,
2012/30/EU and 2013/36/EU, and Regulations (EU) No
1093/2010 and (EU) No 648/2012 of the European Parlia-
ment and of the Council (Bank Recovery and Resolution Direc-
tive, hereinafter referred to as ‘the BRRD’).

Under the provisions of the Act, the Croatian National
Bank, together with the Croatian Financial Services Supervi-
sory Agency and the State Agency for Deposit Insurance and
Bank Resolution, has been designated one of the resolution au-
thorities in the Republic of Croatia, i.e. the resolution authority
competent for credit institutions. The Ministry of Finance has
been designated the competent ministry for performing the ac-
tivities provided under the Act.

The resolution authorities are obliged, each within its scope
of activities and competencies, to cooperate closely in the prepa-
ration, planning and application of decisions in accordance with
the Act. Also, for the purposes of the Act, the Croatian National
Bank has been designated the authority that cooperates directly
with resolution authorities and coordinates their efforts with the
relevant authorities of other member states.

In contrast with the former laws that regulated this matter,
the new Act introduces a completely new concept of resolution
in such a way that resolution proceedings are provided only
for an institution that is failing or is likely to fail, where any
other supervisory action or private sector measures are not suf-
ficient to restore its financial position and where resolution of
the institution is in the public interest. The condition that must

be met for initiating resolution proceedings and that does not
need to be met for a request to open bankruptcy proceedings
is that resolution of an institution is carried out only if it is in
the public interest. It is deemed that resolution is in the public
interest where it is necessary for the achievement of the follow-
ing objectives:

* ensurance of the continuity of critical functions;

* avoidance of a significant adverse effect on financial stability,
in particular by the prevention of contagion to the financial
system, including to market infrastructure, and by maintain-
ing market discipline;

* protection of public funds by minimising reliance on extraor-
dinary public financial support;

* protection of depositors covered by deposit insurance and
investors covered by investor-compensation schemes; and

* protection of client funds and client assets.

When carrying out resolution proceedings, the resolution
authorities are obliged to have regard to the general principles
of resolution. The principles provide that the shareholders of the
institution under resolution are the first to bear the losses, while
creditors of the institution under resolution bear losses after the
sharcholders in accordance with the order of priority of their
claims in bankruptcy proceedings, provided that no creditor in-
curs greater losses than it would have incurred if the institution
had gone into bankruptcy.

One or more of the following resolution tools may be ap-
plied to an institution under resolution: the sale of business tool,
the bridge institution tool, the asset separation tool and the bail-
in tool. In the application of various resolution tools, the duty
of the management board of an institution under resolution is
performed by a new, resolution administration appointed by the
State Agency for Deposit Insurance and Bank Resolution. The
role of the supervisory board and general meeting of an insti-
tution under resolution is also assumed by the State Agency for
Deposit Insurance and Bank Resolution.

4.2 Minimum requirement for own funds and eligible liabilities

One of the major and most important novelties introduced
by the new Act is certainly the minimum requirement for own
funds and eligible liabilities (hereinafter referred to as ‘the
MREL). The Act provides that the MREL is calculated as the
amount of own funds and eligible liabilities expressed as a per-
centage of own funds of the institution and other total liabilities
not included in own funds.

Eligible liabilities are included in the calculation of the min-
imum requirement only if they satisfy the following conditions:

* the instrument is issued and fully paid up;
* the liability is not owed to, secured by or guaranteed by the
institution itself;
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the purchase of the instrument was not funded directly or
indirectly by the institution;

the liability has a remaining maturity of at least one year and
where a liability confers upon its holder the right to early re-
imbursement, the maturity of that liability is the first date
when such a right arises;

the liability does not arise from a derivative; and
the liability does not belong to the third or fourth level of
higher priority.

In addition, under the Act, for institutions that are not
part of a group and for a group of institutions the compe-
tent group-level resolution authority of which is the Croatian
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National Bank, which is not a cross-border group, the MREL is
determined on the basis of the following criteria:

* the need to ensure that the institution can be resolved by the
application of the resolution tools including, where appro-
priate, the bail-in tool, in a way that meets the resolution ob-
jectives;

the need to ensure, in appropriate cases, that the institution
has sufficient eligible liabilities to ensure that, if the bail-in
tool were to be applied, losses could be absorbed and the
common equity tier 1 ratio of the institution could be re-
stored to a level necessary to enable it to continue to comply
with the conditions for authorisation arising from the regula-
tion governing the operation of credit institutions or invest-
ment firms and to sustain sufficient market confidence in the
institution or entity;

the need to ensure that, if the resolution plan anticipates that

certain classes of eligible liabilities might be excluded from
bail-in under Article 67, paragraph (1), item (a) of the Act
or that certain classes of eligible liabilities might be trans-
ferred to a recipient in full under a partial transfer, that the
institution has sufficient other eligible liabilities to ensure
that losses could be absorbed and the common equity tier 1
ratio of the institution could be restored to a level necessary
to enable it to continue to comply with the conditions for
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authorisation arising from the regulation governing the op-
eration of credit institutions;

the size, the business model, the funding model and the risk
profile of the institution;

the extent to which the deposit guarantee scheme could con-
tribute to the financing of resolution in accordance with Arti-
cle 123 of the Act; and

the extent to which the failure of the institution would have
adverse effects on financial stability, including, due to its in-
terconnectedness with other institutions or with the rest of

the financial system through contagion to other institutions.

For an EU group of institutions where the Croatian Nation-
al Bank is not the group-level resolution authority, the MREL
is also determined on the basis of the above listed criteria, while
also taking account of the minimum requirement on a consol-
idated basis that has been set for the group. In this case, the
Croatian National Bank draws up a proposal of the MREL on
an individual basis for a subsidiary having its head office in the
Republic of Croatia, that is part of an EU group and that par-
ticipates in the reaching of a joint decision on the minimum
requirement within the resolution college.

Institutions are obliged at all times to comply with the de-
termined MREL on an individual basis.

4.3 Organisation of resolution activities at the Croatian National Bank

For the purpose of organising resolution activities at the
Croatian National Bank, a new organisational unit within the
International Relations and Resolvability Assessment Area —
Credit Institutions Resolvability Assessment Department (here-
inafter referred to as ‘the Department’) began its work on 1
January 2015. The Department is responsible for the activities
regulated under the Act which fall within the scope of activity of
the Croatian National Bank.

In particular, when organising this type of activity as pro-
vided for in legal provisions, the Croatian National Bank is re-
sponsible for ensuring operational and functional independence
to avoid conflicts of interest between the resolution powers it
exercises in accordance with the provisions of the Act and su-
pervisory or oversight functions it exercises in accordance with
the provisions of Regulation (EU) No 575/2013 and regula-
tions governing the operation of credit institutions, and other
functions exercised in accordance with the provisions of other
regulations.

In that sense, the Croatian National Bank was obliged to
ensure that the employees carrying out resolution activities in
accordance with the provisions of the Act are structurally and
functionally separated from the employees carrying out activi-
ties under the provisions of Regulation (EU) No 575/2013 and
regulations governing the operation of credit institutions, or
with regard to other functions they exercise in accordance with
the provisions of other regulations, and that they are subject to

separate reporting lines.

These legal requirements were fully met by the establish-
ment of the new Department within the International Relations
and Resolvability Assessment Area.

Among other things, the Department performs the follow-
ing activities:

* carries out an assessment of the feasibility and credibility of
resolution or bankruptcy;

* prepares resolution plans;

* determines and orders removal of impediments to bankrupt-
cy or resolvability;

determines the minimum requirement for own funds and el-
igible liabilities;

cooperation with and coordination of the resolution author-
ities of the Republic of Croatia, both within the country and
with the relevant authorities of other member states;

updates on a regular basis resolution plans in cooperation
with the Ministry of Finance and the State Agency for De-
posit Insurance and Bank Resolution;

prepares documentation and materials and participates in
resolution colleges;

monitors the regulations adopted by the European Banking
Authority (hereinafter referred to as ‘the EBA);
prepares materials and participates in meetings of the Reso-

lution Committee.
Department activities in 2015 were mostly focused on
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monitoring a large number of regulations which the EBA and the
European Commission were adopting at a fast pace throughout
the year. Also, particular efforts were made to coordinate the
activities of all resolution authorities in the Republic of Croatia
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and meet a number of organisational requirements associated
with the establishment of the new organisational unit, particu-
larly in view of the fact that the activities themselves are a nov-
elty in the EU as a whole.

4.4 Activities of the Resolution Committee

The Resolution Committee (hereinafter referred to as ‘the
ResCo’) was established on 1 January 2015 under the Decision
of the European Banking Authority establishing the Standing
Committee on Resolution of 29 October 2014. It was estab-
lished as a separate committee to address resolution issues, pri-
marily the adoption of regulations associated with the BRRD
(above all regulatory and implementing technical standards,
guidelines and recommendations), and issues related to BRRD
implementation (mediation, breaches of EU law, and so on).

As regards the division of responsibilities and competen-
cies within the EBA, the Board of Supervisors (BoS) and the
Management Board (MB) continue to be the two main govern-
ing bodies of the EBA. However, in view of the requirements
to separate supervisory and resolution powers, the adoption of
some resolution decisions has been delegated from the BoS to
the ResCo.

The resolution authorities of all member states are members
of the ResCo. Where there is more than one resolution authority
in a member state, those authorities have to agree on a com-
mon representative who is entitled to vote, his/her deputy and a
non-voting member. A representative of the resolution author-
ity who is entitled to vote and who comes from a member state
with more than one resolution authority may be accompanied
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by a senior representative of another nationally designated res-
olution authority, who is non-voting. In observance of these
rules, the Republic of Croatia also appointed its members in the
ResCo in such a way that two representatives come from the
Croatian National Bank (a voting member and deputy) and one
member is the representative of the State Agency for Deposit
Insurance and Bank Resolution (non-voting member).

Representatives of the following may participate as observ-
ers in the ResCo: the resolution authorities of the EEA EFTA
states represented in the BoS, the Single Resolution Board, EI-
OPA, ESMA, ESRB, the European Commission and the ECB.

Croatian National Bank representatives participated in five
meetings of the ResCo that were held in 2015. The Department
prepared materials for these meetings, and the topics mostly
related to numerous regulatory and implementing technical
standards whose adoption was scheduled for 2015 under the
BRRD. It should be noted that, based on the BRRD alone, in
less than three years (2014-2016), the EBA was to adopt some
40 regulatory and implementing technical standards, guidelines
and recommendations, which is considered to be an exception-
ally large number. In 2014 and 2015, the EBA adopted 29 such
acts, 13 of which have already been translated into all EU lan-
guages, including Croatian.
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5.1 Regulations in the area of payment operations

5.1.1 National regulations in the area of
payment and foreign exchange operations

With regard to the implementation of the project of mi-
gration to TARGET2 (Trans-European Automated Real-time
Gross settlement Express Transfer system), i.e. the setting
up of the TARGET2-HR national component, the CNB as
TARGET2-HR operator adopted in 2015 the rules of operation
of the TARGET2-HR payment system, which are regulated by
the Decision on the conditions for the opening and operation
of a PM account in TARGET2-HR (OG 136/2015), Decision
on the conditions for the opening and operation of a Dedicated
Cash Account (DCA) in TARGET2-HR (OG 136/2015), De-
cision on supplemental and modified conditions for the open-
ing and operation of a PM account in TARGET2-HR using
Internet-based access (OG 136/2015) and Decision on settle-
ment procedures for ancillary systems (OG 136/2015). The
above rules of operation of TARGET2-HR fully comply with the
Guideline of the European Central Bank ECB/2012/27 of 5 De-
cember 2012 on a Trans-European Automated Real-time Gross
settlement Express Transfer system (TARGET2), last amended
by the Guideline of the European Central Bank ECB/2015/15
of 2 April 2015, which, as such, forms the basis for the adoption
of the rules of operation of all TARGET?2 national components
approved by the European Central Bank.

In the area of foreign exchange operations, the Decision
on amendments to the Decision on payments and collections
in foreign means of payment in the country was adopted (OG
16/2015). The possibility of foreign exchange payments in the
country is expanded by the amendment to the above regulation,

5.2 SEPA project

related to the specific types of business relationships that require
this by their nature.

5.1.2 EU regulations

In 2015, the European Parliament and the Council enacted
two regulations in the area of payment operations.

The first was the Regulation (EU) 2015/751 of the Euro-
pean Parliament and of the Council of 29 April 2015 on inter-
change fees for card-based payment transactions, published in
the Official Journal of the European Union L 123/1 of 19 May
2015 and entering into force on 9 June 2015. The provisions
of the above Regulation are directly applicable in all member
states, so that the Republic of Croatia, as well as all other mem-
ber states, has the obligation to adopt an implementing act by
9 June 2016, regulating competent authorities and penalties, as
well as out-of-court complaint and redress procedures between
payment service providers and users.

The second was the Directive (EU) 2015/2366 of the Eu-
ropean Parliament and of the Council of 25 November 2015 on
payment services in the internal market, amending Directives
2002/65/EC, 2009/110/EC and 2013/36/EU and Regulation
(EU) No 1093/2010, and repealing Directive 2007/64/EC. It
was published in the Official Journal of the European Union on
23 December 2015 and entered into force on 13 January 2016.
The deadline for transposing the provisions referred to in the
Directive into the national law of member states is 13 January
2018, from which date their application will begin in all member
states. For the purpose of acceptance of the above Directive, a
new Payment System Act will be adopted.

SEPA is the Single Euro Payments Area wherein natural
and legal persons initiate and receive payments in euro, within
the European Economic Area, under the same basic conditions
and with the same rights and obligations.

For the purpose of the acceptance of SEPA standards, at
its 23rd meeting held on 15 May 2014, the National Payment
System Committee (hereinafter: NPSC) adopted the National
SEPA Migration Plan, which contains the definition of goals,
the roles of the participants, activities and their stakeholders, as
well as the deadlines for the implementation of SEPA standards.
The National SEPA Migration Plan is the document by which
all SEPA project stakeholders (including payment service users)
have been informed in detail about planned activities within the
SEPA project. The main SEPA project management body is the
NPSC. Under the National Migration Plan project a payment
infrastructure will be set up for the execution of national and
cross-border payment transactions in euro (TARGET2-HR,
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EuroNCS), as well as the common standards for the execution
of kuna and euro payment transactions (SEPA standard).

5.2.1 Setting up of the national payment
infrastructure

5.2.1.1 TARGET2-HR

In accordance with the National SEPA Migration Plan, the
CNB carried out all preparatory activities in 2015 for the setting
up and connection of the Croatian TARGET2-HR component
to the TARGET2 payment system with the planned start of pro-
duction operations on 1 February 2016, which will enable the
settlement of national and cross-border payment transactions
in the euro on system participants” accounts. TARGET2-HR is
a payment system for the settlement of payment transactions in
euro in real time on a gross basis, consisting of national com-
ponents operated by the central banks of the EU member states



el N N B R NN BN NNRRN

with a single technical platform that offers the same level of
service to all participants.

The purpose of the project is to ensure the preconditions
necessary for the alignment with SEPA regulations (Regula-
tion (EU) No 260/2012 of the European Parliament and of
the Council of 14 March 2012 establishing technical and busi-
ness requirements for credit transfers and direct debits in euro
and amending Regulation (EC) No 924/2009) and to achieve
a high level of standardisation in the execution of national and
cross-border payments in the euro in the Republic of Croatia.
The establishment of TARGET2-HR as part of the infrastruc-
ture of payment operations within the SEPA project will enable
the EuroNCS to be set up in the future as the national payment
system for the execution of euro retail payments. In addition to
the previous manner of settlement of payment transactions in
euros through correspondent banking, the establishment of the
Croatian TARGET2-HR component provides the banks with a
faster and, in terms of price, more acceptable manner in which
to carry out interbank payment transactions in euros.

The project of setting up the TARGET2-HR national com-
ponent covers the adjustment of the technological infrastructure
of the CNB as the operator and participant, the carrying out of
all required tests and other preparatory activities for production
operations and the adoption of the regulatory framework, i.e.
the rules of operation and the respective documents. The CNB
and credit institutions are participants in the TARGET2-HR
national component.

5.2.2.2 EuroNCS payment system

The Financial Agency (FINA), as the operating manager
of the payment system, submitted a request for the issuing of
authorisation for the EuroNCS payment system in 2015. The
EuroNCS is a payment system for the clearing of national and
cross-border SEPA credit transfers in euro.

The EuroNCS clears payment transactions initiated accord-
ing to the Rulebook of the Single Payment Scheme of the Euro-
pean Payments Council for the execution of SEPA credit trans-
fers. The issuing of the authorisation for the EuroNCS payment
system is expected in the beginning of 2016, and it is foreseen
that the payment system should become operational according
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to the deadlines defined in the National SEPA Migration Plan.

5.2.2 Other activities defined by the National
SEPA Migration Plan

Decisions were adopted at NPSC meetings on the accept-
ance of national payment schemes for credit transfers and direct
debits, i.e. the Rules of the SEPA Credit Transfer (SCT) Scheme
and the Rules of the SEPA Direct Debit (SDD) Scheme. The
above schemes define the single method and conditions for the
execution of payment transactions in accordance with the ac-
cepted SEPA standards in the European Union. The schemes
are harmonised with the SEPA payment scheme of the European
Payments Council, accepting all national specific features, which
will facilitate the migration to the SEPA payment scheme for the
participants in the national payment system, when the euro is
introduced as the official currency in the Republic of Croatia.

For the purpose of a more operational management of ac-
cepted SEPA schemes, the NPSC also adopted the decision
on the setting up of the National Scheme Management Board
(NSMB). The task of the Board is to enter into scheme adher-
ence agreements, maintain the records on scheme participants,
regulate participants’ mutual relations and ensure compliance
with the rules of the scheme. The NPCS endorsed the Financial
Agency (FINA) as the National Adherence Support Organisa-
tion (NASO), which will provide the necessary operational and
administrative support to the banking community in the process
of adherence to SEPA.

National payment transactions in kuna in compliance with
SEPA technological and technical standards will be executed in
accordance with the planned deadlines of the National Migra-
tion Plan. For the purpose of promoting the SEPA project in
the Republic of Croatia, the public and other stakeholders have
been notified on the www.sepa.hr website and by the holding of
presentations and distribution of promotional materials.

