Macroeconomic
Developments
and Outlook

Year VIl - Number 13 - December 2022

CROATIAN NATIONAL BANK




PUBLISHER

Croatian National Bank

Trg hrvatskih velikana 3, 10000 Zagreb
Phone: +385 1 45 64 555

Contact phone: +385 1 45 65 006
Fax: +385 1 45 64 687

www.hnb.hr

Those using data from this publication are requested to cite the source.

ISSN 2459-8607



Contents

General information on Croatia
1 Summary

2 Global developments

Croatia’s main trading partners

Prices, exchange rates and monetary and fiscal policy
Projected developments

3 Aggregate supply and demand
Aggregate demand

Aggregate supply

Projected developments

Box 1 Household savings amid elevated inflation
Box 2 Is personal consumption really growing?

4 Labour market

Employment and unemployment
Wages and unit labour costs
Projected developments

5 Inflation

Inflationary expectations

Projected developments

Box 3 Why is inflation higher in Croatia than in the euro area?

o o o O

11
12
12
15

18
18
19
19

20
21
22
23

6 Current and capital account
Foreign trade and competitiveness
Income and transactions with the EU
Projected developments

7 Private sector financing

Projected developments

Box 4 Has the EU Council’s decision on Croatia’s accession
to the euro area in early 2023 already had an impact on

the cost of borrowing?

8 Foreign capital flows
Projected developments

9 Monetary policy
10 Public finance
11 Deviations from the previous projection

12 Annex A: Macroeconomic projections of other
institutions

13 Annex B: Comparison of Croatia and selected
countries

Abbreviations and symbols

27
27
29
29
30
34

35

37
38

39

41

43

45

45

50



General information on Croatia

Economic indicators

_ 2011 - 2013 2014 2015 2016 2017 2018 2019 2020 2021

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) 2 4.281 4.268 4.256 4.238 4.204 4174 4.125 4.088 4.065 4.048 3.889
GDP (million HRK, current prices)® 338,846 335,627 336,771 335,831 344,580 356,617 373,080 391,289 412,770 380,123 438,560
GDP (million EUR, current prices) 45579 44,647 44,467 44,014 45282 47,363 50,010 52,776 55,677 50,461 58,287
GDP per capita (in EUR) 10,648 10,462 10,449 10,385 10,772 11,346 12,125 12,911 13,696 12,467 14,989
ﬁnD;)' real year-on-year rate of growth 01 23 04 04 25 3.6 3.4 2.8 3.4 -8.6 13.1
Average year-on-year CPI inflation rate 2.3 3.4 2.2 -0.2 -0.5 =11 1.1 15 0.8 0.1 2.6
Average year-on-year HICP inflation rate 2.2 3.4 2.3 0.2 -0.3 -0.6 1.3 1.6 0.8 0.0 2.7
Current account balance (million EUR) ° -740 778 -455 156 1,501 1,056 1,719 931 1,576 -268 1,022
Current account balance (as % of GDP) -1.6 -1.7 -1.0 0.4 3.3 2.2 3.4 1.8 2.8 -0.5 1.8

Exports of goods and services (as %

of GDP) 38.2 39.0 39.8 42.7 45.7 46.9 49.2 49.4 50.6 415 50.0

Imports of goods and services (as %

of GDP) 39.9 40.5 41.8 43.1 45.5 45.8 48.5 50.2 51.0 48.6 52.7

External debt (million EUR, end of year)© 49,198 47,681 48,662 49,529 48,622 45,050 43,879 42,809 40,589 41,285 47,213

External debt (as % of GDP) 107.9 106.8 109.4 1125 107.4 95.1 87.7 81.1 72.9 81.8 81.0

External debt (as % of exports of goods

h 282.5 274.0 274.7 263.4 234.8 202.7 178.4 164.2 144.0 197.0 162.2
and services)

External debt service (as % of exports

of goods and services) ¢ 42.5 46.1 43.4 46.3 44.0 35.7 33.1 271 37.8 35.3 2141

Gross international reserves (million

11,195 11,236 12,908 12,688 13,707 13,514 15,706 17,438 18,560 18,943 25,022
EUR, end of year)

Gross international reserves (in terms
of months of imports of goods and 7.4 7.5 8.3 8.0 8.0 7.5 7.8 7.9 7.8 9.3 9.8
services, end of year)

National currency: kuna (HRK)

Exchange rate on 31 December

(HRK : 1 EUR) 7.5304 7.5456 7.6376 7.6615 7.6350 7.5578 7.5136 7.4176 7.4426 7.5369 7.5172

SEEERIEDEN] [MEei2r 58199 57268 55490 6.3021 6.9918 7.1685 6.2697 6.4692 6.6499 6.1390  6.6435

(HRK : 1 USD)

Average exchange rate (HRK : 1 EUR) 7.4342 75173 75735 7.6300 7.6096 7.5294 7.4601 7.4141 7.4136 7.5331  7.5242
Average exchange rate (HRK : 1 USD) 53435 58509 57059 57493 6.8623 6.8037 6.6224 62784 6.6223 6.6108 6.3636
g?gf:;“:jgigg"w‘ﬁ ?;’E’:R’;‘f’:;g 26,584 -18,236 -18,436 -18,354 -11,736 -3,296 2,804  -116 969 27,710 -12,438
gﬁgf:g?;t/i‘igx:g (g_;’z’:sfr;:z?t;;;) . 79 55 55 55 -84 09 0.8 0.0 02 73 29
ggr;f;rf' government debt (as % of 637 694 803 839 833 798 767 733 711 873 798
Long-term interest rates (annual, in %) f 6.54 6.13 4.68 4.05 3.53 3.47 2.77 217 1.28 0.83 0.45
SIS LD (X0} RS 137 159 173 173 162 13.1 1.2 8.4 6.6 75 7.6

15 years of age) ¢

Employment rate (ILO, persons above

15 years of age) ® 44.8 43.2 421 43.3 44.2 44.6 45.8 46.9 47.7 47.2 47.8

2 The population estimate of the Republic of Croatia for 2000 is based on the 2001 Census and that for the 2001 — 2020 period on the 2011 Census. Data for 2021 are preliminary.

> The GDP data are presented according to the ESA 2010 methodology. Data for 2020 and 2021 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 third quarter of 2022 and data on the gross external debt position as at the end of September 2022.

< 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.

 Average long-term government bond yield with a remaining maturity of about 10 years.

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.



TN

Macroeconomic Developments
- and Outlook






CNB ¢« MACROECONOMIC DEVELOPMENTS AND OUTLOOK ¢ SUMMARY e 13/2022 3

1 Summary

The grimmer global economic outlook and pronounced inflationary pressures that prompted the worldwide rapid,
sharp tightening of central banks’ monetary policies and the worsening of financing conditions have increasingly
started to affect the Croatian economy. Negative external shocks have so far had more of an impact on the
manufacturing sector, which is more sensitive to high energy costs and more exposed to difficulties in global supply
chains, while in the services sector the difficulties have been surmounted owing to buoyant demand after the lifting
of most of the containment measures. In such conditions, the Croatian economy contracted only slightly in the
third quarter of 2022 from the quarter before, while the annual growth rate of real activity slowed to 5.2%. Though
the slowdown in the real annual dynamics is expected to continue in the fourth quarter, economic growth at the
entire 2022 level might reach 6.3% owing to the very strong increase in the first half of the year. As the return of
economic activity to the path of growth may not be expected until the second half of next year, GDP growth might
decelerate sharply in 2023, to 1.4%. Inflation might accelerate considerably in 2022 (to 10.6%), due to the high
prices of energy and other raw materials, global supply chain delays and intense demand in the services sector.
With the gradual reduction of imported inflation and the prices of imported energy products and other raw materials,
inflation might drop to 7.5% in 2023. Risks associated with economic growth and inflation projections are mostly
tilted to the downside. The surplus in the current and capital account could decrease considerably in 2022, to 1.2%
of GDP, mainly due to a marked increase in net exports of energy, and continue to edge down in 2023. Also, the first
indications of growth in interest rates appeared, associated with the spillover effects of the sharp and concerted
tightening of monetary policy by global central banks, which worsened financing conditions in international financial
markets. As a result, yields on government debt securities continued to go up and corporate financing costs started
to rise, while there have not yet been significant changes in financing terms for loans to households. The expected
continued tightening of the ECB’s monetary policy will lead to a further deterioration in financing conditions for the
domestic economy. However, the intensity of the deterioration should be alleviated by the harmonisation of the set of
CNB monetary policy instruments within the scope of the adoption of the euro at the beginning of 2023. The annual
growth in total corporate financing continued its upward trend, largely due to rapid borrowing from domestic credit
institutions, while the increase in household placements remained stable, with housing loans still accounting for
the bulk of lending activity. Under the budget revision in October, the 2022 deficit was revised downwards (to HRK
7.1bn) from both the original target and the first revision in May, largely due to better-than-anticipated tax revenue

collection. The public debt-to-GDP ratio was reduced to 70.4% in August, reflecting nominal GDP growth.

Increasing global geopolitical uncertainty accompanied by
the leap in the prices of raw materials and energy has affected
the Croatian economy. Real GDP was 0.4% lower in the third
quarter of 2022 than in the previous quarter, the first decrease
on a quarterly basis since the pandemic recession of mid-2020.
The quarterly drop reduced the annual growth rate of GDP to
5.2%, from 8.7% in the quarter before. Real GDP grew largely
on account of the rise in total exports, with the contributions
of goods and services exports being almost the same. All do-
mestic demand components also made a positive contribution
to growth, with the highest growth rate seen in household con-
sumption. By contrast, a negative contribution came from the
stocks category (including statistical discrepancy). In line with
stronger domestic and foreign demand, exports of goods and
services also went up in the third quarter. High-frequency eco-
nomic indicators, available mostly for October, indicate that real
GDP growth continued to lose steam in the fourth quarter of
the year. As a result, total GDP in the whole of 2022 might in-
crease by 6.3%, having grown by a high 13.1% in 2021. All com-
ponents of domestic and foreign demand are expected to grow
in the current year. As regards domestic demand components,
household consumption could give the strongest boost to total
growth, with a substantial positive contribution also expected
to come from gross fixed capital formation. GDP growth might
slow down further in 2023, to 1.4%. Mean estimated and pro-
jected values for the projection period are expected to be more
exposed to negative risks. The prolonged period of geopolitical
instability and its possible further escalation might have an ad-
verse impact on global and especially European economic activ-
ity, which would be reflected negatively in the domestic econ-
omy as well. The ensuing rise in the prices of energy and raw

materials could dampen real disposable income even more. The
potential, though not very likely, resurgence of the pandemic
poses additional negative risk. The mentioned risks and the as-
sociated heightened uncertainty will have an unfavourable im-
pact on investment decisions of business entities in the upcom-
ing period. On the other hand, a significant withdrawal of re-
sources available to Croatia from the EU funds is expected in
the projection period, posing both a positive risk (more intensive
use than expected) and a negative risk (insufficient absorption
capacities). A positive risk also arises from the potential de-es-
calation of the situation in Ukraine, which could mitigate the
lingering supply chain disruptions.

Unfavourable economic movements have so far had no sig-
nificant impact on labour market developments. In the third
quarter, total employment rose by 0.5% from the previous quar-
ter, with the number of employed persons in the private sector
increasing and the number of employed persons in the public
sector decreasing. Employment growth was also driven by em-
ployment of third-country workers (from non-EU countries)
and increased employment of retirees on a half-time basis. Fol-
lowing the 2.2% increase in employment in 2021, the number
of employed persons could grow by 2.5% in 2022 at the level
of the whole year. Such movements will support the decline in
unemployment, so that the ILO unemployment rate could drop
to 6.9% of the labour force in 2022 (from 7.6% in 2021). The
rise in the number of employed persons is expected to decel-
erate perceptibly in 2023, while the unemployment rate could
drift lower. Although the average nominal gross wage could in-
crease by 8.7% in 2022, its real value might decrease. In 2023,
the increase in nominal wages is expected to decelerate, while
real wages should rise slightly.



As consumer price inflation accelerated noticeably in the first
ten months of this year, the estimated inflation rate in the whole
of 2022 was raised considerably, to 10.6% (from 2.7% in 2021,
measured by the harmonised index of consumer prices). The
sharp pick-up in inflation was due to various factors. The high
prices of energy products and food and industrial raw materi-
als in the world market have gradually spilled over to domestic
producer and consumer prices. Pressures arising from delays in
global supply chains, despite the recent abatement, also pushed
prices up. Inflation acceleration was also driven by the strong
demand for services following the lifting of containment mea-
sures, which is largely associated with non-resident demand for
tourism services in conditions of higher input costs, the short-
age of qualified labour and the rise in wages in the hotels and
restaurants sector. By contrast, price caps on some energy prod-
ucts and basic food products softened the intensity of inflation
growth. Inflation is expected to slow down to 7.5% in 2023,
largely due to the effect of the base period (the waning effect of
the sharp increase in the prices of numerous goods and services
in 2022) on the annual inflation rate in 2023. The slowdown
of inflation should be mostly driven by the easing of imported
inflationary pressures, which should be also aided by the expect-
ed fall in the prices of crude oil and other raw materials on the
futures markets. However, risks to the inflation projection re-
main pronounced, with prevailing risks that could push inflation
higher than anticipated, which means that the return to low and
stable inflation rates could take longer than expected. Higher in-
flation could stem from steeper than currently expected prices
of energy and other raw materials, while stronger than projected

Table 1.1 Summary table of projected macroeconomic measures
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growth in wages might reinforce the build-up of domestic infla-
tionary pressures. Furthermore, despite the recent signs of the
easing of supply chain disruptions, their renewed intensification
might give an additional boost to the prices of some semi-fin-
ished and finished products.

The surplus in the current and capital account could decrease
considerably in 2022, to 1.2% of GDP, as against 4.2% of GDP
in 2021. More specifically, despite the strong growth in the sur-
plus in the international trade in services, in particular revenues
from tourism, and the considerable growth in the total surplus in
the secondary income and capital transaction accounts caused
by the greater use of EU funds and bigger net inflows from per-
sonal remittances from abroad, the overall balance in the current
and capital account could deteriorate noticeably, primarily due
to the sharp increase in the trade in goods deficit. This might be
largely due to the rise in net imports of energy products caused
by the price shock in the global markets. The surplus in the cur-
rent and capital account is expected to decline further in 2023,
to 1.0% of GDP, despite the expected peak of disbursements of
EU funds. Specifically, the following year is the deadline for the
disbursement of funds from the several-year financial envelope
for the 2014 to 2020 period and of funds from the EU Soli-
darity Fund to be used for the reconstruction of earthquake-hit
areas. In addition, the use of funds under the National Recov-
ery and Resilience Plan, financed from the EU recovery instru-
ment (Next Generation EU) is expected to intensify. As regards
foreign capital flows, net capital outflows are expected to con-
tinue in the projection period, though at a perceptibly slower
pace than in the previous years, with the steady improvement in

_ 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021 | 2022 | 2023

National accounts (real rate of change, in %)

GDP -23 -04 -04 2.5 3.6 3.4 2.8 34 -86 131 6.3 1.4
Personal consumption 24 -16 -25 0.2 3.1 3.2 3.3 40 -5.1 9.9 5.9 1.2
Government consumption -11 0.4 1.0 -1.0 1.1 2.2 2.3 3.1 4.3 3.0 2.2 2.5
Gross fixed capital formation -4.5 1.0 -23 8.2 5.0 1.6 3.9 9.0 -5.0 4.7 5.6 3.2
Exports of goods and services -1.5 2.5 73 103 7.0 6.9 3.7 6.8 -233 364 254 -05
Imports of goods and services 2.4 3.2 3.5 9.4 6.5 8.4 7.5 6.6 -124 176 26.1 0.3

Labour market

Number of employed persons (average rate of change, in %) -12 -15 =20 0.7 1.9 1.9 23 23 12 2.2 2.5 0.4

Registered unemployment rate 189 202 196 170 144 116 9.2 7.6 8.9 8.0 7.0 6.9

ILO unemployment rate 159 172 173 162 131 11.2 8.4 6.6 7.5 7.6 6.9 6.8

Prices

Consumer price index (average rate of change, in %) 3.4 22 -02 -05 -11 1.1 1.5 0.8 0.1 26 105 7.5

:;I]a(;)n;onised index of consumer prices (average rate of change, 34 23 02 -03 -06 13 16 08 0.0 27 106 75

External sector

Current account balance (as % of GDP) -1.7 1.0 0.4 3.3 2.2 3.4 1.8 28 -05 1.8 -14 -241

Current and capital account balance (as % of GDP) -14 -0.8 0.8 4.0 3.7 4.4 3.0 4.5 1.6 41 1.2 1.0

Gross external debt (as % of GDP) 106.8 109.4 1125 1074 951 877 811 729 818 810 733 673

Monetary developments (rate of change, in %)

Total liquid assets — M4 3.6 4.0 3.2 5.2 4.7 21 515 2.9 9.3 10.7 103

Total liquid assets — M42 3.5 3.8 24 4.6 5.3 3.2 6.1 3.5 9.1 104 9.6

Credit institution placements to the private sector -59 -05 -16 -30 -37 -2 2.0 2.8 3.9 3.0 105

Credit institution placements to the private sector® -1.2 08 -15 -23 1.1 2.9 4.4 4.2 3.9 3.9 107

Credit institution placements to corporates?® -1.5 1.8 =37 -3.0 3.2 2.5 1.9 0.4 5.6 23 220

Credit institution placements to households? -1 -12 -07 -1.8 0.5 4.0 6.2 7.4 2.1 4.5 5.3

2 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).

Sources: CBS, MoF and CNB.
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relative indicators of external debt.

High and rising inflation amid geopolitical and economic
uncertainty brought about a faster and sharper tightening of
many central banks’ monetary policies than previously expected.
Against such a backdrop, financing conditions in global financial
markets deteriorated further, which was reflected in the ongoing
rise in market yields on government debt securities. Also, corpo-
rate financing costs started to rise, while there have not yet been
significant changes in financing terms for loans to households.
In the course of the third quarter, the standards of lending to
corporates and households tightened, demand for corporate
loans grew vigorously, while household demand for loans damp-
ened. Although Croatia will join the euro area at the beginning
of 2023 against the backdrop of the ECB’s monetary tightening
cycle, adjustments of the reserve requirement rate and the rate
of the minimum required foreign currency claims to the ECB’s
set of instruments will lead to a sharp increase in banks’ free
reserves, as well as alleviate and slow down any further dete-
rioration in financing conditions in the domestic market. The
annual growth in total corporate financing continued its upward
trend, largely due to the increased borrowing from domestic
credit institutions. The annual growth of household placements
remained stable in the second half of the year, with housing
loans still accounting for the bulk of lending activity. The kuna/
euro exchange rate was stable and there was no need for foreign
exchange interventions of the CNB. Occasional appreciation

2 Global developments

pressures during the summer months, which were driven by the
successful tourist season and the consequent larger supply of
foreign exchange, were dampened by occasional corporate de-
mand for foreign exchange, in particular in the energy sector
due to the higher prices of raw materials and energy products.
Market expectations were further anchored by Croatia’s partici-
pation in the European Exchange Rate Mechanism and the ex-
pected introduction of the euro.

