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General information on Croatia

Economic indicators

Area (square km) 56,594 56,594 56,594 56,594 56,594 56,594 56,594 56,594 56,594 56,594 56,594
Population (million)? 4.314 4.312 4.310 4.303 4.290 4.280 4.268 4.256 4.238 4.204 4171
GDP (million HRK, current prices)® 294,437 322,310 347,685 330,966 328,041 332,587 330,456 329,571 328,109 335,521 345,166
GDP (million EUR, current prices) 40,208 43,935 48,135 45,093 45,022 44,737 43,959 43,516 43,002 44,092 45,843
GDP per capita (in EUR) 9,321 10,189 11,169 10,480 10,495 10,453 10,300 10,225 10,147 10,488 10,992
(?nD‘;)" real year-on-year rate of growth 48 5.2 2.1 74 47 03 22 11 05 22 3.0
Average year-on-year CPI inflation rate 3.2 2.9 6.1 2.4 1.1 23 3.4 2.2 -0.2 -0.5 -1.1
Current account balance (million EUR)® -2,613 -3,138 -4,227 -2,299 -482 -298 -15 446 891 2,102 1,198
Current account balance (as % of GDP) -6.5 -71 -8.8 -5.1 -1.1 -0.7 0.0 1.0 2.1 4.8 2.6

Exports of goods and services

(as % of GDP) 39.7 39.0 38.5 34.5 37.8 40.5 M7 43.1 45.8 48.8 49.7

Imports of goods and services

(as % of GDP) 46.5 46.3 46.5 38.2 38.1 40.9 41.2 42.7 43.8 46.3 46.7

External debt (million EUR, end of year)° 29,725 33,721 40,590 45,600 46,908 46,397 45,297 45,803 46,416 45,384 41,668

External debt (as % of GDP) 73.9 76.8 84.3 101.1 104.2 103.7 103.0 105.3 107.9 102.9 90.9

External debt (as % of exports of goods

) 186.1 196.6 2191 292.7 275.8 256.0 247.0 2441 235.9 211.0 182.9
and services)

External debt service (as % of exports of

goods and services)t 42.0 40.1 33.8 52.9 49.5 40.9 43.3 41.0 441 42.4 36.9

Gross international reserves (million EUR,

8,725 9,307 9,121 10,376 10,660 11,195 11,236 12,908 12,688 13,707 13,514
end of year)

Gross international reserves (in terms
of months of imports of goods and 5.6 515 4.9 7.2 7.5 7.3 7.4 8.3 8.1 8.1 7.6
services, end of year)

National currency: kuna (HRK)

Exchange rate on 31 December

(HRK : 1 EUR) 7.3451 7.3251 7.3244 7.3062 7.3852 7.5304 7.5456 7.6376 7.6615 7.6350 7.5578

RN EDCSA] (22l 55784 49855 51555 50893 55683 58199 57268 55490 6.3021 6.9918  7.1685

(HRK : 1 USD)
Average exchange rate (HRK : 1 EUR) 7.3228 7.3360 7.2232 7.3396 7.2862 7.4342 7.5173 75735 7.6300 7.6096  7.5294
Average exchange rate (HRK : 1 USD) 5.8392 53660 4.9344 52804 55000 5.3435 58509 57059 57493 6.8623  6.8037

Consolidated general government net

lending (+)/borrowing () (million HRK)® -9,971.9 -7,880.6 -9,604.6 -19,844 -20,311 -26,090 -17,549 -17,575 -17,726 -11,346 -2,757

Consolidated general government net

T o s g L 34 24 28 60 62 -78 -53  -53  -54 3.4 038
General government debt (as % of GDP)® 38.9 37.7 39.6 49.0 58.3 65.2 70.7 82.2 86.6 86.3 83.7
Sl e i (L0 [FeiEens elaeyo 11.2 9.9 8.5 9.2 116  13.7 15.9 17.3 17.3 16.2 13.1

15 years of age)’

Employment rate (ILO, persons above

15 years of age)’ 43.6 47.6 48.6 48.2 46.5 44.8 43.2 421 43.3 44.2 44.6

2 The population estimate of the Republic of Croatia for 2000 is based on the 2001 Census and that for the 2001-2016 period on the 2011 Census. Data for 2016 are preliminary.

®The GDP data are presented according to the ESA 2010 methodology. Data for 2016 are preliminary.

° Balance of payments and external debt data are compiled in accordance with the methodology prescribed by the sixth edition of the Balance of Payments and International
Investment Position Manual (BPM6) and the new sector classification of institutional units in line with ESA 2010. Balance of payments and external debt data are based on the most
recent available balance of payments data up to the first quarter of 2017 and data on the gross external debt position as at the end of March 2017.

9 Includes principal payments on bonds, long-term trade credits and long-term loans (excluding liabilities to affiliated enterprises), as well as total interest payments (including FISIM),
without interest payments on direct investment.

¢ Fiscal data is shown according to the ESA 2010 methodology.

f Data for the 2007-2013 period are revised and therefore no longer comparable to data for the 2000-2006 period.

Sources: CBS, MoF and CNB.
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1 Introduction

Economic growth in Croatia continued in the first half of 2017 on the back of strong foreign and stable domestic
demand. Expected favourable developments in export demand, above all for tourism services, as well as in
investments and household consumption could sustain real growth at levels seen in 2016, while a marginal slowdown
is expected in 2018. Driven by import price pressures, consumer price inflation picked up in the first half of the
current year. The expected average annual rate of inflation in 2017 is slightly above 1%, with the largest positive
contribution to inflation coming from food. With a mild resurgence of domestic inflationary pressures, inflation could
grow only marginally in 2018. The current account surplus could grow further in 2017, largely due to the unfavourable
impact of problems in the Agrokor Group on bank profits, as well as favourable trends in other transactions, while
its decrease in 2018, apart from the perceptibly smaller impact of Agrokor, reflects stronger import demand. Thanks
to strong fiscal consolidation in 2016, Croatia’s exit from the excessive deficit procedure was confirmed by an
EU Council decision in June 2017. Under Ministry of Finance projections, general government deficit could grow
only slightly in 2017, while the general government debt-to-GDP ratio should continue to fall. In such conditions,
monetary policy remained expansionary, supporting the high liquidity in the monetary system and maintaining the
stability of the kuna against the euro. While the CNB plans to continue pursuing an expansionary monetary policy,
in 2018 monetary policy in the euro area is expected to tighten and Croatia’s output gap is expected to close, which
will gradually be reflected in domestic monetary policy as well. As a result, consolidation of public finances should

be intensified and macroeconomic imbalances should be reduced in the short run.

In the first quarter of 2017, economic activity continued to
grow at a pace similar to that in late 2016, but slowed down in
the second quarter despite favourable trends in foreign demand
and abundant domestic and international liquidity. Early in the
year, growth was largely driven by an upsurge in goods exports
and investment, while other components of domestic demand
also went up. Monthly indicators of real activity suggest that
GDP growth slowed down in the second quarter, which is part-
ly attributable to the onset of the crisis in the Agrokor Group.
Notwithstanding the high uncertainty over the materialisation of
risks associated with the Group, the CNB expects that, should
restructuring be orderly and relatively fast, such risks could have
a mildly unfavourable impact on economic activity, mostly in
terms of consumer expectations and weaker investment by some
parts of the private sector. On the other hand, it is likely that
export demand, in particular very good tourism performance,
together with sustained significant investments and personal
consumption will support economic growth, which could re-
main in the whole of 2017 at last year’s level of 3.0%. In 2018,
GDP growth could slow down slightly as personal consumption
growth is expected to lose some of its pace, mostly owing to the
waning of positive tax reform effects on the real disposable in-
come of households, and slower growth in exports of goods and
services. Favourable trends in the labour market are expected to
continue, with a further increase in employment and wages.

It is estimated that the main risks to GDP projections in
the projection period are balanced. Financial problems in the
Agrokor Group may have a stronger adverse effect on growth
rates of the main macroeconomic aggregates than currently pro-
jected. On the other hand, positive risks are related to a stronger
than projected growth in exports of tourist services, the expected
dynamics of which is weaker than in the previous two years.

Consumer price inflation went up steadily in the first five
months of 2017, largely driven by import price pressures. It is
estimated that the average annual inflation of consumer prices
could pick up to around 1.1% in 2017, up from —1.1% in 2016.
The major positive contribution to inflation in 2017 comes from
food, while the contribution of energy prices may remain in
slightly negative territory. The average annual consumer price
inflation could slide up to 1.2% in 2018; inflationary pres-
sures stemming from the domestic environment may be slightly
stronger, bearing in mind the closing of the negative GDP gap,
while pressures arising from changes in crude oil prices in the
global market should be largely absent.

Along with stable domestic economic activity, the downward
trend in external imbalances has carried on. The current account
surplus, which has been recorded for the fifth year in a row,
could increase further in 2017, mostly due to the unfavourable
impact of the crisis in the Agrokor Group on bank profits, which
arises from increased expenses on loss provisions for placements
to that group. The balance could go slightly up in other transac-
tions as well because the growth in net exports of services and
transfers from the EU budget may exceed the increase in the
goods deficit. The current account surplus is expected to fall in
2018; in addition to the much smaller effect of Agrokor, this will
be influenced by the increase in the foreign trade deficit trig-
gered by the continued recovery in domestic economic activity
and stronger import demand. As regards financial flows, the de-
leveraging of domestic sectors vis-a-vis other countries will cer-
tainly continue. On the other hand, direct equity investments in
Croatia are expected to recover gradually, but they might be held
back by heightened uncertainty and risk aversion of global inves-
tors, as well as long-term structural weaknesses of the Croatian
economy.

Pursuing an expansionary monetary policy in the first half
of 2017, the CNB continued to support high kuna liquidity and
maintain financial stability. The kuna liquidity in the banking
system was further strengthened by foreign currency interven-
tions that alleviated appreciation pressures on the domestic cur-
rency and added to gross international reserves. As the creation
of a large amount of reserve money resulted in a record high li-
quidity surplus in the monetary system, there was no demand for
kuna operations of the CNB in the period under review. Against
this background, domestic financing conditions improved, in-
cluding interest rates on almost all types of bank loans, while
the persistent easing of credit standards and the growth in loan
demand were accompanied by the recovery in placements to do-
mestic sectors, in particular households.

With regard to fiscal policy, the EU Council confirmed Croa-
tia’s exit from the excessive deficit procedure in June 2017 as
the general government deficit was cut to 0.8% of GDP in 2016,
with the continued decrease in general government debt at an
adequate pace being expected over the medium term. Follow-
ing a sharp two-year decline, general government deficit could
edge up in 2017 according to the Ministry of Finance’s projec-
tion, which is largely due to the tax reform aimed at reducing the
overall tax burden. Nevertheless, the general government debt-
to-GDP ratio could continue to fall.



Table 1.1 Summary table of projected macroeconomic measures
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National accounts (real rate of change, in %)

GDP -7.4 -1.7 -0.3 2.2 -1.1 -0.5 2.2 3.0 3.0 2.9
Personal consumption 7.5 1.5 0.3 -3.0 1.9 —1.6 1.0 3.3 3.1 2.9
Government consumption 2.1 -1.6 -0.3 -1.0 0.3 -0.8 -1.4 1.3 1.4 1.5
Gross fixed capital formation -144 152 2.7 -3.3 1.4 -2.8 3.8 5.1 6.1 7.2
Exports of goods and services -14.1 6.2 2.2 -0.1 351 6.0 9.4 5.7 6.6 5.2
Imports of goods and services -20.4 -2.5 2.5 -3.0 3.1 3.1 9.2 5.8 7.5 6.4

Labour market

Number of employed persons (average rate of change, in %) -2.1 -4.2 -1.1 -1.2 -1.5 -2.0 0.7 1.9 1.7 1.4

Registered unemployment rate 14.9 17.4 17.8 18.9 20.2 19.6 17.0 14.8 12.7 11.5

ILO unemployment rate 9.2 11.6 13.7 15.9 17.3 17.3 16.2 13.1 11.6 10.5

Prices

Consumer price index (average rate of change, in %) 2.4 1.1 23 3.4 2.2 -0.2 -0.5 -1.1 1.1 1.2

Consumer price index (rate of change, end of period, in %) 1.9 1.8 2.1 4.7 0.3 -0.5 -0.6 0.2 1.0 1.2

External sector

Current account balance (as % of GDP) -5.1 -1.1 -0.7 0.0 1.0 21 4.8 2.6 3.7 25

Current and capital account balance (as % of GDP) -5.0 -0.9 -0.6 0.1 1.2 2.2 5.5 3.8 4.9 3.8

Gross external debt (as % of GDP) 101.1 1042 103.7 103.0 1053 107.9 102.9 90.9 81.5 77.4

Monetary developments (rate of change, in %)

Total liquid assets — M4 -1.0 1.9 5.6 3.6 4.0 3.2 5.1 4.7 3.1 41

Total liquid assets — M42 -0.8 0.7 4.6 3.9 3.6 2.4 5.0 5.3 3.3 4.1

Credit institution placements to the private sector -0.6 4.7 4.8 -5.9 -0.5 -1.6 -2.9 =3.7 0.6 41

Credit institution placements to the private sector® -0.3 2.3 3.5 -1.2 1.0 -1.5 2.2 1.0 3.9 41

2 Exchange rate effects excluded.

© Rates of change are calculated on the basis of data on transactions (see Annex 1 Introduction of data on transactions in monetary developments analysis in the CNB Bulletin No. 221).

Note: The projections for 2017 and 2018 are derived from data available until 30 June 2017.

Sources: CBS, MoF and CNB.

Monetary policy will keep its expansionary character in the
rest of 2017 and in 2018. This implies support to the high li-
quidity in the monetary system, which is conducive to the main-
tenance of low domestic interest rates and acceleration of place-
ment growth, having a favourable effect on overall economic
developments. Medium-term risks are mostly associated with

2 Global developments

the possible tightening of monetary policy in the global environ-
ment, the euro area in particular, which may also be reflected in
monetary policy in Croatia. This suggests that persistent efforts
are necessary to further consolidate public finances and contin-
ue to reduce macroeconomic imbalances.

Economic activity accelerated slightly in the second half of
2016, with favourable global developments continuing early in
2017. World trade also accelerated after growing at the slow-
est rate in 2016 from the outbreak of the global crisis. Financ-
ing conditions remained relatively favourable despite uncertainty
and the heightened risk aversion. Positive trends notwithstand-
ing, uncertainty about global policies and structural weaknesses
in individual large markets continued to curb more dynamic eco-
nomic and financial flows in the world. Early in 2017 inflation
trended up in many countries, most notably developed countries
due to the recovery in energy prices. However, core inflation re-
mained subdued at a global level.

Among developed countries, the continuation of the positive
trend from the end of 2016 was the most evident in the euro
area which grew by 0.6% in the first three months of 2017, with
economic activity growing at the strongest rate in Germany and
Spain and decelerating markedly in France. Economic recovery
is still largely generated by domestic demand, with a significant
resurgence in personal consumption being observed in the past

months, while investment activity of the private sector remained
subdued. The growth of the US economy, the world’s largest,
slowed down to only 0.3% in the first quarter of 2017 from
the previous quarter, mainly as a result of the slowdown in the
growth of personal and government consumption following the
presidential elections, which was partly offset early in the second
quarter.

As for developing and emerging market countries, early in
2017 favourable developments were seen in large Asian markets,
notably China, in which economic activity accelerated. By con-
trast, some markets in Latin America faced increased uncertain-
ty, in part due to economic relations with the USA, while the
heightened geopolitical risks slowed down the growth of coun-
tries in the Middle East. Exporters of oil and other raw mate-
rials are still in the process of adjustment to low price levels.
The Russian and Brazilian economies pulled out of recession at
the end of 2016, which had a positive impact on the regional
markets.
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Figure 2.1 Economic growth in selected markets and global
inflation
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Sources: Eurostat, BEA, NBS and IMF.

Croatia’s main trading partners

Most of Croatia’s major trading partners continued to be
marked by positive developments at the beginning of 2017. The
German economy was among the most dynamic in the euro
area, the major contributor to this trend being the recovery of
investment activity in the construction sector. Economic trends
are also becoming more favourable in Austria and Slovenia, with
domestic demand increasing slightly in Italy at the beginning of
the year despite still pronounced structural weaknesses in that
economy. The continuation of positive trends from 2016 was
also observed in Bosnia and Herzegovina and Serbia, while the
Macedonian economy is facing growing pressures caused by a
prolonged political crisis.