All planned activities from the National Migration Plan related
to the execution of euro payment transactions will be completed in
2016 in accordance with planned deadlines, by which the Republic
of Croatia will fulfil all requirements referring to the execution of
euro payment transactions according to SEPA standards.

5.3 Provision of payment services in the territory of the Republic of Croatia

Since 1 January 2011 and the introduction of the Payment
System Act (OG 133/2009 and 136/2012) and the Electronic
Money Act (OG 139/2010), the CNB has granted a total of five
authorisations to electronic money institutions.

The provisions of the above acts prescribe that payment in-
stitutions and electronic money institutions from other member
states, i.e. states signatories to the Agreement on the European
Economic Area (EEA), may provide their services across the
EEA (passporting) on the basis of the authorisation granted by
the competent authority of the home member state. In 2015,

the CNB received from the competent authorities of other EEA
states 73 notifications for payment system institutions and 30
notifications for electronic money institutions that intended to
provide payment services and/or issue electronic money in the
Republic of Croatia.

The list of payment system institutions and electronic mon-
ey institutions from other EEA states for which the CNB re-
ceived notifications of the intention to provide services in the
Republic of Croatia is published on the CNB’s website.
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5.4 Complaints by payment service users and electronic money holders

According to the provisions of the Payment System Act and
Electronic Money Act, payment service users and other parties
with a legal interest, including consumer associations, may file
complaints with the CNB against a payment service provider
when they deem that it has acted contrary to the provisions of
the aforementioned legislation in that part regulating the rights

and obligations of payment service users.

Information on the rights of payment service users and
electronic money holders and instructions for filing complaints
have been published on the CNB’s website. In 2015, the CNB
received 27 complaints by payment service users regarding the
treatment by payment service providers.

5.5 Interinstitutional cooperation in the area of payment operations

5.5.1 National Payment System Committee

The NPSC, consisting of the representatives of the CNB,
Ministry of Finance, Croatian Banking Association and Croa-
tian Chamber of Economy — Banking and Finance Department,
held two meetings in 2015. At the meetings held on 18 May and
30 June 2015, conclusions were accepted and decisions were
adopted concerning the implementation of the SEPA project
in the Republic of Croatia. With regard to the SEPA project,
national payment schemes for credit transfers and direct deb-
its were accepted, the information on the course of the project
development was accepted relative to the planned deadlines by
foreseen operations and tasks and the establishment of a special
body at the national level was supported for the purpose of fur-
ther management of and amendments to the schemes (NSMB).

In addition, individual current topics in the area of payment
operations were discussed: the issue of innovative payment in-
struments, the guidelines on the security of online payments
issued by the European Banking Authority (EBA), the current
EU payment regulations, and so on. The development of new

technologies in payment operations was supported, with special
empbhasis on the need to identify all potential risks and the pro-
tection of payment service users.

5.5.2 Council of the National Clearing System
(NCS) Participants

The Council of the National Clearing System (NCS) Par-
ticipants comprises all banks that participate in clearing through
the NCS, the CNB and FINA as the operating manager of the
payment system. The annual meeting of the Council of NCS
Participants was held on 17 December 2015; at this meeting,
data on the overall turnover in the payment system in 2015 were
presented, as well as information on the activities related to the
implementation of the SEPA project. Emphasis was put on the
adoption of decisions establishing the regulatory framework for
the operation of the TARGET2-HR payment system, the adher-
ence to TARGET?2 and the testing of the CNB and banks carried
out, while activities related to the testing and the admission of
participants into the EuroNCS were presented.

5.6 Participation of employees in the working groups of the European Union

bodies

During 2015, the Payment Operations Area representatives
participated in working meetings within committees and in the
working groups of the European Central Bank and in the work-
ing groups of the EU Council, the European Commission and
the EBA.

In 2015, the Payment Operations Area representatives al-
so participated in the European Commission working groups

5.7 Authorised exchange offices

on the method of implementation (transposition) of Directive
2014/92/EU on the comparability of fees related to payment
accounts, payment account switching and access to payment
accounts with basic features (Payment Accounts Directive
(PAD)) and Regulation (EU) 2015/751 on interchange fees
for card-based payment transactions (Multilateral Interchange
Fees Regulation — MIF).

Pursuant to the Foreign Exchange Act, the CNB issues au-
thorisations to conduct exchange transactions to legal persons
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and craftsmen (authorised exchange offices). During 2015, 87
authorisations to conduct exchange transactions were issued to
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authorised exchange offices and 36 authorisations were with-
drawn in line with the conditions stipulated by the act.

Authorised exchange offices have to use a protected com-
puter programme certified by the CNB to conduct exchange
transactions. The use of certified programmes was introduced
to ensure fiscal and financial discipline and is directly related to
the pursuit of the policy of prevention of money laundering and
terrorist financing. So far, the CNB has issued 38 computer
programme certificates for authorised exchange offices to legal
persons and craftsmen.

According to the data on the turnover of authorised ex-
change offices, received and processed by the CNB, the

5.8 Interbank payment systems
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turnover in foreign cash purchase and sale transactions with
natural persons in their kuna equivalent totalled HRK 28.72bn
in 2015. Of that amount, HRK 20.94bn went on the purchase
of foreign cash and cheques denominated in foreign currency
and HRK 7.78bn to the sale. The bulk of transactions (86.4%)
were in the euro.

As at 31 December 2015, 1,318 exchange offices operated
in the Republic of Croatia on the basis of valid authorisations
to conduct exchange transactions. As concerns their legal form,
69% of authorised exchange offices are limited liability compa-
nies, 22% are crafts and trades, 7% are joint stock companies
and 2% are other legal persons.

In 2015, interbank payment systems operated without any
serious situations capable in any way of compromising the op-
erational safety of interbank payment systems, the basic infra-
structure of domestic payment operations.

The accessibility of the Croatian Large Value Payment Sys-
tem (CLVPS) to payment system participants was 99.84%. The
CLVPS was inaccessible for a total of 249 minutes in 2015.
The deviation from the payment execution schedule totalled 66
minutes. The accessibility of the NCS to payment system par-
ticipants was 100.00 % (excluding regular technical mainte-
nance), with a deviation from the payment execution schedule
standing at a total of 1,074 minutes. Payment transactions set-
tled through the CLVPS increased in number and in value from
2014. An upward trend in the number and value of payment
transactions cleared through the NCS was also observed.

5.8.1 Croatian Large Value Payment System

Below are the basic data on payment transactions settled
through the CLVPS in 2015, and a comparison of some data
with the data from the previous calendar year.

The number of payment transactions settled through the
CLVPS increased by 2.98% from 2014. A total of 326,628 pay-
ment transactions were settled through the CLVPS in 2015,
with the daily average of settled payment transactions stand-
ing at 1,301. The total value of payment transactions settled
through the CLVPS increased by 14.20% from 2014.

The total value of payment transactions settled through
the CLVPS in 2015 was HRK 2,497,119m. The average value
of a payment transaction was HRK 7.64m and the daily aver-
age value of transactions settled through the CLVPS stood at
HRK 9.95bn. The largest value of payment transactions set-
tled through the CLVPS was recorded in July, totalling HRK
257,986m, and the largest number of payment transactions
settled through the system, 31,266, was also recorded in July.

As shown by the structure of exchanged payment messages
in 2015, as many as 67.20% of total messages were payment
messages (MT103) used by banks for executing client payment

Table 5.1 CLVPS - payment transactions executed in 2015

Payment transaction

Payment transaction

number value (in million HRK)
January 24,330 185,740
February 24,045 179,801
March 28,002 197,755
April 26,679 170,637
May 24,697 168,047
June 27,400 168,519
July 31,266 257,986
August 25,287 229,761
September 29,278 257,361
October 27,607 229,899
November 27,217 210,137
December 30,820 241,477
Total 326,628 2,497,119

Source: CNB.

Table 5.2 CLVPS - overview of payment transactions settled

2014 2015

Payment transaction number 317,166 326,628
Payment transaction value (in million HRK) 2,186,512 2,497,119

Payment transaction average value (in million HRK) 6.89 7.64

Source: CNB.

transactions. Payment messages used by banks for executing
their own payment transactions (MT202, MT202COV and
MT205) accounted for 28.13% and direct transfers for 4.66%.
Direct transfers are payment messages used by the central bank
to carry out its legal obligations and manage payment systems,
among other things, as well as to execute payment transactions
ordered by participants encountering technical and communi-
cation difficulties.
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5.8.2 National Clearing System

Below are the basic data on payment transactions cleared
through the NCS in 2015, and a comparison of part of total
data with the data from the previous calendar year.

The number of payment transactions cleared through the
NCS increased by 7.25% from 2014. A total of 164,718,523
payment transactions were cleared through the NCS in 2015,
with the daily average of cleared payment transactions standing
at 656,249.

The total value of payment transactions cleared through
the NCS increased by 4.71% from 2014. The total value of

Table 5.3 NCS - payment transactions executed in 2015

Payment transaction

Payment transaction

number value (in million HRK)
January 12,081,751 53,276
February 12,288,013 53,812
March 13,891,346 59,301
April 13,437,965 60,774
May 13,330,284 57,859
June 14,280,411 65,546
July 14,697,172 70,285
August 13,255,198 62,313
September 14,242,822 66,540
October 14,083,933 63,638
November 14,332,788 64,554
December 14,796,840 73,840
Total 164,718,523 751,738
Source: FINA.

Table 5.4 NCS - overview of payment transactions cleared

2014 2015

Payment transaction number (in million) 153.58 164.72
Payment transaction value

(in million HRK) 717,894 751,738
Payment transaction average value (in HRK) 4,674 4,564

Source: FINA.

Table 5.5 NCS - total value and number of payment transactions
by clearing cycles in 2015

| clearing | Il clearing | Ill clearing | IV clearing Total
cycle cycle cycle cycle

Payment
transaction 44,176,912 19,918,835 58,135,929 42,486,847 164,718,523
number
Share (in %) 26.82 12.09 35.29 25.79 100.00
Payment
transaction value 114,266 95,109 281,655 260,708 751,738
(in million HRK)
Share (in %) 15.20 12.65 37.47 34.68 100.00

Note: | clearing cycle - from 18.30 T_, t0 9.30 T, ¢ Il clearing cycle - from 9.30 T, to 11.00
T, ¢ lll clearing cycle — from 11.00 T to 14.00 T IV clearing cycle — from 14.00 T  to
18.30 T,

Source: FINA.
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Figure 5.1 NCS — number of payment transactions by clearing
cycles in 2015

25.79% 26.82%
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M | clearing cycle Il clearing cycle il clearing cycle MM IV clearing cycle

Source: FINA.

Figure 5.2 NCS - value of payment transactions by clearing
cycles in 2015
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P
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Source: FINA.

payment transactions cleared through the NCS in 2015 was
HRK 751,738m. The average value of a payment transaction
was HRK 4,564 and the daily average value of transactions
cleared through the NCS stood at HRK 2,994.97m.

The largest value of payment transactions cleared through
the NCS was recorded in December (HRK 73,839.99m). The
largest number of payment transactions was also recorded in
December (14,796,840).

The largest value of payment transactions (37.47%) was
cleared in the third clearing cycle. The largest number of pay-
ment transactions was also cleared in the third clearing cycle,
i.e. 35.29% of the total of payment transactions cleared through
the NCS.
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5.9 Payment statistics reports
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Pursuant to the Decision on the obligation to submit data
on the payment system and electronic money (OG 147/2013)
the CNB received payment statistics from reporting entities
(banks and electronic money institutions) within the prescribed
deadlines, processed them and made them publicly available.

Below is an overview of the individual statistical data re-
ceived from reporting entities.

Table 5.6 Number of transaction accounts
as at 31 December 2015

Business entities’ accounts 364,346
Single-currency accounts 71,461
Multi-currency accounts 292,885

Accounts of individuals — consumers 6,344,511
Single-currency accounts 3,306,304
Multi-currency accounts 3,038,207

Total 6,708,857

Source: CNB.

Business entities and individuals (consumers) held a total
of 6,708,857 transaction accounts with banks. Business enti-
ties had 364,346 transaction accounts with banks, which ac-
counted for 5.43% of all transaction accounts held with banks.
Individuals (consumers) had 6,344,511 transaction accounts
with banks, which accounted for 94.57% of all accounts held
with banks.

Of the total number of business entities’ transaction ac-
counts held with banks, as many as 80.39% were multi-curren-
cy accounts, and only 19.61% were single-currency transac-
tion accounts. The share of single-currency and multi-currency
accounts in the total number of transaction accounts of indi-
viduals (consumers) was almost equal, i.e. 52% of individuals’

Table 5.7 Number of bank operating units, ATMs and POS
(EFTPOS) terminals

as at 31 December 2015

Ukupno

Operating units 1,175
ATMs 4,418
ATMs owned by banks 3,000
ATMs owned by other legal persons 1,418
POS (EFTPOS) terminals 103,445
POS (EFTPOS) owned by banks 43,884
POS (EFTPOS) owned by other legal persons 59,561

Source: CNB.

accounts were single-currency accounts, while those in multiple
currencies accounted for 48% of individuals’” accounts.

As at 31 December 2015, there were 1,175 bank operat-
ing units in the Republic of Croatia. Of a total of 4,418 ATMs
in the country, 67.90% were owned by banks and the remain-
ing 32.10% by other legal persons. Of a total of 103,445 POS
(EFTPOS) terminals, 42.42% were owned by banks and the
rest by other legal persons.

As at 31 December 2015, there were in all 8,353,651 pay-
ment cards in circulation in the Republic of Croatia, 94.90% of
which were payment cards issued in the names of individuals
— consumers and 5.10% were business payment cards (issued
in the name of business entities). With respect to payment card
types, debit cards accounted for the largest share in the total
number of cards, 77.55%.

Two specialised publications, Payment Cards and Card
Transactions and the Report on cashless payment transactions
in the Republic of Croatia with data for 2014 were published on
the website of the Croatian National Bank.

Table 5.8 Issued payment cards and payment transactions according to card types

Valid general and business payment cards

Number of payment
cards in circulation®

Credit card 176,635
Revolving card® 397,665
Deferred debit card® 471,771
Charge card 631,399
Debit card 6,477,885
Prepaid card 198,296
Total 8,353,651

Share (in %) Total transactions

Value (in HRK)

211% 2,163,416 887,631,123
4.76% 11,865,151 2,648,759,586
5.65% 24,321,607 7,727,782,770
7.56% 46,873,005 14,116,410,686
77.55% 241,140,773 98,763,541,079
2.37% 414,725 50,564,414
100.0% 326,778,677 124,194,689,658

2 Reporting period as at 31 December 2015

 Revolving card - the card user may pay total expenses in full or gradually (in instalments) in line with the agreed model of payment.

° Deferred debit card - total expenses are debited directly to the transaction account of the user in the bank following the receipt of the payment order issued by the card issuer.
4 Charge card - the card user pays total expenses in full, at the latest when total expenses made fall due.

Note: Used and unused payment cards in circulation are included. Blocked payment cards are excluded.

Source: CNB.
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6.1 Currency outside banks
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As at 31 December 2015, currency outside banks (cur-
rency in circulation) amounted to HRK 20.1bn, which is an
increase of 8.65% from the end of 2014.

On 31 December 2015, there were 187.2m banknotes,
worth HRK 24.0bn, outside the CNB vault and cash centres
(CCs). From the end of 2014, the number of banknotes outside
the CNB vault and CCs rose by 8.7% in 2015, while the total
value of all banknotes outside the CNB vault and CCs increased
by 9.4%.

The total number of banknotes outside the CNB vault and
CCs increased by 14.9m in 2015, which includes an increase in
all valid denominations except in 5 kuna banknotes. The num-
ber of 200 kuna and 100 kuna banknotes recorded the larg-
est individual increase, 6.1m and 2.9m respectively, which was
60.4% of the total increase in currency outside the CNB vault

and CCs in 2015.

Of banknotes outside the CNB vault and CCs, 200 kuna
banknotes, with a share of 30%, and 10 kuna banknotes, with a
share of 21%, were the most numerous and accounted for HRK
11.7bn, or 48.7% of the total value of banknotes in 2015. The
large share of 200 kuna banknotes in total banknotes outside
the CNB vault and CCs is attributable to their widespread use
in ATM withdrawals.

As at 31 December 2015, there were 2.1bn coins outside
the CNB vault and CCs, worth a total of HRK 1.2bn. The num-
ber of coins outside the CNB vault and CCs had risen by 5.2%
at the end of 2015 relative to the end of 2014, while their total
value had increased by 7.1%. The number of coins outside the
CNB vault and CCs rose by 102.0m in 2015.

Of coins in circulation, the most numerous in 2015 were 10

Figure 6.1 Currency outside banks
end of period

Figure 6.3 Structure of total volume of banknotes outside the
CNB and CCs by denomination
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Figure 6.2 Change in the number of banknotes outside the CNB
and CCs in 2015 as compared to 2014

Figure 6.4 Change in the number of coins outside the CNB and
CCs in 2015 as compared to 2014
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Figure 6.5 Structure of total volume of coins outside the CNB
and CCs by denomination

end-2015
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6.2 Cash supply

CURRENCY DEPARTMENT OPERATIONS

lipa coins (489.9 million pieces, or 24% of the total number of
coins outside the CNB vault and CCs). In terms of value, 5 kuna
coins accounted for the largest share, HRK 443.5m, or 36.3%
of the total value of coins outside the CNB vault and CCs.

In all, 3.3bn worth of kuna banknotes (34.8 million pieces)
and 67.6m worth of coins (102.5 million pieces) were issued
from the CNB vault to CCs in 2015 to meet the needs of banks
for cash based on their orders, and to maintain adequate re-
serves in CCs. The total value of banknotes issued to CCs de-
creased by HRK 2.4bn (42.3%) from 2014. The number of
banknotes issued to CCs decreased by 22.9 million pieces

(39.7%). The total value of coins issued to CCs grew by 39.2%
and their number increased by 27.8%.

In 2015, there was a rise in the number of coins issued in
all denominations, with the largest increase in HRK 2 (54.6%)
and HRK 5 (52.1%) coins, relative to 2014.

