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1 Summary

After being stagnant in late 2017, economic activity picked
up in the first half of 2018, with real GDP being 2.7% larger
than in the same period of the previous year. Personal con-
sumption maintained the relatively high growth rates seen in
2017 and, after ten years, again made the largest contribution
to economic growth at an annual level. Other components of
domestic demand also increased, with investment growth be-
ing fuelled by larger capital investment of the private sector,
whereas general government investment remained subdued.
The growth was also given a strong boost by exports of goods
and services, whose growth dynamics, however, continued to
slow down on an annual basis. The strong domestic demand
resulted in a faster growth in imports than in exports, so that
the negative contribution of net foreign demand deepened
from the same period of the previous year.

Favourable labour market trends continued. Employment
increased further, with the sharpest contribution to the rise in
the number of employed persons coming from private sector
service activities and construction. At the same time, unem-
ployment continued to decrease, largely due to the shrinking
labour force, with the registered unemployment rate falling to
10.4% in the first half of 2018. Wages also grew steadily. The
average gross wage was 4.9% larger in the first half of 2018
than in the same period last year, while its real growth was
somewhat weaker (2.9%) due to the annual increase in the
consumer price index.

Consumer price inflation picked up in the first half of 2018,
largely driven by energy prices. Most notable was the increase
in the prices of refined petroleum products triggered by the up-
swing in global crude oil prices and the sharper annual growth
in electricity prices due to the base effect, i.e. the notable fall in
early 2017. The annual consumer price inflation rate went up
from 1.2% in December 2017 to 2.4% in June 2018.

The current and capital account balance deteriorated in the
first half of 2018 from the same period of 2017, mostly owing
to the widening of the foreign trade deficit, while unfavourable
trends were slightly mitigated by the smaller primary income
account deficit and a slight improvement in the sum of bal-
ances in the secondary income account and in the account of
capital transactions. At the same time, the surplus in the inter-
national trade in services remained almost the same. On the
other hand, the relative indicators of external debt and the in-
ternational investment position improved steadily.

By pursuing an expansionary monetary policy, the CNB
has continued to maintain the stable exchange rate of the kuna
against the euro and to support the very high levels of liquid-
ity in the monetary system. The upturn in kuna liquidity was
spurred predominantly by reserve money creation through
the purchase of foreign exchange from banks, which allevi-
ated appreciation pressures on the domestic currency. In the

conditions of high liquidity, there was no interest on the part
of banks in short-term kuna funds offered at regular weekly
reverse repo auctions. Against this background, interest rates
on loans of domestic credit institutions mostly continued to
fall. Favourable financing conditions, positive developments in
business and consumer confidence and the ongoing economic
recovery stimulated an increase in lending to domestic sectors,
particularly households.

CNB total international reserves increased by 6.3% from
the end of 2017 to the end of June 2018, and net international
reserves grew by 6.8% in the same period. The rise in inter-
national reserves in the first half of 2018 was fuelled by the
purchases of foreign currency from banks, the increase in MoF
foreign currency deposits with the CNB, and earnings from re-
serves management. Despite negative rates of the euro yield
curve, the total annual rate of return on the entire euro portfo-
lio was 0.28% in the first six months of 2018, while the annual
rate of return on the dollar part totalled 1.59%. The main ob-
jective was thus successfully achieved, i.e. liquidity and safety
in international reserves management.

Bank assets grew perceptibly in the first half of 2018, large-
ly owing to a merger of a housing savings bank with its parent
bank. At the same time, bank profitability improved strongly
from the same period of 2017, mostly due to the base effect.
In particular, the upsurge in profits was largely the result of
the fact that high expenses on impairment and provisions for
claims on the Agrokor Group in the first half of 2017 were
several times smaller in the same period of 2018. In addition,
due to lower risk costs, profitability indicators, i.e. ROAA and
ROAE grew to a high 1.8% and 10.1% respectively.

As regards exposure to credit risk, as a result of new lend-
ing activity and the sale of claims, the share of loans in B and
C risk categories in total loans shrank marginally, from 11.3%
to 11.2%, while the loan quality improved in the non-financial
corporations sector and the household sector. The total capital
adequacy ratio dropped from 23.8% in late 2017 to 22.6% in
late June 2018. This interrupted the years-long upward trend
in the capital adequacy ratio, which is largely attributable to
changes in the risk weighting of exposures to the central gov-
ernment and the associated rise in risk exposure.

Favourable developments in public finance continued in
the first half of 2018. In this period, the general government
surplus (ESA 2010) reached HRK 1.1bn, reflecting a perfor-
mance slightly over HRK 3.5bn better than in the same period
of the previous year. The favourable budget outturn was due
to the noticeable upturn in tax revenues (5.0%), accompanied
by only a slight rise in expenditures on an annual level (0.5%).
The general government debt-to-GDP ratio stood at 76.1% at
the end of June 2018, or 1.4 percentage points less than in De-
cember 2017.