Prices, exchange rates and financing conditions

The agreement between OPEC countries and Russia on daily
output restrictions caused a hike in crude oil prices in the first
quarter of 2017. However, the suspicions of market participants
as regards the adherence to the agreement and the growth of
output based on the use of new technologies in the USA con-
tributed to a considerable fall in crude oil prices until the end
of June, to 47 USD per barrel, which was more than 10% low-
er than at the end of March and almost 15% lower than at the
end of 2016. Raw material prices excluding energy also edged
down in April and May, which only partly offset their sharp in-
crease late in 2016 and early in 2017. The major contributor to
this trend was the decrease in metal prices (primarily iron ore)
caused by the fall in demand in China. By contrast, prices of
food products mostly trended up, with meat prices growing at
the strongest rate.

The divergent trends in the monetary policies of the US and
the euro area continued in the first half of 2017. After increasing
its benchmark interest rate in December 2016, the Fed contin-
ued to tighten its monetary policy stance in line with market ex-
pectations, raising the rate by a total of 50 basis points in March
and June 2017. Concurrently, the ECB kept its benchmark rate
unchanged in the first half of 2017; however, in line with its
programme of unconventional monetary policy measures, it be-
gan reducing the volume of bond purchases (in April, the bond
purchase programme was cut from EUR 80bn to EUR 60bn a
month). It is foreseen that net security purchases will be carried
out until the end of 2017 or longer if the sustained adjustment
to the inflation target is not achieved.

Although it was expected to slightly weaken in line with
the previous projection forecast, the euro exchange rate most-
ly strengthened against the major currencies in the first half of
2017. Hence, the exchange rate of the US dollar against the
euro stood at EUR/USD 1.14 at the end of June 2017, which
is an increase of 8.2% from the end of 2016. In addition to
good economic indicators in the euro area and the weakening
of political pressures after the presidential elections in France,
the major contributors to this were the absence of the reforms
announced by the new US president and the uncertainty about
the future economic policy of new administration. At the same
time, the strengthening of political risks in the UK and the deci-
sion of the European Commission to begin the negotiations on
the UK’s exit from the EU contributed to the weakening of the
pound sterling against the euro.

Financing conditions for European emerging market econo-
mies, Croatia included, mostly improved in the first half of 2017,
which is also corroborated by the movement of the EMBI index,
which fell by about 30 basis points from the end of 2016. How-
ever, short-term and stronger volatility of the EMBI index is also
evident, indicating that high uncertainty is still present in finan-
cial markets.

Projected developments

The projection is based on the assumptions of favourable
outlooks for global economic growth in comparison to expecta-
tions prevailing at the end of 2016, a gradual strengthening of
the euro against major global currencies, the continuation of a
rise in the US benchmark interest rate and the keeping of the
key euro area interest rates at current levels. Prices of crude oil
and other raw materials might increase only slightly in the forth-
coming period.

In line with expectations published in the Foreign Exchange
Consensus Forecast in June 2017, the average dollar/euro ex-
change rate might reach EUR/USD 1.09 in 2017, which is
only slightly lower than in 2016. In 2018, the exchange rate of
the euro might edge up. The exchange rate of the Swiss franc
against the euro might achieve EUR/CHF 1.08 in 2017, which
is also slightly lower than in 2016, with the euro exchange rate
expected to slightly trend up until the end of 2017 and in 2018.

As for key interest rates, the Fed’s projection presented at
its meeting in June 2017 provides for an additional rise in the
benchmark interest rate of 0.25 basis points by the end of 2017

Figure 2.2 Exchange rates of individual currencies against
the euro
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Sources: Eurostat and Foreign Exchange Consensus Forecasts (June 2017).
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Figure 2.3 Benchmark interest rates and the average yield
spread on bonds of European emerging market countries
end of period
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Figure 2.4 Prices of raw materials on the international market
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Figure 2.5 Global economic developments
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and three more hikes in 2018. In addition, a gradual decrease in
the Fed’s balance sheet through smaller repurchases of T-bills
has also been announced. This dynamics of monetary stance
tightening is in accord with earlier forecasts but it will neverthe-
less depend on the intensity of economic expansion and labour
market conditions as well as on the implementation of the an-
nounced fiscal policy incentives. At its last meeting held in June
2017, the ECB announced that it would keep its key interest
rates at current or even lower levels over a longer time horizon.
The bond purchase programme will remain in force at least until
the end of 2017 or until the sustainable inflation level set by the
ECB targets is achieved.

As regards price developments, most recent market expecta-
tions point to the stagnation of crude oil prices until the end of
2017 and their slight increase in 2018. Although the agreement
between OPEC countries and Russia on the reduction of daily
output has been extended until March 2018, the growth in crude
oil supply from new technologies in the USA might continue in
the coming period. Additional pressure might be exerted also by
further output increases in Libya and Canada. Accordingly, the
expected average price of Brent crude oil fell to 50 USD in 2017
from the 56 USD stated in the last projection (December 2016).
The prices of raw materials excluding energy might record an
annual growth rate of 5.4% in 2017, up by 4.4 percentage points
from the previous projection. This above all mirrors the devel-
opments in individual raw material prices in the first quarter of
2017, while a slight decrease in the prices of other raw materials
may be expected in 2018.

The global economy, according to the IMF’s projections
(WEO, April 2017), might accelerate from 3.2% in 2016, the
lowest rate since the outbreak of the global financial crisis, to
3.5% in 2017 and 3.6% in 2018. World trade is also expected to
further intensify as the recovery of aggregate demand picks up
speed. Developing and emerging market countries will remain
the main generators of global growth, although the continua-
tion of the restructuring of the Chinese economy will remain a
setback to global recovery. By contrast, Russia and Brazil will
continue to recover from recession, while a slight increase in
prices might somewhat facilitate the recovery of exporters of raw
materials.

As regards developed countries, a gradual revival of their
economic growth in 2017 and 2018 should benefit from the
economic incentive policy measures and the recovery of world
trade. Hence, the euro area is expected to see a continuation
of moderate economic growth (about 1.7%) in the current year
and in 2018. Investment activity in some euro area countries
might remain subdued for a while. Growing at a moderate rate,
inflation in the euro area might also remain below the targeted
ECB level. Specifically, after reaching 2% in February 2017, in-
flation trended down in the following months due to the fading
of the one-off effect of the rise in the prices of energy and food
observed at the end of 2016. Considering that the world prices
of raw materials are not expected to continue growing at a very
significant rate in the future and that core inflation might remain
subdued due to moderate domestic demand, the overall inflation
in the euro area might reach at most 1.5% in the coming period.

Economic growth in the USA, despite a mild weakening early
in 2017, should intensify gradually again and amount to 2.5%
in 2017 and 2018. The major contributor to this trend should
be the strengthening of personal consumption in the conditions
of almost full employment and the growth in disposable income,
with some positive incentives coming from expansionary fiscal
policy measures whose implementation in the initially planned
volume is still uncertain. Expectations for the UK are also fa-
vourable. However, possible negative consequences of increased
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Figure 2.6 Economic growth and inflation in the euro area

Figure 2.7 Foreign demand
contributions of Croatia’s trading partners
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Source: IMF (WEO, April 2017).

political instability after the parliamentary elections held in June,
which inter alia triggered a new wave of uncertainties about the
process of exiting from the EU, remain to be analysed.

In line with the expected pick up in world trade, the growth of
demand for Croatian export products might also become slightly
stronger in the coming period (Figure 2.4). Concerning major
Croatia’s foreign trade partners, the most significant strengthen-
ing of demand is expected in the newest EU member states and
in the countries in the region, notably in Bosnia and Herzego-
vina. Nonetheless, demand from Croatia’s major foreign trade
partners from the euro area should remain stable. The growth
dynamics of the German economy should remain favourable
owing to stable personal consumption and the recovery of in-
vestments and exports. Forecasts for the Slovenian economy are

3 Aggregate supply and demand

also improving, unlike for Italy whose economic growth is still
significantly below the euro area average.

Positive expectations notwithstanding, the global economy
remains largely exposed to negative risks, which predominantly
stem from uncertainties about global policies, notably a grow-
ing protectionism that might slow down world trade. Significant
also is the risk of a possible stronger deterioration of global fi-
nancing conditions which may materialise if the USA tightens its
monetary policy more sharply. In particular, a strong fiscal stim-
ulus from the new American administration might in the condi-
tions of full employment raise inflation and demand a faster in-
crease in benchmark interest rates. The spillover of these effects
would most affect countries with accumulated imbalances and
large financing needs.

Figure 3.1 Gross domestic product
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= 4 106 S
= e
£ 3 o
© o
g S
u— 2 E3
s J ’ 103 z
2 2
€ I

0 ™ |

Nl

N ;
-4 9%

2010 2011 2012 2013 2014 2015 2016 2017

[ Year-on-year rate of growth of GDP — left
— Level of GDP (seasonally adjusted values) - right
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June 2017.

Source: CBS (seasonally adjusted by the CNB).

Economic activity in the first quarter of 2017 continued to
grow at a pace similar to that in the last quarter of 2016. Real
GDP grew by 0.6% from the previous three months, with con-
tinued favourable developments being mostly due to larger ex-
ports of goods as well as the rise in all components of domes-
tic demand. Available monthly indicators show that economic
growth continued into the second quarter, albeit at a slightly
slower pace than early in the year.

Observed on an annual level, real GDP grew by 2.5% in
the first quarter of 2017, with robust exports of goods and the
steady increase in domestic demand being reflected in imports
growth, which means that the contribution of net foreign de-
mand to economic activity was negative. The production side of
the GDP calculation shows that gross value added grew by 2.2%
annually, which can be attributed to an annual increase in all ac-
tivities, except for agriculture, forestry and fishing.

Aggregate demand

Real exports of goods and services continued to surge in the
first quarter of 2017, albeit at a slightly lower pace than in late
2016. The slower quarterly growth was due to reduced exports
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Figure 3.8 Government consumption of services and a slower increase in exports of goods compared
real values with the end of 2016. On an annual level, total exports steadily
picked up steam, growing by 8.6% in the first quarter of 2017.
Exports of goods rose by 14.9% while exports of services grew
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thanks to favourable expectations concerning the financial situa-
tion of households in the next year. Personal consumption went

Year-on-year rate of change in government consumption — left up 3.5% on an annual level and was second Only to exports of
— Level of government consumption (seasonally adjusted values) — right goods and services as regards its contribution to the overall eco-
nomic growth.

The growth in gross fixed capital formation remained sta-
ble and relatively high in the first quarter of 2017 (2.1% on the
previous quarter) so that its annual rate went up to 5.4%. Such
Figure 3.9 Imports of goods and services developments were mostly driven by favourable movements in
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Source: CBS (seasonally adjusted by the CNB).

real values the private sector, as confirmed by monthly indicators on con-
struction works on buildings and imports of capital goods. At
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the previous quarter, growing by 1.6% on an annual basis. Nom-
inal data on government expenditures suggest that the annual
> | 11 /\/ I o increase was related to larger intermediate consumption.

The robust growth in exports and domestic consumption led
to a noticeably stronger quarterly increase in imports of goods
-5 i 90 and services. The growth rate of total imports in the first quarter
was twice as high as that recorded in late 2016 (4.9% vs 2.3%
in the last quarter of 2016), which is primarily due to larger im-
ports of goods.
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— Level of total imports (seasonally adjusted values) —right all main industrial groupings, with the exception of non-dura-
ble consumer goods. Total imports soared on an annual level as
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Figure 3.10 Real imports of goods and services Aggregate supply

Gross value added continued to trend up in the first quarter
of 2017, growing by 0.5% from the previous three months. The
increase was slightly slower than in late 2016, largely due to the
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Figure 3.11 GVA rate of change
contributions to the annual change by components
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Figure 3.12 Short-term economic indicators
seasonally adjusted values
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Figure 3.13 Business confidence indicators
standardised seasonally adjusted values
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quarter. In contrast, construction grew marginally in April from
the first quarter. The volume of construction works on buildings
increased, while civil engineering works, which primarily related
to infrastructure facilities, levelled off.

Consumer confidence improved slightly in May and June, af-
ter having fallen substantially in April due to poorer expectations
regarding the economic and financial situation, which may be
associated with the uncertainty related to the financial problems
of the Agrokor Group. As regards business confidence, the sec-
ond quarter was characterised by unfavourable developments in
industry, where confidence dropped to the level reached in late
2016. Services business confidence remained at a level similar to
that in the first quarter, whereas trade recorded positive trends,
largely because respondents assessed that the business situation
had improved in the previous three months. While expectations
in construction deteriorated in May and June, confidence in that
activity remained at relatively high pre-crisis levels.

Projected developments

Economic activity may continue to move in 2017 at a pace
similar to that in the preceding year, so that real GDP may grow
by 3.0% on the back of the steep upturn in exports of goods and
services, increasingly stronger investment activity and the steady
growth in personal consumption. Economic growth may slow
down mildly in 2018 due to the expected lower increase in ex-
ports of goods and services and a slightly lower expected growth
rate of personal consumption.

The rise in total exports may pick up in 2017 and reach
6.6%. Real growth in exports of goods and services is expected
to be a little faster in line with the sustained recovery of Croatia’s
main trading partners, while, in view of the record high seen in
2016, this projection also shows a slower increase in exports
of services, which are largely determined by tourism services.
Among the components of domestic demand, capital investment
is expected to pick up steam and grow by 6.1% in 2017, so that
the positive contribution of gross fixed capital formation to eco-
nomic growth may be larger in the current year than in 2016.
Personal consumption may continue in 2017 at a pace similar
to that seen in 2016, largely supported by the ongoing positive
trends in the labour market and the steady rise in household
loans. In 2017 as a whole, the number of employed persons is
expected to grow further, and the growth in real net wages is ex-
pected to pick up momentum due to the Croatian government’s
decision to raise the wages of civil servants and government em-
ployees, favourable changes to the income tax act, and a mild
increase in private sector wages. Based on these assumptions,
household consumption may grow by 3.1% in 2017 and pro-
vide the strongest boost to real growth of all domestic demand
components. Government consumption may increase by 1.4% in
2017 on the back of expected growth in intermediate consump-
tion and social benefits in kind. Finally, the steady growth in for-
eign and domestic demand is expected to be reflected in faster
growth in imports of goods and services, so that the contribution
of net foreign demand to total economic growth in 2017 may be
slightly negative (—0.2 percentage points, in contrast to 2016,
when it was 0.1 percentage point).

As economic activity may continue to trend upwards in 2018,
albeit at a slightly slower pace than in 2017, the real GDP growth
rate is expected to reach 2.9%. The mild slowdown in economic
activity is mainly attributable to the expected lower increase in
total exports, partly due to the assumption that exports of tour-
ist services may slow down in 2018, after growing exception-
ally strongly for several years. In addition, although household
consumption is expected to continue to contribute strongly to
economic growth on the back of steady favourable movements
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Figure 3.14 Projection of real GDP dynamics
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Sources: CBS and CNB.
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in the labour market and the ongoing recovery in household
loans, its growth may be slightly slower than in the year before.
In particular, 2018 is expected to witness the waning effects of
tax changes and therefore a slower increase in real net wages, as
well as a lower rate of employment growth. On the other hand,
investment activity is expected to pick up, largely spurred by the
strong growth in private investment, so that the positive con-
tribution of investment to economic growth may come close to
that of personal consumption. The ongoing increase in total ex-
ports and domestic demand will lead to further growth in im-
ports of goods and services, while the negative contribution of
net foreign demand to total growth may remain slightly negative
in 2018.

It is estimated that the risks to GDP projections in the pro-
jection period are balanced. In view of the high degree of un-
certainty over the restructuring process, the negative impact of
the Agrokor Group on real activity may be more severe than the
quantifications presented in the projection. On the other hand,
upside risks stem from possibly more favourable growth in ex-
ports of tourist services.

Employment and unemployment

After edging down at the beginning of 2017, the growth in
the number of employed persons stepped up again in April and
May. Broken down by activity, the number of employed persons
grew primarily in private sector service activities associated with
tourism (accommodation and food service activities and trade)
in the second quarter, while industry contributed less to the
trend (Figure 4.1). In addition to economic recovery, the major
contributor to employment growth was in government measures
aimed at reducing labour costs. This specifically relates to the
full-time employment of young persons, with employers being
exempted from the payment of wage contributions in the five-
year period.