Figure 6.6 Banknotes issued to CCs in 2015 Figure 6.7 Coins issued to CCs in 2015
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6.3 Withdrawal and processing of worn-out banknotes

In 2015, the CNB took over a total of 29.1 million bank-
notes from CCs, worth a total of HRK 2.2bn. The banknote
processing system processed a total of 60.3 million banknotes
(31.2 million pieces of which taken over in 2013 and 2014), of
which 94.9% or 57.3m (worth HRK 4.8bn) were destroyed au-
tomatically as the banknotes failed to meet the quality standards
set for circulation banknotes. From banknotes processed, 2.8m
or 4.7% were sorted as fit, while 0.2m banknotes or 0.4% were
sorted as damaged.

According to the presented data, the renewal of bank-
notes outside the CNB vault and CCs (destroyed = destroyed

banknotes/banknotes outside the CNB vault and CCs x 100)
was approximately 15.5% in 2015, since the amount of bank-
notes outside the CNB and the CCs on December 31 2015 was
187.2 m, and 29.1m pieces taken over in 2015 were destroyed.

In 2015, the CNB took over 29.1 million banknotes from
CCs that they had sorted as unfit. The total number of unfit
banknotes sorted and taken over had fallen by 8.6m since 2014,
as a result of the application of more lenient parameters for the
sorting of banknotes according to quality to extend their use in
circulation.

Figure 6.8 Processed and destroyed banknotes by Figure 6.9 Ratio of withdrawn banknotes and banknotes outside
denomination the CNB and CCs in 2015
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6.4 Banknote authentication

In 2015, the National Analysis Centre registered 519 coun-
terfeit kuna banknotes, worth a total of HRK 158,530.00, dur-
ing banknote authentication procedures. The number of reg-
istered counterfeit kuna banknotes increased by 57.3% from
2014. As shown by these indicators, and taking into account
that the number of banknotes outside the CNB vault and CCs
averaged 186.2m, 2.8 counterfeits were detected per 1 mil-
lion kuna circulation banknotes in 2015. In 2014, the num-
ber of banknotes outside the CNB vault and CCs averaged
173.7m and 1.9 counterfeits were detected per 1 million kuna

Table 6.1 Registered counterfeit banknotes in 2015

1000 | 500 | 200 100| 50| 20| 10 5 Total

Number 55 87 258 68 24 16 11 0 519

Share (in %) 10.6 16.8 49.7 131 46 31 21 0.0 100.0

Source: CNB.
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circulation banknotes.

In 2015, 891 counterfeit foreign currency banknotes were
registered during banknote authentication procedures. Of the
total number of registered counterfeit foreign currency bank-
notes, the largest share (749 banknotes) was accounted for
by counterfeit euro banknotes, the second largest share (118
banknotes) went to counterfeit US dollar banknotes, and the
remaining 24 banknotes were counterfeits of the following cur-
rencies: the Australian dollar, convertible mark, Canadian dol-
lar, Swiss franc, German mark, pound sterling and Polish zloty.

The number of registered euro counterfeits (749) de-
creased by 2.7% in 2015 from 2014. The number of registered
counterfeit US dollar banknotes (72) also decreased by 37.9%
in 2015 from 2014.

In 2015, the Coin National Analysis Centre registered 7
counterfeit 5 kuna coins and 288 counterfeit euro coins in coin
authentication procedures. Of the total number of registered
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counterfeit euro coins, 243 pieces were 2-euro coins (84%), 39
pieces were 1-euro coins (14%) and 6 pieces were 0.50-euro
coins (2%). The number of registered counterfeit foreign coins
decreased by 48.1% in 2015 from 2014.

In 2015, the National Counterfeit Centre held 22 specialist

6.5 Commemorative coin issues

CURRENCY DEPARTMENT OPERATIONS

courses for employees of banks and institutions involved in cash
operations and trade sector, as part of the National Training
Programme on Banknote and Coin Authentication for Bank and
Financial Institution Employees. In all, 543 employees of the
above categories received expert training.

In 2015, the CNB issued the following commemorative
coins and numismatic sets:

1.a 20 kuna commemorative gold coin and a 200 ku-

na commemorative silver coin celebrating the 200t

anniversary of the birth of Josip Juraj Strossmayer;
2. a numismatic set of the Croatian kuna and lipa circula-
tion coins, with the year of issue 2015.

6.6 Activities related to anti-money laundering and terrorist financing

In March 2007, the Committee for the Prevention of Mon-
ey Laundering and Terrorist Financing (AMLTF Committee)
was established. Made up of representatives of relevant CNB
areas, it acts as an internal consultative body that coordinates
procedures and activities of the CNB in carrying out legislative
tasks within the jurisdiction of the central bank in the field of
the prevention of money laundering and terrorist financing. The
AMLTF Committee constantly cooperates with other competent
government bodies for the purpose of monitoring and imple-
menting the acquis in this field.

The AMLTF Committee cooperated intensively with the
Anti-Money Laundering Office, other authorities and banks
in the implementation of the National Money Laundering and
Terrorist Financing Risk Assessment project with regard to the
sensitivity assessment of the banking sector, which was com-
pleted in the first half of 2015, and the report will be submit-
ted to the Government of the Republic of Croatia for adoption.
According to the provisions of Directive (EU) 2015/849 of the
European Parliament and of the Council of 20 May 2015 on the
prevention of the use of the financial system for the purposes of
money laundering or terrorist financing, each EU member state
has to prepare the national risk assessment on money launder-
ing and terrorist financing to recognise and manage the risks
in an appropriate manner. For the fulfilment of this obligation
the Republic of Croatia decided to use technical assistance and
implement the project in cooperation with the World Bank.

In 2015, a member of the AMLTF Committee, acting as a
member of the delegation of the Republic of Croatia, participated

regularly and took an active part in the plenary sessions of the
special committee of the Council of Europe — MONEYVAL.
The Progress Report for the Republic of Croatia was presented
at the committee’s 48™ meeting in September. In addition, the
members of the Committee also took part in the work of com-
mittees and expert groups of the European Union dealing with
the problem of money laundering and terrorist financing. At the
national level, they participated in the work of the Inter-insti-
tutional Working Group for Preventing Money Laundering and
Terrorist Financing and in a special Supervision Subgroup pre-
sided over by the Anti-Money Laundering Office with the Min-
istry of Finance. They also took part in the work of the National
Commission for the Prevention and Suppression of Terrorism
led by the Ministry of Foreign and European Affairs, whose task
is to monitor and regulate the implementation of international
restrictive measures in the Republic of Croatia, based on the
United Nations Security Council’s resolutions and EU regula-
tions. The National Strategy for Prevention and Suppression of
Terrorism was developed and work on the 2016-2018 Action
Plan for the implementation of the strategy was started.

In 2015, the AMLTF Committee provided its opinion on
several inquiries submitted by credit institutions with regard to
the interpretation of the AMLTF Act and the CNB Guidelines.
Ongoing training of entities supervised by the CNB was carried
out at seminars for banks, housing savings banks and electronic
money institutions, and by means of a special section for this
area on the CNB’s website.
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In 2015, the majority of activities were focused on the han-
dling of complaints made by consumers — users of banking and
financial services — who, based on their personal experiences,
expressed their dissatisfaction with the manner of operation and
conduct of individual credit institutions. Thus in 2015, a total of
2,589 consumer complaints were received, which is an increase
of over 400% relative to 2014, when 627 complaints were re-
ceived. The increase was exclusively the result of the complaints
submitted over the last two months of 2015, when the provi-
sions of the Act on Amendments to the Consumer Credit Act
(OG 102/2015; hereinafter: AACCA) entered into force, which
regulates the conversion of loans denominated in the Swiss
franc (CHF) and those denominated in kuna with a currency
clause in Swiss francs. The Act allowed all clients to convert
their Swiss franc loans into euro loans, if they so wanted, i.e.,
to match them through the retroactive use of euro interest rates
and kuna-euro exchange rates used for comparable euro loans
and write off a part of the principal. The outstanding balance
of the principal of Swiss franc-indexed home loans on the date
of the entry into force of the Act on 30 September 2015 stood
at HRK 17.9bn (including the effect of the depreciation of the
kuna versus the Swiss franc), while the outstanding balance of
the principal of other (non-home) loans indexed to the Swiss
franc stood at HRK 0.5bn.

Only in the first month and a half from the expiry of the
deadline for the submission of the calculation of the conversion
of loans with the proposal of a new or amended loan contract
(the second half of November and December 2015), the CNB
received over 1,800 consumer complaints. Each complaint re-
ceived individually was processed, depending on the subject of
the complaint, either by responding to the consumer directly (if
the complaint was of a regulatory nature so that the response
referred to the relevant provisions of the AACCA concerning the
specifically disputed conduct of the bank) or by requesting the
banks to which the individual complaint referred to respond to
their clients’ forwarded complaints, with the obligation to send
the copies of such responses to the CNB as well (as a rule, these
were complaints directly related to bilateral contractual relation-
ships for which the CNB did not have all the information nec-
essary to make an assessment of the justification of the individ-
ual complaint). Pursuant to the CNB’s request, banks regularly
submitted copies of the responses to their clients’ complaints,
which were an additional source of information within the su-
pervisory procedures initiated to determine the legality of the
bank’s procedure in applying the AACCA provisions.

The reasons for and the legal basis of complaints varied
considerably depending on the period in which they were re-
ceived by the CNB. During the first month, consumers mostly
complained because of non-adherence to the prescribed dead-
line for the submission of the prescribed documents, the una-
vailability of a calculator to check the calculation, inability to
access the auditor’s opinion and unavailability of a historical
overview of interest rates and their changes. Considering the
number of this type of complaints, the CNB, in accordance with
its powers, warned the banks about the relevant obligations
based on the AACCA. The CNB’s opinion on specific issues
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was published, at the same time as a press release, on the central
bank’s website.

The second most important topic in that period was com-
plaints disputing individual provisions of the proposal of the
annexes, i.e. appendices to contracts on the conversion of loans,
about which the CNB warned the banks and also expressed its
opinion in a press release published on its website.

At a later stage, complaints disputed the procedure of
banks, which had failed to submit the calculation of the conver-
sion and the accompanying documents related to the previously
cancelled loan contracts, in which, on the date of the entry into
force of the AACCA, the debtor’s liability was not fulfilled or
enforced.

This was followed by complaints in which on the whole the
amount of the interest rate applied in the conversion was disput-
ed, and a much smaller number of complaints referred to other
topics related to the conversion procedure (the use of different
exchange rates in conversion, the choice of parameters of var-
iability of the interest rate used, the deadline for the signing of
the annex to the loan contract, the deadline for the issuing of
the letter of intent for the needs of refinancing a converted loan
by a loan from another bank, the fee for the early repayment of
a converted loan, etc.).

All the disputed bank procedures were covered by the above
supervisory procedures of the CNB, when information from in-
dividual consumer complaints was also used to a certain extent.
With regard to the activities of the CNB throughout the pro-
cess of conversion, numerous complaints were eliminated by
individual banks deciding at their own discretion to change the
disputed practices so that their clients would not be in a worse
position than the clients of other banks, and in cases when spe-
cific illegalities were identified, the CNB, as it does with other
types of consumer complaints, took the appropriate measures
falling within its competence.

According to the preliminary data of the Ministry of Fi-
nance on the status of the process of conversion, at the end of
March 2016 inclusive, of the total number of offers for conver-
sion, about 54.7 thousand were accepted, i.e. about 94%, while
approximately 90% of the accepted offers were also realised. Of
the total number of contracts, 81% were the cases of overpay-
ment relative to the comparable euro-indexed loan. As a result
of subsequent changes in the annex to the contract, a number
of banks extended the process of the acceptance of offers for
conversion until May 2016 with the continued use of the fixed
exchange rate.

In addition, in 2015, a marked trend of the increase in que-
ries on specific offers of credit institutions was observed, which
indicated a growing interest of consumers in information relat-
ed to their future financial decisions.

The CNB continued to pursue relationships and communi-
cate with various media and other interested parties that often
approached the CNB with specific topics and queries related
to the consumer protection policy and the current regulatory
framework.

In the context of the adopted National Strategic Frame-
work of Financial Literacy for the 2015-2020 period, the Action
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Plan for 2015 was prepared, within which it was planned to car-
ry out a survey of financial literacy at the national level. The sur-
vey was carried out by the Croatian Financial Services Supervi-
sory Agency and the Croatian National Bank in cooperation. Its
results will be used in defining the priorities and coordination
of activities of all stakeholders, which in the forthcoming period
will be focused on raising the level of the financial literacy of the
population of the Republic of Croatia.

In 2015, the practice of organising visits for high school
students continued, for which informative and educational

CONSUMER PROTECTION

presentations on banking operations were prepared, with spe-
cial emphasis on the acquisition of good quality information
before taking a decision to enter a contractual relationship with
an individual credit institution. The CNB was the host to 603
high school students under this programme.

Representatives of the CNB regularly participated in the
work of the National Consumer Protection Council and in the
work of the EBA bodies, which discussed methods to improve
consumer protection.

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015



The Croatian National Bank considers the publicness of its
work an important precondition for the credibility of its actions.
For this reason, it pays special attention to providing the fullest
and most complete information possible to the domestic and
international public on its objectives — the stability of prices and
financial stability — and measures to attain them and the results
of its activities. Through various communication channels, the
CNB in 2015 continued regularly to provide the public with
information about all aspects of its actions.

Press releases on the decisions of the highest central bank
body, the CNB Council, were published immediately after the
sessions at which they were made. Also, the topics of reports
included interventions in the foreign exchange market, repo op-
erations as well as other activities undertaken within the fulfil-
ment of the tasks of the central bank. In addition, attention was
drawn to the illicit rendering of payment services.

The participation of the officials and other employees in
the public media and in different thematic meetings outside
the central bank’s seat contributed to the familiarisation of the
expert and general public with the central bank’s activity. On
such occasions, the participants had the opportunity, in a direct
contact with CNB representatives, to clarify issues concerning
monetary policy, supervision, financial stability and other areas
falling within the competence of the central bank.

The CNB website, www.hnb.hr, also provided an insight
into the laws and subordinate legislation concerning the activ-
ity of the central bank and into the instructions and forms for
the implementation of applicable regulations. Draft regulations
were also published on the web page, which allowed the public
to comment on them.

All publications of the CNB were published on its website,
and meetings were held with journalists who cover the financial
and banking sector, to inform them about the activities of the
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central bank related to monetary policy, supervision, consum-

er protection and other tasks of the central bank, and to allow
them to inform the general public fully and comprehensively.

In 2015, the CNB received over two thousand written and
oral inquiries from members of the public, companies, media rep-
resentatives, government institutions, embassies and so on, sent
by email, post or telephone. The information requested referred
to all areas of CNB activity. A large number of high school and
university students, domestic and foreign researchers referred to
the central bank for necessary explanations, data or information
on literature. The CNB tried to respond to the received inquiries
and applications within the shortest period possible.

In 2015, the CNB paid special attention to providing in-
formation to and the education of high school and university
students on topics in the area of operation of the central bank.
Numerous visits to the CNB and lectures were organised for
groups of high school and university students from Croatia and
abroad, enabling them a deeper insight into central bank activ-
ities and into the current economic and monetary trends in the
country. Furthermore, a presentation on monetary policy and
the application of mathematical modelling in the CNB was or-
ganised for around a hundred math teachers from grammar and
high schools from Zagreb and Samobor, who visited the central
bank within the professional development programme.

The central bank also organised several conferences in
2015. The Governor of the Finnish central bank, Erkki Liika-
nen, gave a speech on monetary policy and its effectiveness in
September. The topic of the Ante Cigin-Sain Lecture was for-
eign exchange policy and interest rates in small, open econo-
mies, at which the Governor of the National Bank of the Re-
public of Macedonia, Dimitri Bogov, gave the key speech. In
2015, for the twenty-first consecutive year, the CNB hosted the
international Dubrovnik Economic Conference.
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9.1 Activities connected with EU membership

9.1.1 Croatian National Bank in the European
System of Central Banks and other EU
structures

In 2015, CNB representatives participated in a large num-
ber of meetings of governing and working bodies of the Eu-
ropean System of Central Banks (ESCB), the European Sys-
temic Risk Board (ESRB) and the European Banking Authority
(EBA). The CNB Governor participated in regular quarterly
meetings of the General Council of the European Central Bank
(ECB), and together with the competent Vicegovernor, the
Governor also participated in regular meetings of the General
Board of the ESRB. CNB representatives, at the expert level,
took part in the activities of ESCB and ESRB committees and
other working bodies. The CNB was also actively involved in
the work of the EBA, with CNB employees taking part in the
meetings of working bodies at the expert level. The competent
Vicegovernor participated in the work of the EBA Board of Su-
pervisors and the Resolution Committee.

CNB experts also participated in the work of relevant work-
ing bodies of the EU Council and the European Commission,
most often together with the representatives of the Ministry of
Finance. In 2015, the Governor and Deputy Governor took part
in informal meetings of EU finance ministers, and designated
Vicegovernors participated in meetings of the Economic and
Financial Committee. In other working bodies of the EU Coun-
cil and of the European Commission, the CNB was represent-
ed by relevant experts. A CNB representative at the Permanent
Mission of the Republic of Croatia to the European Union also
took part in numerous meetings of preparatory bodies of the
EU Council.

In 2015, the representatives of the CNB maintained con-
tacts with representatives of EU member state central banks
and representatives of the ECB and other EU institutions and
bodies. Noteworthy are several visits to the CNB by the repre-
sentatives of the European Commission services and the regular
annual meeting of the representatives of banking supervisors of
Croatia, Austria, Italy and the ECB with the representatives of
domestic banks and foreign banking groups, as well as the reg-
ular annual dialogue between the CNB and the Austrian central
bank.

9.1.2 Coordination of economic policies within
the European Union

Within the framework of the 2015 European Semester, it
was established that macroeconomic indicators for the majority
of the member states had improved additionally, although the
high level of debt of the private and public sectors remained a
significant source of vulnerability. During the European Semes-
ter for 2015, the European Commission established that exter-
nal imbalances in EU member states that had been vulnerable
until recently had decreased additionally relative to the previous
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year. However, an important source of risk for the majority of
the member states continued to be the high level of debt, with
excessive public debt being the main problem in some of the
countries, while in others it was the debt overhang of the house-
hold sector.

EU institutions continued undertaking activities directed
at a further strengthening of economic integration among the
monetary union member states. In June 2015, a document en-
titled “Completing Europe’s Economic and Monetary Union”
was published, signed by the Presidents of the European Com-
mission, European Council, Eurogroup, European Parliament
and European Central Bank, which put forward the steps nec-
essary to complete the Economic and Monetary Union by 2025.
The document, among other things, underlines the importance
of a consistent implementation of the existing mechanisms for
economic policy coordination, completing the Financial Un-
ion, as well as achieving a stronger fiscal integration among the
member states.