As regards fiscal developments, according to the budget revi-
sion adopted in October, the general government deficit might
stand at HRK 7.1bn in 2022, down from HRK 12.0bn under
the original plan and HRK 13.4bn under the first revision of
May. The budget performance expected under the first budget
revision in 2022 reflected the impact of the April anti-inflation
package of measures on the budget balance, as well as the po-
tential adverse effect of the escalation of geopolitical tensions
at that time on economic developments. While the government
adopted the second package of anti-inflation measures in Sep-
tember, which had a negative effect on the general government
balance, the projected deficit was revised downwards under the
second revision in October. This mostly reflects better-than-an-
ticipated inflows of tax revenues, associated mostly with favour-
able cyclical developments and the rise in the general price level.
As regards public debt, nominal GDP growth led to a decline in
the public debt-to-GDP ratio in August, to 70.4%, from 78.4%
at the end of 2021.

Having almost returned to the pre-pandemic growth path,
the global economy slowed down suddenly after the Russian in-
vasion on Ukraine. In the months that followed, the negative ef-
fects of the war spilled over to the global economy, reflected in
the sharp increase in the prices of energy and other raw mate-
rials, particularly hitting European countries, where they were
exacerbated by the high uncertainty regarding Russian energy
supplies. On the other hand, difficulties in global supply chains
continued to ease, notwithstanding occasional closures of Chi-
nese trade and production zones as a result of a very restrictive

Figure 2.1 Economic activity in selected markets
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containment policy. In such conditions, the Chinese economy
contracted sharply in the second quarter, but rebounded al-
ready in the third. As most containment measures were lifted in
other countries in the meantime, the services sector recovered
rapidly, thus contributing to better-than-expected performance
in the second and third quarters. With more pronounced spillo-
ver of the prices of energy and other raw materials to final goods
and services, consumer price inflation continued to rise rapid-
ly and, in many countries, reached levels not seen for several
decades. This led to monetary policy tightening and, coupled
with reduced risk appetite, a severe deterioration in global
financing conditions.

The US economy contracted slightly in the first half of 2022,
but returned to an upward trajectory in the third quarter (Fig-
ure 2.1). However, the 0.6% growth rate in the third quarter
may be attributed largely to the sharp contraction in imports
of goods and services, which, paired with the steady rise in ex-
ports, made the biggest contribution to GDP growth. On the
other hand, private sector investment continued to dwindle amid
elevated uncertainty and increasingly less favourable financing
conditions. Influenced by high inflation, the growth in person-
al consumption also lost momentum, with spending on durable
goods falling steadily, while consumption for services rebounded
strongly following the almost complete lifting of epidemiological
measures. The labour market remained very robust, with the un-
employment rate down to 3.7% of the labour force in October.
Government consumption made a positive if slight contribution
to economic growth in the third quarter, despite the phasing out
of most support measures introduced during the pandemic. The
US annual inflation peaked in June (9.1%), but dropped to 7.7%
by October, while core inflation stabilised at slightly above 6%.

Notwithstanding the elevated uncertainty, particularly



Figure 2.2 Euro area confidence indicators

160 30

expansion
expansion

60

. .
=] =]
g %0 §
g g
£ =
o o
g 5

40

20 -50

119
4119
719
10119
1/20
4/20
7/20
10/20
1/21
4/21
71
10/21
1/22
4/22
7122
10/22

— ESI — ESlindustry — right
ESl services — right

Note: Data are up to November 2022.
Source: Eurostat.

surrounding energy supplies, and mounting price pressures, the
euro area economy continued to expand in the third quarter, al-
beit at a very modest rate of 0.2%. On the one hand, the lifting
of most epidemiological measures from the beginning of the year
added to the recovery of the services sector, which was particu-
larly observed in the tourism activity over the summer months. At
the same time, the production sector operated under the grow-
ing pressure of rising energy costs and persistent supply chain
difficulties, particularly in gas supply. The dynamics of econom-
ic activity in EU member states was uneven in recent quarters
due to their structural differences. Countries with a large share
of services in GDP, such as Italy, Spain and the Netherlands,
performed much better than Germany, which mostly held steady
or grew only marginally from the beginning of the year. Early
economic indicators suggest that unfavourable trends continued
at the beginning of the fourth quarter (Figure 2.2). In October,
the Economic Sentiment Indicator (ESI) declined further from
already low levels, with the services sector showing more signs
of the fall in optimism already evident in the production sector.
Nevertheless, confidence improved mildly in November, for the
first time since the onset of the war in Ukraine, but stayed much
below its usual level. Inflation in the euro area has surged from
the beginning of the year, reaching 10.7% on an annual basis in
October. Although energy and food prices were the biggest con-
tributors, the annual rise in other consumer prices also acceler-
ated, to 5% in October.

Croatia’s main trading partners

The majority of Croatia’s main trading partners recorded
economic slowdown in the first half of 2022. Among euro area
partners, economic growth decelerated most in countries with
strong manufacturing sectors. Economic developments were
somewhat more favourable in trading partners from Southeast-
ern Europe, since these countries are less integrated into and
less sensitive to global supply chain disruptions. Also, they are
less severely affected by the war as their direct exposure to the
Russian and Ukrainian markets is relatively limited.

Prices, exchange rates and monetary and fiscal
policy

After growing vigorously in the first half of 2022, energy
prices mostly dropped in the months that followed, but remained
at historically high levels. Oil prices spiked in the first days of
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the war in Ukraine, periodically reaching USD 130 per barrel,
and returned to similar levels in June, following the European
Union’s partial embargo on Russian oil. They were extremely
volatile in the following months, falling to around USD 90 per
barrel by the end of November. The decline in prices was at-
tributable to the weakening of global economic prospects, which
outweighed the limitations on the supply side. Gas prices in the
European market hit a record high of around EUR 300/MWh
in August, with the complete halt of Russian gas supplies via the
Nord Stream 1 pipeline. However, prices had dropped sharply
by November, to around EUR 100/MWh, owing to the efforts
of EU countries to fill gas storage sites and secure sufficient
supplies from alternative sources, and to achieve energy savings.

After spiking in February and March in response to the war
in Ukraine, non-energy raw material prices also followed a
downward trend, but remained about one third higher than in
the pre-pandemic period. From March to October 2022, they
decreased by one fifth, on average, with prices of metal dropping
the most, while prices of agricultural and food raw materials fell
slightly less. The drop in the prices of metal is largely attribut-
able to the grimmer prospects for global economic growth ac-
companied by sustained limitations on the supply side that keep
prices relatively high in historical terms. As for agricultural and
food raw materials, the sharpest fall was seen in the prices of
raw materials largely produced in Russia and Ukraine, such as
cereals and oil seeds, which was due to the removal of barriers to
their exports from Ukraine and a slump in global demand.

The mounting of inflationary pressures from the beginning of
2022 was followed by an intensified reduction of the monetary
stimuli introduced during the pandemic, leading to the faster
tightening of monetary policy. The fastest tightening of mone-
tary policy was that of the Fed, which lifted the benchmark inter-
est rate by a total of 3 percentage points from the beginning of
the year, first by 0.25 percentage points in February, then by 0.5
percentage points in May and by another 0.75 percentage points
in each of June, July and August. The ECB also continued to
reduce monetary stimuli. It first abolished the pandemic emer-
gency purchase programme (PEPP) in March and then its asset
purchase programme (APP) in June, and started to increase its
interest rates in July, raising them on three occasions by the end
of November, by a total of 2 percentage points.

Developments in the global foreign exchange market during
a large part of 2022 mostly reflected the expectations regard-
ing a faster normalisation of the US monetary policy relative to
other large economies, together with geopolitical uncertainty
and steep energy prices. Against this backdrop, the US dollar
strengthened against the euro by a high 12% from the begin-
ning of the year to end-November. With regard to other cur-
rencies, the euro weakened slightly against the Swiss franc, but
strengthened against the pound sterling and even more against
the Japanese yen.

Projected developments

Expectations for global economic growth were again revised
downwards from previous projections due to the widespread in-
flationary pressures and unfavourable financing conditions that,
paired with elevated uncertainty, particularly regarding energy
supply, have discouraged investments and consumption. Mon-
etary policy in major economies is expected to tighten even
more in the period ahead in response to the still strong inflation-
ary pressures. In turn, this will further worsen global financing
conditions, particularly for emerging market countries. Amid a
slump in global demand, the prices of energy and other raw ma-
terials are expected to decrease further in the projection period.

With regard to real developments in the global economy, in
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its October projections, the IMF did not change its expecta-
tions for 2022 (3.2%), because of somewhat better results over
the summer months, but further cut its growth projections for
2023, to 2.7% (Figure 2.3). The IMF expects that one-third of
the world economy will likely contract this year or next, while
the three largest economies, the United States, the euro area and
China will continue to stall. Expectations are particularly weak
for those euro area countries that are severely affected by the un-
certainty regarding energy supplies. Expectations regarding the
USA have also been revised downwards, mostly due to recent
poor performance and the tightened domestic financing condi-
tions. Looking at China, downsized expectations reflect the eco-
nomic fallout from a very stringent policy to fight coronavirus as
well as problems in the real estate market. The IMF expects that
global inflation will come to an average of 8.8% in late 2022 and
gradually come down from this peak, to 6.5% in 2023. Never-
theless, inflation is expected to remain elevated for longer than
previously expected and to eventually return to pre-pandemic
levels in 2024.

As regards the euro area, the IMF projects economic growth
of only 0.5% in 2023. The November projections of the Euro-
pean Commission are even more bleak (Figure 2.4), forecasting
that next year GDP growth will drop to 0.3%, while the largest
euro area economy (Germany) is projected to decline by 0.6%
in 2023. The disturbances in the manufacturing sector caused
by the increase in the prices of energy and raw materials and
the impeded supply of some inputs used in the production of
final goods will significantly offset the positive impact of the eas-
ing of containment measures on the services sector. Apart from
the weaker foreign demand, in the upcoming period domestic
demand will be hampered by a drop in real income of house-
holds, a decline in the propensity to consume and a decrease in
investments amid heightened uncertainty and worsened financ-
ing conditions. According to the same source, the average in-
flation rate in the euro area could come to an elevated 8.5% in
2022, and then drop to 6.1% in 2023, thus exceeding the ECB’s
medium-term target level even in 2024 (2.6%).

In line with the described trends in the environment, demand
for Croatian export goods and services is expected to grow at a
much weaker pace in late 2022 and in 2023 (Figure 2.5). The
slump in foreign demand could be more conspicuous in goods
exports, given that the manufacturing sector has been more
burdened by the high costs of energy and raw materials and

disruptions in supply chains. However, demand for services is
also expected to weaken gradually after several quarters of sharp
growth owing to the relaxation of containment measures.

As regards the global prices of raw materials, crude oil prices
are expected to decrease gradually towards the rest of the year
and in 2023 (Figure 2.6). The major contribution to the fall
should come from the weakening of global demand as well as
from supply-side adjustments. Nevertheless, price expectations
are subject to a high degree of uncertainty, particularly in the
context of the ongoing negotiations of the G7 countries about
implementing a price cap on Russian oil. Prices of food and
agricultural raw materials are also expected to fall further in the
projection horizon, albeit only slightly, due to the remaining un-
certainty regarding supply of some crops. The slump in global
demand should contribute to the drop in the prices of metal,
though it might be significantly limited by the steep prices of en-
ergy needed in its production.

While markets expect that monetary policy in large developed
economies will tighten further, they also believe that the tighten-
ing cycle is nearing its end. As US inflation has shown signs of
cooling down, the markets expect that the Fed’s monetary policy

Figure 2.4 Economic growth and inflation in the euro area
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Figure 2.3 Global economic developments

Figure 2.5 Foreign demand
contributions of Croatia’s trading partners
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Figure 2.6 Prices of raw materials on the international
market

Figure 2.7 Benchmark interest rates and the average yield
spread on bonds of European emerging market countries
end of period
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tightening trend may also slow down; the Fed is expected to raise
its benchmark interest rate by another 0.5 percentage points in
late 2022, which is less than in previous steps and to end the
tightening cycle in the first half of 2023, when the benchmark
rate comes close to 5% (Figure 2.7). At the same time, the ECB
is expected to continue with sharp monetary tightening until in-
flationary pressures start to significantly recede. The tightening
cycle is expected to end somewhat later, with the benchmark in-
terest rate at around 3%.

According to the November Foreign Exchange Consensus
Forecasts, the exchange rate of the euro against the US dollar is
expected to recover slightly on the foreign exchange market by
the end of the projection horizon, as the divergence between the
two monetary policies becomes less pronounced (Figure 2.8).
The euro is expected to strengthen against the Swiss franc by
the end of the projection horizon, while its exchange rate against
the Japanese yen and the British pound should remain generally
unchanged.

The global economy remains largely exposed to negative
risks, with the geopolitical uncertainty associated with the war
in Ukraine again being the main source of risk. Any further
increase in energy prices, largely associated with war’s uncer-
tainties, with more pronounced spillovers to consumer prices,
would lead to an even sharper fall in disposable income, as
well as consumption and investments. In addition, more se-
vere problems in energy supply or insufficient substitution from
other sources might stifle industrial production. Surging infla-
tion increases the risk of further tightening of financing condi-
tions, having negative effects on domestic demand and putting
pressure on public finances and the banking sector. Although
pandemic-related risks have receded, their presence is still
felt given the potential emergence of new coronavirus variants

3 Aggregate supply and demand

requiring the re-introduction of tight containment measures.
While the savings accumulated during the pandemic are still
relatively large in historical terms, the upside risks associated
with their sharp decrease are becoming increasingly less pro-
nounced due to heightened consumer caution amidst broad un-
certainty. Also, though the acceleration of the energy transition
process poses an upside risk to economic growth as it encour-
ages investments and raises productivity, it might give rise to
additional inflationary pressures, to some extent offsetting the
positive effects.

Figure 2.8 Exchange rates of individual currencies against
the euro
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Real GDP was 5.2% higher in the third quarter than in the
same period of 2021. The slowdown in annual growth reflect-
ed the weakening of economic activity on a quarterly level. Real
GDP was 0.4% lower in the third quarter than in the previous

quarter, the first decrease on a quarterly basis since mid-2020.
Government consumption and exports of goods and services
dropped, while total imports surged on a quarterly level. As
for the fourth quarter, high-frequency economic indicators,
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available mostly for October, indicate that real GDP held steady
from the quarter before.

Total exports made the largest contribution to annual GDP
growth, with almost equal percentages coming from exports of
goods and exports of services. All domestic demand components
also made a positive contribution to growth, with the rise in
household consumption amounting to the largest part. By con-
trast, a negative contribution came from the stocks category (in-
cluding statistical discrepancy). In line with stronger domestic
and foreign demand, exports of goods and services also went up
in the third quarter.

As for the production side of the GDP calculation, GVA growth
in the third quarter also slowed down on an annual level (to 5.3%,
from 10.0% in the quarter before), shrinking by 1.7% on a quar-
terly basis. The largest positive contribution to the annual change
in GVA in the third quarter came from service activities related to
tourism, including wholesale and retail trade, transportation and
storage, accommodation and food service activities.

Aggregate demand

Real exports of goods and services rose annually by 23.3%

in the third quarter of 2022, while their annual growth in the
quarter before reached a high 40.3% due to their very low level
in the second quarter of 2021. The rise in exports thus made a
very large contribution to annual GDP growth (17.0 percentage
points). Nominal CBS data on foreign trade show that exports
increased in all main industrial groupings. While the surge in
nominal exports was largely the outcome of price increases, ex-
ports of energy grew sharply (by more than 20.0%), with growth
also seen in exports of non-durable consumer goods and capital
goods.

Observed on a quarterly basis, exports of goods accelerated
from July to September (to 12.7%, up from 6.4% in the second
quarter), whereas exports of services grew at a similar pace as
in three months before (3.6% and 3.8%, respectively). The good
performance in the exports of services was the outcome of posi-
tive results of the tourist season, with the total number of nights
stayed outstripping the results from the same period of 2019.

The quarterly growth in personal consumption slowed down
from 2.3% in the second quarter to 1.2% from July to September.
As a result, the annual growth rate slowed to 5.6% (from 7.8%
in the second quarter). Personal consumption was adversely
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Figure 3.5 Personal consumption
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affected by movements in real income, which, despite the sharp
increase in nominal terms, decreased on both a quarterly and an
annual basis because of inflation. In addition, the waning of con-
sumer optimism in the third quarter is attributable to the expect-
ed continuation of price increases at relatively high rates. On the
other hand, households reduced their savings from their pandem-
ic-highs in order to preserve consumption (see Box 1 Household
savings amid elevated inflation). Finally, the rise in personal con-
sumption may be revised downwards in the upcoming period, as
indicated in the assessment that the annual increase in retail trade
was probably associated with favourable results in tourism (see
Box 2 Is personal consumption really growing?).

Investment activity increased by 1.9% in the third quarter
of 2022 compared with the previous three months, when it de-
creased by 0.5%. The quarterly growth in gross fixed capital for-
mation raised the annual growth rate to 8.0%, up from 3.9% in
the quarter before. The rise in imports of capital goods and con-
struction activity provide a further indication of the investment
activity growth. In the period from July to September, quarterly
growth was seen in the volume of construction works, while the
volume of civil engineering works decreased. These trends point
to a slump in general government investments and an increase in
private sector investments.

Government consumption was 3.6% smaller in the third
quarter of 2022 than in the quarter before, when it grew by
0.8% on a quarterly level. Notwithstanding the quarterly de-
crease, government consumption was up by 1.3% in the July-
September from the same period of 2021.

The growth in imports of goods and services gained much
momentum in the third quarter of 2022 relative to the quarter be-
fore, rising from 1.8% to 8.4%. The sharp increase was the out-
come of buoyant domestic demand paired with the rise in goods
and services exports in the third quarter. On an annual level, total
imports jumped by 30.5% in the third quarter, with the growth
seen in both imports of goods (33.4%) and services (15.3%).
The annual increase in total imports slightly surpassed the rise in
total exports. Nevertheless, owing to a steep increase in services
exports in the third quarter, net exports made a positive contribu-
tion to total economic growth (2.1 percentage points).

Aggregate supply
Gross value added dropped by 1.7% in the third quarter of
this year, having increased by 3.0% in the previous three months.

The fall was primarily due to the decrease in the quarterly GVA
in wholesale and retail trade, transportation and storage, accom-
modation and food service activities, with GVA in manufactur-
ing and construction also shrinking.

The quarterly drop in GVA sharply decelerated its annual
growth; GVA grew by 5.3% from the third quarter of 2021 (after
growing annually by 10.0% in the second quarter). GVA growth
was broad-based, with the greatest increase again seen in whole-
sale and retail trade, transportation and storage, information
and communication, as well as professional, scientific, technical,
administrative and ancillary services.

The GDP nowcasting model, based on high-frequency data,
mostly available for October, suggests that economic activity is
likely to be stagnant from the third to the fourth quarter, which
would result in a further slowdown in its annual growth.

Industrial production dipped by 1.0% in October relative to
the third quarter average, when it held steady. Broken down by
main industrial groupings, the decline was seen in the produc-
tion of intermediate goods, and durable and non-durable con-
sumer goods. At the same time, real retail trade turnover went
down slightly from the preceding quarter, by 0.3%. Consumer

Figure 3.12 Short-term economic indicators
seasonally adjusted values
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Figure 3.11 GVA rate of change
contributions to the annual change by components

Figure 3.13 Business confidence indicators
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confidence survey data show that the consumer confidence in-
dex rose additionally in November from October, suggest-
ing that consumer expectations improved for four consecutive
months. Household optimism thus edged up in October and
November from exceptionally low levels in the third quarter. As
regards business expectations, business optimism in service ac-
tivities and industry improved, while expectations in construc-
tion and trade deteriorated slightly in October and November.

