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» The euro adoption process — then and now
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Until 2008, the path towards the euro was fairly simple

= EU Member States interested in joining the euro area only had to fulfil the nominal
convergence criteria (the Maastricht criteria) ...

»  price stability

» stable and sound public finances

» exchange rate stability (during the two-year participation in ERM II)
>

convergence of long-term interest rates

= ... and achieve the required degree of legal convergence

» central bank independence

»  prohibition of monetary financing and privileged access of the public sector to financial institutions

=  There were no preconditions for joining ERM Il

» new EU Member States that were willing to launch the euro adoption process were allowed to start
participating in ERM Il soon after they joined the EU in May 2004
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The euro adoption process - then

» Fulfilment of the nominal Introduction of the

EU accession m Joining ERM II T
convergence criteria euro

Nominal convergence:

* Price stability
+ Stable and sound public finances
+ Exchange rate stability

+ Convergence of long-term
interest rates

Legal convergence:
Central bank independence

= Prohibition of monetary financing
and privileged access to financial
institutions
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However, the process has become much more demanding
after the 2008-09 global financial crisis

= Unfavourable developments in the euro area following the outbreak of the GFC
inspired a significant overhaul of the EU’s institutional framework

= Banking union (though not yet completed)
= Macroeconomic Imbalances Procedure
= European Semester (EU Council country-specific recommendations - CSRs)

= Countries wishing to join the euro area are expected to be aligned with the EU’s new
institutional features even before they join ERM |l

= Croatia’s path towards the ERM Il participation is a case in point
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The euro adoption process - now

'S Fulfilment of the nominal Introduction of the

EU accession Joining ERM I S
convergence criteria euro

Requirements to join:

Nominal convergence:

*  Sound public finances (the * Price stability
country is not placed in EDF)

. ! + Stable and sound public finances
+  Macroeconomic imbalances not
excessive

additional = Exchange rate stability

requirements - Convergence of long-term

interest rates

policy recommendations (CSRs)

* A number of structural measures Legal convergence:

+ Central bank independence

implemented (including entry into
the Banking Uniormn)
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In addition to being subject to a stricter formal procedure,
Croatia was also hit by severe shocks on its road to the euro

= After Croatia had made its first steps towards the euro, the country was hit by a
number of severe shocks that brought additional challenges to the authorities

» COVID-19 outbreak (early 2020)

before ERM Il entry
(July 2020)

» Zagreb earthquake (March 2020)

. doption of the Euro Ch
> Petrinja earthquake (December 2020) } ? °p;?2n°(DeierﬁL°erzgggfover

before the assessment of the

> surge in global inflation (2021/2022) } convergence criteria (May 2022)
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10 July 2020 v/

% Fulfilment of the nhominal

EU accession Joining ERM Il

Despite all this, Croatia managed to adopt the euro in the
shortest possible time

1 July 2013 v

1 June 2022 Vv

convergence criteria

Requirements to join:

Sound public finances (the
counfry is not placed in EDP)

Macroeconomic imbalances not

Implementation of EU Council's

requireme nts policy recommendations (CSRs)

A number of structural measures
implemented (including entry into
the Banking Unior)

Agreement on additional
structural measures to be
implemented after ERM Il entry
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Nominal convergence:
Price stability
Stable and sound public finances
Exchange rate stability

Convergence of long-term
interest rates

Legal convergence:
Central bank independence

Prohibition of monetary financing
and privileged access to financial
institutions

1 January 2023 v/

Introduction of the
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= Challenges in the context of high inflation
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In the high-inflation environment, the price stability criterion was the
greatest challenge among the nominal convergence criteria

Inflation rate and the reference value,
2014-2022

= Since its EU accession, Croatia has 5
continuously been compliant with the price
stability criterion

» infact, since 2016 Croatia was de facto
compliant with all convergence criteria

= However, global inflationary pressures that

emerged in 2021 and further intensified in
2022 called into question Croatia’s ability to

meet the criterion 2
2014 2015 2016 2017 2018 2019 2020 2021 2022.
— Croatia EU
----- Euro area @ reference value