In addition to the growth in employment, the beginning of
2017 was marked by the continued decrease in the number of
registered unemployed persons which gradually accelerated in
the first five months. As a result, the unemployment rate reached
its historical low in May 2017 from 1997 (around 190,000, ac-
cording to seasonally adjusted data). Outflows from the CES
register for other reasons (mainly removal from the register
because of non-compliance with the legal provisions and reg-
istration cancellation) and newly employed persons contributed
equally to the decrease in unemployment in the second quar-
ter of 2017 (Figure 4.2). A significant share of those removed
from the register of unemployed persons is probably to a cer-
tain extent accounted for by stronger emigration of working age

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

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

Figure 4.5 Average nominal gross wage by NCA activities
seasonally adjusted data, contributions to the quarterly rate of
change
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Figure 4.4 Labour Force Survey
seasonally adjusted series

Figure 4.6 Compensation per employee, productivity and
unit labour costs
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population since Croatia’s accession to the European Union.'

Following the decrease in the number of unemployed per-
sons, the registered unemployment rate dropped to 13.5% in the
first quarter of 2017 (from 13.9% in the fourth quarter of 2016)
and to 12.2% in May? (according to seasonally adjusted data)
(Figure 4.4). In contrast, according to the latest available data
for the first quarter of 2017, the ILO unemployment rate edged
up to 12.9% from 12.7% in the fourth quarter of 2016 due to
the rise in the number of unemployed persons (Figure 4.3).

In addition, the trend in the number of employed persons ac-
cording to the ILO survey was also less favourable than accord-
ing to administrative indicators. In the first quarter of 2017, em-
ployment edged down, while the employment rate and the par-
ticipation rate remained almost unchanged (Figure 4.4).

Wages and unit labour costs

After a perceptible increase at the beginning of 2017, the
growth of the average gross wage slowed down somewhat in
April and May owing to weaker growth in wages in all private
and public sector activities (Figure 4.5). The growth in real
wages was in line with developments in nominal wages in the
second quarter of 2017 as consumer prices did not change in
the reference period.

At the beginning of 2017, unit labour costs continued to
trend downward in nominal terms due to the growth in compen-
sation per employee remaining lower than the growth in labour
productivity according to national accounts data (Figure 4.6).

Projected developments
The movement in the number of employed persons in the
first five months of 2017 and the expected growth of GDP in

1 The official CBS data show that a total of 18,000 citizens (net) emigrated from the country in 2015, which is almost twice as much as in 2014. The official sta-
tistics of the Republic of Croatia most likely underestimate the actual number of emigrants. Specifically, the official data of the German statistics office show that
around 35,000 persons with Croatian citizenship (net) immigrated to Germany in 2015 from 2014.

2 If, instead on the basis of data from the JOPPD form which are collected and processed by the CBS, the registered unemployment rate was to be calculated on
the basis of data on the number of persons insured with the CPIA, the unemployment rate would amount to 11.3% in May 2017.
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Figure 4.7 Employment expectations by sectors (in the
following three months)

seasonally adjusted data, three-member moving average of monthly
data
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the rest of the year suggest that employment might increase by
about 1.7% at the entire 2017 level. It is assumed that the num-
ber of employed persons will primarily trend up in the private
sector, while it might remain unchanged in the public sector.
The continuation of favourable developments in employment
during the summer months is confirmed by data from the sur-
vey on business expectations (Figure 4.7). The continuation of
the downward trend in the number of unemployed persons is
also expected to materialise in 2017. As a result, the ILO un-
employment rate might edge down to 11.6% in 2017 under the
assumption that the decrease in the number of unemployed per-
sons will continue to be more pronounced than the growth in the
number of employed persons.

As regards labour costs, the growth of gross wages is expect-
ed to accelerate in 2017 due largely to the developments in the

Table 4.1 Projection of labour market indicators for 2017 and
2018
year-on-year rate of change

_ 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018

Number of 12 -15 20 07 17 14
employed persons
Unemployment
rate (ILO) 159 173 173 162 13.1 11.6 105

(NEIEES HRTE] 10 08 02 13 19 29 29

gross wage
uLc -12 22 -23 -13 -28 1.6 1.4
Productivity 1.5 1.6 -31 1.0 2.7 1.3 1.5

Notes: The year-on-year rate of change in the number of employed persons refers to data
on the number of persons insured with the CPIA. The year-on-year rate of change of the
average gross wage until 2015 refers to data from the RAD-1 monthly survey, and from
2016 to data from the JOPPD form. The year-on-year rate of change of unit labour costs
and productivity refer to data from the national accounts. The projection of unit labour
costs (and productivity) assumes that the growth in the number of employed persons and
total employment in the national accounts will equal the expected rise in the number of
persons insured with the CPIA.

Sources: CBS, Eurostat, CPIA and the CNB projection.

public sector stimulated by the decision of the Government of
the Republic of Croatia to increase the basis for the calculation
of the wages of civil servants and government employees by 6%
in 2017. An acceleration in wage growth is also expected in the
private sector due to the continuation of the growth in labour
productivity and the increasingly pronounced problem of labour
shortage in specific sectors. The growth in net wages will be
somewhat stronger in 2017 owing to legislative changes to in-
come tax that have been in effect from the beginning of the year.

In 2018, the annual growth rate of total employment might
slow down to 1.4%, due also to the possible effect of the an-
nounced restructuring of enterprises in the Agrokor Group on
the developments in the labour market. By contrast, the ILO un-
employment rate is expected to decrease further in 2018, while
the average nominal gross wage might continue to grow at a
pace similar to that in 2017.

Box 1 Wage adjustments in Croatia and EU countries: results of a firm survey

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

The latest firm survey on labour market characteristics and
wage setting within the framework of the Wage Dynamics Net-
work (WDN) of the European System of Central Banks was car-
ried out late in 2014 and in the first half of 2015 in 25 countries of
the European Union.® The survey gives an insight into the shocks

(e.g. decrease in demand, access to foreign financing, custom-
ers’ ability to pay etc.) with the greatest impact on firms’ activ-
ity, the methods of employment and wage adjustments to these
shocks and the widespread use and centralisation of collective
agreements; it also assesses firms’ efficiency as regards the re-
forms carried out in the labour market. In the 2010-2013 period
(on which the most recent, third, survey, WDN3, was focused)
economic developments in the EU countries were divergent. In
line with this and for the purpose of the comparative analysis
of the results?, three groups of countries were set up with re-
spect to GDP developments and unemployment. The first group
of countries included those in which the unemployment rate fell
and GDP increased in the 2010-2013 period, the second group
comprised the countries in which both the unemployment rate
and GDP grew in the reference period, while the third group of
countries included those marked by an increase in in the unem-
ployment rate and a decrease in GDP.

Inter alia, the aim of the surveys was to examine the extent to

3 The previous two WDN surveys carried out late in 2007/early in 2008 and in mid-2009 focused on the period of economic growth from 2002 to 2006, i.e. on
the period immediately after the outbreak of the financial crisis in which most EU countries saw a fall in GDP and unemployment growth. Surveys are marked

chronologically with WDN1, WDN2 and WDN3.

4 Asin Izquierdo, M. et al. (2017): Labour market adjustment in Europe during the crisis: microeconomic evidence from the Wage Dynamics Network survey, ECB

Occasional Paper No. 192, June.
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Table 1 Wage freezes and cuts under various shocks

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

Share of firms
that cut wages,

Share of firms

that froze wages,
in % in %

experienced a fall in
demand and cut wages,

Share of firms that
experienced a strong fall
in demand and financial

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

Share of firms that

i in % in %
Total, 1st group 30.5 4.8 5.7 10.0 18.6
Czech R. 26.6 6.8 10.6 17.7 17.0
Germany 141 3.5 4.3 7.6 0.0
Estonia 11.6 12.4 23.5 11.0 31.1
Hungary 6.8 1.2 2.5 3.7 11.9
Ireland 65.4 23.1 28.7 31.0 33.3
Lithuania 35.4 10.0 14.6 21.2 30.5
Latvia 29.9 16.3 24.4 47.5 76.6
Slovak R. 36.8 9.8 16.8 35.4 66.4
United Kingdom 53.3 5.1 23 6.4 17.0
Total, 2nd group 191 2.3 3.0 4.2 3.3
Austria 6.9 3.0 2.2 2.6 0.0
Belgium 19.0 1.4 0.8 21 0.0
Bulgaria 18.5 5.0 11.9 21.8 14.4
France 22.7 1.2 2.0 1.9 0.6
Luxembourg 19.9 0.8 1.6 515) 7.3
Netherlands 29.8 1.9 2.7 3.5 3.2
Poland 10.7 2.9 3.2 4.2 3.7
Romania 19.0 6.7 13.6 17.6 22.1
Total, 3rd group 22.4 8.0 10.2 13.4 21.7
Cyprus 78.8 37.5 45.0 443 40.1
Spain 21.6 75 10.6 10.5 14.6
Greece 63.3 54.6 61.8 70.9 79.8
Croatia 17.6 25.7 37.5 50.7 70.0
Italy 16.3 2.3 2.6 4.6 11.4
Portugal 423 6.7 9.2 14.9 16.0
Slovenia 8.4 13.0 17.0 23.9 25.6
Total (EU-24) 25.4 4.5 5.8 9.2 13.4

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

Source: Izquierdo et al. (2017).

which downward nominal wage rigidity (DNWR) is present in the
economy, i.e. the extent to which firms in adverse conditions use
different measures to reduce their operating expenses, in order
to see whether they are more inclined to wage cuts, wage freez-
es and/or reductions of labour input.® As indicators of downward
nominal wage rigidity the shares of firms that cut or froze their
base wages in a certain period are used. The frequency of wage
cuts points to a certain heterogeneity among EU countries.
Hence, the results of the WDN3 survey (Table 1) suggest that the
share of firms in Croatia that cut their base wages at least once
in the 2010-2013 period stood at 25.7%, or significantly above
the average for EU countries (4.5%). The share of firms that opt-
ed for wage cuts is also sizeable in Ireland (23.1%) and it stands
out in the countries that experienced a significant drop in their
economic activity in the reference period (e.g. Greece and Cy-
prus in which the share reached 54.6% and 37.5% respectively).

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

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

If we take into account that the share of EU firms that froze
their base wages at least once in the 2010-2013 period amounts
to 25.4% and that the share of those that cut wage amounts to
only 4.5%, it may be concluded that at the EU level there is sig-
nificant downward wage rigidity and that in the reference period

5 Research results on the impact of downward nominal wage rigidity on employment are diverse. For research papers pointing to employment decrease, see: Bar-
well, R. D., and M. E. Schweitzer (2007): The Incidence of Nominal and Real Wage Rigidities in Great Britain: 1978-98, Economic Journal, Vol. 117; Bauer, T.
K., and H. Bonin et al. (2007): Real and nominal wage rigidity and rate of inflation: evidence from West German micro-data, Economic Journal, Vol. 117; De-
vicienti, F. et al. (2007): Downward wage rigidity in Italy: micro-based measures and implications, Economic Journal, Vol. 117; Fehr, E., and L. Goette (2005):
Robustness and Real Consequences of Nominal Wage Rigidity, Journal of Monetary Economics 52(4). By contrast, much research has failed to establish a link

between DNWR and employment growth.
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Table 2 Coverage by collective agreements in 2013

Share of firms that applied collective
agreements, in %

Reached at collective

one of the | agreements,
levels in %

Share of
employees
covered by

Reached at
higher level

Reached at
firm level

Total, 1st

group 18.3 29.2 44.0 35.3
Czech R. 30.6 10.0 39.0 33.2
Germany 16.1 47.2 56.9 48.3
Estonia 10.1 2.0 11.3 8.2
Hungary 20.2 6.7 23.2 20.3
Ireland 11.4 9.8 19.9 9.2
Latvia 16.7 23 18.9 18.3
Lithuania 17.4 1.9 18.2 16.0
Malta 31.0 0.5 31.0 23.8
Slovak R. 35.1 14.8 38.4 35.7
Ei':;c(’)m 17.4 7.2 32.7 213
;‘:;i"’)znd 33.1 56.6 725 76.0
Austria 27.4 88.0 98.8 80.4
Belgium 30.8 63.0 72.0 94.4
Bulgaria 21.8 7.0 24.3 17.8
France 28.9 82.9 88.8 94.4
Luxembourg 25.1 33.4 54.9 54.0
Netherlands 51.1 54.6 79.7 90.0
Poland 17.9 1.0 20.9 20.9
Romania 69.4 7.7 73.0 71.6
;‘:;i'f”d 39.3 78.9 91.1 90.8
Cyprus 31.7 41.7 56.4 39.6
Spain 31.0 77.3 95.2 96.3
Greece 26.2 42.8 60.1 71.4
Croatia 35.4 23.3 45.2 471
Italy 60.4 89.0 99.5 99.0
Portugal 13.0 62.2 66.3 62.5
Slovenia 57.9 75.9 86.9 79.4
Total (EU-25) 26.8 50.0 63.7 60.7

Note: Reported results are weighted by weights that reflect total employment in the
population of firms.
Source: |zquierdo et al. (2017).

it was relatively less pronounced in Croatia (17.6% of firms froze
base wages and 25.7% of firms cut them). To a large extent, this
may be a reaction of firms to the deep and prolonged recession
in Croatia. The firms’ responses to the survey questions suggest
that, inter alia, certain shocks were more intensive and long-
lasting in Croatia (most notably the shock of illiquidity caused
by customers’ reduced ability to pay and the shock of reduced
demand).

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

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

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

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

68, Issue 4.

7 See, among others, Anderton, R., and B. Bonthuis (2015): Downward Wage Rigidities in the Euro Area, GEP Research Paper Series, No. 2015/09, University of

Nottingham, July.

o]

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

9  See box: Wage adjustment and employment in Europe: some results from the Wage Dynamics Network Survey, Economic Bulletin, Issue 1, ECB, 2017.
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5 Inflation

Consumer price inflation continued to grow in the first five
months of 2017. This was largely due to the spillover effect of
the rise in the prices of raw materials on the global market at the
end of the previous and early this year on domestic prices. Im-
ported inflationary pressures started easing after February, par-
ticularly due to a fall in the prices of oil on the global market (a
more detailed account of inflationary pressures is given in Box 2
Consumer price inflation heat map in Croatia). The annual rate
of consumer price inflation rose from 0.2% in December 2016
to 1.1% in May this year, mainly as a result of a rise in food
prices. Core inflation also accelerated, from 0.5% in December
to 1.6% in May. Industrial producer prices (energy excluded)
also rose and their annual rate of change went up from —0.9%
in December to 0.6% in May. The prices of intermediate goods
and non-durable consumer goods rose the most (e.g. food prod-
ucts and clothing) which points to stronger production process-
related inflationary pressures.

The indicator of current developments in overall inflation fell
considerably in the first half of 2017, after rising significantly in
the second half of 2016 (Figure 5.2). This mainly reflected a fall
in crude oil prices on the global market after February. At the
same time, the indicator of current developments in core infla-
tion fell, although at a considerably slower rate. Also, the devel-
opments in the inflation diffusion index in the first five months
of 2017 show that the number of products in the HICP basket
the prices of which are rising fell slightly, although it is still high-
er than in most of 2016.