Projected developments

GDP is expected to grow at a rate of 6.3% in 2022, follow-
ing an exceptionally sharp increase of 13.1% in 2021. Slower
economic growth in 2022 reflects a slower increase in all GDP
components, which is largely attributable to the disappearance
of the base effect of the rapid recovery from the pandemic-in-
duced recession. GDP growth might decelerate sharply in 2023,
to 1.4%, due to the global slowdown and, in particular, very un-
favourable developments in Europe.

Total exports might surge by 25.4% in 2022, with the rise in
services exports expected to exceed the rise in goods exports by
a large margin, reflecting the continuation of favourable devel-
opments in tourism.

Household consumption could increase by 5.9% in 2022 and
make the largest positive contribution to total economic growth
of all domestic demand components. The growth in personal
consumption largely reflects the relatively good performance up
to September. Total investment activity might pick up pace and
grow by 5.6%, driven mostly by growing capital investments in
the private sector. Investment activity could be positively affect-
ed by a favourable position in the EU funds withdrawal cycle the
use of the Next Generation EU funds. Government consump-
tion is also expected to increase in 2022 (2.2%). The results in
the first three quarters of 2022 and expectations regarding sus-
tained growth in domestic demand and further strengthening
of foreign demand suggest that imports of goods and services
might rise by a high 26.1%. The contribution of net foreign de-
mand to total economic growth might thus be negative (0.7
percentage points).

Economic growth might decelerate sharply in 2023, to 1.4%.
The lower growth rate of economic activity in 2023 than in the
previous year is primarily due to the negative impact of the geo-
political instability arising from the Russian invasion of Ukraine
on domestic and foreign economic developments. Total exports
might be lower than in 2022, while the growth in personal con-
sumption and investments is expected to slow down. The ongo-
ing increase in all domestic demand components might lead to a
marginal growth in imports of goods and services. The contribu-
tion of net foreign demand to economic growth is expected to be
almost neutral until the end of the projection horizon.

Figure 3.14 Projection of real GDP dynamics
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Sources: CBS and CNB.

Risks to mean estimated and projected values for 2022 and
2023 are predominantly on the downside. Prolonged and further
escalation of geopolitical instability would have an even more
adverse impact on global and especially European economic ac-
tivity, which would be reflected negatively in the domestic econ-
omy as well. Further weakening of trade, a leap in the prices
of energy and raw materials and prolonged uncertainty could
be potential channels for the impact of adverse global develop-
ments on the domestic economy. Increasing inflation, especially
with respect to the prices of food and energy, could cause an
additional decrease in real disposable income, affecting both
foreign and domestic demand. There are also risks of a sharper
tightening in financial conditions. A possible, even if not very
probable, resurgence of the pandemic and the appearance of
new virus variants that could cause the reintroduction of con-
tainment measures pose additional negative risk. The mentioned
risks and the associated heightened uncertainty might have an
unfavourable impact on investment decisions of business enti-
ties in the upcoming period. In the projection period a signifi-
cant withdrawal of resources available to Croatia from the EU
funds is expected, posing both a positive risk (more intensive
use than expected) and a negative risk (insufficient absorption
capacities). A positive risk also arises from the potential de-es-
calation of the situation in Ukraine, which could mitigate some
supply chain disruptions. Employment and unemployment per-
formance might also be poorer if adverse risks likely to restrain
economic activity became a reality.

Box 1 Household savings amid elevated inflation

Rising inflation may have either a positive or a negative ef-
fect on savings, depending on the nature of its cause. This box
aims to investigate which of the two effects is predominant in
specific periods and among household income groups. Analysis
results show that the relationship between expected inflation and
savings is very negative in the current situation of a cost shock,
while this relationship was positive during a demand shock. A
cost shock mostly affects households in the lowest income
bracket, which have recently reduced their savings the most, but
which probably do not have a major impact on the overall level
of savings. Therefore, their potential impact on consumption and

on rebound inflationary pressures should be limited.

The gradual decrease of the savings rate from the very high
level during the pandemic encouraged and facilitated econom-
ic recovery (Figure 1). By contrast, recent cost headwinds and
mounting inflation have adversely affected economic activity
and given rise to uncertainty regarding trends in savings. On one
hand, further decreases in savings may alleviate negative effects
on economic developments while on the other, any efforts to
stimulate savings amid high inflation may exacerbate recession-
ary pressures. The relationship between inflation and savings is
not straightforward, but depends on the nature of price growth,
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Figure 1 Household savings rates

Figure 2 Historical decomposition of shock contributions
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which usually is not quite clear. For this reason, economic litera-
ture sometimes cannot easily explain the impact of inflation on
savings. In conditions of strong economic activity accompanied
by high demand-pull inflation, savings often grow as a reflection
of the rise in real income. However, at times of slower economic
growth accompanied by higher cost-push inflation, steeper pric-
es may reduce the propensity to save in efforts to maintain the
level of consumption.

From the beginning of 2020, the movements in the savings
rate were influenced by several factors, whose individual contri-
butions can be isolated by means of a model' (Figure 2.a). The
first determinant of savings were the epidemiological restric-
tions that reduced contact consumption and triggered a surge in
“forced” savings in the second quarter of 2020 (Figure 2.b). Con-
sumption and economic activity recovered with the relaxation
of measures and the restoration of consumer confidence. The
rise in real income gave a boost to savings. The impact of such
a demand-pull shock, which simultaneously increased income
and personal consumption, as well as savings, was first evident
in the second quarter of 2021, after which it gradually gained
strength. Demand-pull inflation may occur in an environment of
buoyant demand (Figure 2.c). However, a cost-push effect driv-
en by rising energy prices was seen as early as the third quar-
ter of 2021. In circumstances like these, households attempt to
maintain the level of consumption by temporarily reducing sav-
ings to below-average levels. Since mid-2021, the impact of
growing costs has outweighed the effects of other factors and
maintained the savings rate below historical norms.

Two distinct periods may be identified with regard to move-
ments in savings and types of shocks behind them. The growth
in savings between the second quarter of 2020 and the first
quarter of 2021 was primarily driven by pandemic restrictions,
that is, restrictions on contact consumption and, to a less-
er extent, a perceived lower level of prices, which was in part

a) Actual savings rate relative to model shocks and the baseline
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1 To identify channels for the transmission of shocks, we employed was a Bayesian structural vector autoregressive model (BVAR), which captures structural
shocks defined based on economic theory, using data on household savings rates (in % of disposable income), expected consumption and expected inflation
(from the DG ECFIN’s Business and Consumer Survey), and the Google Mobility Index, which serves as a proxy for contact consumption. The model was
defined by use of sign and zero restrictions, where a positive demand-pull shock leads to a rise in expected consumption and expected prices, while a positive
cost-push shock leads to an increase in expected inflation and a parallel drop in expected consumption. The shock of pandemic restrictions was identified by a
parallel drop in consumption and the Google Mobility Index and a rise in the savings rate. Zero restrictions were imposed on all variables apart from savings in
case of other shocks. The Google Mobility index was calculated as a composite indicator of the weighted average of the mobility index for recreation, jobs and

transit stations.
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Figure 3 Shock contribution to the deviation of the savings
rate by periods

Figure 6 Relative importance of individual shocks over time
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Notes: The “pandemic period” refers to the period from the first quarter of 2020 to
the first quarter of 2021. The “inflation period” refers to the period from the second
quarter of 2021 to the third quarter of 2022.

Source: CNB estimate.
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Figure 4 Pass-through of expected inflation to savings

— Demand-pull shock = Cost-push shock

Notes: Dotted lines refer to the 68% credibility band. Though the model also includes
the shock of pandemic restrictions and other shocks, the figure shows only supply
and demand shocks because of their significant contributions and relevance to
explaining the relationship between expected inflation and savings. The pass-through
of expected inflation to savings under the impact of the pandemic and other shocks
was negative.

Source: CNB estimate.

Figure 5 Pass-through coefficient of expected inflation to
savings
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Source: CNB estimate.

channelled to additional savings (Figure 3). Starting from the
second quarter of 2021, the cost shock and the lifting of epi-
demiological restrictions led to a reduction of the savings rate.
Without strong economic activity, the decline in savings would
have been even sharper.

The presented results suggest that the direction of the impact
of expected inflation on savings depends on the particular con-
text in which inflation grows. More specifically, inflation growth
associated with robust economic growth, that is, growing de-
mand-pull inflation, triggers a rise in savings, while cost-push in-
flation leads to their reduction (Figure 4).

A further insight into the impact of expected inflation on sav-
ings is provided by a coefficient of their relation, which includes
the weighted relative importance of a particular shock over time
(Figure 5). The coefficient suggests a strong negative impact of
inflation on savings during the dominance of cost-push factors
in the last two years. Due to the strong shock cost effect, a sig-
nificant negative correlation between expected inflation and sav-
ings is observed in the period of slightly accelerating inflation,
which followed the period of deflation (2017 and 2018), and in
the current period of mounting inflation.

The impact of inflation on savings also differs among house-
holds, depending on their income status and consumer habits.
The expected impact of inflation on savings may be analysed
by household groups based on consumer survey data.? Among
other things, the survey comprises information on expected
movements in savings across the income distribution.® House-
holds in the lowest income bracket (1st quartile) reduced their
expected savings the most in attempts to maintain consumption
amid rising costs. At the same time, the pass-through coefficient
of inflation to expected savings suggests that households with
the highest income (4th quartile) do not foresee a significant de-
crease in savings, despite rising prices (Figure 7). As the bulk of
savings is produced by households from upper income brack-
ets, this finding is actually in agreement with aggregate results,
which indicate a relatively moderate impact of inflation on the
overall level of savings.

2 Business and Consumer Survey (BCS), DG ECFIN.

3 The analysis was made based on the data from the Business and Consumer
Survey on the comparison between expected savings (aggregate) with the
actual savings rate. As the change dynamics of the balance of responses to
the survey faithfully follows the actual savings rate, the results of the analysis
made based on expected savings may also be related to the results of the
model employing the savings rate.
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Figure 7 Pass-through coefficient of expected inflation to
expected savings across income distribution
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Notes: “Quartiles” refer to income quartiles. “Savings rate” refers to the actual
savings rate, that is, the coefficient given in the figure for the coefficient of the
pass-through of expected inflation to savings (Figure 5). The model with the same
specifications and identifications as for the savings rate was used to capture the
presented coefficients, where expected savings of a given quartile were separately
entered into the model instead of the savings rate.

Source: CNB estimate.

The savings rate has fluctuated sharply in recent years, first
in response to epidemiological restrictions and then in response
to inflation acceleration. The outbreak of the pandemic led to a
“forced” increase in savings in response to the inability to use
contact services. By contrast, households responded to cost-
push inflationary pressures which have been dominant in the re-
cent period by reducing savings in attempts to maintain the at-
tained level of consumption, in particular households from lower
income groups. While this effect mitigates the impact of cost
disturbances on economic activity, it may also help enterprises
to transfer growing business costs to the prices of final goods
and services, thereby reinforcing inflationary pressures. How-
ever, this impact is somewhat limited by the fact that expect-
ed savings are mostly reduced by households with the smallest
income, which cannot have a significant impact on the overall
level of consumption. In addition, as the savings rate has already
dropped to below pre-pandemic levels, it remains questionable
whether it would be possible to reduce savings further in order
to maintain consumption and consumer habits.

Box 2 Is personal consumption really growing?

Over the last year, wages have significantly lagged behind in-
flation, while consumer confidence dropped to levels seen on-
ly at the peak of the pandemic. At the same time, retail trade
turnover and personal consumption grew sharply in tandem with
record tourism performance. This box examines the possibility
that retail trade rose largely on account of tourist demand, which
would be in line with the movements in tourist spending. Analysis
results indeed suggest that the total annual growth in real retail
trade turnover was the outcome of good results in tourism, while
domestic retail consumption decreased. This may imply that ei-
ther the rise in personal consumption was overestimated or that
consumption was redirected to services or goods not covered
by retail trade indicators.

The surge in retail trade turnover and personal consump-
tion that began in mid-2020 continued in the first nine months
of 2022 (Figure 1). However, the growth was accompanied by
a decrease in real wages and a slump in consumer confidence

Figure 1 Personal consumption and real retail trade turnover
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Note: The figure shows seasonally adjusted values.
Source: CBS.

to very low levels. One of the possible explanations for this dis-
crepancy between personal consumption and its fundamen-
tal determinants is an exceptionally good tourist season, that
is, the possibility that retail trade growth was actually driven by
the spending of non-residents. This hypothesis will be tested
by estimating an econometric model for retail trade, which will
attempt to separate the contributions of resident demand and
non-resident demand to developments in retail trade.

Retail trade accounts for a large share of total household
consumption and is highly, though not perfectly, correlated with
personal consumption (Figure 1). Retail trade indicators are
available with a relatively short time lag and are not subject to
subsequent revisions. This is why they are often used in vari-
ous analyses to make up-to-date estimates of developments in
personal consumption, an important component of total GDP. In
addition, retail trade is obviously an important indicator used in
official calculations of personal consumption expenditures.

Retail trade developments are strongly influenced by the
tourist season. In summer months, retail trade turnover is around
fifty percent larger than during winter. On the other hand, the in-
tensity of seasonal fluctuations of personal consumption is much
weaker than that of retail trade fluctuations (Figure 2), so that
the seasonality of retail trade turnover is much more pronounced
than the seasonality of the personal consumption series. In ad-
dition, personal consumption usually peaks in the fourth quarter,
which is the outcome of larger spending before winter holidays.
The isolation of the impact of the tourist season on retail trade
turnover is not a simple task, so that over the summer months
it may be difficult to interpret retail trade developments and cor-
relate them with domestic demand. The surge in retail trade over
the summer months may signal a rise in domestic demand, but
it may also be the outcome of good performance in the tourist
season. Furthermore, the deleterious impact of the coronavirus
pandemic on the tourism activity additionally distorted the long-
term relationship between these indicators.

To isolate the impact of foreign demand on retail trade
turnover, the ordinary least squares (OLS) method was used to
estimate the equation where the annual real growth rate of retail
trade turnover is treated as a dependent variable, while indicators




16 CNB « MACROECONOMIC DEVELOPMENTS AND OUTLOOK ¢ AGGREGATE SUPPLY AND DEMAND e 13/2022

Figures 2.a and 2.b Relationship between personal
consumption and real retail trade turnover (2.a) and foreign
tourist nights and real retail trade turnover (2.b)
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Note: The figure shows original (seasonally unadjusted) values.
Source: CBS.

of domestic and foreign demand are used as independent vari-
ables. Used as a variable representing the contribution of foreign
demand is the contribution of each calendar month to the an-
nual growth rate of tourist nights, that is, the annual growth rate
of the number of nights stayed weighted by the share of each
individual month in total nights stayed. It would not be appropri-
ate to use only the annual growth rate of the number of nights

Table 1 OLS regression results

stayed, as a 1% increase in the number of nights stayed dur-
ing a summer month would not have the same impact on retail
trade developments as an equal increase during winter months.
To further test the stability (robustness) of the estimated relation-
ship, the absolute annual change in the number of nights stayed
was used in alternative models instead of the contribution to the
change in the number of nights stayed. Variables that are usually
considered as the main determinants of personal consumption
were used as other independent variables to explain changes in
real retail trade turnover: annual rate of change in employment,
real net wages and standardised values of the consumer confi-
dence index as well as the annual change in the unemployment
rate. The model results are given in Table 1.

The coefficient with the contribution of the number of nights
stayed is significant and positive in all models and ranges from
0.54 to 0.67. This indicates that a 1 percentage point contribu-
tion to the annual increase in the number of nights stayed raises
retail trade turnover by around 0.6 percentage points. This rela-
tionship does not change if pre-pandemic data are used in the
model estimate. The models that use the absolute change in the
number of nights stayed (models 6 and 7) also indicate a sig-
nificant and positive effect of changes in the number of nights
stayed on retail trade growth, where the growth in the number of
nights of one million from the same month of the previous year
has a positive impact on retail trade turnover of around 1 per-
centage point.

The calculation of contributions of domestic and foreign fac-
tors on the basis of estimated models (Table 2) shows that the
impact of non-resident demand in the period from June to Sep-
tember this year constantly exceeded retail trade growth in all
estimated models. This suggests that the contribution of domes-
tic demand to retail trade was negative and that the domestic
component of retail trade already decreased on an annual basis
in those months.

Assuming that the number of nights stayed by foreign tour-
ists in October 2022 was the same as in October 2019 (i.e. along
the lines of those seen in the preceding part of 2022), as indi-
cated by eVisitor data, the negative contribution of the domestic
component was probably even larger in this October (Table 3).

Developments in real retail trade turnover up to the second
quarter of 2022 may be well explained by domestic determinants

Nights stayed (contribution) 0.6114*** 0.5426*** 0.5611** 0.6744* 0.5814**
(0.1072) (0.1017) (0.1021) (0.1118) (0.2319)
Nights stayed (number) 0.0012** 0.0010**
(0.0002) (0.0002)
Unemployment -1.0572* 0.6044* -0.0199 -0.2728 0.0407 0.1223**
(0.2081) (0.3249) (0.0460) (0.2216) (0.0504) (0.0484)
Employment 1.2506"** 0.8622** 0.8359* 0.3265"* 1.1160*** 1.4899***
(0.2824) (0.1918) (0.3318) (0.1846) (0.3346)
Wages 0.3379** 0.4113** 0.3775** 0.5022*** 0.5961*** 0.5626*** 0.4081**
(0.1499) (0.1539) (0.1542) (0.1661) (0.1170) (0.1710) (0.1588)
Confidence 0.2801** 0.2596™* 0.2292* 0.0954*** 0.0954 0.2570***
(0.0424) (0.0467) (0.0441) (0.0338) (0.0338) (0.0476)
Const. -0.5414 0.6966"* 0.4488 0.5647 0.0299 0.9223* 0.9956**
(0.3508) (0.3860) (0.3654) (0.4309) (0.2768) (0.4319) (0.3948)
Period ALL ALL ALL ALL UP TO THE ALL ALL
PANDEMIC
Observation 193 147 147 147 120 147 147
R-square 0.57018 0.590249 0.609185 0.535433 0.665968 0.527028 0.607974

Note: **-P <0.01, ™ -P <0.05,*-P <0.10
Source: CNB calculations.
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Table 2 Estimate of the contribution of domestic demand

Coefficient 0.611 0.543
Retail trade (June, YoY) 3.8 3.8
Retail trade (July, YoY) 2.6 2.6
Retail trade (August, YoY) 0.4 0.4
Retail trade (September, YoY) 0.3 0.3
Tourism contribution (June) 6.3 5.6
Tourism contribution (July) 4.3 3.9
Tourism contribution (August) 15 1.4
Tourism contribution (September) 0.9 0.8
Gap (June) -2.5 -1.8
Gap (July) -1.7 -1.3
Gap (August) -1.1 -0.9
Gap (September) -0.6 -0.5

0.561 0.674 0.581 0.001 0.001
3.8 3.8 3.8 3.8 3.8
2.6 2.6 2.6 2.6 2.6
0.4 0.4 0.4 0.4 0.4
0.3 0.3 0.3 0.3 0.3
5.8 6.9 6.0 7.6 6.6
4.0 4.8 4.1 5.2 45
1.4 1.7 15 1.9 1.6
0.8 1.0 0.9 1.1 0.9

-2.0 -3.1 2.2 -3.8 -2.8
-1.4 -2.2 -1.5 -2.6 -1.9
-1.0 -1.3 -1.0 1.4 -1.2
-0.5 -0.7 -0.5 -0.7 -0.6

Source: CNB calculations.