9.1.3 Repubilic of Croatia and coordination of
economic policies within the European Union

In 2015, Croatia participated in the European Semester
for the second time, on which occasion excessive imbalances
that required decisive economic policy action were identified,
and new special recommendations of the EU Council were
received. During the macroeconomic imbalances procedure,
which is one of the key elements of the Semester, the European
Commission determined again that Croatia was experiencing
excessive macroeconomic imbalances. The EU Council special
recommendations for Croatia contained proposals for specific
reforms that should help eliminate the existing macroeconom-
ic imbalances and structural deficiencies. With regard to pub-
lic finances, recommendations referred to the strengthening of
budgetary compliance, reducing fiscal risks in the healthcare
sector and a consistent implementation of fiscal consolidation
in compliance with the commitments assumed under the ex-
cessive deficit procedure. Furthermore, the recommendations
underscored the principle that for the purpose of increasing the
participation of the working-age population and maintaining
the sustainability of the pension system, access to early retire-
ment should be reduced considerably. A special recommenda-
tion of the EU Council in the financial sector area refers to the
need to strengthen the capacity of the financial sector to support
the recovery in view of challenges from non-performing corpo-
rate loans, foreign currency loans for house purchase and weak
governance practices in some institutions. Finally, for the pur-
pose of improving the business environment, it was suggested
that para-fiscal charges be significantly reduced, the efficiency
of the justice system improved and the insolvency frameworks
reinforced.

The 2016 European Semester cycle started in November
2015, when Croatia was again grouped among the countries
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with potential macroeconomic imbalances. The European Com-
mission published the Alert Mechanism Report in November,
which stated that Croatia had exceeded the indicative threshold
for six out of the total of fourteen indicators, which might in-
dicate the existence of macroeconomic imbalances. In addition
to four indicators, which had also previously been problematic
for Croatia (international investment position, movements in
goods and services export market shares, government debt and
the unemployment rate), the European Commission established
that performance was also unfavourable in two out of three ad-
ditional indicators related to the labour market, which were in-
cluded in the list of indicators for the first time in this cycle of
the procedure.

9.1.4 Legislative activities of the European
Union

In 2015, the European Union continued its legislative ac-
tivities with the aim of completing the establishment of a bank-
ing union. After the Single Supervisory Mechanism (SSM) be-
came operative in 2014, important steps were taken in 2015 in
the direction of forming the second pillar of the banking union,
the Single Resolution Mechanism (SRM). The Single Resolu-
tion Board was established on 1 January 2015. The Board will
have the function of a resolution body for systemically impor-
tant banks from member states taking part in the SRM, and in
the course of the year, a sufficient number of member states
ratified the bilateral Agreement on the transfer and mutualis-
ation of contributions to the Single Resolution Fund. The Single
Resolution Mechanism officially entered into force on 1 Jan-
uary 2016, when the Single Resolution Board and the Single
Resolution Fund assumed their roles. Finally, all EU member
states had the obligation to transpose the Directive establishing
a framework for the recovery and resolution of credit institu-
tions and investment firms (BRRD) into their legislations by 1
January 2015.

In November 2015, the European Commission presented
the Proposal for a Regulation in order to establish a European
Deposit Insurance Scheme (EDIS), which is an important step
in building the third pillar of the banking union. The European
Commission considers that national deposit guarantee schemes
(DGS) do not provide protection at the European level so that
they are excessively sensitive to local shocks, in particular in
the member states that are in a sensitive economic situation.
The proposal for a common DGS implies the establishment of
a European deposit insurance fund, which would be managed
by the Single Resolution Board. The fund would be financed
by contributions from banks. The application of EDIS would
be obligatory for euro area member states whose banks are
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currently within the SSM, but it could also be applied by EU
member states wishing to take part in the banking union volun-
tarily through the close cooperation mechanism.

The European Union considered further measures to re-
duce the risks within the banking union. The opinion prevails
that, in addition to the implementation of previously agreed
measures, in the near future, the EU should also focus on de-
signing additional measures to reduce the risks in the banking
system. For instance, such risks might be reduced by limiting
the number of national options and discretions in applying pru-
dential rules, by further harmonisation of the deposit insurance
schemes in parallel with the establishment of the EDIS and by
the convergence of national frameworks for the implementation
of bankruptcy procedures. In addition, it is deemed that the
justification for a privileged treatment of public debt in banking
regulations should be considered in the forthcoming period.

Activities concerning the building of a capital market un-
ion were launched in 2015, which should be yet another step
towards the completion of the European economic and mone-
tary union. The establishment of a capital market union would
improve the availability and diversity of the sources of financ-
ing for entrepreneurs and would facilitate the implementation
of long-term investment projects. In this way, the capital mar-
ket union could contribute to real convergence among member
states and help mitigate macroeconomic shocks in the euro ar-
ea. In October 2015, negotiations were opened on the Proposal
for a Regulation on creating a European framework for sim-
ple, transparent and standardised securitisation, as well as on
amendments to the Regulation on prudential requirements for
credit institutions and investment firms. It is the first legislative
package within the establishment of the capital market union.

With regard to other legislative measures in the area of fi-
nancial services that were current in 2015, the Proposal for a
Regulation on structural measures improving the resilience of
credit institutions and two regulations in the area of payment
operations are worth mentioning. Discussions at the Council of
the Proposal for a Regulation on structural measures improving
the resilience of credit institutions continued during 2015. The
Proposal for the Regulation aims at enhancing financial stabil-
ity in the EU by means of a structural reform of large banks,
thus complementing the financial regulatory reform. A gener-
al approach was reached in June 2015, but talks between the
Council, the European Parliament and the Commission did not
begin until the end of the year. In the payment operations ar-
ea, the Regulation on interchange fees for card-based payment
transactions was adopted in April 2015. Also, at the beginning
of June 2015, negotiations were concluded between the EU
Council and the European Parliament on revising the Directive
on payment services in the internal market.
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9.2 International Monetary Fund (IMF)
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The quota of the Republic of Croatia in the IMF remained
unchanged in 2015 (SDR 365.1m) as did its voting rights
(0.174% of the total voting power). The reform of quotas and
IMF governance envisaged under the Resolution of the IMF
Board of Governors of 2010, which was to double the total IMF
quota and thus increase the quota of the Republic of Croatia to
SDR 717.4m, still did not enter into force in 2015". In the ab-
sence of progress in reforms, in February 2015, the IMF Board
of Governors adopted the third consecutive 2010 Reforms and
the Fifteenth General Review of Quotas Resolution, by which
it entrusted the Executive Board of Directors with the task of
proposing interim steps for the sake of progress in the quota re-
forms and the management in all three key areas covered by the
reforms (financial resources, representation and voting power),
by which the timetable for completion of the Fifteenth Gener-
al Review was brought forward to December 2015 (statutory
deadline). However, at the end of December 2015, legislation
was adopted in the US enabling the adoption of the Reforms
by the US, which finally allowed the 2010 Reforms to become
effective in full.?

The Republic of Croatia is a member of the constituency
that is alternately headed by the Netherlands and Belgium. This
constituency now comprises 15 countries (Armenia, Belgium,
Bosnia and Herzegovina, Bulgaria, Croatia, Cyprus, Georgia,
Israel, Luxembourg, Macedonia, Moldova, Montenegro, the
Netherlands, Romania and Ukraine) and in 2015 it accounted
for 6.57% of the voting power. Until October 2016, the constit-
uency is headed by Menno Snel, the Dutch representative. The
Republic of Croatia appoints its representative as advisor to the
executive director for two years within each four-year period.

The most recent Article IV consultations with the Republic
of Croatia were concluded in June 2015, after discussions at the
meeting of the IMF Executive Board of Directors. In the Press
Release, the executive directors agreed with the most important
citations from the assessment of the Mission staff and pointed
out that for the first time in six years, Croatia’s economy was
showing signs of recovery. The economy was projected to grow
by 0.5 percent in 2015, and from 2016, a more robust recov-
ery was expected. Despite the observed positive trends, sever-
al structural impediments were still weighing on the recovery.
Corporate investment was still contracting, as many companies
struggled with high debt levels; state-owned enterprises contin-
ued to tie up a disproportionate part of economic resources; the
business environment was weak and wages were relatively high,
which increased the costs of operation for private corporations,
complicating the penetration of markets and the strengthening

of competitiveness. Also, large fiscal vulnerabilities had built up
because of the long recession, posing a risk to further economic
recovery. In addition to the positively assessed consolidation ef-
forts Croatia was achieving under the European Commission’s
Excessive Deficit Procedure, the authorities were encouraged
to flesh out a comprehensive medium-term plan of fiscal ad-
justment (by less distortionary taxation — including a modern
property tax, rationalising transfers and subsidies while protect-
ing public investment). Still, macroeconomic and financial risks
appeared contained. Risks of capital outflows and currency in-
stability were contained by prudential regulation compelling
banks to maintain large liquidity surpluses in Croatia, as well
as by the absence of foreign investors in the domestic currency
securities market, limiting the risk of speculative pressures on
the kuna. Directors considered that, in view of the prevalence
of euro-denominated loans, there was no viable alternative to
safeguarding the kuna-euro exchange rate anchor for monetary
policy. They underscored, however, that the quasi-peg required
adequate international reserves and a more active use of poli-
cies to safeguard competitiveness. The central bank was main-
taining financial stability successfully, but continued supervi-
sory vigilance was needed in light of the risks associated with
elevated non-performing loans. The directors looked forward
to a prompt resolution of the issues related to Swiss franc-de-
nominated debt in a manner that would safeguard financial and
monetary stability. Addressing these vulnerabilities is also a key
to removing impediments to providing new bank credits.

In April 2015, the IMF published an informal report on
cluster consultations with six Central and Eastern Europe-
an countries, new EU member states, but not yet of euro area
countries, among which was Croatia. The themes of the report,
addressing common policy frameworks and challenges faced by
these countries, include: euro adoption, opting into the banking
union before euro adoption, the EU’s fiscal framework and pen-
sion reform and structural reforms to strengthen export integra-
tion in the EU market. The report is the result of work of the
IMF staff and representatives of the above countries gathered
under their leadership in the new member states (NMS) policy
forum, which the IMF Executive Board of Directors discussed
informally without adopting conclusions.

Cooperation with IMF experts and exchange of opinions
also took place in a number of other gatherings and fora in
2015. From this point of view, the visit by the Croatian delega-
tion to Washington on the occasion of the spring IMFC meeting
and the Annual Meetings of the IMF Board of Governors and
the World Bank held in Lima, Peru, are worth mentioning. It is

1 The only remaining condition for the mentioned increase in IMF quotas is the entry into force of the Amendment to the Articles of Agreement on the Reform of
the IMF Executive Board. As at 14 December 2015, 147 members accounting for 77.25% of the total voting power (out of the needed 85%), including the Re-

public of Croatia, adopted this amendment.

2 After the US accepted the Amendment to the Articles of Agreement on the Reform of the IMF Executive Board (as well as the increase in its quota) at the end of
January 2016, the Seventh Amendment to the Articles of Agreement on the Reform of the IMF Executive Board entered into force, by which all conditions were
fulfilled for the doubling of the total IMF quota under the Fourteenth General Review of Quotas.
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noteworthy that two presentations of the Regional Economic
Issues (REI) report for the Central, Eastern and South-east-
ern Europe (CESEE) region were held in Croatia in 2015. The
spring Report discussed credit gaps and the prospects of eco-
nomic recovery, while the autumn Report primarily addressed
fiscal issues and their impact on economic growth.

INTERNATIONAL RELATIONS

The Croatian National Bank is the fiscal agent of the Re-
public of Croatia for the IMF and a depository of the IMF. As a
result, the CNB is responsible for keeping deposit accounts of
the IMF and, in the name and for the account of the Republic
of Croatia, settles its obligations based on the membership in
the IMF.

9.3 Bank for International Settlements (BIS)

The CNB Governor takes part in the work of the regular
meetings of central bank governors from BIS member coun-
tries, at which topical issues in the area of international banking
and finance are discussed. The latest BIS Annual Report was
adopted at its regular Annual General Meeting, held at the end

of June 2015, at which the CNB was represented by the Dep-
uty Governor. A separate and important form of cooperation
between the CNB and BIS was achieved in the area of interna-
tional reserves management.

9.4 Cooperation with other international financial institutions

Within its field of competence, the Croatian National Bank
also cooperates with a number of other international multilat-
eral financial institutions and organisations. The bulk of this
cooperation entails CNB cooperation with multilateral devel-
opment banks of which the Republic of Croatia is a member,

such as the World Bank Group, the European Bank for Recon-
struction and Development, the European Investment Bank, the
Council of Europe Development Bank and the Inter-American
Development Bank.
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The Croatian National Bank performs tasks concerned
with official statistics in accordance with the provisions of the
Act on Official Statistics (OG 103/2003, 75/2009, 59/2012
and 12/2013 — consolidated version), Article 86 of the Act on
the Croatian National Bank (OG 75/2008 and 54/2013) and
special laws.

In the past few years, the CNB Statistics Area staff have put
significant developmental efforts into harmonising existing sta-
tistics with the reporting requirements of the EU. This primar-
ily refers to the requests by the European Commission (i.e. its
Statistical Office — Eurostat) and the European Central Bank,
which became mandatory as of the date of accession of the Re-
public of Croatia to the EU. The largest methodological chal-
lenges in this sense were linked to the introduction of the Eu-
ropean System of National and Regional Accounts (ESA 2010)
in the area of financial accounts and fiscal statistics. In addition
to the changes mandated by the ESA 2010 methodology, in the
area of balance of payments and international investment posi-
tion statistics, methodological adjustments were also made be-
cause of the new methodological framework prescribed by the
6th Balance of Payments and International Investment Position
Manual (BPM6). In the area of international relations, govern-
ment finance and financial accounts statistics adjustments to
the ESA 2010 methodology were made at the end of October

10.1 Monetary and financial statistics
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2014, and in the area of monetary and financial statistics at the
end of January 2015.

In 2015, CNB representatives participated in the work of
two Eurostat committees, one forum and three working groups
and in the work of the ESCB Statistics Committee and its eight
working groups, one expert group and one expert network. In
addition, they also actively participated in committee and work-
ing group expert meetings at the Bank for International Settle-
ments (BIS), the Organisation for Economic Co-operation and
Development (OECD) and the International Monetary Fund
(IMF). In 2015, as envisaged by the Programme of Statistical
Activities of the Republic of Croatia for that year, seven regular
and four other surveys were carried out. The conduct of these
surveys falls within the responsibility of the CNB, as one of the
institutions designated as a producer of official statistics. The
results of regular statistical surveys carried out by the CNB are
published in CNB publications (monthly in the CNB Bulletin
and yearly in the CNB Annual Report) and in CBS publica-
tions (Statistical Yearbook, Statistical Information and Month-
ly Statistical Report). All of the above data, including some of
the statistical data produced in other organisational units of the
CNB, are also available in the statistical data section on the CNB
website, in publications and on the websites of international fi-
nancial and statistical institutions.

In 2015, the regular monthly delivery of monetary statistics
to the European Central Bank was continued for the following
reporting datasets: the balance sheet of monetary financial in-
stitutions (in accordance with the Regulation of the European
Central Bank No 2013/33 concerning the balance sheets of the
monetary financial institutions sector), interest rates of credit
institutions (in accordance with the Regulation of the European
Central Bank No 2013/34 concerning statistics on interest rates
applied by monetary financial institutions to deposits and loans
to households and non-financial corporations) and investment
funds statistics (in accordance with the Regulation of the Eu-
ropean Central Bank No 2013/38 concerning statistics on the
assets and liabilities of investment funds).

Also continued were activities aimed at improving the qual-
ity of collected data in the reporting system on the basis of the
Decision on statistical and prudential reporting and developing
the output component within the data warehousing system. The
work on the implementation of the ESA 2010 methodological
standard in monetary and financial statistics continued in 2015.
The first reports harmonised with this standard were published
and submitted to the ECB at the end of January 2015. The most
important change referred to the reclassification of two large
public non-financial corporations from the public non-financial
corporations subsector to the central government subsector,
while the reclassification of the foreign currency-indexed kuna
position from the “kuna position” group item to the “foreign
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currency” group item also had a large quantitative effect. Other
changes referred to the following: 1) the inclusion and consol-
idation of money market funds in the other monetary financial
institutions sector, 2) the first release of data on the transactions
of the other monetary financial institutions sector for selected
positions and 3) the first release of data on the balances of as-
sets and liabilities of non-money market investment funds. In
June 2015, the Croatian Bank for Reconstruction and Devel-
opment was reclassified from the other financial intermediaries
to the central government sector, and the reports in the area of
monetary and financial statistics were revised accordingly.

For the purpose of maintaining and publishing the list of
monetary credit institutions, investment funds, relevant pay-
ment institutions and special securitisation entities (FVC) and
affiliated reference data, the ECB maintains a central repository
of reference data on institutions relevant for statistical purposes
entitled the Register of Institutions and Affiliates Database (RI-
AD). The Croatian National Bank intensified its activities in this
area in line with the latest Guideline of the ECB on monetary
and financial statistics (ECB/2015/15). In 2015, the Croatian
National Bank included all institutions affiliated with some of
the institutions that are within the scope of the Register in the
above mentioned repository. With the aim of providing the data
required for RIAD maintenance, the Statistics Area undertook
a number of activities on compiling data and ensuring an ad-
equate source of data within the CNB (Prudential Regulation
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and Supervision Area, Payment Operations Area, Statistics Ar-
ea). At the same time, an initiative was launched and communi-
cation established with HANFA to set up an automatic exchange
of data on institutions falling within the competence of HANFA.
The above activities aim at setting up a single register of finan-
cial institutions for the needs of reporting to the ECB’s RIAD
database, as well as for the needs of a current monitoring of
the situation of financial institutions for all reporting systems
of the CNB.

In 2015, the reporting system of the investment funds sta-
tistics was improved based on a new decision and instruction,
defining the expanded reporting requirement. A series of activi-
ties, in coordination with HANFA as the supervisory institution
prescribing the reporting requirement to investment funds, was
aimed at ensuring a better quality of data (separate presentation
of interest and principal transactions, write-off/removal from
books and the balances of due and outstanding principal) as
well as meeting the requirements from the new ECB regulation
concerning statistics on assets and liabilities of investment funds
(ECB/2013/38) and the ECB regulation concerning statistics
of monetary financial institutions (ECB/2013/33) in the seg-
ment referring to money market funds.