Source: Eurostat
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Croatia nevertheless fulfilled the price stability criterion

Inflation developments in Croatia and the EU in the context

: Dispersion in inflation rates among EU Member of the price stability criterion, January 2020-April 2022

States was historically high in spring 2022

-

=  Given that inflation had picked up in most other
Member States as well, the reference value
increased significantly, enabling Croatia to meet the
criterion

reference value

(April 2022) ~_
reference value = .\4,9
(March 2020) — == =

S

» in April 2022, the 12m average inflation rate in
Croatia (4.7%) was slightly lower than the
reference value (4.9%)

bGhiocoaspwhrono~Nwo©O

= Therefore, in the Convergence Report of 1 June
2022 the Commission, as well as the ECB,
assessed that Croatia had fulfilled the price stability mCroatia mEUaverage =EUmin =EU max

criterion Source: Eurostat
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Croatia fulfilled other nominal convergence criteria as well:
Stable and sound public finances

In 2021, Croatia had a budget deficit ... while the debt-to-GDP ratio fell by as much as 7.5
of below 3% of GDP ... percentage points
Budget balance, 2021 Government debt
3 W et \
2 %0 estimate
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mmmm budget balance ——threshold government debt - estimated reference value
Source: Eurostat Source: HNB

= Even if the reference values for the budget balance and government debt for 2021 had been breached, Croatia
would have fulfilled this criterion because the EU’s fiscal rules have been suspended since March 2020 in response to
the outbreak of the COVID-19 pandemic (the so-called ,general escape clause” was activated).
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Croatia fulfilled other nominal convergence criteria as well:
Exchange rate stability

During the participation in ERM Il, the EUR/HRK exchange rate
fluctuated very close to the central parity

EUR/HRK exchange rate before and during ERM Il participation
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EUR/HRK exchange rate central parity ~ «++~+++ fluctation band
Source: CNB
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Croatia fulfilled other nominal convergence criteria as well:
Convergence of long-term interest rates

Interest rate on 10y government bonds, April 2022
(12m moving average)
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= interest rate on government bonds reference value
Source: Eurostat
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High inflation has reinforced the (incorrect) public perception of the
negative impact of the euro on living standards

PUBLIC OPINION SURVEY (2021): What is the
greatest risk of euro introduction?

= Before the adoption of the euro, a possible substantial An ‘“C{:ase i prices and'a fall I G 4t
e standard of living
increase in the price level was considered by many Problems due to the exchange rafe / gy o,

conversion

Croatian citizens as the main disadvantage of the euro

A decrease in incomes ] 3.7

Croatia is notready [ 1.5
= Addressing such a negative public perception has been
difficult given that the euro was introduced in the
environment of already high inflation

Loss of own currency || 1,2

Other I 185

There are norisks [ 59

Don'tknow I 218

0 10 20 30 40 50
%

Source: Ipsos, March 2021

CROATIAN NATIONAL BANK
EUROSYSTEM



Increase in consumer prices due to rounding observed primarily in
services sectors, ...

=  Price developments in early 2023 did not deviate much Headline HICP inflation and its main
from the typical seasonal pattern observed over the components in Croatia
previous 10 years

(month-on-month percentage changes)
Min-rnax range over the period 2013-2022

@ Average over the period 2013-2022
® 2023

= However, there was an unusually high m-o-m increase in
prices of services in January 2023

» bars, restaurants, hairdressers, dental and medical
facilities have increased their prices the most

= According to an ECB-HNB simulation, if the prices of
services had followed the same pattern as in the previous
10 years, the Overa" |nﬂat|on rate |n January 2023 Would Headline Energy Food Mon-energy  Services | Headline Energy Food Mon-energy  Sewices

HICF industrial HICP industrial

L e - T = Tt

goods goods

have been lower by 0.4 percentage points [ —

Source: ECB
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... While retail chains have complied with the rules on the conversion

and rounding of prices

Pricing strategy in big retail chains in Croatia before and after
the euro changeover