Table 3 Domestic and foreign contributions to the annual rate of
change in retail trade turnover
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1/21 76 -76.5 -0.7 -1.1 -0.4 -0.7
2/21 79 -80.1 -0.9 -0.9 -0.5 -0.4
3/21 175 -4.5 0.0 16.6 0.0 16.6
4/21 396 1,421.8 1.0 32.6 0.6 32.1
5/21 1,194 1,079.7 3.1 16.6 1.7 15.0
6/21 5,663 80.8 7.2 10.9 3.9 7.0
7/21 19,225 441 16.6 12.8 9.0 3.8
8/21 23,962 65.0 26.7 18.5 145 4.0
9/21 9,605 253.5 19.5 14.5 10.6 3.9
10/21 1,810 344.9 4.0 8.4 2.2 6.2
11/21 337 130.8 0.5 5.9 0.3 5.6
12/21 327 297.6 0.7 8.6 0.4 8.2
1/22 260 243.9 0.3 2.0 0.2 1.8
2/22 334 323.7 0.4 0.3 0.2 0.1
3/22 558 218.2 0.6 1.8 0.3 1.5
4/22 2,097 430.0 2.7 7.5 15 6.1
5/22 3,701 210.1 4.0 4.3 2.2 2.2
6/22 12,166 114.8 10.3 3.8 5.6 -1.8
7/22 23,686 23.2 71 2.6 3.9 -1.3
8/22 25,530 6.5 2.5 0.4 1.4 -0.9
9/22 10,531 9.6 15 0.3 0.8 -0.5
10/22 2,694 48.8 1.4 -0.3 0.8 -1.1

Note: The figure shows an estimate of results for model 3.
Source: author’s calculations.

of personal consumption. After that, there is a visible divergence
between the components of domestic retail trade and total retail
trade, with the domestic component growing only marginally in
the second quarter of 2022 and falling on an annual level in the
third quarter. This suggests that retail trade growth in the third

Figure 3 Annual growth rates of personal consumption (C),
total real retail trade turnover (RTT-TOT) and retail series
with excluded consumption by foreign tourists (RTT-DOM)
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Note: Data for the fourth quarter of 2022 refer to October.
Sources: CBS and CNB calculations.

quarter was driven exclusively by tourist spending (Figure 3). De-
velopments in personal consumption from the national accounts
follow the dynamics of total real retail trade turnover better than
the estimated domestic component of real retail trade turnover.
This may suggest that either household consumption in 2022
has turned to services and other components not covered by
retail trade or that larger spending by non-residents has been
incorrectly interpreted and caused an overestimation of personal
consumption.
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4 Labour market
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Employment and unemployment

The labour market has proved resilient to recent ad-
verse economic events, despite a very gradual weakening of
favourable trends. In the third quarter, total employment rose by
0.5% from the previous quarter, when employment growth was
a little higher, 0.6%. Employment in the IT sector made the big-
gest contribution to total employment growth, followed by the
contribution of tourism-related service activities, while the num-
ber of employed persons in the public sector fell (Figure 4.1).
At the annual level, the number of employed persons was 2.4%
higher in the third quarter of this year than in the same period in
2021. Available data for October hint at a continued slowdown
in employment growth, with the highest quarterly employment
rate still recorded by the IT sector. The job vacancy rate almost
held steady in October at an elevated level of 1.28%.

Employment growth led to a further decline in the unemploy-
ment rate. The registered unemployment rate fell to 6.8% of the

labour force in the third quarter, from 6.9% in the previous three
months. The absence of any very sharp fall in the unemployment
rate, despite employment growth, can largely be explained by an
increase in employment of third-country workers (from non-EU
countries) and increased employment of retirees on a half-time
basis. Data for October suggest a continued decline in the un-
employment rate to 6.6%. There were 112 thousand unemployed
persons in October, as against 123 thousands in the same month
in the previous year (Figure 4.2). The internationally compara-
ble ILO unemployment rate is available for the second quarter
of 2022, when it grew to 7.6% of the labour force (seasonally
adjusted), remaining, however, at a lower level than in the same
period in the previous year, when it was 8.4% (Figure 4.3%).
The employment rate in the April to June period amounted
to 48.5%, exceeding the level from the same period in the previ-
ous year. The long term growth trend in the unemployment rate
thus continued. The participation rate also went up annually to

Figure 4.1 Employment by NCA
levels

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

Figure 4.4 Labour Force Survey
seasonally adjusted series
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52.4% (Figure 4.4).

Wages and unit labour costs

In the third quarter of 2022, the growth of nominal gross
wages decelerated to 1.7% from 2.7% in the previous quarter.
Nominal gross wages in the private sector grew more than 10%
annually in both the second and the third quarter, whereas pub-
lic sector wages increased at a considerably slower rate. How-
ever, despite the relatively high growth rates, nominal wages
lagged behind the rise in the general price level since the second
half of the previous year, with the result that real wages contin-
ued to decrease at the quarterly level (down by 1.1% in the third
quarter). Data for October show that real net wages continued
to drop in the fourth quarter (Figure 4.5).

Although they lagged behind the growth in prices, wages
grew faster than labour productivity, so that the nominal unit
labour cost increased in the second quarter of 2022 (Figure 4.6).

Projected developments
Following the 2.2% increase in employment in 2021, the
number of employed persons is expected to grow by 2.5%

19

Table 4.1 Estimate and projection of labour market indicators
for 2021 and 2022

year-on-year rate of change, in %

0.4

Number of employed persons
- CPIl

23 23 -1.2 22 25

Number of employed persons

- national accounts 26 31 -2 1.2
Participation rate (ILO) 512 512 510 518 529 534
Unemployment rate (ILO) 8.4 6.6 7.5 7.6 6.9 6.8
Average nominal gross wage 4.9 3.8 25 4.1 8.7 7.9
uLC 37 0.0 104 -55 40 69
Productivity 0.2 03 -75 117 3.7 0.9

Note: The year-on-year rates of change in employment refer to data on persons insured
with the CPII, year-on-year rates of change in the average gross wage until 2016 refer to
data from the JOPPD form, whereas year-on-year rates of change in unit labour costs and
productivity refer to national accounts data. The estimate and projection of unit labour
costs (and productivity) assume that the rise in employment and total employment in the
national accounts will be equal to the expected increase in the number of persons insured
with the CPII. Average gross nominal wages are recorded on an accrual basis.

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

Figure 4.5 Average nominal gross wage
seasonally adjusted data, quarterly rate of change and levels

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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Figure 4.6 Compensation per employee, productivity and
unit labour costs

seasonally adjusted data, quarterly rate of change and levels
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Note: In the calculation of unit labour costs, paid compensation of employees and
real GDP were taken from the national accounts, while data on the number of
employees (persons employed in legal persons and natural persons who received
compensation) and total employment were taken from the CPII.

Sources: CPIl and Eurostat (seasonally adjusted by the CNB).

annually in 2022. Employment in the private sector could con-
tribute more to employment growth than employment in the
public sector while a significant share of new employees could
be accounted for by workers from third countries. The number
of unemployed persons is likely to decline in 2022 and the ILO
unemployment rate could drop to 6.9% of the labour force from
7.6% in 2021.

The average nominal gross wage could increase by 8.7% in
2022, with the growth of private sector wages slightly exceed-
ing that of public sector wages. The build-up of inflationary
pressures made an impact on nominal wages amid strong de-
mand for workers and the lack of qualified labour, which have
strengthened the bargaining power of workers. With regard to
the public sector, it has been agreed that the wage calculation
base for civil servants and government employees will be raised
by 6% starting from 1 October 2022 and by 2% from 1. April
2023. Despite a significant expected rise in the average nominal
gross wage, its real value could fall by 1.7% from 2021 due to
the expected strong increase in consumer prices.

The marked economic slowdown is expected to spill over to
the labour market in 2023. Total employment could grow by
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0.4%, while the ILO unemployment rate could drop to 6.8% of
the labour force. The average nominal gross wage is expected to

5 Inflation
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decelerate to 7.9%. However, real wages could edge up by 0.5%
as inflationary pressures ease.

Consumer price inflation (CPI) accelerated in almost every
one of the first ten months of 2022, although at a declining pace
in the second half of the year, rising to 13.2% in October from
5.5% at the end of 2021. These trends primarily resulted from
the spillover of the high global prices of energy products and
food and industrial raw materials to domestic producer and con-
sumer prices. Although perceptibly subdued at the end of the
observed period, pressures arising from delays in global supply
chains also pushed prices up. As a consequence of all this, the
inflation diffusion index, that is, the share of products whose
prices increased in the total number of products, increased, hit-
ting a thirty-year high at mid-year (Figure 5.1). However, the
inflation diffusion index decreased in the second half of the year,
due to price caps on some energy products and basic food prod-
ucts that softened the intensity of inflation growth. In addition,
current inflationary pressures eased in the second half of the
year, as did the statistical effect of the base period related to a
sharp acceleration of inflation in the second half of 2021, which
suggests that the inflation rate will gradually stabilise.

The largest contribution to the acceleration of the annual
inflation rate in the last four months came from the prices of
food and services (Figure 5.2.). The annual growth rate in food
prices (including alcohol and tobacco) increased from 14.3%
in June to 17.2% in October, mostly due to the spillover of the
mentioned imported cost pressures. The prices of meat prepa-
rations, cheese and eggs, vegetables, bread and cigarettes were
major contributors to the increase. The acceleration of the
food price growth would have been even sharper if the prices
of nine basic food products had not been limited by a set of
measures adopted in autumn.* The annual growth rate of ser-
vices prices accelerated from 5.3% in June to 7.2% in October.

Figure 5.1 Indicators of current inflation trends
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Notes: The month-on-month rate of change is calculated from the quarterly moving
average of seasonally adjusted consumer price indices. The inflation diffusion index
is measured by a 6-month moving average. The inflation diffusion index shows the
share of the number of products that increased in price in a given month in the total
number of products and is based on the monthly rates of change derived from the
seasonally adjusted components of the HICP.

Sources: CBS and Eurostat.

This increase was boosted by a large number of subcompo-
nents, in particular by hotel and restaurant services, propelled
by the continued recovery of Croatian tourism.> Specifically, the
growth of prices in restaurants and coffee shops was generated
by rising input costs (the prices of food and beverages as well as
energy products) and inflation pressures stemming from wage
increases (amid the lack of a qualified labour force in hotels
and restaurants) and the growth of demand for related services
following the lifting of containment measures. Due to ongoing
delays in supply chains and the spillover of an earlier increase
in the prices of energy and industrial raw materials, the annual
growth in consumer prices of industrial products accelerated at
a relatively low rate, up from 9.6% in June to 10.1% in October.
The prices of household goods and personal care products grew
the most.

Core inflation (which excludes agricultural product prices,
energy prices and administered prices) accelerated sharply from
11.3% in June to 14.2% in December (Table 5.1) as a result
of the mentioned rise in the contribution of the prices of pro-
cessed food products, market-based services, in particular ho-
tels and restaurants and accommodation services, and industrial
products.

In contrast, the annual rate of growth in energy prices
dropped from 22.2% in June to 19.9% in October, primarily as
a result of a slowdown in the annual rate of growth in refined
petroleum products prices, caused by a marked fall in global
crude oil prices and the beneficial base period effects. The aver-
age price of a barrel of Brent crude oil (in US dollars) was 22%
lower in October than in June due reports on the global eco-
nomic slowdown. The administrative prices of energy products

Figure 5.2 Year-on-year inflation rate and contributions of
components to consumer price inflation

percentage points

—4
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Energy Unprocessed food
Processed food Non-food industrial goods without energy
Services — Core inflation (%) = Consumer price inflation (%)

Note: Core inflation excludes agricultural product prices, energy prices and
administered prices.
Sources: CBS and CNB calculations.

4 Sunflower oil, long-life milk, flour, sugar, whole chicken and some kinds of
pork.

5 The acceleration of the annual growth of services prices was also driven by
the prices of the repair and maintenance of personal transport equipment,
refuse collection, insurance and personal care.
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Table 5.1 Price indicators
year-on-year rate of change

21

Consumer price index and its components

Total index 5.5 7.3 121 12.8 13.2
Energy 11.0 13.3 22.2 17.7 19.9
Unprocessed food 9.0 9.5 12.9 16.0 16.4
Processed food 7.0 9.0 14.9 16.8 17.5
Non-food industrial goods without energy 3.1 5.8 9.6 10.9 10.1
Services 1.7 2.6 5.3 6.9 7.2

Other price indicators

Core inflation 4.6 6.7 11.3 14.0 14.2

Index of industrial producer prices on the domestic market 19.6 24.7 30.8 30.2 23.6

Index of industrial producer prices on the domestic market (excl. energy) 4.3 6.8 9.9 11.5 11.8

Harmonised index of consumer prices 5.2 7.3 121 12.6 12.7

Harmonised index of consumer prices at constant tax rates 5.0 7.3 13.4 141 14.4

Note: Processed food includes alcoholic beverages and tobacco.
Sources: CBS and Eurostat.

(electricity®, natural gas and heat energy) were relatively stable
in the last four months, while the prices of solid fuels, which are
freely determined, increased sharply.

The consumer price inflation rate measured by the har-
monised index of consumer prices (HICP) accelerated in the eu-
ro area too, rising from 8.6% in June to 10.6% in October 2022.
(Figure 5.3). The increase was primarily driven by food prices,
which account for about one fourth of total inflation. The accel-
eration of food prices resulted from the spillover of an earlier in-
crease in production costs and the effect of the summer drought.
Another increase was recorded in the contribution of the prices
of industrial products (clothing, among others) and services, in
particular the prices of transportation services, which rose due
to specific factors, such as the expiry of the subsidised trans-
port pass in Germany. After having grown in the second half of
the year, the contributions of the prices of industrial products
and service make up about one third of total euro area inflation.

Figure 5.3 Indicators of price developments in Croatia and
the euro area

year-on-year rate of change, in %

2015 2016 2017 2018 2019 2020 2021 2022

— Croatia — HICP — Euro area - HICP
—— Croatia — HICP excl. energy, food, alcoholic beverages and tobacco
— Euro area — HICP excl. energy, food, alcoholic beverages and tobacco

Sources: CBS and Eurostat.

6  Electricity prices edged up in October due to the growth of these prices for
households whose consumption exceeds the threshold up to which prices are
fixed at a lower level.

The contribution of energy prices almost held steady in the ob-
served period: the accelerated annual growth of natural gas and
electricity prices was offset by the decelerated growth of refined
petroleum product prices. However, energy prices continued to
account for the largest share of total euro area inflation.

Croatia’s HICP inflation went up from 12.1% in June to
12.7% in October, 2.1 percentage points more than euro area
inflation (for more information, see Box 3 Why is inflation in
Croatia higher than in the euro area? The core inflation rate
(measured by the HICP excluding energy, food, alcoholic bev-
erages and tobacco) accelerated to 9.7% in October from 8.4%
in June, exceeding the euro area rate by a considerable 4.7 per-
centage points. Croatia’s core inflation rate differs from that in
the euro area in that both of its components (industrial products
and services) grew at a higher rate.

Inflationary expectations

Short-term inflationary expectations of consumers and cor-
porate managers in Croatia’s industrial sector decreased in the
period between June and October 2022, remaining, however,
relatively high (Figure 5.4). The recent decrease in consumers’

Figure 5.4 Short-term consumer and corporate inflationary
expectations

balance of responses
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— Consumer inflationary expectations
— Corporate inflationary expectations — industry
— Corporate inflationary expectations — services

Note: The consumer expectations refer to a twelve-month period ahead and the
corporate expectations refer to a three-month period ahead.

Source: Ipsos.
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inflationary expectations was probably due to the measures
the Croatian government implemented this year to subdue the
growth of the consumer prices of energy products and basic
food products. The downward trend in the inflationary expecta-
tions of industrial enterprise managers can probably be linked to
the expectations of a decline in production process costs, arising
from, among other things, a drop in the prices of food and in-
dustrial raw materials in the world market in the third quarter of
2022 and the expected continuation of this trend, indicated by
developments in futures markets. In addition, the share of cor-
porate managers claiming that the lack of materials and equip-
ment limits their operation decreased (Figure 5.5), which points
to the weakening of inflationary pressures caused by delays in
supply chains, a factor that could also have curtailed inflation-
ary expectations. Additionally, government measures adopted in
autumn to ensure the stability of electric and heat energy prices
for the corporate sector could also have diminished inflationary
expectations.

In the second half of the year, economic analysts gradually
revised upwards their short-term expectations regarding Croa-
tia’s average annual inflation in 2022, projecting the inflation

Figure 5.5 Factors limiting industrial production
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rate to stand at 8.9% in the survey carried out in June, compared
with 10.4% projected in the survey from November (Figure 5.6).
This was probably brought about by the fact that inflation rates
were higher than anticipated in the preceding months and by
assessments that upward pressures on prices could be stronger
and more persistent than projected. Analysts expect inflation to
slow down further in 2023 from 2022, but to remain elevated.
Inflationary expectations for 2023 were gradually revised up-
wards, from 4.3% in June to 6.5% in November.

Projected developments

In accordance with developments in the first nine months,
average annual HICP inflation is expected to accelerate sharply
to 10.6% in 2022 from 2.7% in 2021. The acceleration of the
average annual inflation rate was driven by increases in the an-
nual growth rates of all main inflation subcomponents, in par-
ticular core inflation (HICP excluding food and energy). Food
prices could also aid the acceleration of inflation, although to a
smaller extent, while the contribution of energy prices is expect-
ed to be lower, given that the prices of food and energy started
to grow earlier than other inflation components and therefore
influenced trends in the previous year.

The annual core inflation rate could grow to 7.3% in 2022
from 1.3% in 2021, reflecting the prolonged period of infla-
tionary pressures, on both the supply and the demand side. The
main pressures on inflation in the first half of the year were as-
sociated with the high prices of energy products and other raw
materials, high freight rates and disturbances in supply chains
caused by the war in Ukraine, i.e., supply side pressures. The
second half of the year saw pressures coming from the demand
side, primarily including those related to non-resident demand
for tourist services.

The annual rate of growth in food prices could amount to
12.8%, which is significantly above the 2.6% of the previous
year. The growth of food prices accelerated due to the spillover
on retail food prices of preceding rises in the global prices of
food raw materials and mineral fertilisers as well as of grow-
ing energy prices. The higher food price growth rate was partly
caused by disturbances in the chains of supply, especially the
supply of the product groups in the global production of which
Russia and Ukraine account for a large share.

The average annual rate of growth in energy prices could leap
from 8.8% in 2021 to 20.0% in 2022 due to the acceleration of

Figure 5.6 Short-term inflationary expectations by economic
analysts

Figure 5.7 Domestic and foreign inflation indicators
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the growth of prices of most energy subcomponents, both those
that are mostly market-defined (refined petroleum products’
and solid fuels) and those with administered prices (electricity
and natural gas).

Croatia’s annual inflation rate could start decelerating at a
stronger pace in early 2023, so that the average annual infla-
tion rate is expected to stand at 7.5%, compared with 10.6% in
2022. The projected inflation slowdown resulted from the stabil-
isation of inflationary pressures and the gradual disappearance
of the base effect that the high growth rate of current inflation
in 2022 had on the annual inflation rate in 2023. In addition,
a slowdown in the inflation rate is also indicated by the allevia-
tion of inflation pressures from the external environment, due in
particular to the fall of the prices of crude oil and other raw ma-
terials in the world market. Given future market prices, this alle-
viation is expected to continue in the remaining part of the pro-
jection period. The slowdown in overall inflation could result in
a lower annual increase of all inflation subcomponents: energy
prices could rise 10.6% in 2023, instead of the 20.0% of 2022,
food prices only 7.8% instead of 12.8%, while core inflation

Figure 5.8 Projection of consumer price inflation
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Box 3 Why is inflation higher in Croatia than in the

23

could be 6.6% instead of the previous year’s 7.3%.