All the main components of the consumer price index made
a contribution to acceleration in the annual inflation rate in the
first five months of 2017 (Figure 5.1). The contribution of pro-
cessed food prices rose the most, from 0.2 percentage points in
December to 0.6 percentage points in May. The prices of milk,
which have been rising from mid-2016, contributed the most.
This offset almost entirely the constant fall in these prices seen

Figure 5.1 Year-on-year inflation rate and contributions of
components to consumer price inflation

Figure 5.2 Indicators of current inflation trends
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Table 5.1 Price indicators
year-on-year rate of change

Consumer price index and its components

12/2016 3/2017 5/2016

Total index -0.6 -1.7 -1.6 -0.9 0.2 1.1 1.1
Energy -5.0 7.4 -7.3 -4.2 -1.1 -0.1 -0.3
Unprocessed food -0.1 -3.4 0.8 -0.8 1.7 4.2 2.7
Processed food 0.5 -0.1 -0.7 0.2 1.0 2.8 25
Non-food industrial goods without energy 1.1 0.9 -0.3 0.6 0.2 0.3 1.0
Services 0.0 0.1 -0.1 -1.0 -0.1 -0.1 0.1

Other price indicators

Core inflation 0.0 -0.5 -0.9 -0.1 0.5 1.4 1.6

Index of industrial producer prices on the domestic market -4.1 -5.0 -4.8 -3.0 -0.1 1.1 2.3

Index of industrial producer prices on the domestic market (excl. energy) -0.5 -1.1 -1.5 -1.3 -0.9 0.1 0.6

Harmonised index of consumer prices -0.3 -0.9 -1.2 -0.7 0.7 1.1 1.0

Harmonised index of consumer prices at constant tax rates -0.7 -1.3 -1.2 -0.7 0.6 1.0 0.9

Note: Processed food includes alcoholic beverages and tobacco.
Source: CBS.
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since Croatia entered the European Union, which has been par-
ticularly pronounced since the abolition of milk production quo-
tas in the EU in April 2015. The rise in milk prices might also
have been spurred by a fall in milk production.!® The contribu-
tion of unprocessed food prices also rose, from 0.2 percentage
points in December to 0.3 percentage points in May. This was
mainly due to a rise in meat prices, present since April 2015.
This can probably be attributed to increased demand and insuf-
ficient supply as a result of a fall in the interest of farms in the
production of livestock. In addition, the global market also re-
corded a sharp rise in meat prices. Vegetable prices also rose
sharply in January as a result of a cold winter; having risen much
faster than in the previous years, they fell by May and returned
to a level approximately similar to that in May 2016. As regards
the prices of non-food industrial goods exclusive of energy, their
contribution to overall annual inflation rose from 0.0 percentage
points in December to 0.2 percentage points in May. A rise in
the prices of clothing and footwear and to a lesser extent in car
prices, as a result of January tax changes made the biggest con-
tribution to this.

The contribution of energy prices to the overall annual rate of
inflation also rose slightly, from —0.2 percentage points in De-
cember to —0.1 percentage point in May. This was mainly the re-
sult of the waning of the effect of gas price reduction in January
and April 2016 on the annual rate of change in these prices in
2017. The contribution of the prices of refined petroleum prod-
ucts also rose as a result of their price increase at the beginning
of the year and the effect of the base period, i.e. the fall in these
prices in the first five months of 2016. Namely, the prices of re-
fined petroleum products shot up in January 2017 as a result of
a rise in crude oil prices on the global market at the end of 2016
and in early 2017. Crude oil prices started to fall after February
due to increased production and large oil stockpiles in the USA.
This led to a fall in refined petroleum product prices on the do-
mestic market, although they were still higher in May 2017 than
in the same month of 2016 (by approximately 6%). The upward
pressure on energy prices was largely mitigated by a fall in elec-
tricity prices in January, as a result of tax changes and the ensu-
ing reduction in the VAT rate on electricity from 25% to 13%.

The rise in inflation was also partly driven by service prices,
particularly prices of restaurant and hotel services which rose as
a result of the increase in the VAT rate on these services from
13% to 15% in January. Overall, the year-on-year rate of change

Figure 5.3 Indicators of price developments in Croatia and
European Union
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in service prices was stable and relatively low and entered posi-
tive territory in May 2017 for the first time in 12 months. The
negative annual inflation of service prices from May 2016 to
April 2017 was mostly due to telecommunication prices, which
contributed on average approximately —0.6 percentage points in
the first five months of 2017.

As in Croatia, inflation in the euro area accelerated in early
2017 (Figure 5.3). The rise in the annual rate of inflation in the
euro area from 1.1% in December to 1.4% in May was mostly
due to accelerated annual growth in the prices of energy and
non-food industrial goods without energy. The rise in energy
prices was mostly boosted by a rise in refined petroleum prod-
uct prices, particularly at the beginning of the year, due to an
increase in crude oil prices on the global market and the effect
of the base period, i.e. the fall in these prices in the first five
months of 2016. The prices of processed food also rose, particu-
larly those of milk and milk products. At the same time, core in-
flation, excluding energy, food, alcoholic beverages and tobacco
prices, was relatively stable and stood at 0.9% in May, the same
as in December 2016.

For the sake of comparison, the annual inflation rate in Cro-
atia, measured by the HICP, rose from 0.7% in December to
1.0% in May. This was due to the acceleration in the annual rate
of growth of processed food prices. Much in the same way as in
the euro area, this was mostly due to increased milk prices. The
contribution of prices of non-processed food and non-food in-
dustrial goods without energy, also rose. The difference between
overall inflation in Croatia and the euro area stood at —0.4 per-
centage points in May, the same as in December. Core inflation
(measured by the HICP excluding energy, food, alcoholic bever-
ages and tobacco prices) rose slightly in Croatia, from 0.7% in
December to 0.8% in May, and was only 0.1 percentage point
lower than that in the euro area. It has to be noted, however, that
the core inflation acceleration shown in Figure 5.1 was much
more pronounced. The main reason for this is that the measure
of core inflation shown in that figure, among others, does not
include prices of agricultural products but does include prices
of some other food products, such as meat and milk, and those
were exactly the products that witnessed a significant price in-
crease in the first five months of 2017.

Projected developments

The average annual consumer price inflation rate might rise
in 2017 to 1.1%, from —1.1% in 2016. All the three compo-
nents of the consumer price index are expected to make a big-
ger contribution, particularly food and energy. In addition, the
direct effects of tax changes on average annual rate of inflation
in 2017 might amount to approximately —0.2 percentage points.
The projected rise in food prices mirrors in particular the food
price increase that has already taken place due to a sharp rise in
the prices of vegetables in the middle of the cold winter at the
beginning of the year and increased prices of meat and milk.
The rise in food raw material prices on the global market last
year is expected to spill over to some extent to domestic con-
sumer food prices. The contribution of food prices to the over-
all average annual inflation rate in 2017 is expected to stand at
approximately 0.7 percentage points. The average annual rate
of change in energy prices is also expected to rise considerably,
although it is expected to remain in slightly negative territory.
This increase is expected to be largely due to a considerably high

10 In September 2016, the European Commission adopted a Regulation providing
aid for milk production reduction, in an effort, among others, to find a new
balance in this sector under the prevailing severe market situation in which the
prolongation of the Russian ban on the import of agricultural products and
foodstuffs originating in the Union until the end of 2017 has played a role.
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Figure 5.4 Domestic and foreign inflation indicators

Figure 5.5 Projection of consumer price inflation
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pass-through of prices of refined petroleum products from 2016
(due to a sharp rise in crude oil prices on the global market at
the end of 2016), and to a lesser extent, the rise in refined pe-
troleum product prices in early 2017. QOil prices are expected to
recover slightly in the remaining part of the year and at the end
of the year they could be approximately 10% lower than at the
end of 2016. The fall in electricity prices in January as a result of
tax changes might see a slowdown as a result of the expected in-
crease in tariffs for renewable energy sources in the second half
of the year. Prices excluding food and energy are expected to see
an average annual growth, largely reflecting the rise in the prices
of clothing and footwear, restaurant and hotel services and cars.

In 2018, inflation is projected to accelerate slightly to 1.2%.
When observed by components of the consumer price index,
the average annual rate of change in energy prices is expected
to rise, mostly due to the pass-through of the envisaged rise in
electricity prices in the second half of 2017 to developments in
energy prices in 2018. The average annual rate of change in
prices without food and energy is expected to rise slightly, while
that in food prices might fall. Generally speaking, no inflationary

pressures arising from developments in crude oil in the global
market are expected, taking it into account that the average
crude oil price in 2018 might be on approximately the same level
as in 2017. However, oil prices are expected to rise slightly by
the end of the year, reflecting a moderate recovery in global de-
mand for oil, possibly as a result of heightened global economic
activity. The expectations are that the price of a barrel of Brent
crude oil could rise by about 4% at end-2018 from-end 2017.
Inflationary pressures from the domestic environment might
grow slightly, if we bear in mind the further narrowing of the
country’s negative output gap, which might close in 2018. Infla-
tion could also be influenced by growth in unit labour costs.

It is estimated that the risks of lower than projected or high-
er than projected inflation are balanced. Risks that might boost
higher than projected inflation include a possible faster growth
in crude oil prices on the global market, unfavourable weather
conditions and higher prices due to administrative decisions.
Risks that might lead to lower than projected inflation include
possibly lower prices of crude oil and other raw materials on the
global market and subdued inflation growth in the euro area.

Box 2 Consumer price inflation heat map in Croatia

An inflation heat map is a tool used to illustrate, by means of
different colour shades, the strength of inflationary pressures of
the overall consumer price index and its components over time.
From the last quarter of 2013 to the end of 2016, a large number
of components of the consumer price index were marked blue,
which means that the annual growth of the prices of those prod-
ucts was slower than their long-term average. By contrast, in the
first five months of 2017, the number of components marked
light red or neutral rose, since their annual price growth came
close to their long-term average or exceeded it, which points to
stronger inflationary pressures. This was largely due to external
factors, i.e. the rise in the prices of crude oil and prices of other
raw materials on the global market and their spillover to domes-
tic prices.

An inflation heat map' shows the departure of the annual

inflation rate (overall, and by components) from its long-term av-
erage (expressed by the number of standard deviations). Such a
map facilitates the analysis of developments in individual com-
ponents of the consumer price index, since they differ greatly if
their average annual growth rate in the past ten years and the
degree of their volatility are taken into account. So for instance,
the prices of alcoholic beverages and tobacco have a fast av-
erage long-term growth rate of 5%, which is mainly the result
of several increases in excises on tobacco products (associat-
ed with adjustment to EU legislation). By contrast, the prices of
clothing and footwear have a negative long-term rate of change
of -0.9%. Clothing and footwear are typical international trada-
bles, the prices of which are particularly influenced by price de-
velopments on the global market, the exchange rate and import
competition (particularly as regards imports from China), and so

11 For a recent paper popularising the inflation heat map, see: McGillicuddy, J. T, and L. R. Ricketts (2015): Is Inflation Running Hot or Cold?, Economic Synop-

ses, Federal Reserve Bank of St. Louis, No. 16.
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Figure 1 Consumer price inflation heat map
normalised year-on-year rates of change in the CPI and its components
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on. As regards volatility, it is most pronounced in the annual rate
of change in energy prices (whose standard deviation in the past
ten years stood at 6.2 percentage points) and least pronounced
in industrial goods (1.6 percentage points).

Various shades of red and blue are used in an inflation heat
map to depict more clearly specific inflationary pressures (Figure
1). Red (blue) on the map means that the annual rate of change
in the price of an individual consumer price index component
in an individual month was above (below) its long-term average
(expressed by the number of standard deviations). Since they
are normalised, the price series may be painted with different
colours despite recording the same annual rate of change (e.g.
transport and food and non-alcoholic beverages in April 2017),
i.e. a change in the price of one subgroup of the consumer price
index may grow faster than its long-term average and a change
in the price of the other subgroup of the consumer price index
may grow slower or at a pace similar to its long-term average.
The darker the shade, the greater the departure of the annual
rate of change in the price of an individual component in an indi-
vidual month from its long-term average (expressed by the num-
ber of standard deviations). The observations have no colour if
they are equal to the long-term average or depart only slightly
from it. On the heat map of consumer price inflation in Croatia,
the observations are shaded dark red (blue) if the annual rate of
inflation of an individual product in an individual month is higher
(lower) by approximately three standard deviations than its long-
term average. This was particularly visible during 2008 when
inflationary pressures rose noticeably as a result of a consider-
able rise in the prices of crude oil and other raw materials on the
global market.

The heat map also shows that a large number of subgroups
of the consumer price index, as well as overall and core infla-
tion, was largely painted blue from the last quarter of 2013 to
the end of 2016, suggesting that the annual growth of these
prices was below their long-term average. This was largely the

Figure 2 Contributions of components to the year-on-year
rate of change in service prices
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result of external factors, i.e. the fall in the prices of crude oil
and other raw materials on the global market and their spillover
to domestic prices. By contrast, imported inflationary pressures
grew stronger in the second half of 2016 and in early 2017, as a
result of a rise in the prices of crude oil and other raw materials
on the global market. It is evident that in the first five months of
2017, overall inflation came close to its long-term average while
core inflation was almost equal to its long-term average (as a
result, this observation is not coloured). Unprocessed food is
the only component whose annual rate of change in prices in
the first four months of 2017 was noticeably above its long-term
average (data coloured red). The last data for May 2017 show
that the annual rates of change in the prices of unprocessed
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Figure 3 Unit labour costs in the services sector and service
prices
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and processed food and non-food industrial goods do not de-
part considerably from the long-term average. The annual rate
of change in the price of energy is still relatively slightly below
the long-term average, but much less so than in May 2016. By
contrast, services are the only component whose annual infla-
tion rate is still considerably below its long-term average.

The annual rate of change in service prices in the first five
months of 2017 stood at an average -0.1%. A detailed analysis

6 Current and capital account

shows that communication prices contributed the most to the
negative inflation of service prices (Figure 2). This is mainly the
result of a reduction in telecommunications prices'?, whose
negative contribution to overall service price inflation (the share
of telecommunications prices in the service price index stands
at approximately 20%), averaged approximately —0.6 percent-
age points in the first five months of 2017. The detailed struc-
ture shows that the fall in the prices of wireless phone services
made the biggest contribution to this. It should be noted that
the prices of communications have been mainly falling in the last
ten years, a trend attributable to advances in technology and in-
creased competition as well as to European Commission regula-
tions aimed at, among other things, improved quality and lower
prices of communications. Also, the fall in the prices of services
on an annual level in the first five months of 2017 was to a small-
er extent also due to prices of housing (mainly due to a fall in
the prices of refuse collection as a result of the reduction in the
VAT rate from 25% to 13% on this service in January 2017) and
prices of transport, which can partly be explained by a fall in the
prices of refined petroleum products. The fall in the prices of ser-
vices was counteracted by a rise in the prices of recreation and
restaurants and hotels (mainly due to an increase in the prices
of restaurant and hotel services as a result of an increase in VAT
from 13% to 25% on those services). However, the fall in unit
labour costs in the services sector had a subduing effect on the
rise in services (Figure 3). This was due to a fall in compensa-
tion per employee more pronounced than in labour productivity,
with employment growth being more prominent than employee
compensation growth and the growth in gross value added in
the services sector.

The current and capital account deficit fell slightly in the first
quarter of 2017 from the same period in 2016. Unfavourable
foreign trade trends in goods and services were largely offset by
the improved primary income account balance (thanks to in-
come from direct equity investments) and stronger net inflows
from EU funds. If cumulative values over the past year are ob-
served, the surplus in the current and capital account in the first
quarter of 2017 remained at last year’s level of 3.8% of GDP.

Foreign trade and competitiveness

The balance of payments data show a significant pick-up in
the dynamics of trade in goods early in 2017. The annual growth
rates of goods exports and goods imports stood at 18.6% and
15.8% respectively in the first three months of 2017. However,
imports grew faster than exports in absolute terms, causing the
goods account deficit to deteriorate by 12.2%. The growth rates
of imports and exports are somewhat lower than those published
by the CBS, while the deficit growth is more pronounced. This
is attributable to the adjustment of the CBS data on goods trade
to the compilation requirements of the balance of payments (for
more details see Box 3 Foreign trade developments according to
the balance of payments data).

According to the CBS data, which also provide for a break-
down by products, the foreign trade deficit widened by 3.6% in
the first three months of 2017 from the same period in 2016.
The major contributor to this was the increase of the deficit

in trade of energy products (notably oil and refined petroleum
products) and capital goods. In addition to the annual rise in
prices by one third, the deficit in trade of energy products re-
sulted from a much stronger growth of imported than exported

Figure 6.1 Current and capital account balance and its
structure
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12 The prices of telecommunications mainly comprise services (95%), and to a lesser extent telephone and telefax equipment.
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Figure 6.2 Goods exports (f.0.b.)
year-on-year rate of change and contributions
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Figure 6.3 Goods imports (c.i.f.)
year-on-year rate of change and contributions
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amounts. Unfavourable developments also marked the trade of
road vehicles. By contrast, the balance of trade in medical and
pharmaceutical products and other transportation equipment
(mostly ships) improved.

The strong annual growth rate of goods exports of 24.6%
resulted from increased exports of ships and oil and refined pe-
troleum products. However, even if these two categories are ex-
cluded, the growth of exports was exceptionally strong (18.0%)
and included a wide range of products. Particularly evident was
the continuation of strong growth in exports of medical and
pharmaceutical products, notably to the USA, in part related to
non-resident transactions (quasi transit and manufacturing ser-
vices on physical inputs owned by others) that are not shown in
the balance sheet data. The growth of exports was largely due to
the exports of electricity to Bosnia and Herzegovina, non-fer-
rous metals to Germany and Slovenia and capital goods (nota-
bly machinery specialised for particular industries and electrical
machinery, apparatus and appliances) to Austria and Germany.