In addition, the Long-Term Interest Rate Report (LTIR),
one of the convergence criteria, is submitted on a daily basis to
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the ECB. In accordance with Article 140, paragraph 1, indent 4
of the Treaty on the Functioning of the European Union, a de-
gree of long-term sustainable convergence in the field of long-
term interest rates is examined in the Convergence Report. Un-
der the convergence criteria for long term-interest rates defined
in the Treaty and in accordance with Article 14 of the Protocol
(No 13) on convergence criteria, during the observed year, a
member state must have an average nominal long-term interest
rate that does not exceed by more than two percentage points
those of, at most, the three best performing member states in
terms of price stability. For the purposes of this convergence
criterion, interest rates are measured on the basis of yields on
long-term government bonds or comparable securities. In July
2015, after the issue of the new bond of the Republic of Croatia
with original maturity of ten years, the swap of the benchmark
bond for the calculation of the LTIR rate was carried out.

In 2015, in the area of financial accounts statistics the
harmonisation of quarterly financial accounts (of all sectors)
was continued in accordance with the provisions of ESA 2010
standards and ECB Guideline No 2013/24 on statistical report-
ing requirements of the ECB in the area of quarterly financial
accounts. Financial accounts statistics are regularly published
on the websites of the CNB, Eurostat (annual data) and the
ECB (quarterly data).

10.2 Balance of payments and international investment position statistics

In 2015, development activities in balance of payments and
international investment position statistics were again aimed at
improving methodology for the purpose of alignment with the
reporting requirements of Eurostat and the ECB and full align-
ment with the manuals of the International Monetary Fund on
balance of payments (the Balance of Payments and International
Investment Position Manual, sixth edition, BPM6) and the Or-
ganisation for Economic Co-operation and Development in the
area of foreign direct investment statistics (OECD Benchmark
Definition of Foreign Direct Investment, 4th edition, BD4).

At the beginning of 2015, with the adoption of the Decision

10.3 External debt statistics

on amendments to the Decision on collecting data for the com-
pilation of the balance of payments, external debt and inter-
national investment position (OG 45/2015), the Aggregate
Monthly Report on Direct and Other Equity Investments (IU-
MI), the Aggregate Monthly Report on Debt Securities Invest-
ments (PU-MI) and the Monthly Report on Residents’ Debt
Securities Investments Issued by Non-residents (PU-UDP)
were revoked. The data compiled within the securities statistics
are used as the new source of data that were compiled by the
suspended surveys.

Development activities in external debt statistics in 2015
were focused on including the new sources of data that are
compiled within the new securities statistics for the purpose
of reducing the reporting burden for the new reporting entities
and providing additional and detailed information to external
debt statistics users. Also, further methodological alignments

with the BPM6 manual and the provisions of the IMF External
Debt Statistics Guide from 2013 were carried out. The external
debt statistics data are published regularly on the website and
in the publications of the CNB, the World Bank, the Bank for
International Settlements and the IMFE.
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10.4 Other statistics
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10.4.1 Securities statistics

In 2015, the activities of securities statistics were focused
on the harmonisation of data on the issue and holdings of se-
curities of resident issuers with the provisions of the ESA 2010
methodological standard. At the same time, development activ-
ities were continued in the area of resident holdings in the secu-
rities of non-resident issuers. In this area, in addition to the es-
tablished regular procedure of receipt of custodian data and the
data investments by financial institutions (monetary statistics,
the statistics of investment funds, insurance corporations and
pension funds), the procedures for the processing of data and
the calculation of positions and transactions using the ECB’s
CSDB (Centralised Securities Data Base) were put in place.
Also, procedures were defined for the preparation of reports on
resident holdings of the securities of non-resident issuers.

In addition to the statistics of securities issue submitted to
the ECB for the purposes of the Financial Markets Survey, the
data on securities issued by Croatian residents are regularly up-
dated within the CSDB database on a monthly basis, in compli-
ance with all database procedures and protocols prescribed by
the ECB. Through the implementation of these activities, pre-
paratory activities for the release of securities statistics planned
for the beginning of 2016 were rounded off.

10.4.2 General economic statistics

Pursuant to the provisions of the Official Statistics Act and
the role of CNB statistics in the official statistics system of the
Republic of Croatia and in accordance with the provisions of
the revised Eurostat Statistical Requirements Compendium, in
the area of statistical research falling within the sphere of com-
petence of the CNB in 2015, the Annual Implementation Plan
for 2016 and the Report on Statistical Activities in 2014 were
prepared. In compliance with the requirements of membership
in the BIS Data Bank, statistical time series bases were submit-
ted twice a month, with regular data and metadata updates. The
activities related to regular dissemination of statistics in accord-
ance with the Special Data Dissemination Standard (SDDS) of
the International Monetary Fund were carried out in accord-
ance with the dissemination calendar. In addition, activities on
several experimental statistics and surveys were launched for
the purposes of ECB reporting; they had previously been in-
cluded in the Annual Implementation Action Plan of Statistical
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Activities of the Republic of Croatia for 2015 as “other statis-
tical activities”. Based on all available data from statistical and
administrative databases, the reporting set of data was prepared
on Structural indicators for housing for the Republic of Croatia,
which are submitted to the ECB on a regular basis. Also, in co-
operation with the CBS, the pilot phase of the survey on house-
hold finance and consumption was conducted (based on the
ECB’s methodological framework for the Household Finance
and Consumption Survey — HFCS).

10.4.3 Government finance statistics

In 2015, the CNB continued work on the harmonisation of
the existing government finance statistics within its scope of ac-
tivity with the provisions of the new ESA 2010 statistical stand-
ard (and the accompanying Manual on Government Deficit and
Debt) and the ECB Guideline No 2013/23 on government fi-
nance statistics. The procedure for the calculation of the stock
of general government guarantees issued was improved, and in
defining the sectoral scope of the government sector, additional
rules and procedures that were introduced by Eurostat were im-
plemented during 2015. In its publications, the CNB regularly
published monthly data on the consolidated general government
debt (debt according to the Maastricht criteria). In addition,
quarterly data on financial accounts and general government
debt were prepared regularly and submitted to Eurostat, as well
as the Report on detailed general government debt structures
and other ad hoc reports. Government finance statistics for the
purposes of reporting to the ECB was prepared and submitted
to the ECB in April and October 2015. During the year, CNB
employees took an active part in the work of national struc-
tures set up on the basis of the applicable tripartite Cooperation
Agreement in the Field of National Accounts of the General
Government and Associated Statistics, such as the Commit-
tee for the implementation of the Cooperation Agreement, the
Sub-committee for the Sector Classification of Institutional
Units and the Working Group for the compilation of the Report
on the excessive deficit procedure (EDP). In February 2015,
CNB representatives took part in meetings within Eurostat’s
dialogue visit concerning the excessive deficit procedure sta-
tistics (EDP Dialogue Visit) in the Republic of Croatia. During
the year, the development of the system for the compilation of
data on equity of the government in corporations was launched.
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Independent Auditors® Report to the Council of the Croatian
National Bank

W have audited the accompanying Anancial statemens of the Croatian Natonal Bank, which
comprise the statement of financial position as a1 31 December 2015, the income statement.
the stmements of comprehemsive income, changes in equity and cash ows for the year then
ended, and notes, comprizing a summary of significant accounting policies and other
explanatory information,

Manggemient s Resporsibiling for the Finamciol Sratemenis

Management is responsible for the preparation and fair presentation of these financial
statements in accordance with Intemational Financial Reporting Standards as adopted by the
European Union. and for such intemal control a5 management determines is necessary o
enable the preparation of financial statements that are free from material misstatement,
whether due to fraud or error,

Awdiitors” Responsthility

Cur responsibility 1s to express an opinton on hese Nmancial stsements based on our audait,
We conducted our audit in accordance with Intermational Standards on Auditing. Those
standards reguire that we comply with ethical requirements and plan and perform the auwdit 1o
abizain reazonable assurance aboul whether the Nnancial statements are free from matenal
misstatement,

An audit mvolves performing procedures (o obtain audit evidence about the amounts and
disclosures in the financial statements, The procedures selected depend on our judgment,
including the assessment of the risks of material misstiement of the Nnancial statements,
whether due o fraud or error. In making those risk assessments, we consider internal control
relevant to the entity*s preparation and fir presemation of the Nnancial statemems in order 10
design audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the entity™s internal control. An audit also
includes evaluating the appropriateness of accounting policies used and the reasonableness of
accounting estimates made by management. as well as evaluating the overall presentation of
the financial statements.

We believe ihat the auwdit evidence we have obtained 15 sufficient and appropriate to provide a
basis for our audit opinion.

This versscn of Independent Auditors” Repor! @ a tranabson from e crginal, which none prepancd e bhe Croaban language. All
s ible e has been tken o envere thal the Branslation s an scounale mprowniateon of the onginal. Beseyer, in all masions of
et etation of information, views of ofinions, the onginal lanpuage vorvnon lakes paocedomor over thas iramalaisn



Independent Auditors’ Report to the Council of the Croatian

National Bank (continued)

t hpnivn

In oo wpanion, B Dicaeial staenents presenl Gorly. wall mederial respects. the Timamoeal
pessatian of the Croatkin Sational Bnk s 31 Docemiber 2005, amd of 1s Dinancial
porfammsinee and its cash Aows for the vear ihen ended in aceonbnee with Internation
Financial Reporting Stamdards as adopted by thwe Buropean Union,

Ml it e

Thie finarscial statements of the Croustban Mamonad Bank as an amd for s vear conded 31
Precember 2004 were audited by amother auditor whi expressed s umiwaditicd opimien on
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Income statement

(All amounts are expressed in thousands of kuna)

Notes 2015 2014

Interest and similar income 3 654,992 765,914
Interest and similar expense 4 (37,222) (8,697)
Net interest income/(expense) 617,770 757,217
Fee and commission income 5 47,112 45,614
Fee and commission expenses (13,275) (11,817)
Net fee and commission income/(expense) 33,837 33,797
Dividend income 5,241 4,497
Net investment result — equity method 1,285 392
E:—gtﬁrteg:l:zfsrsm financial assets at fair value through 6 (71,637) 42,920
Impairment of property - (17,248)
Net exchange differences 7 1,588,178 2,218,622
Other income 8 129,599 4,780
Operating income 2,304,273 3,044,977
Operating expenses 9 (318,781) (305,493)
Decrease/(increase) in impairment losses and provisions 10 46,319 751
Profit or loss 2,031,811 2,740,235
— Allocated to general reserves (1,548,763) (2,223,887)

— Allocated to the State Budget (483,048) (516,348)

Statement of comprehensive income

(All amounts are expressed in thousands of kuna)

Notes 2015 2014
Profit or loss 2,031,811 2,740,235
Other comprehensive income
Other comprehensive income not to be reclassified to profit or
loss in subsequent periods:
Changes in revaluation reserves (MRS 16) - (9,485)
Other comprehensive income, net - (9,485)
Total comprehensive income 2,031,811 2,730,750
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Statement of financial position

(All amounts are expressed in thousands of kuna)

31 December 2015 31 December 2014
Assets
Cash and current accounts with other banks 11 3,505,509 3,879,656
Deposits with other banks 12 5,615,019 16,600,099
Financial assets at fair value through profit or loss 13 29,840,319 35,178,895
Loans 14 60 66
Reverse repo agreements 15 26,666,037 5,563,893
Held-to-maturity investments 16 36,239,360 33,210,002
Balances with the International Monetary Fund 17 6,496,690 6,122,613
Financial assets available for sale 18 60,218 60,218
Investments accounted for using the equity method 19 21,247 19,961
Accrued interest and other assets 20 433,580 354,018
Property, plant, equipment and intangible assets 21 581,509 580,357
TOTAL ASSETS 109,459,548 101,569,778
Liabilities
Banknotes and coins in circulation 22 25,317,915 23,155,977
Due to banks and other financial institutions 23 42,353,938 43,990,218
Repo agreements 24 9,453,298 -
Due to the State and State institutions 25 8,076,829 11,609,170
Due to the International Monetary Fund 26 6,472,519 6,099,796
Accrued interest and other liabilities 27 1,105,093 1,583,424
Total liabilities 92,779,592 86,438,585
Equity
Initial capital 28 2,500,000 2,500,000
Reserves 28 14,179,956 12,631,193
Total equity 16,679,956 15,131,193
TOTAL EQUITY AND LIABILITIES 109,459,548 101,569,778

The financial statements set out on pages 128 to 166 were approved on 29 March 2016 by:

Director of the Accounting Depariment: LIOVErnor; I."'Il k-'|

i |

Ivan Branimir Jurkovid Prol. D, 5¢, ""-'-‘f"ﬁlﬁ*“i':’ff : ,;"/f
r] { # N e
i e w1 J 7SR
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Statement of changes in equity

(All amounts are expressed in thousands of kuna)

Initial capital General Revaluation | Total reserves Operating Total equity
reserves reserves on surplus/(deficit)
property

Balance at 1 January 2014 2,500,000 10,052,039 364,752 10,416,791 - 12,916,791
Net profit or loss - - - - 2,740,235 2,740,235
Other comprehensive income - (9,485) (9,485) - (9,485)
Total comprehensive income - - (9,485) (9,485) 2,740,235 2,730,750
Depreciation of revalued property - 5,687 (5,687) - - -
Net profit transferred to general reserves = 2,223,887 = 2,223,887 (2,223,887) =
Net profit transferred to the State Budget - - - - (516,348) (516,348)
Balance at 31 December 2014/1 January 2015 2,500,000 12,281,613 349,580 12,631,193 - 15,131,193
Net profit or loss - - - - 2,031,811 2,031,811
Other comprehensive income - - - - - -
Total comprehensive income - - - - 2,031,811 2,031,811
Depreciation of revalued property - 5,234 (5,234) - - -
Net profit transferred to general reserves - 1,548,763 - 1,548,763 (1,548,763) -
Net profit transferred to the State Budget - - - - (483,048) (483,048)
Balance at 31 December 2015 2,500,000 13,835,610 344,346 14,179,956 = 16,679,956

Statement of cash flows

(All amounts are expressed in thousands of kuna)

2015 2014

Cash flows from operating activities

Interest received 998,503 1,013,553
Interest paid (46,150) (12,104)
Fees and commissions received 46,454 45,350
Fees and commissions paid (6,533) (5,192)
Dividends received 5,241 4,497
Other receipts 136,044 37,720
Expenses paid (301,011) (263,394)
832,548 820,430
Changes in operating assets and liabilities
Decrease/(increase) in deposits with other banks and foreign currency reverse repo (9,076,804) (466,551)
agreements
Decrease/(increase) in loans and reverse repo kuna agreements (157,994) 6
Decrease/(increase) in trading securities 7,950,747 4,503,276
Decrease /(increase) in assets under management with international financial institutions (1,409,126) -
Decrease/(increase) in held-to-maturity securities (3,423,275) (3,585,981)
Decrease/(increase) in other assets (35,167) (62,617)
Increase/(decrease) in amounts due to the IMF (58) (20)
Increase/(decrease) of currency in circulation 2,161,938 1,171,030
il;\;:triﬁtsigg(gecrease) in repo agreements and amounts due to banks and other financial 10,484,094 (1,550,934)
Increase/(decrease) in amounts due to the State (3,467,993) (3,895,280)
Increase/(decrease) in amounts due to European Commission (2583,327) 3,906
Increase/(decrease) in other liabilities (160,032) 274,344
2,613,003 (3,608,821)
Net cash from operating activities 3,445,551 (2,788,391)
Cash flows from investing activities
Purchases of property, equipment and intangible assets (21,951) (29,270)
Payment of capital in ECB - (242)
Net cash from investing activities (21,951) (29,512)
Cash flows from financing activities
New issuance of compulsory CNB treasury bills 1,437,197 1,577,740
Repurchase of compulsory CNB treasury bills (4,614,636) (2,002,488)
Payments of allocated profits to the State Budget (516,348) (431,973)
Net cash from financing activities (3,693,787) (856,721)
E:gi:tath c::;\g/:; Ir?t s‘exchange rates — positive/(negative) exchange differences on cash 61,254 163,981
Net increase/ (decrease) in cash and cash equivalents (208,933) (3,510,643)
Cash and cash equivalents at beginning of year 6,668,723 10,179,366
Cash and cash equivalents at end of year (Note 31) 6,459,790 6,668,723
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Notes to the financial statements
for the year ended 31 December 2015

Note 1 — General information and accounting standards
1.1 General information

The Croatian National Bank is the central bank of the Republic of Croatia with headquarters in
Zagreb, Trg hrvatskih velikana 3. Its status has been defined by the Act on the Croatian National
Bank. The Croatian National Bank is owned by the Republic of Croatia, which guarantees for all its
obligations. The Croatian National Bank is autonomous and independent in fulfilling its objectives.
The primary objective of the Croatian National Bank is maintaining price stability.

The Croatian National Bank reports to the Croatian Parliament on the financial condition, degree
of price stability and fulfilment of monetary policy goals, and is represented by the Governor of the
Croatian National Bank.

The tasks performed by the Croatian National Bank as provided by the Constitution and the Act
include:

¢ Determining and implementing monetary and foreign exchange policies;

*  Maintaining and managing international reserves of the Republic of Croatia;

* Issuing banknotes and coins;

* Issuing and withdrawing authorisations and approvals in accordance with laws regulating
credit institutions, credit unions, payment institutions, electronic money institutions and
payment systems, foreign exchange operations and operations of authorised foreign ex-
change offices;

*  Performing supervision and oversight in accordance with laws regulating the operations of
credit institutions, credit unions, payment institutions, electronic money institutions and
payment systems;

*  Maintaining accounts of credit institutions and performing payment transactions on those
accounts, issuing loans to, and receiving deposit funds from credit institutions;

* Regulating and improving the payment system;

*  Performing tasks on behalf of the Republic of Croatia as defined by law;

*  Promulgating regulations from its area of competence;

*  Contributing to overall stability of the financial system and

*  Performing other tasks specified by law.

Bodies of the Croatian National Bank are the Council of the Croatian National Bank and the Gov-

ernor of the Croatian National Bank.