If the national consumer price index is observed, due to the
relatively small differences from the harmonised consumer price
index®, average annual rates could be equal in the current and
following years. In terms of the national index, inflation is ex-
pected to pick up to 10.5% in 2022 from 2.6% in 2021 and to
slow down to 7.5% in 2023.

The inflation projection is surrounded by great uncertainty
and considerable risks, especially as regards 2023. The pre-
vailing risks are that inflation could be higher than anticipated
and that the return to low and stable inflation rates could take
longer than expected. The main risk for the realisation of pro-
jected inflation in Croatia is posed by higher than expected infla-
tion in Croatia’s main trading partners. Most recent global infla-
tion forecasts have proved to be wrong, so that the precision of
new global forecasts is questionable. As the reasons for the rapid
acceleration of global inflation are still unclear, no precise pro-
jections can be made regarding the expected fast slowdown of
inflation. The inflation rate is under the increasingly strong in-
fluence of medium-term structural factors, such as deglobalisa-
tion and orientation to renewable energy sources due to climate
change, and structural factors mostly reduced the inflation rate
in the previous periods. Additionally, the uncertainty surround-
ing the prices of energy and other raw materials amid the war
in Ukraine could lead to price increases if additional sanctions
are imposed on Russia, if supply chain disturbances grow due
to the escalation of the war between these two countries and if
the supply of raw materials from Russia, most importantly en-
ergy products, declines. Risks arising from domestic inflation-
ary pressures could reflect potentially faster than expected wage
growth, which could spill over to an increase in Croatia’s con-
sumer price inflation.

By contrast, risks that could drive inflation lower than antici-
pated are less pronounced. These risks stem from a drop in the
prices of energy products and other raw materials in the world
market and lower than expected food prices, primarily resulting
from a possible de-escalation of the war in Ukraine and the revo-
cation of sanctions imposed on Russia. Inflation could also be
lower if monetary policies tighten faster or responses to the tight-
ening implemented so far are stronger, which could result in the
weakening of inflationary pressures. These pressures could also
be lower if economic activity slows down more than expected.

euro area?

Inflation measured by the harmonised index of consumer
prices was much higher in Croatia than in the euro area in 2022.
The biggest contributions were made by food prices, followed
by the prices of services and industrial products, while the con-
tribution of energy prices was lower in Croatia than in the euro
area. There were several probable causes for the divergence in
inflation between Croatia and the euro area, including a sharp
increase in non-resident demand for tourist services, a stronger
economic recovery, a decrease in domestic market competition
and differences in the consumer basket structure arising from

7 The Croatian government made several interventions in the refined petrole-
um product market since March: first by temporarily reducing excise duties
on petrol and diesel fuels and fixing the margins of oil traders and then by
periodically setting the maximum retail price of basic petrol and diesel fuels
(set on Tuesday for another seven or fourteen days).

8 For differences between these two indices, see Box 2 Comparison of the na-
tional and harmonised index of consumer prices in Croatia, Macroeconomic
Developments and Outlook No. 12, July 2022.

the larger share of food and accommodation services’ prices in
Croatia’s consumer basket. The difference in inflation between
Croatia and the euro area is expected to diminish in 2023.
Croatia’s consumer price inflation (measured by the har-
monised index of consumer prices, HIPC) had for a long time
followed trends in the euro area.® With relatively small deviations
in the long term, both overall and core inflation (measured by the
HICP excluding energy, food, alcohol and tobacco) Croatia’s in-
flation and euro area inflation were still equal® in 2021. However,
in the first ten months of 2022, inflation in Croatia accelerated

9 Between the beginning of 1999 and the end of 2021, the annual overall in-
flation rate in Croatia was on average 0.6 percentage points higher than the
euro area inflation rate. In a somewhat shorter period from the beginning of
2002 to the end of 2021, Croatia’s core inflation exceeded euro area infla-
tion by an average of 0.1 percentage points and its overall inflation was 0.3
percentage points higher.

10 In December 2021, Croatia’s overall inflation stood at 5.2%, relative to
5.0% in the euro area, while its core inflation amounted to 2.5%, relative to
2.6% in the euro area.
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Figure 1.1 Inflation developments in Croatia and the euro
area
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Notes: Core inflation in Croatia is measured by the harmonised index of consumer
prices that excludes energy, food, alcoholic beverages and tobacco prices. In other
words, core inflation includes the prices of industrial products and services.
Sources: Eurostat and CNB calculations.

more than in the euro area (Figure 1.1). The difference between
overall inflation in Croatia and that in the euro area peaked at
3.8 percentage points in July 2022'"!, decreasing to 2.1 percent-
age points by October. The difference between core inflation
rates reached the maximum of 5.2 percentage points in August
2022, falling to 4.7 percentage points by October. The text below

Figure 1.2 Difference between overall inflation rates and the
contributions of individual components to consumer price
inflation in Croatia and the euro area

percentage points
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Sources: Eurostat and CNB calculations.

11 The same divergence was recorded in the previous period of heightened
inflation in July 2008.

explains the main reasons for the divergence in inflation between
Croatia and the euro area.

An analysis of the difference between the contributions of
the main components of overall inflation in Croatia and that
in the euro area (Figure 1.2) shows that Croatia’s inflation was
higher in October 2022 primarily because of the contribution of
food prices (including alcohol and tobacco prices). The second
largest contribution was that of services prices, followed by the
contribution of industrial product prices. In contrast, the con-
tribution of energy prices was lower in Croatia than in the euro
area.

The differences between the contributions of individual
components can be explained by the different trends of their
prices and/or their different shares in the consumer baskets,
which reflect variations in consumer preferences.’? The recent
divergence in inflation between Croatia and the euro area is al-
so due to differences between the weights of individual compo-
nents and their price trends (Figure 1.3), with the effect of price

Figure 1.3 Impact of different movements in prices and
weights in Croatia and the euro area
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trend differences easing in the period between July and October
2022.

The annual increase in food prices in Croatia was 16.0% in
October 2022, which is 2.9 percentage points more than in the
euro area.'® Additionally, food prices account for a larger share in
the consumer basket in Croatia than in the euro area (Table 1.1),
which may be attributed to a lower degree of Croatia’s economic
development and the relatively high level of food product prices.

Broken down by individual components, the increase in the
contribution of food prices to Croatia’s overall consumer price
inflation in October 2002 was mainly due to bread prices (Figure
1.4). The second largest contributions came from meat prices (in
particular of dried, salted or smoked meat, beef and veal) as well
as from milk, cheese and egg prices.

Services prices increased by 9.5% annually in Croatia in

12 For more details on the differences between the contributions of individual
components in 2016, see Box 1 Causes of the difference between inflation in
Croatia and the euro area, Macroeconomic Developments and Outlook No.
1, December 2016. No. 1, December 2016.

13 However, the annual food-price growth in Croatia was lower than in most
Central and Eastern European Countries. Food price inflation grew at higher
rates in the countries with high shares of agricultural product imports from
Ukraine, Russia and Belarus (see: Bodnar K. and T. 2022): The surge in
euro area food inflation and the impact of the Russia-Ukraine war, ECB
Economic Bulletin, 4/2022).
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Table 1.1 Structure of the consumer price index in Croatia and
in the euro area in 2022, in %

[ Coue Goam)
Energy 13.2 10.9
Food 28.8 20.9

Processed food products 22.9 15.9
Non-processed food products 5.9 5.0
Core inflation 58.1 68.2
Industrial products 26.6 26.5
Services 31.5 1.7

Source: Eurostat.

Figure 1.4 Difference between the contributions of food
prices and some inflation subcomponents to inflation in
Croatia and the euro area
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October 2022, 5.2 percentage points more than in the euro
area. The annual growth of hotel and restaurant services prices in
Croatia was more than twice as fast as that in the euro area
(18.2% relative to 7.1%), accounting for one of the fastest growth
rate in euro area member states. The impact of the faster growth
of services prices on the divergence in inflation between Croatia
and the euro area was alleviated due to their smaller share in the
consumer price basket in Croatia. However, although services
as a whole account for a smaller share of the consumer price
basket in Croatia than in the euro area, this is not the case with
accommodation services, for example.

Accordingly, the larger contribution of services prices to
Croatian inflation is primarily connected with tourism-related
services amid the strong recovery of non-resident demand for
tourist services. The largest difference between the contributions
of specific services in September 2022 stemmed from the pric-
es of accommodation and hotels and restaurants (Figure 1.5),
which can account for almost the whole difference between the
contributions of services prices to overall inflation in Croatia and
the euro area. The prices of other services, e.g., the prices of
housing and household maintenance services as well as trans-
port services, contributed less to Croatian than to euro area in-
flation.

The higher contribution of industrial products to Croatian in-
flation than to euro area inflation resulted from the faster growth
of industrial product prices in Croatia, while their shares in Croa-
tia’s and the euro area’s consumer baskets are the same. Specif-
ically, industrial products prices increased by 9.9% annually in
Croatia in October 2022, 3.8 percentage points more than in the

Figure 1.5 Difference between the contributions of services
prices and some inflation subcomponents to inflation in
Croatia and the euro area
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Figure 1.6 Difference between the contributions of industrial
product prices and some inflation subcomponents to
inflation in Croatia and the euro area
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euro area. The higher contribution of industrial products to in-
flation in Croatia was mainly due to the prices of non-durable
household goods and other appliances, articles and products
for personal care (Figure 1.6). The contribution of the prices of
newspapers and books as well as clothing was also higher in
Croatia than in the euro area.

If the prices of services and industrial products are taken as a
whole, as a basic core inflation indicator (i.e. the consumer price
index that excludes energy, food, alcohol and tobacco prices),
their contribution to Croatia’s inflation surpassing euro area in-
flation has since June 2022 exceeded the contribution of food
prices.

In contrast with the prices of food, services and industrial
products, energy prices grew at slower rates in Croatia than in
the euro area. The annual growth rate of energy prices in Croa-
tia, standing at 19.0% in October 2022, was 22.5 percentage
points lower than the euro area average and one of the lowest
growth rates in all euro area member states. The slower growth

14 Household prices of natural gas and electricity increased less than prices
charged to enterprises.
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Figure 1.7 Difference between the contributions of energy
prices and some inflation subcomponents to inflation in
Croatia and the euro area
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of energy prices in Croatia can be attributed to measures im-
plemented by the Croatian government to limit their growth,
Croatia’s relatively low dependence on imports of energy prod-
ucts from Russia and the fact that the opening of the LNG termi-
nal enabled an alternative supply chain of natural gas.

The impact of the slower growth of energy prices was off-
set by their accounting for a larger share in the Croatian than in
the euro area consumer basket, but the contribution of energy
prices to overall inflation in Croatia was lower. Among individual

Figure 1.8 Inflation differential relative to the euro area
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energy products (Figure 1.7), markedly lower contributions to
inflation in Croatia were made by gas and, to a smaller extent,
electricity. The contribution of refined petroleum product prices
in Croatia was larger than that in the euro area during a large part
of the year, becoming equal in September and October.

Inflation differentials relative to the euro area average in 2022
increased in many other monetary union members (Figure 1.8).
Inflation in the Baltic countries, for example, exceeded 20% in
October 2022 and inflation in the Netherlands and Slovakia was
considerably higher than the euro area average. Croatia’s infla-
tion rate equalled Italy’s and Belgium’s inflation rates. In con-
trast, inflation rates in France, Spain and Malta were lower than
the average euro area rate. As regards core inflation, Croatia’s
inflation differential is among the highest relative to the euro area
average, just behind those of Estonia and Lithuania.

The increase in inflation differentials in the monetary union
was due to several factors, including the varied impact of the
corona virus crisis and the various speeds at which economies
opened, differences in the effect of the growth of prices of en-
ergy products, food raw materials and other raw materials (e.g.,
due to differences in consumer basket structures and/or mea-
sures implemented by governments to limit the impact of price
growth) and differences in developments in the prices of indus-
trial products and services caused by disturbances in supply
chains and national labour markets.™

In addition to the faster growth of food prices and their larger
share in the consumer basket as well as the robust growth of
non-resident demand for tourist services, the divergence in infla-
tion between Croatia and the euro area was also caused by oth-
er factors.™ One factor is that the economic recovery in Croatia
was stronger than that in the euro area. Stronger upward pres-
sures on prices in Croatia could also be related to lower com-
petition in the domestic market, smaller than the euro area mar-
ket. The increase in inflation differential could also be caused by
the relatively high import dependence of the domestic economy,
which is therefore more exposed to the spillover of heightened
global inflationary pressures. Another possibility is that some

Figure 1.9 Change in nominal unit labour costs and inflation
difference relative to the euro area average between
individual euro area member states and Croatia

inflation differential, October 2022
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15 See Beynet P. and A. 2022): What is driving the spike in inflation dispersion
in the euro area and how should policy react, ECOSCOPE, available at:
https://oecdecoscope.blog/2022/09/06/what-is-driving-the-spike-in-infla-
tion-dispersion-in-the-euro-area-and-how-should-policy-react/.

16 For factors influencing the inflation differential in the period until (and
including) 2012, see Box 1 Determinants of the differences between the
Croatian and the eurozone inflation rate, CBN Bulletin, December 2012.
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domestic entrepreneurs, having lower productivity and being
less competitive than others, had to transfer growing input costs
(e.g. of energy and wages) to the final prices of their products
and/or services.

There is also a question of whether the divergence in inflation
between Croatia and the euro area was also influenced by dif-
ferences in the developments of unit labour costs (ULC). A fast-
er annual growth of the ULC in 2022 is related to an increase in
the difference between the inflation rates of individual euro area
member states and the monetary union average (Figure 1.9). As
regards Croatia, although the ULC annual growth rate was in the
first half of 2022 somewhat lower than in the euro area, the differ-
ence in ULC trends between Croatia and the euro area deterio-
rated relative to the second half of 2021, when the ULC in Croatia
decreased and the euro area ULC recorded decelerated growth.

The higher inflation in Croatia cannot be attributed to the ef-
fect of the introduction of the euro. So far, there have been no

6 Current and capital account

indications that the euro changeover has had any considerable
impact on price growth, especially taking into account measures
introduced to prevent unjustified price growth (primarily the dual
display of prices). In addition, the experience of other countries
tends to suggest that the conversion of national currencies into
the euro has only a very slight effect on consumer price growth.

Finally, the increasing difference in the inflation rate between
Croatia and the euro area should reflect only temporary diver-
gence. The year 2023 is expected to see a slowdown in inflation
both in Croatia and in the euro area and a lower inflation differ-
ence. According to the latest projections of the Croatian National
Bank and the European Central Bank, the difference in the av-
erage annual overall inflation rate could decrease from 2.2 per-
centage points in 2022 to 1.2 percentage points in 2023. Con-
sensus Economics analysts (November 2022) also expect infla-
tion difference to decrease, from 1.9 percentage points in 2022
to 0.5 percentage points in 2023.

The current and capital account surplus was slightly low-
er in the third quarter of 2022 than in the same period in the
previous year. Notwithstanding the significant deterioration of
the trade in goods deficit, driven primarily by the growth of the
prices of energy products and other raw materials in the world
market, unfavourable trends in the goods account were offset by
the strong growth of net exports of services, spurred by rising
tourism revenues. The primary account deficit widened slightly,
while the overall surplus in the secondary income and capital ac-
counts held steady from the third quarter of 2021. The cumula-
tive values realised in the last four quarters show that the current
and capital account surplus stood at a low 0.9% of GDP in the
period up to end-September 2022, relative to 4.2% of GDP in
2021, due primarily to a sharp increase of the deficit in the trade
of energy products (Figure 6.1).

Foreign trade and competitiveness
Foreign trade in goods, having stepped up sharply in the first
half of the year, accelerated additionally in the third quarter of

2022. The bulk of the acceleration resulted from a sharp in-
crease in the prices of energy products and other raw materials
in the world market, boosted additionally by the war in Ukraine,
which caused a considerable deterioration of trade conditions.
According to balance of payments data, the nominal growth of
goods exports and imports was 55.1% and 57.7% respectively in
the third quarter of 2022, with the result that the trade in goods
deficit surged by 61.0% annually. As regards cumulative results
in the past year, the trade in goods deficit stood at 25.6% of
GDP in the period until the end of September 2022, higher than
the 19.6% of the whole of 2021.

Detailed CBS data show that the better performance of ex-
ports on an annual level was mostly accounted for by ener-
gy products (Figure 6.2), particularly exports of electricity to
Slovenia and gas to Hungary. Exports of other goods also rose
considerably, particularly of food products to Italy, Slovenia and
Serbia and capital goods (especially electrical machinery, appa-
ratus and appliances) to Italy and Germany. Also contributing to
the rise, although to a somewhat smaller extent, was the growth

Figure 6.1 Current and capital account balance and its
structure
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Figure 6.3 Imports of goods
year-on-year rate of change and contributions

Figure 6.5 Nominal and real effective exchange rates of the
kuna
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of exports of other transport equipment (i.e. ships to Greece)
and textile industry products to Italy and Ukraine.

The aggregate increase in goods imports was due to the same
production categories, most importantly energy products, that
is, natural and manufactured gas from the USA, oil and refined
petroleum products from Azerbaijan, Italy and Slovenia and
electricity from Hungary and Serbia (Figure 6.3). A sharp in-
crease was also recorded in the imports of capital goods (notably
electrical machinery, apparatus and appliances from China) and
food products from Hungary, Italy and Germany. Also rising
were imports of road vehicles from Germany, Slovenia and the
Czech Republic, textile industry products from Italy and Ger-
many, metal industry products from Germany and Bosnia and
Herzegovina and, to a smaller degree, imports of other chemical
products (excluding medical and pharmaceutical products) from
Italy and France.

In contrast to foreign trade in goods, the balance in the
services account increased sharply thanks to an increase in
tourist consumption by foreign tourists, which rose by 27.3%
in the third quarter of 2022 from the same period in the previ-
ous year. This was due to the further relaxation of containment

measures early in the year and their gradual lifting as well as to a
rebound in demand for services, which had been largely subdued
during the pandemic. Furthermore, the growth of revenues from
tourism substantially exceeded the increase in volume indicators,
i.e. the numbers of arrivals and nights, stemming from a marked
rise in the average spending by foreign tourists, largely caused
by the significantly higher prices of accommodation and hotels
and restaurants. Net exports of other services also increased, al-
though much less. The cumulative values recorded over the past
year reveal that the surplus in the international trade in services
increased from 16.8% of GDP in 2021 to 20.5% at the end of
September 2022.

The price competitiveness of Croatian exports, measured
by developments in the real effective exchange rates deflated by
consumer and producer prices recorded divergent trends in the
second half of 2022. Price competitiveness continued to improve
from early 2022, if real effective exchange rates deflated by pro-
ducer prices are observed, due to the low growth of consumer
prices in Croatia compared with that in Croatia’s major trading
partners. In contrast, price competitiveness measured by real ef-
fective exchange rates deflated by consumer prices deteriorated

Figure 6.4 Services exports
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Figure 6.7 Transactions with the EU budget
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slightly as a result of the kuna strengthening against other cur-
rencies included in the basket for the calculation of the effective
exchange rate of the kuna (Figure 6.5).

Income and transactions with the EU

The primary income account balance deteriorated noticeably
in the third quarter of 2022 from the same period of the year
before as a result of a further growth in the equity investment
income deficit (Figure 6.6.), resulting from the growing prof-
itability of enterprises in foreign ownership. Domestic sectors’
net interest expenditures edged down due to the growth of inter-
est income of the central bank and other domestic sectors from
non-residents’ securities.