Total imports of goods grew by 16.3% on account of strong
growth in imports of oil and refined petroleum products, with
the narrow aggregate imports (excluding oil and ships) increas-
ing by a noticeable 12.8%. Particularly noticeable were imports
of capital goods (notably machinery specialised for particular
industries and electrical machinery, apparatus and appliances)
from Italy and Germany and other energy products (mostly
electricity from Bosnia and Herzegovina and Hungary as well
as natural and manufactured gas from Austria and Hungary),
metal industry products and road vehicles from Germany.

In the first three months of 2017, net exports of services
dropped by 11.0% from the same period in 2016 owing to faster
growth in imports than exports. The major contributor to the
deterioration in the foreign trade balance of services was the de-
crease in net revenues from travel services (tourism) due to larg-
er tourism consumption of residents abroad. Concurrently, rev-
enues from consumption of foreign guests and tourists in Croa-
tia trended up marginally because last year’s Easter holidays fell
in March in 2016, and this year’s were in April. The available
data on volume indicators for tourism in the first four months
of 2017 show a sizeable increase in arrivals and nights stayed
by foreign guests, by almost one third from the same period in
2016. In the first quarter, the balance of trade in other services
improved, particularly in personal, cultural and recreational ser-
vices and in research and development and repair services.

Figure 6.4 Services exports
year-on-year rate of change and contributions

Figure 6.5 World market share of exports of goods and
services
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Figure 6.6 Nominal and real effective exchange rates of the
kuna

Figure 6.7 Primary income account balance and its structure
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Favourable trends in exports of goods and services are cor-
roborated by trends in the world market share, which trended up
for the fourth consecutive year in 2016. Specifically, the world
market share improved in both imports and exports in 2016, in
contrast to the previous three years when only the market share
of goods exports trended up. These favourable developments
notwithstanding, sizeable losses seen in the 2009-2012 period
were not compensated for, with the overall market share of Cro-
atian exports of goods and services remaining lower than in the
pre-crisis years.

Strong growth of goods exports in the first quarter of 2017
was not accompanied by any improvement in the price competi-
tiveness of exports. The real effective exchange rates of the kuna
deflated by consumer and producer prices appreciated mildly
in the first quarter, this trend continuing in the second quarter.
The nominal effective appreciation of the kuna offset the effects
of more favourable developments in domestic prices relative to
the main trading partners. Data on developments in the real ef-
fective kuna exchange rates deflated by unit labour costs indicate
that the cost competitiveness of Croatian exports held steady in
the first quarter of 2017.

Incomes and transactions with the EU

The deficit in the primary income account fell by EUR 0.1bn
in the first quarter of 2017 from the same period in 2016 due
mostly to direct investment revenues. Resident revenues from
foreign investment trended up, while profit-related expenditures
of domestic business entities in non-resident ownership trended
down. The decrease in profit was above all recorded in finan-
cial activity, reflecting bank provisions for loans to the Agrokor
Group, while the growth in profit was observed mainly in other
activities, notably in the manufacture of pharmaceutical prod-
ucts and oil and refined petroleum products and in trade. The
favourable effect on the primary income balance also came from
the rise in revenues from compensations to residents working
abroad and the decrease in interest expenses on external debt.

Total net revenues in the secondary income account and in
the account of capital transactions grew by EUR 0.2bn in the
first three months of 2017, due mostly to increased use of EU
funds which to a large extent were current and to a smaller ex-
tent capital funds. In addition, payments to the EU budget were
smaller than in the same period in 2016. In line with this, the
positive balance in transactions with the EU budget, i.e. the

Figure 6.8 Transactions with the EU budget
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surplus of funds used from EU funds over the payments to the
EU budget, reported as the sum of the last four quarters, grew
further, from 1.0% of GDP at the end of 2016 to 1.3% of GDP
in March 2017.

Projected developments

The current and capital account balance is expected to im-
prove further in the remaining part of the current year, largely
owing to the decrease of the deficit in the primary income ac-
count which reflects the effect of the crisis in the Agrokor Group
on bank profits. Overall, other transactions might also witness a
slight increase in the balance because the growth in net exports
of services and transfers from the EU budget might be stronger
than the rise in the goods deficit. As a result, the current and
capital account surplus might reach 4.9% of GDP in 2017, more
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than a percentage point higher than in 2016. By contrast, the
surplus might fall to 3.8% of GDP in 2018 due to a significantly
lower impact of the Agrokor Group and the rise in the foreign
trade deficit.

Notwithstanding faster growth in exports than in imports, the
deficit in foreign trade in goods is expected to trend up in 2017,
notably in the trade segment of the narrow aggregate, which ex-
cludes ships and oil. The strengthening of foreign demand in
the main trading partners and the continuation of the positive
impact from joining the EU and easier access to the single mar-
ket should remain favourable contributors to the growth of ex-
ports. The price competitiveness of Croatian exports, measured
in terms of the index of the real effective exchange rate of the
kuna deflated by consumer prices, is not expected to undergo
significant changes, while there is room for further improvement
of non-price competitiveness factors. By contrast, the estimated
growth of imports is based on further improvement of domes-
tic demand and labour market conditions, import dependency of
domestic economy and on increased use of EU funds. In addi-
tion, higher crude oil prices in the world market and increased
import demand for oil and refined petroleum products should
result in the widening of their trade deficit. It is estimated that
further deterioration in the foreign trade balance (notably with
respect to the narrow aggregate which excludes oil and ships)
will be the main generator of the decrease in the current and
capital account surplus in 2018.

In 2017, tourism should make a significant positive contribu-
tion to the increase in the current and capital account balance,
which is also suggested by developments in the earlier part of
the year. This is due, inter alia, to economic growth in the main
outbound markets, substantial investment in accommodation
capacities and ancillary activities and the perception of the coun-
try as relatively safe tourist destination. However, it is assumed
that the annual growth of tourism revenues will be somewhat
lower than in the previous two years which recorded extremely

favourable results, increasing by an average of 8%. The growth
of tourism revenues could slow down further in 2018 but it is
expected to remain a significant factor behind the improvement
in the current account balance. In addition to tourism, a further
increase is expected in net exports of other services.

The expected decrease in the primary income account deficit
in 2017 is mostly the result of lower estimated bank profits. Af-
ter very good business results of domestic banks in 2016, they
should trend down in 2017 due to value adjustment of banks’
claims against the Agrokor Group. Favourable effect on the pri-
mary income account balance should also come from the profit
of foreign enterprises owned by residents, following the losses
recorded in the last five years, a slight decrease in interest ex-
penses on foreign financing due to the deleveraging of domes-
tic sectors and the growth in revenues from compensations to
residents working abroad. The recovery of bank profits and fur-
ther growth in profits of foreign-owned enterprises might result
in the new rise of the deficit in the primary income account in
2018.

The forecast growth of net revenues in the accounts of sec-
ondary income and capital transactions in 2017 and 2018 is
based on the assumption of the continued stronger utilisation
of EU funds. The positive net effect of transactions with the EU
budget might increase to 1.6% of GDP by the end of 2018.

Downside risks to the projection of the current and capital
account balance include a relatively slower recovery of the main
trading partners and a tighter regime of controls at internal EU
borders, in particular during the tourist season, and intensifica-
tion of the refugee crisis. Additional risks include a lower than
expected intensity of withdrawal of funds from structural and
cohesion funds of the EU, and more pronounced growth of in-
terest rates and volatility in the world financial market. By con-
trast, there are also some upside risks which are in particular
related to a possible stronger growth of tourism revenues, out-
performing trends of the previous two years.

Box 3 Foreign trade developments according to the balance of payments data

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

Strong growth rates of exports and imports of goods, addi-
tionally accelerated at the beginning of 2017, have been record-
ed since Croatia’s accession to the EU. In order to give at least
a partial explanation of developments underlying these trends,
it is useful to compare data on the foreign trade in goods pub-
lished by the Croatian Bureau of Statistics (CBS) with the data
on the goods account in the balance of payments current ac-
count that is compiled by the CNB. These two sources of data
contain some methodological differences that arise from inter-
national statistical standards underlying the respective method-
ologies. The values of revenues and expenditures in the balance

of payments goods account are based on data on the trade in
goods published by the CBS. However, a change in goods own-
ership between residents and non-residents which does not

Figure 1 Adjustments of the balance of payments data on
trade in goods for quasi transit
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Figure 2 Adjustments of goods exports in the balance of
payments statistics

Figure 3 Goods exports according to foreign trade (CBS)
and balance of payments (CNB) statistics data
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always coincide with the criterion of the movement of goods
across the state border applied by the CBS is essential in the
compilation of the balance of payments'.

The CNB excludes the gross value of goods imported and ex-
ported for the purpose of finishing, treatment or processing' as
well as of goods traded by non-resident enterprises’ in Croatia
(quasi transit). These transactions are excluded for two reasons:
1) they do not involve a change in ownership and 2) they are
not a real indicator of economic activity in a country. Goods that
are processed may cross the border several time before final ex-
port or import which in turn contributes to a significant increase
in statistical data; earlier, this was particularly pronounced in
the shipbuilding sector®. In these cases, the value added gen-
erated in a country is not significant. Similarly, in quasi transit
(Figure 1) the value added belongs to a foreign business entity
as it involves transactions of non-resident enterprises, which do
not have employees, business premises, production capacities
etc. in the domestic territory and only conduct trading activities.
Their operations became more relevant after Croatia joined the
EU. By contrast, the estimate of net merchanting exports where
goods do not cross the customs border of a trader but are in-
stead bought and then sold abroad is included in the balance of
payments.

In addition, the CNB excludes from the value of imports at
c.i.f. parity published by the CBS the estimate of transportation
and insurance costs because the value of trade in goods in the
balance of payments is reported at f.o.b. parity that excludes
these costs. Other adjustments involve the estimate of pur-
chases on the exports side (goods sold to foreign tourists and
taken out from Croatia) and on the imports side (costs of resi-
dents for purchases made abroad) and acquisitions of domestic

transporters abroad (e.g. fuel and other supplies). Re-exports
carried out by residents (e.g. in trade with road vehicles) include
both data sources. By contrast, real transit, i.e. transit through
Croatia, is not captured by the CBS data or by the balance of
payments data.

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

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

The previous three years were marked by an increase of

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

payments.

15 These are enterprises from other EU countries, which do not have their headquarters in Croatia or branches but trade with EU countries through a non-resident
tax number and with third countries through an EORI number. Transactions between residents and non-residents in the territory of the Republic of Croatia,
which do not involve cross-border transfer of goods, are included in the balance of payments. For more details see the CNB’s website: http://www.hnb.hr/en/-/
nastavlja-se-uskla-ivanje-statistike-platne-bilance-sa-standardima-eu-a where it is inter alia explained that the adjustment of data on the trade in goods in the bal-
ance of payments for quasi transit has been carried out for the period from the beginning of 2014 onwards due to the lack of reliable data needed for the estimate

of the earlier period.

16 Privatisation and restructuring of shipyards with the framework of the alignment with the EU acquis adversely influenced their export performance. Other
transport equipment (mostly ships) accounted for only 2.1% of total goods exports in 2016 according to the CBS data compared to an average of 11.4% in the

2005-2011 period.

17 Inline with the results of the research launched following the implementation of the BPM6.
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Figure 4 Adjustments of goods imports in the balance of
payments statistics
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Figure 5 Goods imports according to foreign trade (CBS)
and balance of payments (CNB) statistics data
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total adjustments on the exports side. In 2016, according to the
CBS data, revenues in the balance of payments goods account
were lower than exports by EUR 1.8bn or 15%. This is notice-
ably steeper than in 2014 due to the rise in the value of non-
resident transactions and manufacturing services on physical
inputs owned by others. In addition, adjustments were larger in
the first quarter 2017 than in 2016, accounting for almost 18%
of the value of the foreign trade statistics. As a result, the growth
of goods exports is lower according to the balance of payments
data than according to the foreign trade statistics data (Figure 3).
In 2015 and 2016, the annual growth of exports was more than
3 percentage points lower according to the balance of payments
data than according to the CBS data (7.9% and 3.1% vs 11.2%
and 6.8%), this difference standing at as much as 6 percentage
points (18.6% vs 24.6%) in the first quarter of 2017.

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

As a result of the described adjustments, total differences
between goods imports according to the foreign trade statistics
and goods imports according to the balance of payments sta-
tistics also increased in the previous three years, although at a
weaker intensity than in exports. Imports of goods in the bal-
ance of payments were lower than imports measured by foreign
trade statistics by EUR 1.2bn or 7% in 2014, with the differ-
ence increasing to EUR 1.9bn or 9% in 2016, a similar ratio be-
ing observed at the beginning of 2017. As regards the dynamics
of goods imports (Figure 5), its annual growth rate according to
the balance of payments data and the CBS data was almost the
same in 2015 (7.5% vs 7.9%). In 2016, the growth of imports ac-
cording to the balance of payments data was almost 3 percent-
age points lower (4.0% vs 6.6%), due mostly to high imports by
non-residents at the end of the year. At the beginning of 2017,
the annual growth rates measured by these two data sources
were less divergent (16.3% vs 15.9%).

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

In addition, it should be taken into account that these adjust-
ments also in part affect the services account in the balance of
payments. The gross value of goods under manufacturing ser-
vices on physical inputs owned by others is not included in the
goods account, while at the same time the net value of rendered
or received manufacturing services on physical inputs owned
by others is included in the trade in services. Net exports of
these services stood at about EUR 0.2bn in the previous three
years, marked by a slight upward trend. The adjustment for

18 The value of adjustment for quasi transit does not have to be the same on the exports side and on the imports side, which may be explained by a time mismatch
due to the storing of imported goods and differences in export and import prices (e.g. due to transportation costs, storage and insurance of goods in circulation,

the system of transfer prices used by multinational companies etc.).
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Table 1 Effect of adjustments in the balance of payments on the
foreign trade balance

_ 2014 2015 2016 | Q1/2016 | Q1/2017

In million EUR
CBS, balance (1) -6,761 -6,955 -7,395 -1,774 -1,838
CNB, balance (2) -6,513 -6,975 -7,344 -1,763 -1,978
Difference (3=2-1) 247 -20 51 11 -140
As % of GDP
CBS, balance (4) -15.7 -15.9 -16.2 -15.9 -16.1
CNB, balance (5) -15.1 -15.9 -16.1 -15.8 -16.2
Difference (6=5-4) 0.6 0.0 0.1 0.1 -0.1
Year-on-year rate of change (% and percentage points)
CBS, balance (7) —2.6 2.9 6.3 5.0 2.2
CNB, balance (8) -1.1 7.1 5.3 0.3 10.2
Difference (9=8-7) 1.4 4.2 -1.0 -4.7 8.0

Notes: Relative indicators for the first quarter of 2017 are shown as the sum of the
last four quarters. The annual growth rates for 2014 are influenced by methodological
changes related to EU accession.

Sources: CBS and CNB.

the classification (c.i.f./f.0.b.) reduces goods imports. However,
more than a half of its volume (about EUR 0.4bn annually), as the
estimated portion of costs of transportation and insurance that
belongs to non-residents, is returned through imports of freight
transportation services. Moreover, with the implementation of
the BPM6, goods repair and maintenance services have become
a part of the services account, earlier reported in the goods ac-
count, and amount to about EUR 0.1bn annually. These adjust-
ments had a slight adverse effect on total net exports of services
in the previous three years.

In summary, adjustments of trade in goods for the purpose of
the compilation of the balance of payments decrease the value
of goods exports and goods imports published by the CBS, with
a portion of the adjustments also being reflected in the services

7 Private sector financing

Figure 6 Effect of adjustments on the balance of total foreign
trade in goods and services
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account of the balance of payments. The effect of all these ad-
justments on the balance of total foreign trade in goods and
services (Figure 6) may be positive or negative. In the previous
three years, it moved in the range of the favourable effect of EUR
0.2bn annually to a slightly adverse effect that accelerated at the
beginning of 2017. Observed by types of adjustments, only the
adjustments for classification had a continuously favourable ef-
fect on the current account balance, while quasi transit and oth-
er adjustments worked in the opposite direction. In contrast to
2014 in which manufacturing services on physical inputs owned
by others had a favourable effect, in the previous two years
these adjustments had an unfavourable effect on the current ac-
count balance.