The Council of the Croatian National Bank comprises eight members: Governor, Deputy Governor
and six Vice Governors of the Croatian National Bank.

The Council of the Croatian National Bank is competent and responsible for the achievement of the
objective and for the carrying out of the tasks of the Croatian National Bank and defines policies with
respect to the activities of the Croatian National Bank.

Members of the Council of the Croatian National Bank:
e Prof. D. Sc. Boris Vujci¢, Governor
*  Relja Marti¢, Deputy Governor
e M. Sc. Tomislav PreseCan, Vice Governor
e M. Sc. Vedran goéié, Vice Governor
e Damir Odak, Vice Governor
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¢ D. Sc. Michael Faulend, Vice Governor
* Bojan Fras, Vice Governor
¢ Neven Barbarosa, Vice Governor

1.2 Accounting standards

The financial statements of the Croatian National Bank have been prepared in accordance with the
International Financial Reporting Standards, which comprise the International Accounting Stand-
ards (IAS), together with the related Amendments and Interpretations, and the International Fi-
nancial Reporting Standards (IFRS), together with the related Amendments and Interpretations, as
adopted by the European Commission and published in the Official Journal of the European Union.
The preparation of the financial statements of the Croatian National Bank in accordance with the
International Financial Reporting Standards as adopted in the European Union is regulated by the
Act on the Croatian National Bank and the Accounting Act.

1.2.1 Application of new and revised standards and changes in accounting policies

The financial statements for current reporting period are prepared according to the same account-
ing policies which were applied to the financial statements for the year ended 31 December 2014,
with the application of standards and interpretations that must be applied in the EU from 1 January
2015. The introduction of these standards had no significant impact on the financial statements for
the year 2015.

1.2.1.1 Standards and interpretations in force in the EU for reporting periods commencing from
1 January 2015, applied in the preparation of the financial statements for 2015

The following table presents new International Financial Reporting Interpretations Committee
(IFRIC) standard interpretation and amendments to existing standards, which were published in
2014, with mandatory application in the EU from 1 January 2015.

Official Journal of the EU Standard/Interpretation

OJ L 175/2014 IFRIC 21 — Levies

Annual Improvements cycle 2011-2013

IFRS 3 — Business Combinations (amendments and modifications)
OJ L 365/2014

IFRS 13 - Fair Value Measurement (amendments and modifications)

IAS 40 - Investment Property (amendments and modifications)

The application of these standards has no significant impact on the financial statements of the Cro-
atian National Bank in the current period.

1.2.1.2 Standards and interpretations published in the EU for reporting periods commencing
from 1 February 2015, which were not applied in the preparation of these financial statements

In the reporting period a number of new amendments and modification of existing Standards was
published applicable as of 1 January 2016, as shown in the following table.

Official Journal of the EU Standard

Annual Improvements cycle 2010-2012:
IFRS 2 — Share-based Payment (amendments)
IFRS 3 - Business Combinations (amendments)
IFRS 8 — Operating Segments (amendments)
OJ L 5/2015
IAS 16 — Property, Plant and Equipment (amendments)
IAS 24 - Related Party Disclosures (amendments)
IAS 38 - Intangible Assets (amendments)

IAS 19 — Employee Benefits (amendments)
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The application of these amendments will not have a significant impact on the financial statements
of the Croatian National Bank.

The Croatian National Bank did not early adopt new standards, amendments to standards and their
interpretations, adopted by the EU, whose adoption in 2015 is optional, given that the commence-
ment of the financial year for the CNB is 1 January 2015.

1.2.1.3 Standards and interpretations published in the EU for reporting period commencing
from 1 January 2016

The following table presents amendments to existing standards, which were published in 2015, with
mandatory application in the EU from 1 January 2016.

IAS 16 - Property, Plant and Equipment (amendments)
OJ L 306/2015
IAS 41 - Agriculture (amendments)

OJ L 307/2015 IFRS 11 - Joint Arrangements (amendments)

IAS 16 - Property, Plant and Equipment (amendments)
OJ L 317/2015
IAS 38 - Intangible Assets (amendments)

Annual Improvements cycle 2012-2014:

IFRS 5 — Non-current Assets Held for Sale and Discontinued Operations (amendments)
OJ L 330/2015 IFRS 7 - Financial Instruments: Disclosures (amendments)

IAS 19 - Employee Benefits (amendments)

IAS 34 - Interim Financial Reporting (amendments)

OJ L 333/2015 IAS 1 — Presentation of Financial Statements (amendments)
OJ L 336/2015 IAS 27 - Separate Financial Statements (amendments)

The application of these amendments will not have a significant impact on the financial statements
of the Croatian National Bank.

The Croatian National Bank did not early adopt new standards, amendments to standards and their
interpretations, adopted by the EU, whose adoption in 2015 is optional, given that the commence-
ment of the financial year for the CNB is 1 January 2015.

1.2.1.4 Standards and interpretations which are not published in the EU

The International Accounting Standards Board (IASB) and the International Financial Reporting
Interpretations Committee (IFRIC) issued additional standards and interpretations which have not
yet been endorsed in the European Union. Currently, it is estimated that the most significant impact
on the preparation of the financial statements of the Croatian National Bank will be made by IFRS 9
— Financial Instruments, which will replace IAS 39 — Financial Instruments: Recognition and Meas-
urement.

IFRS 9 — Financial Instruments introduces changes to the classification and measurement of finan-
cial instruments, in impairment of financial assets and hedge accounting. The IASB announced the
full version of IFRS 9 in July 2014 with mandatory application for annual periods commencing on 1
January 2018 or afterwards (earlier adoption is permitted). IFRS 9 has not yet been endorsed in the
European Union and it is expected that the application of this standard will have a major impact on
the classification and measurement of the financial instruments held by the Croatian National Bank.

1.2.2 Basis of preparation

The financial statements have been prepared under the accrual basis of accounting and using the
historical cost convention, except for financial assets at fair value through profit or loss, buildings
measured at revalued amortised cost and land measured at revalued amount, which is their fair value
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at the revaluation date less subsequent accumulated depreciation of buildings and subsequent accu-
mulated impairment losses.

Functional and presentational currency of the Croatian National Bank is the kuna. The financial
statements are expressed in thousands of kuna.

These financial statements are prepared using going concern assumption.
1.2.3 Use of judgements and estimates

In preparing the financial statements, the management has made judgements, estimates and assump-
tions that affect the application of accounting policies and reported amounts of assets and liabilities
at the reporting date, as well as the amounts of income and expense for the period. The estimates
and associated assumptions are based on the best information on current events and activities, and
actual results may differ from these estimates.

Judgements made by the management in the application of accounting policies and primary sources
of estimation uncertainty were the same as those used in the preparation of the financial statements
for 2014.

1.2.3.1 Fair value and fair value hierarchy

Fair value is price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date (exit price).

Valuation techniques that are used in determining the fair values are the market approach, cost ap-
proach and income approach. The market approach uses prices and other relevant information from
market transactions with identical or similar assets or liabilities. The cost approach is a valuation
technique that reflects the amount that would be required currently to replace the service capacity
of an asset (often referred to as current replacement cost). The income approach converts future
amounts (e.g. cash flows or income and expenses) to a single current (i.e. discounted) amount.

The fair value hierarchy consists of three levels of data included in the valuation techniques which
are used to measure fair value:
* Level 1 —inputs are quoted prices in active markets for identical assets or liabilities that the
entity can access at the measurement date;
*  Level 2 —inputs other than quoted prices observable for the asset or liability, either directly
or indirectly;
* Level 3 — inputs are unobservable inputs for the asset or liability (not available and verifi-
able market data).

In the process of fair value measurements suitable valuation techniques for which the necessary data
are available are used, with maximum use of observable inputs and minimal use of inputs that are
not observable in an active market.

The CNB recognises transfers between fair value hierarchies at the end of each reporting period in
which transfer has occurred.

More detailed disclosures on fair value measurements of financial assets and liabilities are presented
in Note 33.

1.2.3.2 Losses on impairment of financial assets

Financial assets are reviewed at each reporting date to determine whether there is objective evidence
of impairment as described in the accounting policy Impairment of financial assets (Note 2.6.5).

At the reporting date the Croatian National Bank had no impaired financial assets.
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The Croatian National Bank did not form provisions for incurred but not reported credit losses, as
due to the high credit quality of its assets it has never recorded specific impairment losses on its
financial assets.

1.2.3.3 Estimation uncertainty relating to litigations and claims

The Croatian National Bank provided HRK 3,010 thousands (2014: HRK 25,380 thousands) in
respect of liabilities for court cases. The management estimates these provisions as sufficient.

1.2.3.4 Held-to-maturity investments

The Croatian National Bank applies IAS 39 — Financial Instruments: Recognition and Measure-
ment guidelines for the classification of non-derivative financial assets with fixed or determinable
payments and fixed maturity in the held-to-maturity portfolio. This classification entails significant
judgment. In making this judgment, the Croatian National Bank estimates its intention and ability
to hold these investments to maturity.

1.2.4 Changes in presentation of the financial statements in 2014

Line items Fee and commission expenses and Operating expenses have been changed compared to
the amounts published in 2014, in a way that, in accordance with the best reporting practice, certain
expenses in the amount of HRK 3,367 thousands have been reclassified from the position Operating
expenses to the position Fee and commission expenses.

Unrealised gain from changes in the fair value of precious metals in the amount of HRK 16 thou-
sands has been reclassified from the position Net effect of revaluation to the position Net result from
financial assets at fair value through profit or loss.

Reverse repo agreements in the amount of HRK 5,563,893 thousands have been reclassified from
the position Deposits with other banks to the position Reverse repo agreements.

Precious metals in the amount of HRK 5,880 thousands have been reclassified from the position
Accrued interest and other assets to the position Financial assets at fair value through profit or loss.

Other tangible assets in the amount of HRK 4,548 thousands have been reclassified from the position
Property, plant, equipment and intangible assets to the position Accrued interest and other assets.

The aforementioned reclassifications are presentational in nature and have no effect on net result
for the year or equity.

Note 2 — Summary of significant accounting policies

2.1 Interest income and expense

Interest income also includes coupons earned on fixed income financial instruments. Interest income
is increased for amortised discount and reduced for amortised premium on purchased securities.

Interest income on financial instruments at amortised cost is recognised in the Income Statement
using the effective interest method. The effective interest rate is the rate that exactly discounts esti-
mated future cash payments or receipts through the expected life of the financial instrument or, when
appropriate, a shorter period to the net carrying amount of the financial asset or financial liability.

Interest income on debt securities at fair value through profit or loss is recognised based on the
nominal coupon interest rate.

Accrued interest on financial assets with negative interest rate is recognised as interest expense.
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Accrued interest on financial liabilities with negative interest rate is recognised as interest income.
2.2 Fee and commission income and expense

Fee and commission income from services provided by the Croatian National Bank is recognised
when the service is provided.

Fee and commission expense is included in the Income Statement for the period in which services
are received.

2.3 Dividend income

Dividend income on equity investments is recognised in the Income Statement when the right to
receive dividends is established.

2.4 Foreign exchange gains and losses

Transactions in foreign currencies are translated into the Croatian kuna at the rates of exchange in
effect at the dates of the transactions. At each reporting date, monetary assets and liabilities denom-
inated in foreign currencies are retranslated at the exchange rates in effect on that date. Gains and
losses on translation are recognised in profit or loss in the period in which they arise. Translation is
performed using the midpoint exchange rates of the Croatian National Bank.

Gains and losses arising from trading in foreign currencies are included in realised income and ex-
penses in the period in which they occur. All other foreign exchange gains or losses are included in
unrealised income and expenses in the period in which they occur.

Non-monetary assets and liabilities denominated in foreign currencies stated at historical cost at the
exchange rate valid on the date of transaction are not retranslated at the date of the Statement of
Financial Position, i.e. the exchange differences are not recognised for these items.

The exchange rates of major foreign currencies at 31 December 2015 were as follows:

1 USD = 6.991801 HRK (2014: 6.302107 HRK)
1 EUR = 7.635047 HRK (2014: 7.661471 HRK)
1 XDR = 9.688748 HRK (2014: 9.130556 HRK).

2.5 Provisions
Provisions are recognised in the Income Statement at the end of the reporting period.

The Croatian National Bank recognises a provision when it has a present legal or constructive ob-
ligation as a result of a past event; when it is probable that an outflow of resources will be required
to settle the obligation; and when a reliable estimate can be made of the obligation. No provision is
recognised unless all of these conditions have been met.

2.6 Financial instruments

2.6.1 Classification

Financial assets of the Croatian National Bank are classified into the following categories:

a) Financial assets at fair value through profit or loss

This category comprises marketable debt securities, acquired principally for the purpose of sale or

repurchase in the near future. Assets under management with international institutions and precious
metals are also included in this category.
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b) Held-to-maturity investments

Included in this category are investments in debt securities that the Croatian National Bank has the
ability and intends to hold to maturity.

¢) Loans and receivables

Loans and receivables are non-derivative financial assets with fixed or determinable payments, not
quoted on an active market.

This category comprises cash, deposits with banks and financial institutions, reverse repo agree-
ments, loans, trade and other receivables included in the financial assets.

d) Financial assets available for sale

This category comprises the investments of the Croatian National Bank in equity securities of in-
ternational financial institutions based on which the membership status in these institutions was
realised, and participating interest of the Croatian National Bank in the European Central Bank
which was recognised following the payment for one portion of the issued capital of the European
Central Bank.

The Croatian National Bank classifies its financial liabilities as other financial liabilities.
2.6.2 Recognition and derecognition

The Croatian National Bank recognises and derecognises financial instruments on the settlement
date.

2.6.3 Reclassifications

Securities may be reclassified out of the fair value through profit or loss category if they are no
longer held for the purpose of selling or repurchasing them in the near future. The reclassification in
the category held-to-maturity is possible only in rare circumstances and if there is the intention and
ability to hold the security until maturity.

2.6.4 Measurement

Financial instruments are measured initially at fair value plus, in the case of a financial asset or finan-
cial liability not designated at fair value through profit and loss, transaction costs.

Subsequent to initial recognition financial assets at fair value through profit or loss are measured
at fair value. Gains and losses from changes in the fair value of these assets are recognised in the
Income Statement.

Held-to-maturity securities comprise debt securities with fixed or determinable payments and fixed
maturities. They are measured at amortised cost using the effective interest rate method less any
impairment.

Loans and receivables are also measured at amortised cost using the effective interest rate method.

Financial assets available for sale are measured at fair value, except for investments in equity secu-
rities with no quoted price in an active market, and whose fair value cannot be reliably measured.
Those investments are measured at cost.

Financial liabilities are classified as other financial liabilities and are subsequently measured at am-

ortised cost using the effective interest rate method, with the exception of banknotes and coins in
circulation which are measured at their nominal value.
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2.6.5 Impairment of financial assets

Financial assets are reviewed at each reporting date to determine whether there is objective evidence
of impairment.

a) Financial assets at amortised cost

If there is objective evidence that an impairment loss on loans and receivables or held-to-maturity
investments carried at amortised cost has been incurred, the amount of the loss is measured as the
difference between the asset’s carrying amount and the present value of estimated future cash flows
discounted at the financial asset’s original effective interest rate. The carrying amount of the asset is
reduced through use of an allowance account and the amount of the loss is recognised in profit or
loss. For calculating impairment loss on loans and receivables or held-to-maturity financial assets
with variable interest rates, the contractual effective interest rate at the date of impairment is used
as a discount rate.

If, in a subsequent period, the amount of the impairment loss decreases and the decrease can be re-
lated objectively to an event occurring after the impairment was recognised (such as an improvement
in the debtor’s credit rating), the previously recognised impairment loss is reversed by adjusting an
allowance account. The amount of the reversal is recognised in profit or loss.

b) Financial assets at available for sale

If there is objective evidence of impairment of financial investment, its new fair value is calculated to
determine amount of impairment.

When a decline in the fair value of an available-for-sale financial asset has been recognised in other
comprehensive income and there is objective evidence that the asset is impaired, the cumulative loss
that had been recognised in other comprehensive income is reclassified from equity to profit or loss
as a reclassification adjustment even though the financial asset has not been derecognised.

The amount of the cumulative loss that is reclassified from other comprehensive income to profit or
loss is the difference between the acquisition cost (net of any principal repayment and amortisation)
and current fair value, less any impairment loss on that financial asset previously recognised in profit
or loss.

Impairment losses recognised in profit or loss for an investment in an equity instrument classified
as available for sale are not reversed through profit or loss, but are recognised as fair value reserve
in other comprehensive income.

If, in a subsequent period, the fair value of a debt instrument classified as available for sale increases
and the increase can be objectively related to an event occurring after the impairment loss was
recognised in profit or loss, the impairment loss shall be reversed, with the amount of the reversal
recognised in profit or loss. Impairment may be reversed only up to the amount of the previously
reported impairment.

2.7 Repo and reverse repo agreements

The Croatian National Bank enters into securities purchase/sale agreements under which it agrees to
resell/repurchase the same instrument on a specific future date at a fixed price. Securities purchased
with the obligation to resell them in the future are not recognised on the Statement of Financial
Position.

Payments arising from those agreements are recognised as amounts due from other banks or finan-
cial institutions, and are collateralised by securities underlying the repurchase agreement. Securities
sold under repurchase agreements are not derecognised and continue to be recognised in the State-
ment of Financial Position. Receipts from sales of securities are recognised as amounts due to banks
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and other financial institutions. The difference between the sale and the repurchase price is included
in interest income or expense and accrued over the period of the transaction.

2.8 Deposits with other banks
Amounts due from domestic and foreign banks represent balances on non-transactional accounts.
2.9 Balances with the International Monetary Fund

Balances with the International Monetary Fund (IMF) are denominated in Special Drawing Rights
(XDR).

2.10 Gold and other precious metals

Gold and other precious metals that are quoted on the world markets are recognised at their market
price. Gains and losses on changes in fair value are included in the Income Statement for the period
in which they arise.

2.11 Currency in circulation

The official currency in the Republic of Croatia is the Croatian kuna. Banknotes and coins in circu-
lation are carried at nominal value.

2.12 Cash and cash equivalents

For the purpose of the Statement of Cash Flows, cash and cash equivalents is defined as cash on
hand, foreign currency cash in the CNB treasury vault, current accounts with foreign banks, balances
with the International Monetary Fund and in the CNB’s account at Croatian Large Value Payment
System (CLVPS).