Net income from transactions with the EU budget edged
down in the third quarter of 2022 because of the slight growth
of payments to the common budget, while the use of EU funds
held steady from the same period in the previous year. The
surplus of EU utilised funds over payments to the EU budget,

reported as the sum of the last four quarters, decreased from
3.7% of GDP at the end of 2021 to 3.0% of GDP at the end of
September 2022 (Figure 6.7).

By contrast, net inflow from other income, which excludes
income from equity and debt investments and transactions with
the EU budget, also increased perceptibly in the third quarter of
2022 relative to the equivalent period in 2021 due to the con-
tinued rise of net revenues from compensations of persons tem-
porarily employed abroad and from personal transfers (Figure
6.8).

Projected developments

The surplus in the current and capital account could decrease
considerably to 1.2% of GDP in 2022 from the 4.1% of 2021.
Despite the strong growth of the surplus in the international
trade in services, in particular in revenues from tourism, and the
considerable growth of the overall surplus in the secondary in-
come and capital transaction accounts caused by the greater use
of EU funds and larger net inflows from personal remittances
from abroad, the overall balance in the current and capital ac-
count could deteriorate noticeably, primarily due to the sharp
increase in the trade in goods deficit and a slight decrease in the
primary account surplus.

The pronounced widening of the trade in goods deficit was
mainly the result of the considerable growth of net imports of all
categories of energy products, caused by the price shock in the
global market, which had started as early as in 2021 and further
intensified after the outbreak of the war in Ukraine at the end
of February this year. Exports and imports of other goods, with
the exception of energy products, have also been rising strong-
ly amid inflationary pressures. However, the somewhat strong-
er growth of imports than of exports has led to the significant
widening of the deficit in the trade of other goods. Unfavourable
developments could also be recorded in the primary income ac-
count due to the growth of profitability of domestic enterprises
in foreign ownership. This could be only partly offset by an in-
crease in revenues from compensations of persons temporarily
employed abroad.

In contrast, owing to exceptionally favourable results thus far
this year, particularly in the months of the peak tourist season,
revenues from tourism consumption by foreign tourists in 2022
might be as much as 22% higher than in 2019. Such an out-
standing financial result could primarily result from the strong
growth of prices, whereas volume indicators could hover around
the pre-crisis level.

Although to a much lesser extent, the adverse trends could
also be moderated due to a rise in net inflows from personal
remittances from abroad. The use of EU funds is expected to
increase, but the positive balance of transactions with the EU
budget could drop from 3.7% of GDP in 2021 to 3.4% of GDP
in 2022 because of a sharp increase in nominal GDP.

The current and capital account balance is expected to con-
tinue to deteriorate and to drop to 1.0% of GDP in 2023. The
growth of the surplus in foreign trade in services and the ex-
pected peak of disbursements of EU funds prevented the bal-
ance from decreasing further. Specifically, the following year
is the deadline for the disbursement of funds allocated under
the financial envelope for the 2014 to 2020 period and funds
from the EU Solidarity Fund to be used for the reconstruction
of earthquake-hit areas. In addition, the use of funds under the
National Recovery and Resilience Plan, financed from the EU
recovery instrument (Next Generation EU) is expected to inten-
sify. As a result, the positive balance of net transactions with the
EU budget might peak at 4.5% of GDP in 2023. The growth
of the surplus in foreign trade in services could once again be
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driven by rising revenues from tourism, although at a much
slower rate than in the previous two years.

Favourable developments in the secondary income and capi-
tal transaction accounts as well as in foreign trade in services
could be offset by the continued growth of the trade in goods
deficit, despite a drop in imports of energy products and, to a
much lower degree, by a decrease in the primary income ac-
count caused by the continued growth of profitability of domes-
tic enterprises in foreign ownership and interest expenditures on
the external debt of domestic sectors.

The projection of developments in the current and capital

7 Private sector financing

account of the balance of payments is exposed to significant
risks and uncertainties. The key risks arise from the assumed
developments in the prices of energy products and other key raw
materials, in view of the high import dependency of the Croa-
tian economy, which could further weaken the foreign trade bal-
ance. Still, when it comes to energy products, there are some
positive risks suggesting that price developments could be better
than expected. The same is true of the projection of the use of
EU funds available to Croatia. Even though the use of EU funds
could exceed present expectations, there is also a negative risk of
a slower uptake due to potentially limited absorption capacities.

The second half of the year was marked by protracted strong
inflationary pressures, geopolitical uncertainties and the worsen-
ing of global financing conditions, reflected in the further rise
in market yields on government debt securities. The tightening
of financing conditions in financial markets started to spill over
to corporate financing costs, without, however, any significant
pressures on the increase in interest rates for households so far.
Credit standards for corporate and household loans tightened
in the third quarter. Demand for corporate loans recorded the
strongest growth since the survey was introduced, while house-
hold demand for loans trended down. The annual growth in to-
tal corporate financing continued its upward trend, largely due
to the increased borrowing from domestic credit institutions.
The annual growth of household placements remained stable in
the second half of the year, with housing loans still accounting
for the bulk of lending activity.

The costs of government borrowing, one of the determinants
of borrowing costs for other domestic sectors, continued to rise
in the second half of the year in regard to long-term borrow-
ing, while short-term borrowing costs held steady. The inter-
est rate on one-year kuna T-bills in the domestic market held
steady at 0.2% from May (Figure 7.1a). Long-term borrowing
costs went up; e.g. the yield on seven-year kuna bonds without
a currency clause stood at 4.02% in October, up by 3.7 per-
centage points from the end of 2021. Over the same period,

the yield on ten-year kuna bonds with a currency clause in euro
grew by 2.7 percentage points, standing at 3.64% in October
(Figure 7.1b). In July, the government issued kuna bonds with
a currency clause in euro in the domestic market, that is, four-
year bonds worth EUR 0.4bn with a yield of 2.17% and ten-year
bonds worth EUR 0.8bn with a yield of 3.47%. However, the
impact of the rise in the yields on total government interest ex-
penses should be limited due to the relatively long average matu-
rity of public debt.

After Croatia’s accession to the euro area in early 2023 was
officially confirmed in July, all three credit rating agencies up-
graded Croatia’s credit rating to a record-high level. Since mid-
July, Fitch and Standard & Poor’s have maintained Croatia’s
BBB+ investment rating, three notches above speculative rat-
ing, while Moody’s has maintained its Baa2 rating, two notches
above speculative rating.

The tightening of global financing conditions started to spill
over to corporate financing costs in the second half of the year.
The interest rate on pure new corporate loans went up to 2.76%
in October (Figure 7.2), the highest level since the beginning of
2019. Relative to October last year, the cost of financing rose by
107 basis points (Figure 7.3), mostly fuelled by the increase in
the interest rate on investment and syndicated loans, as well as
on loans for working capital. In terms of size of enterprise, the
annual increase was mostly driven by the rise in the interest rate

Figure 7.1 Yield-to-maturity on RC bonds
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Figure 7.2 Interest rates and amounts of loans to corporates

Figure 7.5 Interest rates and amounts of household loans
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Figure 7.3 Contributions to the annual change in interest rate
on pure new corporate loans

Figure 7.6 Contributions to the annual change in interest rate
on pure new household loans
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Figure 7.4 Interest rates on pure new loans by the size of
enterprises

Figure 7.7 Interest rates on pure new household loans by
purpose
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Figure 7.8 National reference rate (NRR)
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Figure 7.9 Credit standards and corporate demand for loans
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on loans to large enterprises (by 108 basis points), accounting
for more than two-thirds of new financing with banks in the sec-
ond half of 2022.

The quarterly average of financing costs went up in the sec-
ond half of the year for enterprises of all sizes (Figure 7.4), espe-
cially for large enterprises. Interest rates have mostly continued
their downward trend for larger enterprises, since they are gen-
erally perceived as less risky. However, the difference between
financing costs narrowed, and thus the quarterly weighted inter-
est rate on pure new loans to micro enterprises was 1.6 percent-
age points higher in October from that on such loans to large
enterprises, having mostly held steady at around two percentage
points in the first half of the year.

In contrast with corporates, there have been no significant
pressures for a rise in financing costs for households so far. The
interest rate on pure new loans to households edged down to
4.25% in October (Figure 7.5), although its level still remained
high relative to the second quarter when the fall in financing
costs was driven by the government housing loans subsidy pro-
gramme. The costs of household financing edged up by only two
basis points on an annual level (Figure 7.6), due to the slight rise

in interest rates on general-purpose cash loans.

In October, the interest rates on general-purpose cash loans
and housing loans stood at 5.5% and 2.6% respectively (Figure
7.7), very similar to the values recorded in the same month last
year.

The funding costs of the Croatian banking system mostly re-
mained favourable amid record high surplus liquidity. The na-
tional reference rate'” (Figure 7.8), which is most often used in
household loan contracts as a parameter for determining the
level of the variable component of variable interest rate on loans,
remained unchanged or edged down in the third quarter. On
the other hand, the six-month EURIBOR continued its upward
trend in the second half of the year. In the first eleven months, it
grew by 3.0 percentage points, reaching 2.4%, the highest level
since January 2009.

According to the bank lending survey, the tightening of cred-
it standards for corporate loans continued to intensify in the
third quarter, with demand for corporate loans recording the
strongest growth since the survey was first conducted (Fig-
ure 7.9). The further tightening of credit standards in the third
quarter was mainly driven by the worsened expectations related
to overall economic trends as well as the outlook for the indus-
try or the individual corporation. The most important drivers of
the strong demand for loans were corporate needs for financing
inventories and working capital, with the intensity of demand
related to fixed capital formation increasing from the first half
of the year.

With respect to households, credit standards tightened in the
third quarter, twice as strongly for consumer and other loans as
for housing loans (Figure 7.10). Banks reported that the tight-
ening of credit standards for all household loans was mainly
fuelled by worsened economic expectations, cost of sources of
funds and balance sheet restrictions, as well as by the worsened
creditworthiness of clients in the case of consumer loans. Hav-
ing risen in the first half of the year, demand for loans dimin-
ished in the third quarter, especially for housing loans. The fall
in demand for housing lending was the result of the deteriora-
tion of the outlook in the real estate market and the rise in non-
housing expenses of households, while demand for consumer
and other loans diminished due to a continued decline in con-
sumer confidence.

Due to the growth in domestic debt, total corporate financ-
ing trended up in the third quarter (Figure 7.11), with a slight
external deleveraging. If viewed on an annual level, the growth
in total financing continued its upward trend, reaching 9.4%
in September (transaction-based), the highest rate since the
beginning of 2009. All types of financing gathered momentum
on an annual level, with more than two-thirds of the increase
accounted for by the rise in borrowing from domestic credit
institutions.

The annual growth of corporate debt to domestic credit in-
stitutions continued to accelerate, standing at 22.3% in October
(transaction-based, Figure 7.12). In a challenging business envi-
ronment, corporates are faced with diverse needs for financing,
with loans for working capital, investment loans and syndicated
loans contributing equally to this current intensive growth (Fig-
ure 7.13). With regard to the structure of financing in terms of
enterprise size, the annual increase in borrowing by large enter-
prises was the most pronounced, having reached a high 36.5%

17 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 Consumer Credit Act (pursu-
ant to the Act on Amendments to the Consumer Credit Act, OG 143/2013).
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Figure 7.10 Credit standards and household demand for loans
a) Housing loans b) Consumer and other loans
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Figure 7.11 Corporate financing

Figure 7.13 Growth in corporate loans by purpose
transaction-based
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Figure 7.15 Growth in corporate placements by activity
transaction-based

Figure 7.17 Growth in household placements by loan type
transaction-based
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Figure 7.16 Household placements
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in October (Figure 7.14), while lending to micro, small and me-
dium-sized enterprises grew at a much slower pace.

Broken down by activities, in the first ten months of 2022
the largest increase in borrowing from domestic credit institu-
tions was seen in energy activities (Figure 7.15), mainly because
of the high costs of procurement owing to the rapid increase in
the prices of imported energy products and raw materials. How-
ever, inflationary pressures and the expected further increase in
borrowing costs have affected the entire non-financial corporate
sector, and so the growth in bank financing of corporations, ex-
cluding energy activities, was four times as high in the same pe-
riod as the growth in bank financing of all corporations in 2021.

The annual growth of household placements has held steady
since May, when it amounted to 5.5%, with the same rate
recorded in October (transaction-based, Figure 7.16). The bulk
of the growth is still accounted for by housing loans (Figure
7.17) which grew by 9.5% in October on an annual level, which
is almost the same as the growth seen in 2021. The annual
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Figure 7.18 Placements under payment deferral or
restructuring measures
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growth in general-purpose cash loans edged down in the second
half of the year to 3.0% in October, growing slightly more than
in the previous year (2.4%).

The total amount of bank placements covered by payment
deferral or restructuring measures was lower at the end of Oc-
tober 2022 from the end of last year. At end-October, 3.0% of
bank placements to corporates and only 0.3% of placements to
households were covered by the measures (Figure 7.18).

Projected developments

Total placements (government excluded) might record an an-
nual growth rate of 10.7% (transaction-based) in 2022, which
is almost three times the rate of 3.9% recorded in 2021. The
acceleration of the growth in placements was mostly spurred by
a strong increase in corporate lending, which might grow in an-
nual terms by 22.0% by the end of 2022. A notably smaller, al-
beit positive, contribution to growth might also come from lend-
ing to households, which might grow by 5.3% in 2022, largely
driven by housing lending, and to a lesser extent by the increase
in general-purpose cash loans.
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Box 4 Has the EU Council’s decision on Croatia’s accession to the euro area in early 2023 already

had an impact on the cost of borrowing?

The reduction of currency risk arising from a high level of eu-
roisation is one of the most significant benefits of euro adoption
for Croatia. The near elimination of currency risk should lead to
a decline in country risk premium, and consequently to a reduc-
tion in Croatia’s borrowing costs. This box aims to show that the
adoption of the euro has already had a beneficial effect on the
cost of government borrowing. This is particularly important in
the present conditions, in which central banks worldwide have
been hiking interest rates, with a large effect on the cost of bor-
rowing of countries comparable to Croatia.

Euro area membership brings about a reduction in the cost of
government borrowing (Szilard, 2021; Kunovac and Pavi¢, 2018;
Wiegand, 2017; Ehrmann, Fratzscher, Gurkaynak and Swan-
son, 2007; Cété and Graham, 2004). It has been argued that the
elimination of currency risk and the accession to the European
Stability Mechanism (ESM), providing support to countries ex-
periencing financial difficulties are the main reasons behind the
existence of the so-called euro premium. However, it should be
noted that “euro premium” also tended to be negative in some
periods, such as during the European debt crisis, when the ESM
was established. Given that Croatian economy is heavily eu-
roised, the elimination of currency risk is expected to bring rela-
tively large benefits. The euro-denominated liabilities of the gov-
ernment, corporates and some households substantially exceed
their euro-denominated assets, and so a strong depreciation of
the kuna would increase the debt servicing burden and weigh on
debt repayment capacity. Rational investors should make sure
that the effects of the currency risk elimination are already mir-
rored in the prices of government bonds. More specifically, due
to a reduced probability of default in the future, creditors should
be prepared to offer more affordable funding to the government.

The impact of euro adoption on the yield on bonds of the
Republic of Croatia as a result of the announced accession to
the euro area cannot be directly measured, but it can be esti-
mated. The estimation of the effect of euro adoption on yields is
not simple since it is very hard to separate the impact of the an-
nounced accession to the euro area (EU Council decision) from
other shocks affecting the movement of bond yields. A possi-
ble solution to this problem would be to compare the trends in

Figure 1 Trends in CDS premia in Croatia and peer countries
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Croatia’s government bond yields with yields on government
bonds of peer countries. The trends in the CDS premium?e,
which is a standard measure of risk and one of the core deter-
minants' of bond yields, particularly point to recent changes in
Croatia’s financing costs relative to peer countries (Figure 1).

The CDS premium on the five-year Croatian government
bond trended up from the beginning of the year, although less
so than in some peer countries. In early 2022, Croatia was per-
ceived as the second most risky country among peer coun-
tries (only Romania being perceived as more risky than Croa-
tia). The rise in CDS premia was particularly strong for non-
euro area countries, except the Czech Republic, and less
so for euro area peer countries. By end-September, market
perception of the probability of default for Croatia was more
favourable than for Romania, Hungary, Bulgaria and Poland, non-
euro area EU member states. However, itis hard to argue that more
favourable trends in CDS premia for Croatia are attributable to
the EU Council decision on Croatia’s imminent accession to
the euro area. In 2022, CDS premia were largely affected by the
tightening of monetary policy and the effects of the conflict in
Ukraine. The impact of these shocks might have varied across
countries; for instance, Poland and Romania might be more ex-
posed to risks induced by the war in Ukraine than Croatia.

The so-called synthetic control method (Abadie, 2021) is
used in this box to determine the causal effect of the announced
adoption of the euro. The idea is to construct a synthetic Croatia
by averaging the trends in indicators for other countries. Each
country is assigned a weight?® in a synthetic control group, so
that it tracks well the trends in indicators for Croatia. Following
the decision of the EU Council on the adoption of the euro, the
synthetic control group shows a counterfactual scenario, that is,
the expected movements in Croatia’s government bond yields
in the absence of such decision. Synthetic Croatia mimics well
the movements in yields on Croatia’s ten-year eurobond before
the adoption of the EU Council decision (Figure 2). Following
the adoption of the EU Council decision, Croatia’s bond yields
moved at a different pace than those of the synthetic control
group. The yield on Croatia’s bonds was 60 basis points lower at
end-September than that in the counterfactual scenario in which
the accession to the euro area had not been announced (Figure
3).

18 Credit default swap (CDS) premium is a default insurance premium on a
financial instrument (in this case, on the five-year government bond).

19 Bond yields are determined by other factors as well, such as the possibility
of using a bond as collateral in repo transactions and the scarcity of col-
lateral in the market.

20 The weights were selected in such a way as to minimise the discrepancy in
the movement of yields (the root mean squared prediction error, to be more
precise) between Croatia and the synthetic control group in the period from
the beginning of 2022 to the adoption of the EU Council decision. In addi-
tion, the discrepancy (Euclidean distance) in the characteristics relevant for
the yield dynamics was also minimised. The considered variables included
the average of bond yields since the beginning of the year, the average daily
change in EUR/HRK exchange rate, the average monthly rise in prices
measured by HICP, the growth rate of real GDP, the public debt-to-GDP
ratio and the budget balance-to-GDP ratio. The synthetic control group and
the assigned weights included: Romania (weight of 0.355), the Netherlands
(weight of 0.247), Greece (weight of 0.214), Sweden (weight of 0.088),
Lithuania (weight of 0.055) and Denmark (weight of 0.041). The series
of yields of synthetic Croatia is a linear combination of the above weights,
multiplied by the corresponding yields for each of the countries. The weights
obtained by using the synthetic control method are not necessarily unique,
meaning that different weight combinations can also minimise the root mean
squared prediction error.
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Figure 2 Yield movements relative to the synthetic control
group
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The adoption of the euro has a more favourable effect on
bonds with short maturities. The yields on bonds with short ma-
turities, e.g. with maturities of three and five years, decreased
more than those of the control group, which is consistent with
the larger impact of the elimination of uncertainty regarding the
accession to the euro area in the short and medium term than in
the long term (Figure 4). A similar decrease relative to the syn-
thetic Croatia is also seen in the CDS premia following the adop-
tion of the EU Council decision. This suggests that investors in-
deed perceive Croatia to be less likely to default following its en-
try to the euro area. Other domestic sectors are also exposed to
currency risk, meaning that joining the euro area is expected to
have a favourable effect on the borrowing costs of households
and corporates.