Financing conditions continued to improve in the first half of
2017. The interest rate on one-year kuna T-bills fell from 0.65%
in December 2016 to a record low of 0.45% in March 2017,
holding steady in the following months. As regards longer-term
borrowing costs, yields on five-year kuna bonds increased due
to being atypically low at the end of the previous year, whereas
yields on ten-year kuna bonds did not change significantly (Fig-
ure 7.1a). However, the yield on the February five-year kuna
bond issue was the lowest since the government started to bor-
row in the domestic capital market (2.29%). The yield curve for
bonds with a euro currency clause did not shift much in the pe-
riod from the end of 2016 until the end of May 2017 (Figure
7.1b).

The price of government foreign financing, estimated by the
sum of the EMBI index for Croatia and the German government
bond yield, continued to decline, down to 2.9% in May and to
2.6% in June 2017 (Figure 7.3). Croatia’s credit default swaps
also decreased significantly (about 70 basis points) in the first
half of 2017, standing at 145 basis points at the end of June.
The government launched a ten-year EUR 1.25bn bond with a
3.2% yield in the international market in March 2017.

In the first five months of 2017, short-term and long-term

corporate financing costs were on average close to the levels
reached at the end of the previous year (Figures 7.2 and 7.3).
Interest rates on loans exceeding HRK 7.5m, used mostly to fi-
nance large enterprises, continued to be more volatile and lower
than interest rates on smaller-value loans, which are primarily
targeted at small and medium-sized enterprises (Figure 7.4).
However, the spread between interest rates on loans of up to
HRK 7.5m and loans exceeding that amount narrowed on aver-
age in the first five months of 2017 relative to 2016.

Regarding the household sector, interest rates on short-term
kuna loans and long-term kuna loans with a currency clause
continued to drop in the first five months of 2017 at a pace simi-
lar to that in the previous year (Figures 7.2 and 7.3). The same
trend was observed in interest rates on housing loans and in-
terest rates on consumer and other loans. In addition to high
liquidity in the monetary system, other causes of the fall in do-
mestic interest rates included a continued decline in the costs
of banks’ sources of funds as reflected in a further downward
trend in the NRR" and sustained record-low EURIBOR levels.
Real interest rates also exhibited a slower pace of decrease in
the short-term costs of corporate kuna borrowing and a con-
tinued decline in these costs for the household and government
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Figure 7.1 Yield-to-maturity on RC bonds
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Notes: The dots show the achieved yields, while other values have been interpolated.
Data for one-year yield refer to the achieved interest rate on one-year kuna T-bills
without a currency clause.

Source: CNB.

Notes: The dots show the achieved yields, while other values have been interpolated.
Data for one-year yield refer to the achieved interest rate on one-year kuna T-bills with
a currency clause in euro, while data for the end of 2016 refers to November.

Source: CNB.

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

Figure 7.3 Long-term financing costs
in kuna with a currency clause and in foreign currency
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sectors, although these trends were slightly slower than compa-
rable nominal interest rate trends (Figure 7.5).

After having eased for six successive quarters, credit stand-
ards for enterprises tightened mildly in the second quarter of
2017 (Figure 7.6). According to banks’ responses to the bank
lending survey, the easing of credit standards for enterprises
in the first half of 2017 was primarily supported by strength-
ened interbank competition and favourable liquidity conditions,
whereas their tightening in the second quarter was for the most
part due to risk perception. Demand for all types of corporate
loans continued to grow with especially favourable develop-
ments recorded in the second quarter, driven largely by corpo-
rate needs for financing inventories and working capital as well
as gross fixed capital formation.

The household sector saw credit standards ease consider-
ably in the first half of 2017, both for housing loans and for

19 The national reference rate (NRR) is the average interest rate paid on depos-
its by the banking sector. It is used as one of the benchmark interest rates
for determining the level of the variable component of variable interest rate
on loans, in accordance with Article 11a of the Credit Consumer Act (pursu-
ant to the Act on Amendments to the Consumer Credit Act, OG 143/2013).

Figure 7.4 Bank interest rates on loans to non-financial
corporations by volume
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Figure 7.5 Achieved and expected real interest rates

Figure 7.6 Credit standards and corporate demand for loans
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Figure 7.7 Credit standards and household demand for loans
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Note: Data show the net percentage of banks weighted by the share in total household loans.

consumer and other loans (Figure 7.7). In the second quarter,
credit standards for both types of loans eased the most since the
introduction of the bank lending survey. While also primarily
due to interbank competition and lower costs of the sources of
funds, the easing of credit standards in the first half of 2017 was
in the case of housing loans further stimulated by positive expec-
tations regarding real estate market conditions and in the case
of consumer and other loans by general economic expectations.
Demand for consumer and other loans continued rising mark-
edly in the first half of the year, while demand for housing loans
recovered strongly in the second quarter following a slight de-
crease in the first quarter. Consumer confidence had the strong-
est impact on the growth of demand for both types of loans in
the first half of the year. Housing loan demand was additionally
spurred by a favourable real estate market outlook and demand
for consumer and other loans by an increased consumption of
durable consumer goods.

The total debt of non-financial corporations® continued to

rise modestly in the first quarter of 2017. Both domestic and
foreign corporate borrowing increased. Total debt grew at a
slightly accelerated annual rate of 1.5% at the end of March
2017 (transaction-based, Figure 7.8), due primarily to an in-
crease in private enterprises’ domestic financing and to a smaller
extent to their foreign borrowing. In contrast, public enterprises
deleveraged both against domestic and against foreign creditors.

Credit institutions’ corporate domestic placements increased
by HRK 1.9bn (2.1%) in the first five months of 2017 (trans-
action-based, Figure 7.9), with their annual growth rate decel-
erating slightly to 1.1% at the end of May (transaction-based).
The nominal stock of corporate placements continued to trend
downwards, decreasing annually by 3.9% at the end of May, pri-
marily due to the sales of non-performing bank placements.

The largest positive contribution to the growth of corporate
domestic placements continued to be made by lending to the ac-
commodation and food service activities (Figure 7.10). Due to
stepped up tourist sector investments, the growth of placements

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

sector).
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Figure 7.8 Corporate financing Figure 7.11 Growth in corporate loans by purpose
transaction-based
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Figure 7.9 Corporate domestic placements of credit Figure 7.12 Household placements
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to this activity in the first five months of 2017 was almost twice
as high as their total previous year’s growth. Lending to man-
ufacturing was also on the increase in the first five months of
2017, while construction saw further deleveraging, albeit occur-
ring at a weaker pace than in 2016. When looking at corporate
lending by purpose, it can be observed that lending activity was
boosted by the growth of investment loans (Figure 7.11).

Having accelerated since October 2016, the annual growth
of household placements reached 1.9% at the end of May (trans-
action-based, Figure 7.12), amounting to 2.0% in the first five
months of 2017. The continued fall in interest rates, easing of
credit standards and economic recovery were the determining
factors speeding up the recovery of household lending. All ma-
jor types of loans increased in the first five months of the year
(Figure 7.13), with general-purpose cash loans going up at the
highest rate. In addition, kuna lending continued to grow, with
the result that kuna loans accounted for 45% of total household
placements at the end of May 2017. In contrast, the nominal
stock of household placements decreased annually by 0.8% at
the end of May, primarily as a result of the sales of non-per-
forming bank placements and the strengthening of the kuna,
while the effect of the partial write-off of Swiss franc-indexed
loans connected with the conversion process diminished.

Projected developments

Domestic lending activity is expected to continue its grad-
ual recovery towards the end of the current year. It is estimat-
ed that the annual growth rate of bank placements will reach

8 Foreign capital flows
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3.9% (transaction-based) in 2017 and continue a similar trend
in 2018. Both corporate and household placements are expected
to continue growth amid rising business and consumer confi-
dence and consequential increases in investments and personal
consumption. Furthermore, household placements will also be
supported by a housing loan subsidy programme announced
by Croatia’s government, whose launch is expected in the sec-
ond half of 2017, while the additional borrowing of the Agrokor
Group, to be partially realised from domestic sources, will also
have an effect on corporate placements. On the other hand, the
nominal growth of placements in 2017 will be considerably low-
er than the transaction-based growth due to the sales and write-
off of non-performing bank placements.

Risks to the realisation of the projected credit growth dynam-
ics are balanced. The main downside risk is related to uncer-
tainties surrounding the course of restructuring of the Agrokor
Group and a potentially fairly strong spillover of its negative ef-
fects on the operations of Agrokor’s suppliers and creditors. In
addition, potential disturbances in foreign currency markets, po-
litical risks and uncertainties regarding the Fed’s and the ECB’s
future monetary policy actions can lead to an increase in the
price of financial market borrowing. However, steady signifi-
cant improvements in domestic financing conditions and loan
demand, coupled with the sustained recovery of the domestic
economy, are likely to contribute positively towards intensify-
ing lending activity, while the continued cleaning up of balance
sheets of banks from non-performing placements can make a
good basis for accelerating credit growth in the medium term.

Capital inflow was relatively strong in the first quarter of
2017. Net foreign liabilities of domestic sectors, excluding the
change in gross international reserves and CNB liabilities?,
increased by EUR 2.3bn. The increase was almost complete-
ly accounted for by a growth in net debt liabilities of domestic

Figure 8.1 Flows in the financial account of the balance of
payments
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Source: CNB.

sectors, primarily of banks and the central government, which
issued a EUR 1.25bn bond in the foreign market in March. As
this issue was aimed at the refinancing of a government foreign
bond maturing in April, the funds raised were deposited tempo-
rarily with the CNB, boosting international reserves. Total net
inflow to the financial account was therefore lower, standing at
EUR 1.0bn.

As for equity investments in the first quarter of 2017, domes-
tic sectors’ assets and liabilities increased by the same amount
(EUR 0.3bn). The increase in assets came from domestic busi-
ness entities” foreign direct equity investments, made mostly
in telecommunications, and from portfolio investments in for-
eign shares and equity holdings. The rise in liabilities was due
to new direct equity investments, the bulk of which was in the
real estate and trade sectors, and to reinvested earnings. Rein-
vested earnings were lower in the first quarter of 2017 than in
the same period in 2016 as a result of increased dividend pay-
ments and a decrease in the profit of foreign-owned domestic
business entities (for more details, sce Chapter 6 Current and
capital account).

Strong net inflows of debt capital in the first quarter of 2017
was the result of both a decline in domestic sectors’ foreign as-
sets and an increase in their foreign liabilities. The net external
debt position of credit institutions deteriorated the most due to a
decrease of EUR 0.9bn in foreign assets. These foreign curren-
cy funds were partly earmarked for the investment by domestic

21 The investment of a share of international reserves in repo agreements resulted in an increase in gross international reserves and an increase in the external debt

of the CNB in the same amount.
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Figure 8.2 Foreign direct equity investment in Croatia by Figure 8.4 Stock of gross and net external debt
activities
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Figure 8.3 Net external debt transactions by sectors

Figure 8.5 International investment position (net) by sectors
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institutional investors in a foreign issue of a government bond.
Non-resident investors purchased approximately two thirds of
the government bond issue, with the result that central govern-
ment’s net foreign liabilities grew by EUR 0.7bn. The last gov-
ernment bond issue had a neutral effect on the financial account
balance because the government deposited the collected funds,
including the portion purchased by domestic institutional inves-
tors, with the central bank, thus contributing to a temporary in-
crease in international reserves and the improvement of the cen-
tral bank’s net external position. Total net debt liabilities were
also increased by EUR 0.4bn of other domestic sectors’ new net
liabilities, with a small part of this amount including borrowing
from affiliated enterprises.

The relative indicators of external debt ceased to improve in
the first quarter of 2017 due to an increase in net debt liabili-
ties. Net external debt grew to EUR 19.8bn (42.7% of GDP)
by the end of March, up by 1.2 percentage points from the end
of the previous year. Gross external debt reached EUR 43.8bn
(94.5% of GDP), increasing by 3.6 percentage points from the
end of 2016. However, the external debt stock decreased again
already in April, following the central government’s repayment

of a maturing bond, and other sectors partially deleveraged.

Regarding relative indicators, Croatia’s international invest-
ment position also slightly deteriorated, down from —71.0% of
GDP at the end of 2016 to —72.0% of GDP at the end of the
first quarter of 2017. Observed by domestic sectors, the deterio-
ration was the most noticeable in the banking sector, while the
deterioration in the government sector was compensated for by
the improvement for the central bank.

Projected developments

The balance of payments financial account is expected to
have a net capital outflow in 2017 for the fourth consecutive
year. The envisaged EUR 1.7bn decrease in net liabilities could
be one-half higher than in 2016, with a considerably lower
growth in net equity liabilities and a slowed down pace of do-
mestic sector deleveraging. These trends could be accompanied
by a stronger growth in international reserves.

The net inflow of equity investments could amount to only
0.6% of GDP in 2017. Domestic business entities’ foreign in-
vestments are certain to surpass last year’s performance, which
was already partially realised in the first quarter. The inflow
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of foreign direct investments in Croatia is expected to subside
markedly and amount to about one-third of its value in the pre-
vious year, primarily due to an anticipated decrease in the re-
invested earnings of domestic business entities owned by non-
residents. Specifically, based on the first quarter results, the
remaining part of 2017 is expected to see lower current operat-
ing profit, in particular of banks, due to additional provisions
for losses related to the Agrokor Group, and increased dividend
payments resulting from high profits realised in the previous
year. Reinvested earnings could recover in 2018 amid the grad-
ual disappearance of effects from provisions on banks’ profits.
Their recovery, coupled with an inflow of new foreign invest-
ments in production activities and tourism, could result in for-
eign investments in Croatia returning to their average level of
previous years (approximately 3% of GDP).

Net foreign debt liabilities of domestic sectors are expected
to decrease sharply in the remaining part of 2017 following a
sizeable temporary increase in debt in the first quarter of the
year. However, deleveraging could be weaker in 2017 than in

9 Monetary policy

2016. A significant fall is anticipated in the debt of central gov-
ernment, whose foreign bond was repaid already in April. The
remaining part of the year is also expected to witness net delev-
eraging by banks, which will offset the first quarter rise in net li-
abilities. Other domestic sectors will also deleverage mildly. Net
debt liabilities of domestic sectors should continue to decrease in
2018, with further deleveraging by banks and enterprises play-
ing a decisive role in the process. The relative indicators of ex-
ternal debt are forecast to improve markedly under such condi-
tions. For instance, the gross external debt-to-GDP ratio could
fall below 80% by the end of 2018, down from 91% of GDP at
the end of 2016.

Risks to the projection of capital flows mostly involve the
dynamics of foreign deleveraging, especially with regard to un-
certainties surrounding financing conditions in the international
market. In addition, a potential worsening of the global invest-
ment climate could influence the already low equity inflows, giv-
en the fact that there are still no indications of any strong foreign
investor attraction.

In the first half of 2017, the CNB continued to pursue an
expansionary monetary policy. The kuna liquidity of the banking
system was further strengthened by foreign exchange interven-
tions that alleviated appreciation pressures on the domestic cur-
rency. In particular, following a substantial purchase of foreign
exchange in late 2016, the CNB purchased from banks a total of
EUR 424.0m in June. In the first half of 2017, the central bank
purchased EUR 15.9m from the Ministry of Finance, while there
were no transactions with the European Commission. All for-
eign exchange transactions resulted in a net purchase of foreign
exchange of EUR 539.9m, which created HRK 4.0bn (Figure
9.1)22 in the first six months of 2017.

As regards kuna operations, the average balance of funds
placed via the regular weekly reverse repo operations was HRK

0.1bn in the first two months of 2017, with the fixed repo rate
holding steady at 0.3%. However, from early March to mid-
2017, the CNB placed only few funds via weekly operations due
to the lack of interest on the part of the banks in conditions of
abundant kuna liquidity. In the first half of 2017, no additional
funds were created by structural repo operations, so that their
balance held steady from the end of 2016 (HRK 1.0bn).

The average surplus kuna liquidity doubled in the first six
months of 2017, growing from HRK 7.6bn in 2016 to HRK
15.7bn (Figure 9.2), which was mostly the result of reserve
money creation by means of foreign exchange interventions.
Against this background, the average weighted overnight inter-
bank interest rate dipped from 0.41% in 2016 to 0.06% in the
first half of 2017. It leaped to 0.39% in June, but this was a

Figure 9.1 Flows of reserve money (MO0) creation

Figure 9.2 Bank liquidity and overnight interbank interest
rate
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22 Data for the first half of 2017 include a direct purchase of foreign exchange from banks outside auctions of EUR 100.0m on 29 December 2016 as the value

date of that transaction was 2 January 2017.
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Figure 9.3 Nominal exchange rates of the kuna against
selected currencies

Figure 9.5 Net foreign assets, net domestic assets and total
liquid assets (M4)
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Figure 9.4 International reserves of the CNB and monetary
aggregates

Figure 9.6 Real monetary aggregates
index of developments in seasonally adjusted values, deflated by the
consumer price index
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reflection of only one transaction made in that month.