2.13 Taxation

In accordance with relevant legislation the Croatian National Bank is not subject to Croatian income
tax.

2.14 Property, plant, equipment and intangible assets

Property, plant, equipment and intangible assets are reported in the Statement of Financial Position
at cost less accumulated depreciation and impairment losses, except for land and buildings which
are carried at revalued amount, representing their fair value at the revaluation date, decreased by
accumulated depreciation for buildings, and any impairment losses. Depreciation is provided under
the straight-line method.

Gains on revaluation are included as a separate component of other comprehensive income. Losses
on revaluation are charged to the revaluation reserve account to the extent of the revaluation surplus
previously recognised in equity, and any loss in excess of the previously recognised surplus is charged
to the Income Statement for the reporting period.

The following annual depreciation and amortization rates are used:

Asset class Expected useful life in 2015 Expected useful life in 2014
(number of years) (number of years)

Buildings 20-50 20-50
Computers B 5
Furniture and equipment 4-20 4-20
Motor vehicles 4 4
Software and licences 2-10 2-10
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2.15 Impairment of non-financial assets

The carrying value of non-financial assets is assessed at the end of each reporting period to deter-
mine whether there is any indication that the asset may be impaired.

If any such indication exists, the recoverable amount of that asset is estimated. For assets with in-
definite useful life and intangible assets not yet available for use, recoverable amount is estimated on
every reporting date.

An impairment loss is recognised if the carrying amount of an asset or cash generating unit is greater
than its recoverable amount. A cash-generating unit is the smallest identifiable group of assets that gen-
erates cash inflows that are largely independent of the cash inflows from other assets or groups of assets.

Impairment loss is recognised in profit or loss.

The recoverable amount of an asset or a cash-generating unit is the higher of its fair value less costs
of disposal and its value in use. Value in use is the present value of the future cash flows expected to
be derived from an asset or cash-generating unit.

Value in use is estimated by discounting expected future cash flows with the pre-tax discount rate
that reflects current market assessments of time value of money and the risks specific to these assets.

An impairment loss recognised in prior periods is assessed at the end of each reporting period to
determine if there is any indication that that impairment may have decreased or no longer exists. An
impairment loss is reversed if there has been a change in the estimates used to determine the asset’s
recoverable amount since the last impairment loss was recognised. The increased carrying amount
of an asset attributable to a reversal of an impairment loss shall not exceed the carrying amount that
would have been determined (net of amortisation or depreciation) had no impairment loss been rec-
ognised for the asset in prior years.

2.16 Employees benefits

The Croatian National Bank pays contributions to the obligatory pension funds. The Croatian Na-
tional Bank has no further payment obligations once the contributions have been paid. The contri-
butions are recognised as employee benefits in the Income Statement as they accrue.

Liabilities for long-term employee benefits, such as jubilee rewards and statutory severance pay, are
presented in the balance sheet as the net amount of present value of liabilities for defined benefits
on a reporting date. The projected credit unit method is used in the calculation of present value of
these liabilities.

2.17 Appropriation

The operating surplus is allocated to general reserves and to the state budget in accordance with
Article 57 of the Act on the Croatian National Bank. The allocation of the surplus of income over
expenditures to general reserves is performed in the amount determined by the Council of the Croa-
tian National Bank. The amount of surplus of income over expenditures which is allocated to general
reserves in the current financial year may neither be lower than net profit from the value adjustment
of balance sheet items to changes in the exchange rate or to changes in market prices, nor higher than
20% of the realised surplus of income over expenditures. Exceptionally, if the surplus of income over
expenditures is lower than net profit from the value adjustment of balance sheet items to changes
in the exchange rate or to changes in market prices, the total surplus of income over expenditures
shall be allocated to general reserves. The surplus of income over expenditures remaining after the
allocation to general reserves constitutes extraordinary revenue to the state budget. Any shortfall be-
tween income and expenditures is covered by the Croatian National Bank from general reserves. Any
shortfall between income and expenditures that cannot be covered from general reserves is covered
from the state budget.
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Note 3 - Interest and similar income

(All amounts are expressed in thousands of kuna)

Foreign currency deposits 5,259 4,628
Held-for-trading securities 113,571 110,690
Held-to-maturity securities 511,075 634,508
Loans to domestic banks 1 -
Foreign currency reverse repo agreements 13,797 14,866
Kuna reverse repo agreements 656 -
Foreign currency repo agreements (negative interest) 10,612 1,216
Other 21 6

654,992 765,914

FINANCIAL STATEMENTS OF THE CROATIAN NATIONAL BANK

Note 4 — Interest and similar expenses

(All amounts are expressed in thousands of kuna)

Foreign currency deposits (negative interest) 1,611 313
Repo agreements 5,250 3,016
Reverse repo agreements (negative interest) 20,642 403
State budget deposits 9,718 4,965
Other 1 -

37,222 8,697

Note 5 — Fee and commission income

(All amounts are expressed in thousands of kuna)

Fees for the supervision of credit institutions 41,463 40,468
Other 5,649 5,146
47,112 45,614

The Croatian National Bank charges the fee for the supervision of credit institutions based on the

Credit Institutions Act. Entities subject to supervision fees are credit institutions with head offices
in the Republic of Croatia and branches of credit institutions with head offices outside the Republic
of Croatia. The level, calculation base, calculation method and payment method for the supervision
fee is determined by the Decision on supervision fees for credit institutions issued by the Governor

of the Croatian National Bank.

Note 6 — Net result from financial assets at fair value through profit or loss

(All amounts are expressed in thousands of kuna)

2015 2014

Net securities trading result, including net changes in fair value of

held-for-trading securities L) 42,904

Net result from assets under management with international financial 1510 _

institutions ’

Net result from revaluation of precious metals (71) 16
(71,637) 42,920
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Note 7 — Net exchange differences

(All amounts are expressed in thousands of kuna)

Net unrealised exchange differences 1,548,763 2,200,421
Net realised exchange differences 39,415 18,201
1,588,178 2,218,622

Decrease in the EUR/HRK exchange rate and increase in the USD/HRK exchange rate between the
two reporting dates had the biggest effect on the net exchange differences.

Note 8 — Other income

(All amounts are expressed in thousands of kuna)

Sale of numismatics 330 237
Other income 129,269 4,543
129,599 4,780

Within other income the most important amount relates to income realised on legal settlement.

Note 9 — Operating expenses

(All amounts are expressed in thousands of kuna)

‘ 2015 ‘ 2014

Staff costs (Note 9.1) 164,766 165,523
Materials, services and administrative expenses 84,881 81,026
Costs of production of banknotes and coins of Croatian kuna 37,967 32,996
Depreciation and amortisation costs 31,167 25,948
318,781 305,493

The costs of printing banknotes are initially deferred and recognised in the Income Statement over
a period of ten years, and the cost of minting coins over a period of twelve years.

Note 9.1 — Staff costs

(All amounts are expressed in thousands of kuna)

Net salaries 75,704 71,361
Contributions from and contributions on salaries 43,096 41,899
Taxes and surtaxes 18,630 20,752
Other employee related expenses 27,336 31,511

164,766 165,523

The average number of employees during 2015 was 640 (2014: 627). Total staff costs for 2015
amount to HRK 164,766 thousands, of which the amount of HRK 26,948 thousands relates to con-
tributions for pension insurance (2014: HRK 165,523 thousands, of which HRK 27,108 thousands
was related to contributions for pension insurance).
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Note 10 — (Decrease)/Increase in impairment losses and provisions

(All amounts are expressed in thousands of kuna)

2015 2014

a) Accrued interest and other assets
Increase in provisions - -
Collection (51,402) (244)

b) Provisions for risks and charges

Increase in provisions 14,148 8,369
Reversals (9,065) (8,876)
(46,319) (751)

Note 11 — Cash and current accounts with other banks

(All amounts are expressed in thousands of kuna)

Cash on hand 1,135 1,150
Foreign currency cash in the CNB treasury vault 3,047,734 3,060,204
Current accounts with foreign banks 456,640 818,302

3,505,509 3,879,656

Note 12 — Deposits with other banks

(All amounts are expressed in thousands of kuna)

Deposits with foreign central banks 2,636,133 44,659
Deposits with foreign commercial banks 2,968,719 16,544,770
Deposits with domestic commercial banks 10,167 10,670

5,615,019 16,600,099

Geographical concentration of deposits with other banks:

(All amounts are expressed in thousands of kuna)

Croatia 10,167 10,670
Europe 5,604,852 16,589,429
5,615,019 16,600,099

Note 13 — Financial assets at fair value through profit or loss

(All amounts are expressed in thousands of kuna)

Held-for-trading securities (Note 13a) 28,435,569 35,173,015
Assets under management with international financial institutions 1,398,940 -
Precious metals (Note 13b) 5,810 5,880

29,840,319 35,178,895
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a) Trading securities

(All amounts are expressed in thousands of kuna)

EUR-denominated securities 16,428,519 21,767,102
USD-denominated securities 12,007,050 13,405,913
28,435,569 35,173,015

Held-for-trading securities include accrued interest in the amount of HRK 61,041 thousands at
December 31, 2015 (December 31, 2014: HRK 73,574 thousands).

b) Assets under management with international financial institutions

(All amounts are expressed in thousands of kuna)

31/12/2015 31/12/2014

USD-denominated funds entrusted to the management of international

financial institutions 1,398,940 =

1,398,940 -

Note 14 — Loans

(All amounts are expressed in thousands of kuna)

31/12/2015 31/12/2014
Other loans 60 66
60 66

Note 15 — Reverse repo agreements

(All amounts are expressed in thousands of kuna)

Foreign currency reverse repo agreements 26,508,037 5,563,893
Reverse repo agreements in kuna 158,000 -
26,666,037 5,563,893

Note 16 — Held-to-maturity investments

Held-to-maturity investments comprise the following:

(All amounts are expressed in thousands of kuna)

Debt securities 35,938,273 32,795,802
Accrued interest 301,087 414,200
36,239,360 33,210,002

Note 17 — Balances with the International Monetary Fund

(All amounts are expressed in thousands of kuna)

Membership quota 3,637,379 3,333,546
Special Drawing Rights (XDR) and deposits 2,959,311 2,789,067
6,496,690 6,122,613
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Note 18 — Financial assets available for sale

(All amounts are expressed in thousands of kuna)

31/12/2015 31/12/2014

BIS shares 41,914 41,914
SWIFT shares 80 80
ECB paid-up capital 18,224 18,224

60,218 60,218

Based on the ownership holding of 2,441 shares of the Bank for International Settlements (BIS), in
the nominal value of XDR 5,000 per share, the Croatian National Bank is a member of the BIS, which
enables her the option to use services which the BIS provides to central banks and other financial
organisations. The shares of the BIS are recorded at historical cost. In accordance with the Statute
of the BIS, 25% of the shares subscribed was paid, while the remaining 75% is payable upon call for
payment. In July 2015 the Croatian National Bank received a dividend in the amount of HRK 5,241
thousands.

The Croatian National Bank is also a member of the Society for Worldwide Interbank Financial Tel-
ecommunication (SWIFT). Based on this membership, the Croatian National Bank participates in
international transfers of financial messages. Six SWIFT shares in the nominal value of EUR 125
per share which the Croatian National Bank holds are fully paid in and are carried at historical cost.

Paid in capital of the European Central Bank (ECB) represents participating interest of the Croatian
National Bank in the ECB and it is carried at historical cost.

According to Article 28 of the Statute of the European System of Central Banks (ESCB), the national
central banks (NCBs) of the ESCB are the only subscribers of the ECB’s capital. Subscriptions de-
pend on the shares which are regulated by Article 29 of the Statute of the ESCB and the amounts are
adjusted every five years. The last adjustment of the capital keys was made with effect from 1 January
2014.

Since the Republic of Croatia is not part of the euro area, transitional provisions of Article 47 of the
ESCB’s Statute are applied, according to which the Croatian National Bank had an obligation to sub-
scribe and pay in 3.75% of the capital to the ECB as a contribution to cover ECB’s operating costs.
The Croatian National Bank, as a national central bank outside the euro area is not entitled to receive
an appropriate share of the profit distribution of the ECB, and there is no obligation to cover the loss
of the ECB. Following the amendment in ECB’s capital key since 1 January 2014, the contribution of
the CNB in the ECB capital amounts to 0.6023%. The CNB’s share in issued and paid capital of the
ECB amounts to EUR 65,199,017.58 and EUR 2,444,963.16 respectively.

Note 19 - Investments accounted for using the equity method

(All amounts are expressed in thousands of kuna)
31/12/2015 31/12/2014

Investment in Croatian Monetary Institute 21,247 19,961
21,247 19,961

The investment of the Croatian National Bank in the Croatian Monetary Institute represents invest-
ment in an associate in accordance with IAS 28 and it is accounted for using the equity method.
The portion of the Croatian National Bank share in the capital of the Croatian Monetary Institute
is 42.6%.

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015



FINANCIAL STATEMENTS OF THE CROATIAN NATIONAL BANK R R R R REEEEREEERBEER B BY

The Croatian Monetary Institute is a domestic company whose core operation is the production of
coins and medals of gold and other precious metals, production of coins and commemorative cir-
culation coins, manufacturing of jewellery and related products, trade in gold and other precious
metals, trade with jubilee coins and with medals of gold and other precious metals, production of
license plates and other registered activities associated with those listed here.

The following table presents summarized financial information of the Croatian Monetary Institute:

(All amounts are expressed in thousands of kuna)

2015 2014

Total assets 60,441 66,730
Non-current assets 19,547 20,859
Current assets 40,708 45,804
Prepaid expenses 186 67

Total liabilities 9,689 18,995
Non-current liabilities - -
Current liabilities 9,689 18,995

Equity 50,752 47,735

Total revenue 44,433 31,273

Total expenses (40,659) (30,574)

Profit before tax 3,774 699
Income tax (757) (143)

Profit for the financial year 3,017 556

The summarized financial information of the Croatian Monetary Institute for 2015 is presented
based on the preliminary financial statements of the Croatian Monetary Institute for 2015 as the
final official financial statements of the Croatian Monetary Institute for 2015 were not yet available
at the time of preparation of these financial statements.

Note 20 — Accrued interest and other assets

(All amounts are expressed in thousands of kuna)

31/12/2015 31/12/2014

Accrued interest 10,882 7,841
Prepaid expenses 311,517 297,300
Numismatics 12,734 12,495
Other assets 105,939 95,276

441,072 412,912
Impairment allowance (7,492) (58,894)

433,580 354,018

Movements in impairment allowance:

Balance at 1 January (58,894) (59,138)
New provisions - -
Collection 51,402 244
Balance at 31 December (7,492) (58,894)

The major portion of prepaid expenses in the amount of HRK 302,056 thousands (2014: HRK
290,781 thousands) relates to the prepaid expenses of printing banknotes and minting coins.
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Note 21 — Property, plant, equipment and intangible assets

(All amounts are expressed in thousands of kuna)

Total property, plant
and equipment
Software and licences
Total intangible assets

%)
o
&
S
=]
o
o
=
S
el
c
<
—

Computers
Furniture and
equipment
Motor vehicles
Assets under
development -
property, plant,
equipment
Assets under
development -
intangible assets

Balance at 1 January 2014

Cost or revaluation 554,374 124978 39,934 10225 10,497 740,008 75,807 1,988 77,795 817,803
Qggfe";gggi‘jamo Hisation (30,715)  (84,006)  (36,224)  (10,225) - (161,170) (55,877 - (55,877) (217,047)
Net book value 523,659 40,972 3,710 - 10497 578838 19,930 1,988 21,918 600,756
For the year ended 31 December 2014

Opening net book amount 523,659 40,972 3,710 - 10497 578838 19,930 1,988 21,918 600,756
Additions = = = - 26520 26,520 = 5,771 5771 32,291
Brought into use 955 13,882 5,829 171 (20,837) = 3,714 (3,714) = =
Revaluation (26,732) = = = - (26,732 = = - (26,732
Net written off - - 10) - - (10) - - - (10)
Charge for the year 8,790 (10927)  (1,873) = - (21,590)  (4,358) - (4,358) (25,948)
Closing net book amount 489,092 43,927 7,656 171 16,180 557,026 19,286 4,045 23,331 580,357
Balance at 31 December 2014

Cost or revaluation 493,899 138,625 38,848 10,066 16,180 697,618 79,521 4,045 83566 781,184
ﬁggfgg:g:m SN 4,807) (94,698) (31,192)  (9,895) - (140,592)  (60,235) - (60,235) (200,827)
Net book value 489,092 43,927 7,656 171 16,180 557,026 19,286 4,045 23331 580,357
Balance at 1 January 2015

Cost or revaluation 493899 138,625 38,848 10,066 16,180 697,618 79,521 4,045 83,566 781,184
Qggﬁg;ﬁﬁgﬁam I (4,807) (94,698) (31,192)  (9,895) - (140,592)  (60,235) - (60,235) (200,827)
Net book value 489,002 43,927 7,656 171 16,180 557,026 19,286 4,045 23331 580,357
For the year ended 31 December 2015

Opening net book amount 489,092 43,927 7,656 171 16,180 557,026 19,286 4,045 23331 580,357
Additions = = = - 26302 26,302 = 6,022 6,022 32,324
Brought into use 1,062 14,523 3,173 - (18,758) = 442 (442) = =
Net written off - 5) - - - 5) - - - (5)
Charge for the year (8,051) (16,055)  (2,006) 43) - (26,155)  (5,012) - (65012 (31,167
Closing net book amount 482103 42,390 8,823 128 23,724 557,168 14,716 9,625 24,341 581,509
Balance at 31 December 2015

Cost or revaluation 494,961 153,138 41,205 10,066 23724 723,094 79,963 9,625 89,588 812,682
Qgg;’;ﬂf}ﬁ%mo R (12,858) (110,748) (32,382)  (9,938) - (165,926)  (65,247) - (65,247) (231,173)
Net book value 482103 42,390 8,823 128 23724 557,168 14,716 9,625 24,341 581,509

Revalued amounts of land and buildings were determined based on appraisals performed by inde-
pendent experts in 2014. Valuation technique used to determine fair value was income approach.
Certain significant inputs for valuation were not observable market data (Level 3 of fair value hier-
archy). If the land and buildings were carried at cost less depreciation, their net book value as at 31
December 2015 would be HRK 137,756 thousands. Property, plant and equipment of the Croatian
National Bank are not pledged, either as part of mortgage agreements or as a fiduciary relationship.
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Note 22 — Banknotes and coins in circulation