This analysis rests on the key assumption that there were no
other events following the EU Council decision that might have
been taken into account in explaining the difference between
Croatia and the synthetic control group. It is more likely that this
assumption would hold good if, by applying the same method
for other countries, we obtained results suggesting that there
were no major idiosyncratic changes in yields. In terms of the

Figure 3 Yield spread on Croatia’s ten-year euro government
bond relative to the synthetic control group

Figure 5 Difference compared to the synthetic control group
for all the countries included in the sample concerning the
three-year eurobond
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(0.102), Poland (0.054) and Greece (0.003). With regard to the CDS premium, the
synthetic control group includes: Romania (0.321), Denmark (0.281), Greece (0.247),
Sweden (0.098) and Lithuania (0.053).

Source: CNB calculation.

Note: The countries for which the method did not result in an adequate synthetic
control group were excluded from the chart. This was done where the absolute
difference compared to the synthetic control group before 1 June exceeded 50 basis
points.

Source: CNB calculation.




CNB ¢« MACROECONOMIC DEVELOPMENTS AND OUTLOOK e FOREIGN CAPITAL FLOWS e 13/2022

specific shock associated with the introduction of the euro, the
estimated impact would be larger for Croatia than for the other
countries if the same method were applied. The comparison of
the change in bond yields for all the countries relative to their
specific control groups shows that Croatia’s bond yields wit-
nessed an unusually sharp fall relative to those of other coun-
tries following the Convergence Report and the EU Council deci-
sion (Figure 5).

The presented results might have been specific to a country
or a group of countries within the synthetic control group. For
instance, maybe a relevant country in the control group suffered
from a specific shock in July and the results mirrored the effect
of that shock, and not of the decision on the adoption of the
euro (e.g., maybe the Russian aggression against Ukraine had a
more pronounced impact on Romania’s yield movements in Ju-
ly). In order to assess whether the choice of individual countries
included in the control group influenced the result, members
of the control group have been selected randomly a thousand
times, with each country given equal probability of appearing in
the sample. The synthetic control method was then applied to
each of the newly formed samples. Figure 6 shows that even
the randomly selected sets of countries in most cases resulted
in lower yields for Croatia relative to the synthetic control group.
This suggests that the results did not depend on the specific
group of countries comprising the control group.

The results suggest that some of the impact of Croatia’s

8 Foreign capital flows

37

joining the euro area was likely already reflected in the yields
on Croatia’s government bonds before the adoption of the EU
Council decision. More specifically, the fall in yields was also
observed following the publication of the Convergence Report
(1 June 2022), when the European Commission announced that
Croatia had met the criteria for joining the euro area. Some in-
vestors probably expected that Croatia would be joining the euro
area in early 2023 even before that. However, there were some
concerns regarding the fulfilment of the criteria for the adoption
of the euro, particularly the criterion concerning inflation. Conse-
quently, this result can be observed as an additional effect of the
reduced uncertainty regarding the accession to the euro area,
that is, as the lower limit of the probable effect of the adoption of
the euro at this point.

The analysis of the trends in yields of Croatia and peer coun-
tries suggests that some of the anticipated favourable effects of
the entry into the euro area have already materialised and are
mirrored in the cost of government borrowing. Additional effects
on the price of borrowing, perhaps not foreseen by investors,
might materialise after the accession to the euro area. The fa-
vourable effect on government financing might also spill over to
the cost of borrowing of corporates and households in the future
(Kunovac and Pavié¢, 2017). This is particularly important in view
of the current hikes in central banks’ key interest rates, which
have led to a disproportionate surge in the cost of borrowing of
countries comparable to Croatia.

The financial account of the balance of payments, changes
in gross international reserves and liabilities of the CNB exclud-
ed, saw a sharp net capital outflow of EUR 1.6bn in the third
quarter of 2022. The net capital outflow was entirely the result
of the decline in net debt liabilities of domestic sectors, due to
the usual seasonal improvement in the external position of cred-
it institutions, while net equity liabilities rose noticeably. As the
international reserves of the central bank also increased in the
same period, total net capital outflow was even sharper, standing
at EUR 2.1bn.

Net inflow from equity investments of EUR 1.1bn generated
in the third quarter of 2022 is for the most part accounted for by
profits of banks and non-financial corporations in foreign own-
ership, growing by approximately one-third. In the conditions of
continued economic growth, the rise in the profits of non-finan-
cial corporations was partly also the result of the rise in prices,
while the current profit of banks was spurred by the decrease
in value adjustments for loans. New direct equity investments
in Croatia, debt-to-equity transactions excluded, were relatively
modest (Figure 8.2).

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

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

= 60 120 &
w (&)
8 5
= 50 100 ’

40 80

30 60

20 40

10 20

0 0

-10 -20

Gross external debt
— Gross external debt - right

Net external debt
— Net external debt - right

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

A major decline in net external debt liabilities (by EUR 3.4bn,
excluding the change in gross international reserves and CNB
liabilities) seen in the third quarter of 2022 was the result of a
noticeable growth in assets, accompanied, to a lesser extent, by
a decrease in liabilities. All domestic sectors improved their net
debt position, especially credit institutions (Figure 8.3), owing
to a sharp rise in foreign assets resulting from foreign currency
inflows during the peak tourist season. In contrast, bank assets
in the TARGET2?' system decreased. In addition, the foreign
position of the government improved due to a fall in foreign li-
abilities, especially based on long-term debt securities, as a result
of transactions in the secondary market. The debt position of
other domestic sectors also improved, the largest decline being
in net liabilities under long-term loans, but net liabilities to af-
filiated creditors were also reduced. At the same time, interna-
tional reserves (gross reserves minus CNB liabilities) increased
perceptibly as a result of the rise in government foreign currency
deposited with the CNB associated with the inflow of EU funds.

21 Bank funds within the TARGET?2 system constitute central bank foreign
assets, but they are not part of international reserves.
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The increased volume of repo transactions also added to the in-
crease in gross international reserves, albeit to a considerably
lesser extent. However, given that the external liabilities of the
central bank increased by the same amount as a result of these
transactions, they did not influence its net external position.

Relative indicators of external debt improved noticeably in
the first nine months of 2022. Gross external debt stood at EUR
48.5bn (74.6% of GDP) at the end of September 2022, down by
6.4 percentage points from the end of 2021. The improvement
in the relative indicator of gross external debt was due exclusive-
ly to the sharp rise in nominal GDP, while gross debt increased
in absolute terms (mostly debt of other domestic sectors). Given
that the foreign assets of domestic sectors, especially of credit
institutions and the central bank, increased more than their lia-
bilities, net external debt decreased in both relative and absolute
terms. At the end of September 2022, net external debt entered
into the negative territory for the first time, standing at -EUR
0.7bn (—1.1% of GDP), down by 3.5 percentage points from the
end of 2021.

Projected developments

The net capital outflow in the whole of 2022 might be con-
siderably smaller than last year’s results, which reflects the sub-
stantially less favourable estimate of the current and capital ac-
count surplus. The estimated net capital outflow mirrors a sharp
decrease in net debt liabilities of domestic sectors, albeit less
pronounced than in the previous year, while the largest improve-
ment might be recorded in the net external position of banks.
Although to a much lesser extent, the net external position of the
government is also expected to improve at the level of the whole
year, whereas the position of other domestic sectors might dete-
riorate slightly.

The net inflow from equity investments might be larger in
2022 than that recorded in the previous year, mostly due to
smaller outflows triggered by equity investments of residents in
foreign shares and equity holdings. In addition, despite the in-
crease in the profitability of domestic banks and non-financial
corporations in foreign ownership, equity liabilities might be
much smaller than in the previous year due to the increase in
dividend payments, that is the lifting of restrictions on credit in-
stitutions’ distributions in force until 1 October 2021. Direct eq-
uity investments in Croatia might also be slightly lower than last
year at the level of the whole year, albeit to a much lesser extent,
considering the high base in 2021, due to several larger acquisi-
tions of domestic enterprises by foreign investors.

Having stagnated in 2021, the gross external debt-to-GDP
ratio is expected to decline again in the current year. This im-
provement is the result of the rise in nominal GDP, while the
stock of total gross external debt might increase in absolute
terms due to the growth in liabilities of the central bank and
banks. The relative indicator of gross external debt might come
to around 73% of GDP at the end of 2022, relative to 81% of
GDP in late 2021. External claims might exceed external liabili-
ties for the first time, so that the net external debt might be neg-
ative and stand at around —0.5% of GDP.

A slight net outflow of capital might continue in 2023, with
a further drop in net debt liabilities and a net inflow from equity
investments. In line with the projected slight fall in total gross
external debt, accompanied by an increase in external debt as-
sets and the further rise in nominal GDP, the relative indicators
of gross and net external debt might improve further, reaching
67%, that is, —3% of GDP.

Projection of capital flows and the decrease in net exter-
nal debt liabilities are related to the estimate of the current and
capital account surplus, which is exposed to significant risks. In
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addition, it should not be disregarded that the external liabilities
accumulated earlier continue to make Croatia prone to risks of
an even more pronounced deterioration in financing conditions
and the worsening of the global investment climate. However,

9 Monetary policy
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these risks have declined considerably with the strengthening of
Croatia’s external position and the envisaged introduction of the
euro, which contributes to enhancing the resilience of the do-
mestic economy.

The monetary environment in the second half of 2022 was
marked by geopolitical and economic turmoil, particularly by
soaring inflation that prompted faster and sharper tightening of
the monetary policies of central banks around the world. Against
this backdrop, financing conditions in global financial markets
deteriorated further. The effect of the spillover of unfavourable
global financing conditions onto the costs of financing in Cro-
atia has been relatively limited so far, mostly due to Croatia’s
forthcoming entry to the euro area, as well as a reduced risk per-
ception and the ample kuna liquidity of banks, further reinforced

Figure 9.1 Flows of reserve money (MO0) creation
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Figure 9.2 Bank liquidity and reserve money
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by the adjustment of the CNB’s monetary policy instruments
to those of the Eurosystem. The kuna/euro exchange rate has
been stable. Market expectations were further anchored by Cro-
atia’s participation in the European Exchange Rate Mechanism
and the expected introduction of the euro. Having sold a total
of EUR 385m to banks on three occasions in March, the CNB
made no interventions in the foreign exchange market in the
remaining part of the year. As regards other foreign exchange
transactions, from the beginning of the year to the end of No-
vember, the CNB purchased a net of EUR 576.8m from the
Ministry of Finance, of which almost the entire amount was re-
corded in November, when the CNB purchased EUR 550m. If
total foreign exchange transactions over the same period are ob-
served, the CNB purchased net EUR 191.8m, creating a total of
HRK 1.4bn in reserve money (Figure 9.1).

As regards kuna operations, the CNB continued to conduct
regular weekly operations at a fixed rate of 0.05%. However,
since March?? there has been no interest on the part of banks in
funds offered through this monetary policy instrument in the re-
maining part of the year. No structural operations were used to
create additional kuna liquidity, and their stock dropped to HRK
2.8bn at end-November, down by HRK 240m from the end of
the previous year due to early repayments. In addition, certain
bonds in the CNB’s portfolio having fallen due, the stock of total
subscribed bonds of the Republic of Croatia decreased by HRK
2.1bn from the end of 2021.

Banks’ free reserves reached record highs in the second half
of 2022. The average daily surplus kuna liquidity of the do-
mestic banking system thus stood at HRK 84.8bn in November
(Figure 9.2). The average daily liquidity surplus drifted up from
last December to this November by HRK 13.7bn. This was due
to the mentioned adjustment of the CNB’s monetary policy in-
struments in the process of euro area accession. In July 2022,
the CNB adopted the Decision on amendments to the Decision
on reserve requirements, lowering the reserve requirement rate
from 9% to 5% as of August, followed by a further reduction to
1% as of December. Consequently, the kuna component of re-
serve requirements decreased by HRK 14.7bn in August, leading
to an increase in surplus kuna liquidity of the domestic bank-
ing system. In July 2022, the CNB also adopted the Decision on
amendments to the Decision on the minimum required amount
of foreign currency claims, introducing a gradual revocation of
the maintenance of foreign currency liabilities by foreign cur-
rency claims, by reducing the minimum maintenance percent-
age from 17% to 8.5% as of August and by entirely revoking the
measure as of December.

A higher level of repo agreements, rising government for-
eign currency deposits with the CNB and purchases of foreign

22 The uncertainties brought about by the impacts of the sanctions imposed
on the Russian Federation sparked banks’ interest in additional liquidity,
prompting the CNB to place in March 2022, for the first time since May
2020, funds to the banks through a regular operation, which resulted in
banks borrowing a total of HRK 770m with one week maturity at a fixed
rate of 0.05%.
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Figure 9.3 International reserves of the CNB and monetary
aggregates

Figure 9.5 Net foreign assets, net domestic assets and total
liquid assets (M4)
absolute changes in the last 12 months
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Figure 9.4 Nominal exchange rates of the kuna against
selected currencies
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exchange from the government led to an increase in Croatia’s
international reserves in the first eleven months of 2022. Gross
international reserves were EUR 27.3bn at the end of November
(Figure 9.3), up by EUR 2.3bn (9.1%) from the end of 2021.
Net usable reserves grew by EUR 0.3bn (1.4%) in the same pe-
riod, to EUR 21.2bn at end-November.

In the second half of 2022, the exchange rate of the kuna
against the euro was stable. Occasional appreciation pressures
during the summer months were largely driven by a successful
tourist season and consequently by a larger supply of foreign ex-
change. These pressures were cushioned by occasional corpo-
rate demand for foreign exchange, in particular in the energy
sector due to higher prices of raw materials and energy products.

The exchange rate of the kuna against the euro stood at EUR/
HRK 7.55 at the end of November 2022, up by 0.4% relative to
the end of the same month in 2021, while the average exchange
rate in the first eleven months of 2022 stood at EUR/HRK 7.53,
having increased by 0.1% from the same period in 2021 (Figure
9.4). Compared to the central rate?, in the period from Croa-
tia’s entry to the European Exchange Rate Mechanism to the
end of November 2022, the average exchange rate moved within
a very narrow range of —1.0% to +0.7%. The exchange rate of
the kuna against the US dollar and the Swiss franc was higher in
late November 2022 than at the end of November 2021, reflect-
ing the weakening of the euro against these two currencies on
global financial markets.

The growth of monetary aggregates decelerated in 2022.
The annual growth of total liquid assets (M4) stood at 8.4%
(transaction-based) at end-October 2022, decelerating moder-
ately from 9.9% in June and 10.4% at the end of the previous
year. Net domestic assets (NDA) accelerated on an annual level,
largely driven by the growth in placements to domestic sectors,
while the rise in net foreign assets (NFA) decelerated. As regards
the components of M4, the annual growth of money (M1) de-
celerated noticeably, having fallen from 18.0% at end-December
2021 to 7.4% at the end of October 2022. Within M1, currency
outside credit institutions recorded a sharp decline ahead of the
introduction of the euro.

Croatia will join the euro area at the beginning of 2023
against the backdrop of the ECB’s monetary tightening cycle,
which will bring about a deterioration of financing conditions
for domestic sectors. However, further adjustments of the re-
serve requirement rate and the rate of the minimum required
foreign currency claims to the ECB’s set of instruments will lead
to a sharp increase in banks’ free reserves, as well as alleviate
and slow down the spillover of the deterioration in the average
financing conditions in the euro area to domestic market.

23 Croatia entered the Exchange Rate Mechanism in July 2020, with the central
rate of the kuna being set at 1 euro = 7.5345 and the standard fluctuation
band at +15% around this rate.
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In the first half of 2022, the consolidated general government
ran a surplus of HRK 2.0bn (ESA 2010), a visible improvement
from the deficit generated in the same period last year (HRK
9bn). Observed on a quarterly basis, the first quarter of 2022
witnessed a deficit of HRK 0.2bn, which was an improvement
of HRK 3.8bn on an annual basis. Favourable trends in public
finance continued into the second quarter, which saw a surplus
of HRK 2.2bn, an improvement in the balance of HRK 7.2bn on
an annual basis.

The Croatian government’s original plan projected a consoli-
dated general government deficit of HRK 12.0bn. The first up-
ward budget revision adopted in May foresaw a deficit of HRK
13.4bn in view of the unfavourable effect on public finance of
the package of measures adopted in April aimed at mitigating
the effects of inflation as well as the escalation of geopolitical
instability. The projected deficit was revised downward to HRK
7.1bn under the second revision in October 2022, mainly due to

a better-than-anticipated inflow of tax revenues, associated with
favourable cyclical developments and the increase in the level of
prices.

With the aim of mitigating inflationary pressures on citizens’
living standards and businesses, the Croatian government adopt-
ed two packages of measures, in April and September 2022,
worth HRK 4.8bn or 1.1% of GDP (April) and HRK 21bn or
4.2% of GDP (September). According to available data, the es-
timated direct effect of the April package of measures on budget
deficit in 2022 amounts to around 1.0% of GDP, while the direct
effect of the September package of measures on general govern-
ment budget balance might reach around 1.1% of GDP, with the
bulk of this fiscal effect to be observed in 2023.

As regards the revenue side of the budget (ESA 2010), total
revenues were as much as 11.0% higher in the first half of 2022
than in the same period of the preceding year. The mentioned
growth in total revenues was largely driven by the considerable

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

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

Figure 10.4 Amounts of fiscalised receipts in wholesale and
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Figure 10.5 General government debt
end-period stock

Figure 10.6 General government debt maturity
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annual rise in revenues from indirect taxes, which reflected not
only the recovery of nominal personal consumption and tourist
activity but also the increase in the general level of prices. The
April anti-inflation package of measures had an opposite effect
on the trends in this fiscal category, given that it reduced the
VAT rate on some products and services as well as excise duties
on fuel within the scope of the limitations on the retail prices of
refined petroleum products. The growth of total revenues was
also driven by the strong annual increase in revenues from direct
taxes, which was a reflection of the good business performance
of corporations and favourable developments in the labour mar-
ket. The rise in employment and wages was also reflected in the
annual increase in revenues from social contributions. Other
revenues made a negative contribution to developments in total
revenues, most likely as a result of slower annual withdrawal of
EU funds.

The expenditure side of the consolidated general govern-
ment budget (ESA 2010) saw a marginal decrease (of 0.7%)
in the first half of 2022, from the same period of the previous
year. The decrease in total expenditures was mostly driven by
the sharp fall in expenditures on subsidies, reflecting the dis-
continuation of job preservation grants to employers during the
pandemic. The fall in capital expenditures, that is, investment
activity, also imparted a downward momentum to total expen-
ditures, likely due to the slower implementation of projects fi-
nanced from EU funds. It should be noted that the expenditures
associated with the use of EU funds have had a neutral impact
on the budget balance. Expenditures on interest also decreased
in the first half of 2022 on an annual level, due to the refinanc-
ing of the maturing debt under more favourable terms. On the
other hand, expenditures on intermediate consumption went
up, largely due to increased costs, including of energy prod-
ucts, and partly also due to costs associated with the reception of
refugees from Ukraine. Expenditures for employee compensa-
tions also saw annual growth, resulting mostly from the increase
in the wage calculation base of 4% from 1 May 2022 for civil
servants and government employees. Expenditures for social
benefits also increased on an annual level, largely due to the rise
in expenditures for pensions, that is, the impact of indexation,
and the one-off energy supplement to pensions envisaged in the
April anti-inflation package of measures.