The nominal exchange rate of the kuna against the euro ap-
preciated by 2.0% in the first six months of 2017, going from
EUR/HRK 7.56 at end-2016 to EUR/HRK 7.41 at end-June
(Figure 9.3). The average exchange rate was 1.5% lower in that
period than in the first half of 2016. The exchange rate appre-
ciation was associated with the ongoing positive results of tour-
ism, greater inflows from EU funds, as well as the general eco-
nomic recovery and reduced fiscal risks. The kuna also strength-
ened against the euro on an annual level, so that the exchange
rate was 1.4% lower in late June than in mid-2016. In the first
six months, the kuna also appreciated against the US dollar and
the Swiss franc, reflecting the appreciation of the euro against
these two currencies on global financial markets.

Gross international reserves stood at EUR 14.0bn at the end of
June 2017 (Figure 9.4), growing by EUR 0.5bn (3.8%) from the
end of 2016. The increase was due to the net purchase of foreign
exchange and the higher level of agreed repo transactions than at
the end of 2016. Net usable reserves grew by EUR 0.4bn (3.2%)
in the same period. Gross and net international reserves remained
at higher levels than money (M1) and reserve money (MO).

The annual increase in total liquid assets (M4) continued to
lose steam (Figure 9.5). Along with the lack of growth in net
domestic assets, this was the result of the slower growth in net
foreign assets of credit institutions, which was, in turn, due to
the fall in their foreign assets, as well as the slower deleverag-
ing abroad on an annual level. Nevertheless, foreign assets of
credit institutions continued to exceed their foreign liabilities at
the end of May.

The first five months of 2017 saw the continuance of the
several-year strong upward trend in real money (M1), driven by
preferences of domestic sectors to hold more liquid financial as-
sets in conditions of falling interest rates on deposits and the
economic recovery (Figure 9.6). On the other hand, real total
liquid assets (M4) edged down in the first five months, due al-
so0 to higher inflation. As regards the structure of monetary ag-
gregate M4, a noticeable downward trend was seen in the for-
eign currency deposits of households. The real value of reserve
money (MO), which grew perceptibly in late 2016 as a result of
foreign exchange purchases from banks, increased further by
the end of June, also owing to the purchase of foreign exchange
from banks in that month.




34

In the conditions of subdued inflation and the still mild re-
covery of lending, monetary policy will keep its expansionary
character and work towards the maintenance of the stable ku-
na/euro exchange rate, which implies support to high monetary
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system liquidity through structural and regular repo operations
and the implementation of foreign exchange interventions when
needed.

The strong fiscal adjustment that characterised 2015 contin-
ued into last year so that the general government deficit was only
HRK 2.7bn or 0.8% of GDP in 2016. The budget outturn was
driven by a noticeable increase in revenues, partly due to favour-
able cyclical trends, as well as a moderate rise on the expenditure
side. As a result of the low general government deficit and the
ongoing recovery in economic activity, the general government
debt-to-GDP ratio shrank considerably in 2016, for the first
time since 2007, to 83.7% of GDP at the year-end.

Thanks to the 2016 drop in the deficit to below the thresh-
old under the Stability and Growth Pact rules and the expect-
ed steady reduction in general government debt at a required
pace, based on a proposal by the European Commission, the EU
Council adopted a decision in June 2017 on Croatia’s exit from
the excessive deficit procedure (for more details see Box 4).

Under this year’s Convergence Programme for Croatia, the
deficit is expected to edge up in 2017 from 2016, while the gen-
eral government debt should continue to decrease. The deficit
is expected to grow as a result of a reduction in general govern-
ment revenues (as % of GDP), triggered by amendments to tax
regulations that cut the tax burden, in particular through chang-
es in income taxes.

Regarding the performance data available for 2017, MoF
cash-basis data for the first quarter suggest that the deficit was
noticeably wider in early 2017 than in the same period last year,
with movements in general government debt yielding a similar
conclusion. Such trends were in part associated with the pay-
ment of subsidies to farmers earlier than in 2016.

According to the MoF data (on a cash basis, GFS 2001),
general government revenues continued to trend up on an an-
nual level in the first three months of 2017. The growth was
mostly due to social contributions, because of the increase in the

gross wage bill, and to grants, which is probably associated with
larger transfers from the EU budget. Tax revenues also grew,
mostly on account of greater VAT revenues. The latter may be
largely attributed to personal consumption growth, with the op-
posite effect being made by the cut in the VAT rate on a group
of products, effective as of January 2017. Although tax amend-
ments in the VAT system included the increase in the rate on
hotel and restaurant services, a more significant positive impact
on revenues will likely be evident only in the remainder of the
year, i.e. with the beginning of the tourist season. On the other

Figure 10.2 Consolidated general government revenue
ESA 2010, year-on-year rate of change and contributions
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Figure 10.1 General government cumulative balance by
quarters (ESA 2010)

Figure 10.3 Consolidated general government expenditure
ESA 2010, year-on-year rate of change and contributions
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Figure 10.4 General government debt
end-period stock

Figure 10.5 General government debt maturity
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hand, revenues from income taxes shrank noticeably as a result
of tax changes, while excise revenues also dropped, largely due
to lower revenues from excises on tobacco products.

At the same time, the annual growth in consolidated general
government expenditure (GFS 2001) exceeded the rise in rev-
enue. As subsidies were paid earlier this year, they were much
larger in the first quarter of 2017 than in the same period last
year. Expenditures on employees also increased, largely due to
the 2% increase in wages in public and government services as
of January 2017 (paid in February), expenditures for the use of
goods and services, and what are called other expenditures. The
latter growth may be associated mostly with a transfer of funds
from the EU budget to beneficiaries outside the general budget.
On the other hand, thanks to favourable borrowing terms and
reduced borrowing needs in 2016, expenditures for interest de-
creased steadily, with expenditures for social benefits also mov-
ing in the same direction.

General government debt stood at HRK 300.1bn in late
March 2017, which is HRK 11.1bn more than at the end of

2016. However, the upsurge in debt was mostly due to the pre-
financing of the debt falling due in the second quarter. The
funds raised by EUR 1.25bn worth of foreign bonds issued in
March were largely used to refinance around EUR 1.1bn worth
of foreign bonds that fell due in late April. In addition to foreign
bonds, the government issued HRK 8.5bn worth of domestic
bonds in the first quarter, used partly to refinance bonds fall-
ing due at that time and partly for budget deficit financing. It is
noteworthy that the yield on newly-issued bonds is much lower
than that paid on earlier issues. For example, foreign bonds is-
sued in this March have a yield to maturity of 3.2%, whereas
the bonds that fell due in April had a yield almost twice as high
(6.375%). More favourable financing conditions will therefore
trigger a further decline in interest expenses of the general gov-
ernment in the forthcoming period.

In the second half of 2017, the general government will have
approximately 9% of GDP worth of liabilities falling due, most
of which relate to liabilities based on T-bills (noteworthy is EUR
1.5bn worth of T-bills falling due in November) and loans.

Box 4 Croatia’s exit from the excessive deficit procedure

The general government deficit shrank to only 0.8% of GDP
in 2016, much below the Stability and Growth Pact threshold of
3% of GDP. General government debt is expected to decrease
at an adequate pace in the forthcoming medium-term period, so
that the European Commission proposed in May 2017, and the
EU Council confirmed in June, Croatia’s exit from the excessive
deficit procedure to which it had been subject since 2014. The
data suggest that the achieved adjustment of the general gov-
ernment deficit was mostly due to the structural deficit reduc-
tion, triggered by measures on both the revenue and expenditure
side, and to a lesser extent, favourable cyclical movements.

With its full EU membership as of mid-2013, Croatia has been
subject to the provisions of the Stability and Growth Pact (SGP).
As it failed to meet the SGP criteria associated with budget defi-
cit and general government debt, the excessive deficit proce-
dure was launched against Croatia in early 20142, On the pro-
posal of the European Commission, the EU Council adopted

23 For more details see Box 4 in the CNB Bulletin No. 198.

recommendations for the lowering of the excessive deficit, set-
ting 2016 as the deadline for correction and outlining the ad-
equate path for the nominal and structural deficit.

During the excessive deficit procedure, the EC analysed
and assessed fiscal developments in Croatia on a regular ba-
sis. While individual fiscal indicators were not always within the
framework set by EU Council recommendations, the European
Commission regularly adopted decisions to ensure the adequa-
cy of the fiscal efforts taken by the Croatian authorities. For ex-
ample, the nominal general government deficit stood at 5.4% of
GDP in 2014, while it was to be reduced to 4.6% of GDP in that
year under the EU Council’s recommendation. Nevertheless, the
EC assessed that the size of the adopted consolidation meas-
ures was in line with recommendations, while the departure of
the nominal deficit from the projected path was in part attrib-
utable to much lower than expected inflation. In the following
two years, the nominal deficit was noticeably reduced, stand-
ing at 0.8% of GDP in 2016, i.e. much below both the thresh-
old of 3% of GDP and the 2.7% of GDP recommended by the
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Figure 1 Key fiscal indicators for Croatia
as % of GDP

Figure 2 Factors behind changes in nominal general
government deficit-to-GDP ratio
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Commission (Figure 1). Furthermore, although general govern-
ment debt stood at 84.2% of GDP at the end of 2016, i.e. much
above the 60% of GDP threshold, as the Commission expected
its adequate reduction in the forthcoming medium term, it was
assessed that the debt criterion was also fulfilled. Therefore, on
22 May 2017, following the publication of the official Excessive
Deficit Procedure Report for Croatia in 2016, the European Com-
mission published a recommendation as a result of which the EU
Council decided that Croatia had achieved the agreed reduction
of the excessive deficit and met the criteria to exit the EDP.

As regards the consolidation process itself and fiscal efforts
made by Croatia, an analysis of the data available for the pe-
riod from 2014 to 2016 suggests that the 4.5 percentage points-
of-GDP adjustment in the nominal general government deficit
was mostly structural (Figure 2). Aggregate data show that the
structural reduction in the budget deficit was achieved exclu-
sively due to the increase on the revenue side of the budget,
while primary structural expenditures slightly added to the deficit
during the period under review. At the same time, the contribu-
tion of interest was almost neutral thanks to favourable trends
in financing costs towards the end of the observed period. Data
also indicate that the cyclical component itself started to exert a
favourable effect on budget deficit reduction thanks to the exit
from recession in 2015 and more dynamic economic growth in
2016.

A more precise analysis of structural revenues and expendi-
tures is hindered by the fact that the EC publishes neither which
measures it considers discretionary nor an estimate of their ef-
fects, as well as by the generally relatively high degree of fis-
cal data aggregation. Nevertheless, available data suggest that
the increase in structural revenues (as % of GDP) was largely
spurred by the rise in non-tax revenues and, to a lesser degree,
the increase in tax revenues, including revenues from social con-
tributions. The EC estimated that changes in tax regulations had
a stronger positive impact on revenues only in 2014, which is
largely attributable to the increase in the health insurance con-
tribution rate. The relatively strong growth in non-tax revenues,
i.e. other capital and current revenues and sales, may be partly
associated with larger revenues based on withdrawals of profits
from state-owned enterprises, income from legalisation of ille-
gally built facilities and withdrawals from EU funds.

The upturn on the expenditure side of the budget (as % of
GDP) is also mostly attributable to the increase in other current

and capital expenditures. Such developments were probably
somewhat due to annual payments to the EU budget as of 2014
and some one-off expenditures associated with the assumption
of corporate debt and outlays for bank resolution. On the other
hand, expenditures for subsidies and investments were cut per-
ceptibly, while the majority of other main expenditure categories
held steady at the level recorded in 2013.

It should be noted that the amount achieved by consolidation
measures from 2014 to 2016 was much higher than the sum of
changes in structural revenues and expenditures. Furthermore,
while the cuts in the structural deficit were achieved mostly by
revenue increases, MoF data show that expenditure-side struc-
tural measures taken to reduce the deficit outstripped those on
the revenue side of the budget. In particular, an analysis of the
size and structure of fiscal efforts is hindered by the fact that
some expenditure categories, such as outlays for pensions and
health care, grow automatically due to population ageing, and
additional consolidation is required just to offset their growth.
Furthermore, EU accession has created new types of revenues
and expenditures, which also makes an estimate of fiscal efforts
more difficult. For example, the increase in structural revenues

Figure 3 Factors behind changes in general government
debt-to-GDP ratio
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was in part due to the larger use of EU funds, which have a neu-
tral impact on budget deficit as they are simultaneously record-
ed on the expenditure side as well. Nevertheless, this underes-
timates the adjustment on the expenditure side and overesti-
mates that on the revenue side.

As the excessive deficit procedure for Croatia was initiated
because of the breach of the budget deficit criterion as well as
the general government debt exceeding 60% of GDP, it was
necessary to satisfy also the debt criterion to exit the EDP, or to
bring the future public debt level close to the threshold?. During
the excessive deficit procedure, general government debt grew
further compared with 2013 (Figure 3). In cumulative terms, gen-
eral government debt increased by more than two percentage

points from 2014 to 2016, solely due to the difference between
the nominal GDP growth rate and the implicit interest rate on
government debt (known in literature as the “snowball effect”),
while the opposite effect was produced by the primary budg-
et balance and other adjustments. It should be noted that the
debt stopped growing in 2015 and, for the first time since 2007,
recorded a drop in 2016. As current projections show relative-
ly high primary surpluses in the forthcoming period, as well as
relatively high real growth rates accompanied by slightly faster
growth in the general price level, the projected public debt lev-
el suggests that Croatia has been approaching the public debt
threshold of 60% of GDP at an adequate pace, which is why the
Commission assessed that this criterion was met as well.

11 Deviations from the previous projection

The projection of real global developments for 2017 is slight-
ly more positive than expected in the December 2016 projec-
tion. Thanks to relatively favourable performance in early 2017,
growth projections for the world’s largest economy, the US,
were revised upwards, notwithstanding heightened uncertainty
about the implementation of fiscal policy measures. Expected
euro area growth was revised upwards even more thanks to the
mitigation of political risks in some countries, and, to some ex-
tent, uncertainty surrounding Brexit. Expectations concerning
major Croatian trading partners are also somewhat more posi-
tive than before, particularly those related to Italy. As regards
inflation, due to higher rates early in the year, and notwithstand-
ing lower oil prices, euro area inflation in 2017 could slightly
exceed previous projections, but remain below the ECB’s target.
Given the increasingly sharp tightening of the US monetary pol-
icy, global financing conditions could start to deteriorate sooner

Table 11.1 Basic assumptions, deviations from the previous

Previous

projection

;z:c;j;ezc(;;og; prcgj-'::;ie:r: Deviation
GDP (real rate of change, in %)
Rest of the world 3.44 3.46 0.02
Euro area 1.51 1.68 0.17
USA 2.20 2.31 0.11
Prices
Euro area HICP? 1.3 1.5 0.2
Oil prices (USD/barrel)® 56.4 50.0 -6.4
Key interest rates
EURIBOR 3M (end of year)® -0.31 -0.30 0.01
ECB main refinancing rate® 0.00 0.00 0.00
US federal funds target rate® 1.30 1.50 0.20

2 ECB, June 2017. ® Bloomberg, Brent crude oil futures. ¢ Bloomberg.
Source: IMF (WEO, April 2017).

than expected, but euro area monetary policy should remain ex-
tremely accommodative.

Economic growth expectations for 2017 have remained the
same as in the previous projection. The expected growth rate of
the overall economic activity has remained unchanged (3.0%),
but some changes by components have been made in this projec-
tion. Expected growth in total exports has been revised sharply
upwards, and could reach 6.6% in 2017. More favourable ex-
pectations partly reflect the higher expected growth in services
exports, as indicated by the available indicators for tourism for
the first half of the year. On the other hand, expectations for
investment activity and personal consumption growth have been
revised downwards, largely due to possible negative effects of
the financial crisis in the Agrokor Group on economic activity.
Therefore, personal consumption may grow by 3.1% in 2017,
instead of the previously projected 3.3%, while investment activ-
ity growth could be some 0.7 percentage points lower and stand
at 6.1%. The increase in imports of goods and services has been
revised slightly upwards (7.5% vs 7.3%), but as the upward revi-
sion is larger on the exports side, the expected negative contri-
bution of net foreign demand to economic growth is lower than
expected (—0.2 percentage points vs —0.7 percentage points).