(All amounts are expressed in thousands of kuna)

2015 2014

Banknotes and coins in circulation as of January 1 23,155,977 21,985,330
Increase/(decrease) of banknotes and coins in circulation during the year 2,161,938 1,170,647
Banknotes and coins in circulation - total as of December 31 25,317,915 23,155,977

Nominal value 31/12/2015 31/12/2014

Pieces | Value in thousands Pieces | Value in thousands

of kuna of kuna

Coins 0.01 125,729,596 1,257 125,723,809 1,257
Coins 0.02 84,089,285 1,682 84,077,738 1,682
Coins 0.05 330,007,201 16,500 310,108,481 15,505
Coins 0.10 489,897,969 48,990 468,323,267 46,832
Coins 0.20 366,352,299 73,270 348,491,635 69,698
Coins 0.50 212,240,036 106,120 200,959,651 100,480
Coins 1 235,591,785 235,592 221,706,179 221,706
Coins 2 133,018,857 266,038 122,825,437 245,651
Coins 5} 88,653,280 443,266 81,655,950 408,280
Coins 25 1,161,759 29,044 1,161,981 29,050
Banknotes 5) 4,136,727 20,684 4,140,117 20,701
Banknotes 10 39,952,733 399,527 37,419,981 374,200
Banknotes 20 27,328,326 546,567 25,478,119 509,562
Banknotes 50 14,684,388 734,219 13,773,612 688,681
Banknotes 100 33,538,038 3,353,804 30,601,923 3,060,192
Banknotes 200 56,701,146 11,340,229 50,566,663 10,113,333
Banknotes 500 6,157,822 3,078,911 5,910,137 2,955,068
Banknotes 1,000 4,622,215 4,622,215 4,294,099 4,294,099
TOTAL 25,317,915 23,155,977

Note 23 — Due to banks and other financial institutions

(All amounts are expressed in thousands of kuna)

31/12/2015 31/12/2014

Kuna reserve requirements 22,341,342 21,899,812
Foreign exchange reserve requirements 3,802,157 3,744,771
Other deposits from domestic banks 16,196,620 15,146,745
Deposits from foreign banks and other financial institutions 72 72
Court-mandated deposits 13,747 21,378
Compulsory CNB kuna bills - 3,177,440

42,353,938 43,990,218

In accordance with the Decision on the purchase of compulsory CNB bills (Official Gazette
142/2013, 28/2014 and 33/2014), banks were required to purchase CNB bills carrying zero inter-
est with final maturity until 12 December 2016, with a possibility of redemption prior to maturity of
part of compulsory CNB bills in the amount of 50% of the increase in bank placements to domestic
non-financial enterprises. Pursuant to the Decision repealing the Decision on the purchase of com-
pulsory CNB bills (Official Gazette 105/2015) obligatory CNB bills matured on 7 October 2015.
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Note 24 — Repo agreements

(All amounts are expressed in thousands of kuna)

31/12/2015 31/12/2014
Foreign currency repo agreements 9,453,298 -
9,453,298 -

Fair value of collateral given in repo agreements as at 31 December 2015 amounted to HRK
9,413,894 thousands.

Note 25 — Due to the state and state institutions

(All amounts are expressed in thousands of kuna)

Domestic currency account balances 4,932,062 3,047,350
Foreign currency denominated deposit account balances 3,144,767 8,561,820
8,076,829 11,609,170

Note 26 — Due to the International Monetary Fund

(All amounts are expressed in thousands of kuna)

Kuna-denominated bills of exchange 3,526,564 3,323,567
Net cumulative allocations 2,937,017 2,767,809
Other IMF's accounts 8,938 8,420

6,472,519 6,099,796

The bills of exchange denominated in the Croatian kuna relate to the membership of the Republic of
Croatia in the International Monetary Fund.

Note 27 — Accrued interest and other liabilities

(All amounts are expressed in thousands of kuna)

Accrued interest 5,997 642
Amounts due to employees 6,320 6,146
Taxes and contributions 5,925 6,494
Obligations to European Commission in EUR 747 743
Obligations to European Commission in HRK 387,515 639,648
Due to the Ministry of Finance 490,233 522,786
Trade payables 24,760 13,881
Other liabilities 183,596 393,084

1,105,093 1,583,424

Upon accession of the Republic of Croatia to the European Union, the European Commission has
opened EUR and HRK transaction accounts with the Croatian National Bank for the performance
of payment transactions.

Included in other liabilities are long-term provisions for risks and charges, out of which HRK 3,010

thousands (2014: HRK 25,380 thousand) are in respect of legal actions and HRK 19,387 thousands
(2014: HRK 19,304 thousands) in respect of provisions for employee benefits.
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Following tables presents movements in long-term provisions for risks and charges:

(All amounts are expressed in thousands of kuna)

Court cases Employee benefits Total
As at 1 January 2015 25,380 19,304 44,684
Released provisions (1,000) (8,065) (9,065)
New provisions 6,000 8,148 14,148
Recognised in profit or loss 5,000 83 5,083
Amounts paid (27,370) - (27,370)
As at 31 December 2015 3,010 19,387 22,397
As at 1 January 2014 25,380 19,811 45,191
Released provisions - (8,876) (8,876)
New provisions - 8,369 8,369
Recognised in profit or loss - (507) (507)
Amounts paid - - -
As at 31 December 2014 25,380 19,304 44,684

Note 28 — Equity
The equity funds of the Croatian National Bank consist of the capital and reserves.

The capital in the amount of HRK 2,500,000 thousands is held solely by the Republic of Croatia; the
capital may not be transferred or pledged.

Reserves comprise general and specific reserves. General reserves are formed for the purpose of
covering general operational risks of the Croatian National Bank, they are not limited in size, and
they are formed in accordance with the Act on the Croatian National Bank. Specific reserves are
formed for the purpose of covering identified losses in accordance with decisions of the Council of
the Croatian National Bank.

Note 29 — Maturity analysis of assets and liabilities

The following table presents maturity analysis of assets and liabilities depending on the expected
maturity date or the settlement date:

* twelve months after the reporting period,

* more than twelve months after the reporting period.

29.1 Maturity analysis of assets and liabilities

(All amounts are expressed in thousands of kuna)

Less than 12 More than 12 Total
months months

Balance as at 31 December 2015
Assets
Cash and current accounts with other banks 3,505,509 - 3,505,509
Deposits with other banks 5,604,852 10,167 5,615,019
Financial assets at fair value through profit or loss 28,435,569 1,404,750 29,840,319
Loans = 60 60
Reverse repo agreements 26,666,037 - 26,666,037
Held-to-maturity securities 14,450,875 21,788,485 36,239,360
Balances with the International Monetary Fund 2,954,281 3,542,409 6,496,690
Financial assets available for sale - 60,218 60,218
Investments accounted for using the equity method - 21,247 21,247

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015



ik’2 B R R R R E R R R ERE R R FINANCIAL STATEMENTS OF THE CROATIAN NATIONAL BANK

Less than 12 More than 12 Total
months months

Accrued interest and other assets 131,525 302,055 433,580
Property, plant, equipment and intangible assets - 581,509 581,509
Total assets 81,748,648 27,710,900 109,459,548
Liabilities
Banknotes and coins in circulation 25,317,915 - 25,317,915
Due to banks and other financial institutions 42,353,866 72 42,353,938
Repo agreements 9,453,298 - 9,453,298
Due to the State and State institutions 8,076,829 - 8,076,829
Due to the International Monetary Fund - 6,472,519 6,472,519
Accrued interest and other liabilities 1,103,982 1,111 1,105,093
Total liabilities 86,305,890 6,473,702 92,779,592
Net position (4,657,242) 21,237,198 16,679,956
Balance as at 31 December 2014
Assets
Cash and current accounts with other banks 3,879,656 - 3,879,656
Deposits with other banks 16,589,429 10,670 16,600,099
Financial assets at fair value through profit or loss 35,173,015 5,880 35,178,895
Loans = 66 66
Reverse repo agreements 5,563,893 - 5,563,893
Held-to-maturity securities 10,260,780 22,949,222 33,210,002
Balances with the International Monetary Fund 2,784,326 3,338,287 6,122,613
Financial assets available for sale = 60,218 60,218
Investments accounted for using the equity method - 19,961 19,961
Accrued interest and other assets 983,499 260,519 354,018
Property, plant, equipment and intangible assets - 580,357 580,357
Total assets 74,344,598 27,225,180 101,569,778
Liabilities
Banknotes and coins in circulation 23,155,977 - 23,155,977
Due to banks and other financial institutions 40,812,706 3,177,512 43,990,218
Repo agreements _ _ _
Due to the State and State institutions 11,609,170 - 11,609,170
Due to the International Monetary Fund - 6,099,796 6,099,796
Accrued interest and other liabilities 1,544,009 39,415 1,583,424
Total liabilities 77,121,862 9,316,723 86,438,585
Net position (2,777,264) 17,908,457 15,131,193

Note: According to convention, the amount of kuna and foreign exchange reserve requirements is stated in the position Due to banks and
other financial institutions with a maturity of less than 12 months. The calculation, maintenance and allocation of reserve requirements

is performed on a monthly basis, and change in the amount of reserves may result from change in the basis for calculation, the reserve
requirement rate and the percentage of the reserves banks are required to hold on their accounts with the Croatian National Bank. In practice
these liabilities may be considered as having the maturity of over 12 months and in that case the short-term liabilities would be lower than the
short-term assets.

Note 30 — Contingent liabilities and commitments and treasury inventory
system

Legal actions: At 31 December 2015, there were several legal actions outstanding against the Cro-
atian National Bank. In the opinion of the management and internal legal advisers of the Croatian
National Bank, the Bank may lose certain cases. As a result, provisions for potential losses on such
cases were made by the Bank in the amount of HRK 3,010 thousands (see Note 27).

Capital commitments: At 31 December 2015 the capital commitments of the Croatian National
Bank amounted to HRK 17,308 thousands (2014: HRK 5,077 thousands).

CROATIAN NATIONAL BANK ANNUAL REPORT ¢ 2015



FINANCIAL STATEMENTS OF THE CROATIAN NATIONAL BANK ( R R R R EEEEREEERE R B BES

Treasury inventory system

(All amounts are expressed in thousands of kuna)

Banknotes and coins not in circulation 53,427,135 60,132,584
Inventory of government stamps and bill-of-exchange forms 180,970 239,049
53,608,105 60,371,633

Note 31 — Cash and cash equivalents

(All amounts are expressed in thousands of kuna)

Cash on hand (Note 11) 1,135 1,150
Foreign currency cash in the CNB treasury vault (Note 11) 3,047,734 3,060,204
Current accounts with foreign banks (Note 11) 456,640 818,302
Special Drawing Rights (XDR) and deposits with the IMF 2,954,281 2,789,067

6,459,790 6,668,723

Note 32 — Appropriations

(All amounts are expressed in thousands of kuna)

Operating surplus 2,031,811 2,740,235
Transfer of surplus to general reserves (1,548,763) (2,223,887)
Surplus allocated to the State Budget (483,048) (516,348)

Given that for 2015 net unrealised positive exchange differences amount to HRK 1,548,763 thou-
sands, which is more than 20% of the surplus of income over expenditures in the amount of HRK
406,362 thousands, and that the sum of net unrealized losses on financial assets at fair value through
profit or loss and result from investments measured under equity method is negative (HRK 64,240
thousands), the amount of net unrealized foreign exchange gains is allocated to general reserves. The
rest is allocated to the state budget.

Given that in 2014 net unrealised positive exchange differences in the amount of HRK 2,200,421
thousands increased for the sum of net unrealized losses on financial assets at fair value through
profit or loss, impairment of property and result from investments measured under equity method
(HRK 23,466 thousands positive) amounted to HRK 2,223,887 thousands, which is more than
20% of the surplus of income over expenditures, in the amount of HRK 548,047 thousands, HRK
2,223,887 thousands is allocated to general reserves. The rest is allocated to the state budget.

Note 33 — Fair values of financial assets and liabilities

In the process of determination of fair value of financial assets and liabilities a market approach is
used as a valuation technique. As a part of a hierarchical approach to the determination of fair value
the Croatian National Bank uses the first hierarchical valuation level (Level 1), which means that
inputs are observable market values which reflect quotation price for the same assets or liabilities
in active markets. If price quotations are not available, fair value is calculated based on the models
recognized by GIPS standards (Global Investment Performance Standards). The input data used
are observable market values (interest rates), which correspond to Level 2 of fair value hierarchy.

During the reporting period there were no reclassifications between the levels of fair value hierarchy.
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a) Financial assets and liabilities measured at fair value

The following table presents the fair value hierarchy for financial assets measured at fair value
through profit or loss.

(All amounts are expressed in thousands of kuna)

31/12/2015

Level 1 Level 2

Foreign securities held for trading

Government securities 16,187,804 11,197,595 27,385,399
Guaranteed bonds (public sector collateral) 389,206 - 389,206
Securities of international financial institutions 270,081 - 270,081
Bank bonds with government guarantees 216,117 174,766 390,883
Total (Note 13a) 17,063,208 11,372,361 28,435,569
ﬁﬁﬁﬁ.gzg?& gznfgsment with international financial 1,398,940 _ 1,398,940
Precious metals 5,810 - 5,810
Grand total 18,467,958 11,372,361 29,840,319
31/12/2014
Foreign securities held for trading
Government securities 22,236,746 11,056,325 33,293,071
Securities of international financial institutions 429,437 - 429,437
Bank bonds with government guarantees 139,764 1,310,743 1,450,507
Total (Note 13a) 22,805,947 12,367,068 35,173,015
Precious metals 5,880 - 5,880
Grand total 22,811,827 12,367,068 35,178,895

b) Financial assets and liabilities not measured at fair value

Debt securities held to maturity are measured at amortized cost. The comparison of book and fair
values is presented in the following table.

(All amounts are expressed in thousands of kuna)

Debt securities

Book value Fair value
31/12/2015 36,239,360 36,739,877
31/12/2014 33,210,002 34,030,325

In determining the fair value of financial assets held to maturity Level 1 of fair value hierarchy input
data was used.

Investments in equity securities are carried at cost less any impairment as it is not possible to deter-
mine their fair value with sufficient precision.

The fair values of remaining financial assets and liabilities of the Croatian National Bank are approx-
imately equal to the accounting values due to the short maturities of the instruments.

Note 34 — Risk management

The Croatian National Bank manages international reserves of the Republic of Croatia based on the
principles of liquidity and safety. The Bank maintains high liquidity of international reserves and
appropriate risk exposures, and seeks to achieve a favourable return on its investments within the
defined limits.
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Risks inherent to managing international reserves consist primarily of financial risks such as credit
risk, liquidity risk and market risk. However, attention is given also to operating risk.

Operating risk is the risk of loss due to inappropriate or inefficient internal processes, employees or
systems or due to the events external to the Bank. Operating risk is managed by strict segregation
of duties and responsibilities, formalised methodologies and procedures and by conducting regular
internal and external audits.

Note 34.1 — Credit risk

Credit risk is the risk that the counterparty will not settle its liability i.e. the possibility that invested
funds will not be recovered in full or within the planned schedule.

The Croatian National Bank manages its credit risk exposure by investing its international reserve
funds into high-quality instruments with minimum risk, such as government bonds, government
guaranteed bonds, bank bonds with government guarantee and guaranteed bonds, into instruments
of international financial institutions with high credit rating and into both collateralised and non-col-
lateralised deposits. Collateralised deposits represent deposits secured by government bonds in the
amount equal to, or in excess of the value of the deposit. The total value of collateral received per
reverse repo agreements (government bonds with Aaa to Baa3 rating and debt securities of inter-
national financial institutions with Aaa to A2 rating) as at 31 December 2015 amounts to HRK
26,416,450 thousands (31 December 2014: HRK 5,368,986 thousands).

Its assessment of counterparties’ creditworthiness is based on ratings of major internationally rec-
ognized rating agencies (Moody’s, Standard & Poor’s, and Fitch).

International reserves placements are limited per types of issuer and per types of financial institutions
which diversifies credit risk.

The Croatian National Bank invests the international reserve funds in government bonds and gov-
ernment guaranteed bonds of countries rated Aaa to Baa3 (Moody’s), guaranteed bonds with rat-
ings from Aaa to Aa2, reverse repo agreements with commercial banks with ratings of Aaa to Baa3,
deposits with central banks rated Aaa to Baa3, instruments with international financial institutions
rated Aaa to A2, and deposits placed with commercial banks rated Aaa to A3.

Presentation of financial assets exposed to credit risk in the tables Maximum exposure to credit risk,
Credit risk by counterparty credit rating and Geographical concentration of credit risk (notes 34.1.1
— 34.1.3) differ from the presentation in the Statement of Financial Position as they are based on
management reports. Reconciliation is not practicable. Some of the differences are:

* Line item Deposits in notes 34.1.1 — 34.1.3 includes line items Cash and current accounts
with other banks, Deposits with other banks and Balances with the International Monetary
Fund from the Statement of Financial Position. Additionally, deposits are split by currency
and recipient (international financial institutions, foreign and domestic banks).

* Balances of deposits presented in notes 34.1.1 — 34.1.3 include accrued interest, included
in Accrued interest and other assets and Accrued interest and other liabilities in the State-
ment of Financial Position.

*  Securities are divided by financial asset category in the statement of Financial Position,
while they are additionally divided by issuer and currency in notes in Credit risk by coun-
terparty credit rating and in Geographical concentration of credit risk.

* Line items Reverse repo agreements from the statement of financial position is divided per
currency in notes 34.1.1 — 34.1.3 and include accrued interest presented in line items Ac-
crued interest and other assets and Accrued interest and other liabilities.
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34.1.1 Maximum exposure to credit risk

(All amounts are expressed in thousands of kuna)

31/12/2014
Foreign-currency denominated securities held for trading
Government securities 27,385,399 33,293,071
Guaranteed bonds (public sector collateral) 389,206 -
Securities of international financial institutions 270,081 429,437
Bank bonds with government guarantee 390,883 1,450,507
Total foreign-currency denominated securities held for trading 28,435,569 35,173,015
Foreign-currency denominated securities held to maturity
Government securities 31,169,236 26,742,731
Guaranteed bonds (public sector collateral) 390,807 986,843
Securities of i