Favourable developments in public finance continued dur-
ing the third quarter. According to preliminary MoF data for the
central government under Directive 2011/85/EU, the central
government generated a budget surplus of HRK 7.6bn in the
third quarter of 2022. This surplus is an improvement of HRK
3.9bn on the surplus generated in the same period of the previ-
ous year. Furthermore, according to recent data from the fis-
calisation system, an increase of 14.3% was recorded in whole-
sale and retail trade, repair of motor vehicles and motorcycles
(G) from the same period last year (the same indicator stood at
16.6% in September).

Consolidated general government debt stood at HRK
344.3bn at the end of August 2022, an increase of HRK 0.5bn
from the end of 2021. However, the relative indicator of public
debt decreased to 70.4% of GDP in August 2022 from 78.4% of
GDP at the end of 2021, largely reflecting the growth in nominal
GDP.

As regards issues in financial markets, in early February 2022
the Croatian government issued in the domestic market a bond
with a currency clause worth nominally EUR 1bn, falling due in
2030, with a yield to maturity of 1.39% and an annual interest
rate of 1.25%. The funds raised were used to refinance bonds
with a currency clause worth nominally EUR 500m that fell due
on 5 February and bonds worth nominally HRK 3bn that fell due
on 7 February, while the remaining amount was earmarked to
finance budget needs. In addition, in July the Croatian govern-
ment issued in the domestic market two tranches of bonds: one
with a total nominal amount of EUR 400m falling due in 2026
with a yield to maturity of 2.17% and another with a total nomi-
nal amount of EUR 800m falling due in 2032 with a yield to ma-
turity of 3.47%, both of them with a currency clause. The men-
tioned bond issues were used to refinance a bond with a total
nominal amount of EUR 1bn that fell due on 22 July 2022, while
the remaining amount was earmarked to finance budget needs.
In April, the Croatian government issued in the internation-
al market a eurobond with a nominal amount of EUR 1.25bn,
falling due in 2032, with a yield to maturity of 2.98% and an an-
nual coupon interest rate of 2.88%. The funds thus raised were
used in May to refinance the matured eurobond with a nominal
amount of EUR 1.25bn.
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11 Deviations from the previous projection

The current estimates of global economic growth for 2022 are
less favourable than those foreseen in the July projection. Thus,
according to the most recent IMF projection, global economic
growth in 2022 might be 0.4 percentage points lower than previ-
ously expected. However, the negative correction of this growth
is mostly accounted for by the United States of America, while
most other developed markets, including the euro area, recorded
somewhat better results, largely driven by the favourable trends
in the services sector. The prices of oil and other raw materials
edged down from the previous projection, mostly due to a weak-
er global demand. The global inflation estimate for the current
year has been revised sharply upwards due to a strong spillover
of the earlier hikes in the prices of raw materials to consumer
prices. Against this backdrop, the level of central banks’” bench-
mark interest rates has also been revised upwards.

Croatian real gross domestic product might grow by 6.3%
in 2022, faster than expected in July 2022, when the annual
growth rate was projected at 5.5%. The correction of the ex-
pected growth rate primarily reflects much higher expectations
regarding foreign demand and personal consumption, as well as
the revision of the GDP series released in November this year
with an upward correction of the GDP growth rate in the first
half of the year. Total exports might thus increase by 25.4%
from 11.3% as previously projected. The upward revision re-
flects much better performance in the exports of both goods
and services in the first nine months of 2022. Tourist season re-
sults were notably better than the earlier projections, which had
a positive effect on the exports of services. At the same time,
performance in the exports of goods also exceeded earlier ex-
pectations. As regards domestic demand, the expected personal
consumption growth rate in 2022 was also corrected upwards
to 5.9% (from 5.3%). The correction reflects better results than
the previously projected values, with the expected continuation

of the spending of savings accumulated during the pandemic. In
addition, the growth in gross wages thus far this year has been
more pronounced than earlier expected, especially in the private
sector, partly attributable to the rise in wages due to increasing
inflationary pressures and labour shortages in certain segments
of the economy. By contrast, government consumption might
increase at a slower pace than previously expected (2.2% from
the previous 3.3%), with this correction reflecting poorer results
in the second and third quarters of this year. Gross fixed capi-
tal formation might also grow slower than previously expected
(5.6% rather than 6.4%). The downward correction stems from
poorer results in the second quarter and the likely postponement
of investments due to the rise in costs in the past year, as well
the anticipated continued increase in operating expenses due to
the rise in the prices of energy and other key raw materials. Total
imports might increase by 26.1% in 2022, more than projected
in December, when growth was expected to stand at 9.9%. The
sharp rise in the imports of goods and services reflects much
better results in the second and third quarters of 2022, as well
as more favourable expectations regarding total exports and per-
sonal consumption. Since the upward correction of goods and
services imports is more pronounced than the revision of total
exports, net foreign demand could make a negative contribu-
tion to total economic growth in 2022 (—0.8 percentage points),
even though it was expected to be positive under the July 2022
projection.

The estimated average annual inflation rate measured by the
harmonised index of consumer prices for 2022 was increased
to 10.6%, up by 1.2 percentage points from the July projection.
This is mainly the result of the increase in the estimated annual
core inflation rate (including the prices of industrial products
and services), from 6.2% in the previous projection to 7.3%
in the current one. In addition, the estimated average annual

Table 11.1 Basic assumptions, deviations from the previous projection

Previous projection Current
(7/2022) projection Deviation

GDP (real rate of change, in %)

2022

Rest of the world 3.6 3.2 -0.4
Developed countries 1.5 2.4 0.9
Euro area 2.8 3.1 0.3
USA 3.7 1.6 -2.1
Japan 2.4 1.7 -0.6
Developing countries and emerging market countries 3.8 3.7 -0.1
Main trading partners of the Republic of Croatia 2.6 3.3 0.7
Prices
Euro area HICP? 6.8 8.1 1.3
Oil prices (USD/barrel)® 107.5 101.5 -6.1
Key interest rates
EURIBOR 3M¢ 0.2 2.2 2.0
ECB main refinancing rate® 0.5 2.5 2.0
US federal funds target rate® 2.7 45 1.8

2 ECB, September 2022. ® Bloomberg, Brent crude oil futures. © Bloomberg, rates at the end of the year.
Note: Weighted average economic growth of the major trading partners includes six countries accounting for 60% of Croatian exports of goods.

Source: IMF (WEO), October 2022.
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Table 11.2 Domestic indicators, deviations from the previous projection

2022 2023

Previous

projection
(7/2021)

National accounts (real rate of change, in %)

Previous
projection
(7/2022)

Current

Outturn Deviation projection Deviation

GDP 5Y5) 6.3 0.7 25 1.4 -1.1
Personal consumption 5.3 5.9 0.6 2.5 1.2 -1.4
Government consumption 3.3 2.2 -1.1 2.5 2.5 -0.1
Gross fixed capital formation 6.4 5.6 -0.8 41 3.2 -0.9
Exports of goods and services 11.3 254 14.0 6.2 -0.5 -6.6
Imports of goods and services 9.9 26.1 16.2 7.5 0.3 -7.2

Labour market

il;l]u(yr:)ber of employed persons (average rate of change, 26 25 0.1 14 04 07

Registered unemployment rate 6.4 7.0 0.6 5.9 6.9 1.0

ILO unemployment rate 6.1 6.9 0.8 6.2 6.8 0.6

Prices

Consumer price index (rate of change, in %)? 9.4 10.6 1.2 4.6 7.5 2.9

External sector

Current account balance (as % of GDP) 3.4 -1.4 -4.8 21 2.1 -4.2

Current and capital account balance (as % of GDP) 5.8 1.2 -4.6 5.2 1.0 -4.1

Gross external debt (as % of GDP) 77.9 73.3 -4.7 69.8 67.3 -2.5

Monetary developments (rate of change, in %)

Total liquid assets - M4 9.9 10.3 0.4

Total liquid assets — M4 9.6 9.6 0.0

Placements (excl. central government) 7.4 10.5 3.1

Placements (excl. central government) 7.4 10.7 3.2

@ 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.

growth rate of food prices was also revised upwards from 11.5%
to 12.8%. The upward revision of the estimated core inflation
and food price growth in the whole of 2022 largely stems from
their higher levels in the first ten months than what was expected
under the July projection and, to a lesser extent, than the higher
projected inflation by the end of this year. This is due among
other things to a robust non-resident demand for tourist ser-
vices, as well as stronger-than-projected effects of the spillover
of the previous increase in the prices of raw materials, miner-
al fertilisers and semi-finished goods, as well as electricity and
gas prices and freight rates for the corporate sector to domestic
consumer prices. The estimated average annual growth rate of
energy prices edged up from the previously projected 18.9% to
20.0% under the current projection.

The estimate of the current and capital account surplus in
2022 as a percentage of GDP deteriorated considerably from
the previous projection (by 4.6 percentage points). This correc-
tion is mostly the result of a much larger deterioration in the for-
eign trade balance than previously anticipated, strongly driven
by substantially increased net imports of energy products. On
the other hand, the unfavourable developments were only partly
mitigated by a more favourable estimate of the surplus in the
international trade in services, taking into account tourism rev-
enues in the first nine months of this year and, to a considerably
lesser extent, the improved balance in the primary income ac-
count. The indicator of gross external debt is not fully compa-
rable to the previous projection due to methodological changes

that had a noticeable effect on the increase in gross external debt
in an absolute amount. Nevertheless, a more favourable gross
external debt-to-GDP ratio is expected at the end of 2022 rela-
tive to the previous projection, mostly due to a higher estimate
of nominal GDP.

The projection for 2022 growth in credit institutions’ place-
ments (excluding the government) has been revised upwards.
Total placements might record a growth of 10.7% by the end of
2022 (transaction-based), which is almost three times the rate
of 3.9% recorded in 2021, up by 3.2 percentage points from the
previous projection. Such trends primarily reflect stronger lend-
ing to corporates and to a lesser extent also to households in the
preceding part of the year. It is estimated that corporates bor-
rowed more from domestic banks mostly because of the high
costs of procurement owing to the surge in the prices of im-
ported energy products and raw materials. The strong growth in
corporate demand for loans was also driven by the expectation
of a further increase in borrowing costs. The growth in corpo-
rate placements could accelerate to 22.0% by the end of 2022
from 2.3% in 2021 (transaction-based), with expectations hav-
ing been revised upwards from the previously projected growth
(13.6%). In addition, household placements are projected to
increase by 5.3% (transaction-based), which is a somewhat
sharper growth than the previously projected 5.0%, picking up
from 4.5% a year before. The upward correction is due to the
rise in placements to households over the past months. As in the
previous few years, growth might be largely achieved through



CNB ¢ MACROECONOMIC DEVELOPMENTS AND OUTLOOK ¢ ANNEX A: MACROECONOMIC PROJECTIONS OF OTHER INSTITUTIONS e 13/2022 45

housing lending, and to a lesser extent through demand for gen-
eral-purpose cash loans.

The growth in total liquid assets (M4) in 2022 is projected at
9.6% (transaction-based), which is equal to the previous projec-
tion. Even though the growth in money was substantially revised

downwards in this projection due to the decrease in currency
outside credit institutions in the light of Croatia’s accession to
the euro area, the strong growth in foreign currency deposits
brought about a rise in M4.

12 Annex A: Macroeconomic projections of other institutions

Table 12.1 Macroeconomic projections of other institutions
change in %

Household
consumption

Gross fixed

Exports of
goods and
services

Imports of
goods and
services

Consumer
prices

Industrial

capital production

formation

2022 2022 2023 2023 | 2022 2023 2023 2022 2022

Croatian National Bank

(December 2022) 6.3 1.4 5.9 1.2 2.2 25 254 -05 26.1 0.3 - - 105 7.5
Eastern Europe Consensus Forecasts

(November 2022) 5.8 1.7 5.2 1.3 6.7 4.3 - - - - 241 1.1 107 6.3
European Commission (October 2022) 6.0 1.0 - - - - - - - - - - 1041 6.5
International Monetary Fund

(October 2022) B B it 22
Ministry of Finance (October 2022) 5.7 0.7 4.5 0.4 4.5 1.7 173 02 202 0.4 - - 104 5.7
Raiffeisen bank? (October 2022) 5.8 1.8 6.1 1.9 6.7 6.9 157 9.8 224 9.6 2.5 1.8 129 2.4
World Bank (October 2022) 6.4 1.8 - - - - - - - - - - 10.1 3.9
European Bank for Reconstruction and 6.5 20 _ _ _ _ _ _ _ _ _ _ _ _

Development (September 2022)

2 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 the Convergence Programme of the Republic of Croatia for the period from 2023 to 2025.

Sources: Publications of the respective institutions.

13 Annex B: Comparison of Croatia and selected countries

Table 13.1 Gross domestic product

Quarter-on-quarter
rate of change,
seasonally adjusted data

Q4/ Q1/ Q2/ Q3/
2021 2022| 2022| 2022
4.0 -4.0 7.6 1.6 0.5 0.9 )

Year-on-year rate of
change, original data

Bulgaria

Czech R. 3.0 -5.5 3.5 0.8 0.6 0.5 -0.4
Estonia 3.7 -0.6 8.0 0.8 0.0 -1.3 -1.8
Croatia 3.4 -8.6 13.1 1.5 2.8 1.5 -0.4
Latvia 2.6 2.2 41 -0.4 1.8 0.0 -1.7
Lithuania 4.6 0.0 6.0 1.1 0.6 0.3 0.5
Hungary 4.9 -4.5 71 21 1.6 0.8 -0.4
Poland 4.4 -2.0 6.8 1.6 4.3 -2.3 1.0
Romania 3.9 -3.7 5.1 0.5 1.5 1.3 1.3
Slovak R. 315) -4.3 8.2 5.2 -0.1 0.2 -1.4
Slovenia 25 -3.4 3.0 0.3 0.3 0.3 0.3
Average? 3.7 -3.5 6.6 1.4 1.3 0.2 -0.3

2 Simple average.
Sources: Eurostat, EC, CBS and CNB.

Figure 13.1 Industrial production and goods exports
year-on-year rate of change
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Sources: Eurostat and CBS.
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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
average year-on-year rate of change
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Note: Data for the fourth quarter of 2022 refer to October.
Source: Eurostat.

Figure 13.7 Real effective exchange rate (deflated by
consumer prices) in selected countries
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Figure 13.8 Balance of payments financial account balance,
excluding the change in international reserves
sum of the last four quarters
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Figure 13.9 Bank loans to the private sector
contributions to the year-on-year rate of change, transaction-based
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Figure 13.10 Private sector deposits
year-on-year rate of change, transaction-based

Figure 13.13 Short-term interest rates on corporate loans

% 100

O NO—NO—NO—NO—NO— NSO —NO — N — NO — N —
I O N[ OV NN O N[N OV N O ONIEN O NI OV NN O N[N O NI N NI o
=l=felalololafole]elefa]-lelol=fefeelelal=fololefefelefei=l==F=]
NAANANANAQNASINAQNASNNAANAQNASANAQNSQ]
N N N N N N N N N N N
> o) = | o) > o) = S| o) >

I Demand and savings deposits [ Time deposits & Total

Sources: ECB and CNB.

°
ES
_
o

N W O N o ©

HU CZ RO PL EE LV BG LT SK HR SI EA

W 2014 M 2015 = 2016 W 2017 2018
2019 W 2020 I 2021 [ 1-9/2022

Note: Includes average interest rates on corporate loans up to EUR 1m and with
a maturity of up to 1 year.
Source: ECB.

Figure 13.11 Placement to deposit ratio of the private sector

Figure 13.14 Interest rates on housing loans

SK  EE PL Lv. HR HUJ BG RO LT CZ N

M 2014 M 2015 M 2016 M 2017 W 2018
2019 2020 W 2021 9/2022

PL Lv € RO BG LT HU HR EE SI EA SK

W 2014 M 2015 [ 2016 W 2017 2018
2019 I 2020 I 2021 [ 1-9/2022

Sources: ECB and CNB.

Sources: ECB and NCBs.

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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Figure 13.16 Spread between expected
interest rate on corporate loans
up to EUR 1m and with maturity up to 1 year

and achieved real

Figure 13.17 Consolidated general government balance
four-quarter moving sums
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Abbreviations and symbols

Abbreviations NCS — National Clearing System

APN — Agency for Transactions and Mediation in nec.  —notelsewhere classified
Immovable Properties OECD - Organisation for Economic Co-Operation and

ARZ — Rijeka-Zagreb Motorway Development

BIS — Bank for International Settlements 0G — Official Gazette

bn — billion R — Republic

b.p. — basis points o/w — of which

BEA — U. S. Bureau of Economic Analysis PPI — producer price index

BOP — balance of payments RTGS  — Real-Time Gross Settlement

c.if. — cost, insurance and freight Q — quarterly

CBRD - Croatian Bank for Reconstruction and Development ~ RR — reserve requirement

CBS — Central Bureau of Statistics SDR  —special drawing rights

CCl — consumer confidence index SE — South-East

CDCC - Central Depository and Clearing Company Inc. SITC - Standard International Trade Classification

CDS — credit default swap SGP — Stability and Growth Pact

CEE  — Central and Eastern European ULC  — unit labour cost

CEFTA - Central European Free Trade Agreement VAT — value added tax

CEI — consumer expectations index WTO  — World Trade Organization

CES — Croatian Employment Service ZMM  — Zagreb Money Market

CHIF  — Croatian Health Insurance Fund ZSE — Zagreb Stock Exchange

CM — Croatian Motorways

CLVPS - Croatian Large Value Payment System

CNB — Croatian National Bank Three-letter currency ggdes

CPF — Croatian Privatisation Fund ATS - Au§tr1an schilling

CPI — consumer price index CHF — Swiss franc. .

CPII — Croatian Pension Insurance Institute CNY ~ Yuan Renminbi

CR — Croatian Roads DEM  — German mark

CSI — consumer sentiment index EUR  —euro

DAB — State Agency for Deposit Insurance and Bank FRE — French franlc
Resolution GBP — pound sterling

dep. _ deposit HRK - eratiap kuna

Dvp — delivery versus payment ITL — ltalian lira

EC — European Commission JPY — Japanese yen

ECB — European Central Bank Usb -Us ‘,10”‘“ . .

EFTA  — European Free Trade Association XDR  —special drawing rights

EMU  — Economic and Monetary Union

ESI — economic sen.timent index Two-letter country codes

EU - Europc':an Union AT _ Austria

excl. — excluding BE — Belgium

f/c — foreign currency BG _ Bulgaria

FDI — foreign direct investment Y — Cyprus

Fed — Federal Reserve System C7Z — Czech Republic

FINA - Financial Agency DE — Germany

FISIM - financial intermediation services indirectly measured _ Denmark

fo.b.  —free on board EE _ Estonia

GDP  — gross domestic product ES — Spain

GVA  —gross value added FI _ Finland

HANFA - Croatian Financial Services Supervisory Agency FR _ France

HICP  —harmonised index of consumer prices GB _ Great Britain

HUB  — Croatian Banking Association GR _ Greece

ILO — International Labour Organization HR _ Croatia

IMF — International Monetary Fund HU — Hungary

incl. — including IE _Ireland

PO — initial public offering IT — ltaly

m —million , LT - Lithuania

MIGs  — main industrial groupings LV _ Latvia

MM — monthly maturity MT _ Malta

MoF - Mn'nstry of Finance NL _ Netherlands

NA — national accounts PL _ Poland

NBS — National Bureau of Statistics of China PT — Portugal

NCA  — National Classification of Activities RO _ Romania

NCB  —national central bank SI _ Slovenia
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SK — Slovak Republic 0 — value is less than 0.5 of the unit of measure being
UK — United Kingdom used

%) — average

a, b, c,... —indicates a note beneath the table and figure
Symbols * — corrected data
- — no entry () — incomplete or insufficiently verified data

— data not available
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