The average annual consumer price inflation rate for 2017
is estimated at 1.1%, which is 0.6 percentage points lower than
projected in December 2016. This is largely due to electricity
prices, mostly because the increase in renewable energy sources
tariffs was not effected in January as expected, but was post-
poned for the second half of the year. In addition, the current
projection assumes a lower increase in tariffs. In accordance
with this, direct effects of tax changes on the average annual in-
flation rate have been reduced to —0.22 percentage points, from
0.35 percentage points envisaged in the previous projection.
Furthermore, the current projection foresees a slightly less pro-
nounced annual increase in the average global price of crude oil
(13.5% vs 28.3% in the previous projection, in US dollar terms).
The annual growth of prices, excluding food and energy, was
revised slightly downwards in line with the results for the first
five months.

The estimate of the current and capital account surplus in
2017 was increased from the previous projection by 1.8 percent-
age points, to 4.9% of GDP. The main factors of the deviation
are the impact of the developments related to the Agrokor Group

24 Tt is necessary that the projected difference between public debt and the 60%-of-GDP limit decreases during three years at an average annual rate of 1/20th of

the difference.
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Table 11.2 Domestic indicators, deviations from the previous projection

Previous

projection
(12/2016)

National accounts (real rate of change, in %)

Previous
projection
(12/2016)

Current
projection

Current

projection Deviation Deviation

GDP 2.8 3.0 0.2 3.0 3.0 -0.1
Personal consumption 3.1 3.3 0.2 3.3 3.1 -0.2
Government consumption 1.4 1.3 -0.1 1.0 1.4 0.4
Gross fixed capital formation 4.1 5.1 1.1 6.8 6.1 -0.7
Exports of goods and services 6.1 5.7 -0.4 5.5 6.6 1.1
Imports of goods and services 6.5 5.8 -0.7 7.4 7.5 0.1

Labour market

Number of employed persons (average rate of change, in %) 1.8 1.9 0.1 1.5 1.7 0.2

Registered unemployment rate 15.0 14.8 -0.2 14.4 12.7 -1.8

ILO unemployment rate 14.3 13.1 -1.2 13.9 11.6 -2.3

Prices

Consumer price index (rate of change, in %) -1.2 -1.1 0.1 1.6 1.1 -0.6

External sector

Current account balance (as % of GDP) 2.8 2.6 -0.2 2.0 3.7 1.7

Current and capital account balance (as % of GDP) 3.8 3.8 0.0 3.1 4.9 1.8

Gross external debt (as % of GDP) 93.8 90.9 -2.9 87.5 81.5 -6.0

Monetary developments (rate of change, in %)

Total liquid assets — M4 4.8 4.7 -0.1 41 3.1 -1.0

Total liquid assets — M42 5.2 513} 0.1 4.0 3.3 -0.7

Credit institution placements -4.0 -3.7 0.3 -1.3 0.6 1.9

Credit institution placements® 1.4 1.0 -0.4 2.6 3.9 1.3

@ Exchange rate effects excluded. ® Rates of change are calculated on the basis of data on transactions (see Annex 1 Introduction of data on transactions in monetary developments

analysis in the CNB Bulletin No. 221).
Source: CNB.

on bank profitability and enhanced expectations regarding the
tourist season. The deficit in the primary income account de-
creased as a result of lower expenditures, which are, in turn, due
to smaller profits of banks because of the estimated impact of in-
creased value adjustments of claims on the Agrokor Group and
associated enterprises, as well as lower interest expenses on for-
eign liabilities due to faster deleveraging of domestic sectors. In
addition, revenues based on primary income have been revised
upwards, i.e., those based on business performance of foreign
enterprises owned by residents. The service trade surplus has
also been revised up, largely on account of the expected faster
growth in revenues from tourism as well as the surplus in the
trade in other services.

The projection of relative indicators of gross external debt for
the end of 2017 has been reduced significantly downwards com-
pared with the previous projection. This is mostly the outcome
of the noticeably lower external debt stock at end-2016, largely
due to a more substantial deleveraging of other domestic sec-
tors and investment of domestic institutional investors in foreign
government bonds, substituting external for domestic debt. In
line with this and the movements in the first four months of the
current year, the estimate of deleveraging in 2017 was further
raised, also taking account of the more favourable assessment
of the current and capital account surplus, which lowered the
needs for external financing. Relative debt indicators were addi-
tionally reduced owing to the higher value of nominal GDP (for
periods after 2015).

The projection for growth in credit institutions’ placements

to the private sector in 2017 exceeds previous expectations. Ex-
cluding the effects of the write-offs and sales of placements as
well as exchange rate changes (changes in placements based on
transactions), placements could grow by 3.9% in 2017, com-
pared with the previously projected 2.6%. The more rapid in-
crease is largely due to stronger lending to enterprises and
households in the preceding part of the year. In addition, house-
hold loans include the effect of the announced government pro-
gramme to subsidise housing loans, which should begin in the
second half of 2017, while corporate loans include new borrow-
ings of the Agrokor Group within its restructuring programme.
As regards the nominal change in placements, this projection
shows a mild increase in 2017 (0.6%), compared with the previ-
ously expected drop of 1.3%. The assumption of the continued
sale of non-performing placements has been retained, while the
effect of the write-off of placements associated with the tax relief
for 2017 is expected to be relatively small.

The projected growth of total liquid assets (M4) in 2017 is
slightly lower than expected in the previous projection (3.3%
relative to 4.0%, excluding the exchange rate effect) due to the
poorer performance in the first half of the year. This mostly re-
lates to the decline in household foreign currency deposits driv-
en by the cuts in deposit interest rates. In addition, the first five
months of 2017 witnessed a noticeable decrease in bonds and
money market instruments held by credit institutions, as well as
money market funds, which are also included in the broadest
monetary aggregate M4.
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12 Annex A: Macroeconomic projections of other institutions

Table A.1 Macroeconomic projections of other institutions
change in %
Gross fixed Exports of Imports of

capital goods and goods and
formation services services

Industrial Consumer
production prices

Household
consumption

Croatian National Bank

(July 2017) 3.0 2.9 3.1 2.9 6.1 7.2 6.6 5.2 7.5 6.4 - - 11 1.3
Eastern Europe Consensus

Forecasts (June 2017) 28 20 3.0 2.5 5.1 5.3 3.3 3.4 14 1.7
World Bank (June 2017) 2.9 2.5 - - = = = = - - - - - -
European Bank for

Reconstruction and 2.9 2.6 - - - - - - - - - - - -
Development (May 2017)

FE R (Sl S 29 26 32 28 52 27 52 46 66 57 - - 16 15

(May 2017)

Addiko Bank Economic

Researcha (April 2017) 3.5 2.9 3.4 2.8 6.2 6.8 6.8 4.7 7.0 6.1 4.5 4.1 1.4 1.8

International Monetary Fund

e 29 26 - - - - - - - - - - 14 1.1
Ministry of Finance® (April 2017) 32 28 35 28 63 69 57 50 73 60 - - 15 14
Raiffeisen Research?

{Bori 2017) 33 28 - - - - 66 50 56 56 42 38 19 16
WD SO Cr | 2SIl e, 33 29 32 27 54 7.1 68 59 68 7.3 - - 14 19

Zagreb (March 2017)

@ Rates of change in exports and imports of goods and services refer to the change in the nominal value.
Note: Projection of the Ministry of Finance was taken from Convergence Programme of the Republic of Croatia for the period 2017-2020.
Sources: Publications of the respective institutions.

13 Annex B: Comparison of Croatia and selected countries

Table 13.1 Gross domestic product Figure 13.1 Industrial production and goods exports
Quarter-on-quarter rate year-on-year rate of change
Year-on-year rate of change, f ch I
original data of change, seasonally
adjusted data
Q2 Q Q4/| Qt/ % 25
20
Bulgaria 0.9 1.3 3.6 3.4 0.9 0.7 0.9 0.9
Czech R. -0.5 2.7 4.5 2.4 0.9 0.2 0.4 1.3
Estonia 1.4 2.8 1.4 1.6 0.8 0.5 1.9 0.8
Croatia -1.1 05 2.2 3.0 0.8 1.4 0.6 0.6 i
Latvia 2.6 2.1 2.7 2.0 0.7 0.5 1.2 1.6
Lithuania 3.5 3.5 1.8 23 0.7 0.5 1.5 1.4 -5 s = - - © - = o - - ©
s £ 5 88 & &8 & & & =x &
Hungary 2.1 4.0 3.1 2.0 1.2 0.5 0.7 1.3 ] 3 a S — 2 S & £ 3 3
s S = =l ot > 177
Poland T4 83 88 27 1004 AT I Industrial production, 2nd half 2016 [ Goods exports, 2nd half 2016
Romania 35 3.1 3.9 4.8 1.6 0.7 15 1.7 [¥ Industrial production, 1-4 2017 W Goods exports, 01/2017
Slovak R. 1.5 26 3.8 3.3 - - - - Note: Industrial production for 2017 is calculated as the percentage change of industrial
. production in the January-April period of 2017 relative to the same period in 2016.
Slovenia =11 3.1 2.3 2.5 0.8 1.2 1.3 15 Sources: Eurostat and CBS.
Average® 1.3 2.6 3.0 2.7 0.9 0.7 1.2 1.2

2 Simple average.
Sources: Eurostat, EC, CBS and CNB.
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Figure 13.2 Labour Force Survey employment rate Figure 13.4 Current and capital account balance
year-on-year rate of change sum of the last four quarters
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Figure 13.6 Consumer price inflation Figure 13.8 Balance of payments financial account balance,
average year-on-year rate of change excluding the change in international reserves
sum of the last four quarters

% 4.0 5 15
(&)
35 B
30 i 10 N\
25 ><>( \
20 5 k ¥ LN
10 | | 0 \ ™. \/\
- Y AP
L S —
-05 /
_ I -10
1.0 2
-15
20 -15
£ = £ £ £ € § B £ € < 2010 2011 2012 2013 2014 2015 2016
2 & g § 3 2 £ & g 8 §
@ S w < = = 2 72} 2 é 20
5
W 2014 M 2015 M 2016 M a1/2017 M 02/2017 P L
S\
Note: Data for the second quarter of 2017 refer to April and May. 10 \
Source: Eurostat. 5 /\\/\ .
/ A A=
0 = \—o—
Figure 13.7 Real effective exchange rate (deflated b
~
consumer prices) in selected countries -5 )<7\/ —\v/_J/\__
-10
8 120 C 5
n
5 115 SN 7 R — CzechR.  — Hungary ~ — Poland — Romania
c:* 110 N \/\ \/ [ ~— Bulgaria — Estonia ~— Latvia ~— Lithuania
i \ ” N Slovak R Slovenia ~ — Croatia
2 .
"~ 105 ~ A el
WA WA Viiasanda®
100 ‘W \__V / Sources: Eurostat and CNB.
% R’\' _ﬁ/
vl - A
90 \\Jf Figure 13.9 Bank placements to the private sector
o \ / contributions to the year-on-year rate of change, transaction-based
N
80
IS > IS S 1) S S S = S 1) % 14
N 3Y N N N N N 5Y N N N
§ 120 12 s
1] 10 * * *
5 115 8 * ! it 1. 1]
g s i |
3 K . Hn Y| il
105 \ L/ 3 , Lyt 1311 il .
&Y — o INNNN sq 1 ML 1
100 A ~~ * —r I ]
-2
® \\/J\:)’/\"‘ = 4 ¥ I !
N SNENS T A= B |
90 |
-8 14
85 ! _
SO oo oo 00o00oo0o0000o00o000o05095559
< < < < < < < < < A <f|
— CzechR. - Hungary — Poland ~— Romania BG cz EE HR LV LT HU PL RO SK Sl
~— Bulgaria — Estonia ~— Latvia ~— Lithuania
Slovak R. Slovenia — Croatia M Households [ Enterprises [1 Other sectors
4 Placements to the private sector
Notes: Data for 2017 refer to the first quarter. A fall in the index indicates a real
effective appreciation.
Sources: BIS and CNB. Sources: ECB and CNB.




42 CNB ¢« MACROECONOMIC DEVELOPMENTS AND OUTLOOK ¢ DEVIATIONS FROM THE PREVIOUS PROJECTION e 2/2017

Figure 13.10 Private sector deposits
year-on-year rate of change, excluding the exchange rate effect

Figure 13.13 Short-term interest rates on corporate loans
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Figure 13.11 Placement to deposit ratio of the private sector

Figure 13.14 Interest rates on housing loans
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Figure 13.12 CDS spreads for 5-year government bonds of
selected countries

Figure 13.15 Expected real interest rate on corporate loans
up to EUR 1m and with maturity up to 1 year
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Source: S&P Capital 1Q.
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Figure 13.16 Spread between expected and achieved real
interest rate on corporate loans
up to EUR 1 and with maturity up to 1 year

Figure 13.17 Consolidated general government balance
four-quarter moving sums
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Figure 13.18 General government debt
end-quarter stock
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Abbreviations and symbols

Abbreviations n.e.c.  —not elsewhere classified
BIS — Bank for International Settlements OECD - Organisation for Economic Co-Operation and
bn _ billion Development
b.p. — basis points oG — Official Gazette
BOP — balance of payments R — Republic
c.i.f. — cost, insurance and freight o/w — of which
CBRD - Croatian Bank for Reconstruction and Development ~ PPI — producer price index
CBS  — Central Bureau of Statistics RTGS - Real-Time Gross Settlement
CCI — consumer confidence index Q — quarterly )
CDCC - Central Depository and Clearing Company Inc. RR — reserve requirement
CDS - credit default swap SDR  —special drawing rights
CEE — Central and Eastern European SITC - Standard International Trade Classification
CEFTA — Central European Free Trade Agreement SGP — Stability and Growth Pact
CEI — consumer expectations index ULC  — unit labour cost
CES  — Croatian Employment Service VAT — value added tax
CM — Croatian Motorways WTO  — World Trade Organization
CIHI  — Croatian Institute for Health Insurance ZMM  —Zagreb Money Market
CLVPS - Croatian Large Value Payment System ZSE — Zagreb Stock Exchange
CNB — Croatian National Bank
CPF — Croatian PriYati§ation Fund Three-letter currency codes
CPI — consumer price index . . ATS — Austrian schilling
CPIA - Croat%an Pension Insurance Administration CHF _ Swiss franc
CR — Croatian Road§ . CNY — Yuan Renminbi
CSI — consumer sentiment 1nd'ex DEM  — German mark
DAB — State Agency for Deposit Insurance and Bank EUR _ euro
Resoh}tlon FRF — French franc
dep. - deposﬁ GBP — pound sterling
DvP — delivery versus payment HRK  — Croatian kuna
EC — European Commission ITL _ Ttalian lira
ECB — European Central Bank o JPY _ Japanese yen
EFTA - Europeap Free Trade Assocw}tlon usD _ US dollar
EMU  — Economic and Monetary Union
ESI — economic sentiment index
EU — European Union Two-letter country codes
excl. — excluding BG — Bulgaria
f/c — foreign currency Cz — Czech R.
FDI — foreign direct investment EE — Estonia
Fed — Federal Reserve System HR — Croatia
FINA - Financial Agency HU — Hungary
FISIM - financial intermediation services indirectly measured LV — Latvia
f.ob.  —free on board LT — Lithuania
GDP  — gross domestic product PL — Poland
GVA — gross value added RO — Romania
HANFA - Croatian Financial Services Supervisory Agency SK — Slovak R.
HICP - harmoni.sed index of consumer Prices SI _ Slovenia
ILO — International Labour Organization
IMF — International Monetary Fund
incl. — including Symbols no entry
IHI:O _ Eiﬂﬂf ublic offering — data not available
MIGs — main industrial groupings 0 — value is less than 0.5 of the unit of measure being
MM — monthly maturity used
MoF — Ministry of Finance ) —average .
NBS _ National Bureau of Statistics of China a, b, c,... —indicates a note beneath the table and figure
NCA — National Classification of Activities - 'corrected data. . -
NCB _ national central bank 0) — incomplete or insufficiently verified data

NCS — National Clearing System
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