MW Psychological prices (e.g. 9.99 HRK) W 2022
Fractional and exact prices January 2023

B Non-attractive prices (e.g. 1.33 EUR)

® Attractive prices

a) Share of attractive and non-attractive prices b) Distribution of prices according to the last decimal digit

2022 January 2023 9 0 4 8 5 7 6 3 1 2

Source: ECB
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Prices of around 65% of products did not
change after the euro changeover

>

a strong decrease in the share of so-called
"attractive” prices

It is likely that retailers will gradually set their
prices at new attractive levels

>

>

these changes might occur as part of regular
price adjustments

due to market competition and the obligation
to display prices in both currencies by end-
2023, the new attractive levels may not
necessarily be higher



The impact on the aggregate price level was in line with the past

experiences of other Member States

= Croatia is the only Member State that introduced the
euro in a period of very high inflation

= Despite this, the estimated overall impact on prices was
equally mild — 0.4 percentage points — as in Member
States that had adopted the euro in a low-inflation
environment

» in their case as well, services sectors were the main
driver of the overall euro-induced increase in prices
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= Benefits of adopting the euro for a small EU Member State
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Euro adoption brings significant economic benefits to small and
highly euroized EU Member States

MAIN ECONOMIC BENEFITS OF EURO
ADOPTION

elimination of greater capacity to
foreign exchange respond to financial

lower transaction
costs

lower borrowing

nsk crises costs

reater higher
rgsiiience competitiveness

\ improved overalt/

macroeconomic
performance
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MAIN ECONOMIC BEMEFITS OF EURO
ADOPTION

elimination of reater capacity to Y
9 e lower transaction

cosis

foreign exchange respond to financial lower borrowing

risk crises

cosis

= By adopting the euro, a Member State removes most Currency °°ml°s°::ti:nr: Sttt ebtin Croatia,
of FX risk from the financial system and the economy
» as a result, the country becomes more resilient to DTt
adverse shocks currency
(238.8. bn kuna
. . . . . or 48.8% of
» This is particularly important for highly euroized GDP)
: : 29.9%
countries such as Croatia
Foreign
> in contrast, it is less relevant for countries with low osnlEinl
euroization levels (e.g. Poland and the Czech “4-‘;"3’ ‘;E/GDF’)
Republic) :
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MAIN ECONOMIC BENEFITS OF EURO
+ ADOPTION

elimination of greater capacity to
foreign exchange respond to financial

lower transaction

lower bormowing

costs

cosls

risk Crises

Pressures in the FX market no longer possible

» As part of the euro area a small country is more after the adoption of the euro

capable of coping with adverse shocks:
HNB's foreign exchange interventions during the
I . pandemic crisis
» acurrency crisis is no longer possible 600 T ! 7.80
WHO declares
400 a pandemic | 7,70

» domestic banks can access Eurosystem refinancing
200

operations = «
= 0 750
w I
> it can benefit from the Eurosystem’s unconventional E 200 : 740 3
. I
monetary policy measures -400 ! S i 730
. . . S e . -600 1 — 7,20
» it enjoys higher credibility in financial markets '
-800 - ) - ) - - - - 7,10
. . . . (2] (22} D (=] o o o o
» it can access ESM financing in case of debt S & & & 8§ & 8 &8
refinancing difficulties ¢ e ¢ o o e 00
B FX interventions  =——=Nominal exchange rate EUR/HRK - RHS
CROATIAN NATIONAL BANK Source: HNB
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MAIN ECONOMIC BENEFITS OF EURO
+ ADOPTION

elimination of greater capacity to
foreign exchange respond to financial

lower transaction

lower bormowing
costs

risk Crises 0

» The euro adoption process itself made Croatia more resilient to shocks:

Global financial crisis of 2008 Pandemic crisis of 2020 Russian invasion of Ukraine 2022
7.70 . 600 7.70 ; 600 770 - 600
outbreak of | 'WHO declared 1 beginning of
the crisis | , the pandemic :the invasion
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Government bond yield spread vs. DE Government bond yield spread vs. DE Government bond yield spread vs. DE
e EUR/HRK nominal exchange rate wmm EUR/HRK nominal exchange rate e EUR/HRK nominal exchange rate
Source: HNB
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MAIN ECONOMIC BENEFITS OF EURO
ADOPTION

elimination of greater capacity to
foreign exchange respond to financial

lower transaction
cosis

lower borrowing

risk crises costs

. . ) Geographical composition of Croatia’s
= Euro adoption eliminates currency conversion costs international trade, 2021

» the resulting cost savings are particularly large in
countries with strong trade links with the euro area,
such as Croatia

Other countries;

= The positive effects on the economy are multiple: 24 49,
» the cost efficiency of firms engaged in foreign trade _
increases ... - Euro area (EA);
| EU (excl. EA); / 57.9%
» ... thus facilitating further trade as well as financial
integration ...
» ... while a positive impact is expected also in certain

sectors of tradable services (especially tourism)
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MAIN ECONOMIC BENEFITS OF EURD
ADOPTION

elimination of greater capacity to .
foreign exchange respond fo financial lower fransaction

risk crises costs

= Euro adoption can lead to a reduction in borrowing costs
through 2 channels:

1) lower country risk premium

=  greater resilience to shocks implies higher credibility in
financial markets and therefore lower sovereign yields

2) lower regulatory costs for the banking system

= the minimum reserve requirement rate in the EA is only 1%

= most countries maintain tighter regulatory requirements
before they adopt the euro — these requirements have to
be relaxed
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lower borrowing
cosis

Croatia’s sovereign yield spread has declined since
2016 supported by the progress towards the euro

Interest rates on 10y government bonds in local currency

R e S S e

c

K
w=m difference (HR-EA) —Croatia
U0 area ——CzechR.
——Poland ——Hungary

]

Source: Eurostat



MAIN ECONOMIC BENEFITS OF EURD
ADOPTION

elimination of greater capacity to

foreign exchange respond to financial lower transaction lower borrowing
risk crises costs cosis

The private sector has already felt the positive effects of the euro on financing conditions:

Interest rates on loans to non-financial corporations Interest rates on housing loans
up to 0.25M EUR (new business)

(new business)
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Source: ECB SDW
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Public support for euro adoption in Croatia

The level of support was relatively high before the ... and has increased further following the
adoption of the euro ... successful changeover
Eurobarometer survey: Are you personally more in favour or Ipsos survey: Are you personally more in favour or
against the idea of introducing the euro? against the idea of introducing the euro?
100% — . — — 100%
90% 90%
80% 36 80%
42 42 42
70% i 47 a7 70%
80% 60%
50% 50%
40% 40%
30% 61 30%
55 56 55
20% = 2 i 20%
100/0 100/0
00/0 O%
2014 2015 2016 2017 2018 2019 2020 2021 2022 Septambay; 2022 rabrigry 2023
m|n favour mAgainst = Don't know min favour mAgainst = Don't know
Source: Eurobarometer Source: Ipsos
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Concluding remarks

» The euro adoption process has become much more demanding reflecting significant changes in the
EMU’s institutional setup after the 2008-09 global financial crisis

» as a result, Croatia had to go through a stricter formal euro adoption process than countries in
the past

+ Croatia’s road to the euro was made even more challenging by severe shocks that hit the country in the
period 2020-2022
» the surge in global inflation in 2021-22 jeopardized Croatia’s ability to fulfil the nominal convergence

criteria, and it also added to the (incorrect) public perception that the adoption of the euro led to a sharp
increase in the price level

*  The euro brings significant and permanent economic benefits to small EU Member States in the form of
lower exposure to risks, greater resilience to crises, higher cost efficiency and more favorable access to
financing
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Thank you for your
attention!

GEOGRAPHICAL MAP MARTEN NIKOLA TESLA GLAGOLITIC SCRIPT
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