2 Global developments

Global economic activity remained relatively stable in the
first half of 2018, but some developed countries recorded slow-
er growth and weaker foreign trade. On the one hand, the US
economy remained highly dynamic during the period under re-
view, whereas growth slackened in the euro area and Japan.
Among the major emerging market economies, Asian countries
performed very well, while Latin American and some European
markets were exposed to heightened uncertainty. Global infla-
tion remained relatively low, despite growing energy prices.
Accommodative monetary policies, prevailing in the majority of
large economies, continued to provide for relatively favourable
financing conditions.

The growth of the US economy, the world’s largest, has
been steadily picking up since early 2016, reaching 2.7% in the
first half of 2018. The faster growth was fuelled by stronger
exports and public consumption, with personal consumption
and investment continuing to be the main drivers of economic
activity. The US labour market remained very dynamic in the
first half of 2018, with a very low unemployment rate. Against
this background, domestic inflationary pressures mounted, so
that inflation actually exceeded the Fed’s target level, reaching
2.9% in June 2018.

Figure 2.1 Economic growth in selected markets and global
inflation
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After being 2.8% in the second half of 2017, euro area eco-
nomic growth slowed to 2.3% in the first half of 2018, this
trend being widespread across the member states. The strong-
est individual impact on slower growth was made by the largest
members — Germany, Italy and France, but the relative slow-
down was mostly felt in the countries that had had above-av-
erage growth in previous periods, such as Romania, the Czech
Republic and the Baltic countries. Such trends in the euro ar-
ea were mostly driven by external factors, in particular rising
global uncertainty, which adversely affected the export sector
and domestic investment activity. In addition, structural defi-
ciencies of the labour market in some countries and sectors
and the rise in energy prices curbed to some extent the growth
in private sector consumption, though it still remained the

main generator of euro area economic growth.

2.1 Croatia’s main trading partners

Most of Croatia’s major trading partners, particularly those
from the euro area, saw slightly slower growth in the first half
of 2018. This particularly refers to Germany and Italy, which
recorded very good results in late 2017, but whose growth
began to weaken, mostly on account of global developments.
Nevertheless, despite the slowdown, euro area economic
growth continued to exceed its potential, and in some of Croa-
tia’s main trading partners, e.g. Slovenia and Austria, it even
outstripped the euro area average.

As regards trading partners in the SE region, most of them
continued to record stable growth in the first half of 2018, with
some of them, e.g. Serbia, seeing perceptibly faster economic
activity. Generally speaking, these markets remained among
the most dynamic of Croatia’s foreign trade partners.

2.2 Prices, exchange rates and financing
conditions

Global raw material prices grew in the first six months of
2018. The average price of a barrel of Brent crude oil stood at
USD 75 in June 2018, up by 17% from December and almost
one half more than in June 2017. This rise was mainly due to
the adjustment of the supply from OPEC and other producers
to the agreed production curb, exacerbated geopolitical ten-
sions in the Middle East, reduced stockpiles in the USA and
the drop in oil production in Venezuela caused by the political
and economic crisis in the country. Furthermore, the growth
in oil prices was influenced by the US decision to reintroduce
economic sanctions on Iran. Prices of raw materials exclud-
ing energy also grew. Prices of food products (cereals, oil and
oil seeds) increased the most, driven by the ongoing buoyant

Figure 2.2 Raw material prices in the world market in US dollars

100

160 ‘

140 <

o

80 \ 7 A

. N //\/

index, 2010

40 ‘
2011 2012 2013 2014 2015 2016 2017 2018

= Raw materials excl. energy Food
— Metals Qil prices index (Brent, USD/barrel)

Sources: IMF and Bloomberg.




Figure 2.3 Benchmark interest rates and the average yield spread
on bonds of European emerging market countries
end of quarter

Figure 2.4 Exchange rates of individual currencies against the
euro
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demand and somewhat reduced production. Prices of indus-
trial raw materials also grew sharply, in particular the prices
of agricultural raw materials, such as cotton, on account of
expectations of reduced supply from India. The rise in metal
prices was in part triggered by the US decision to impose sanc-
tions on Russia’s largest aluminium producer in April.

In the first half of 2018, divergence in the monetary poli-
cies of the US and the euro area widened even further. The Fed
raised its benchmark interest rate by a total of 0.5 percentage
points on two occasions in that period. By contrast, the ECB’s
benchmark interest rate remained unchanged from the begin-
ning of the year, although the ECB reduced the volume of its
bond purchase programme from EUR 60bn to EUR 30bn a
month and announced its possible wind-down by the end of
the year.

Financing conditions for European emerging market coun-
tries deteriorated during the first half of 2018. In that peri-
od, the EMBI yield spread for these countries widened by ap-
proximately 50 basis points from the end of 2017. The intense

uncertainty in financial markets in the first half of 2018 was
fuelled by heightened trade and geopolitical tensions, includ-
ing the imposition of additional US sanctions on Russia and
growing concerns about the economic and political situation
in Turkey.

The tendency of the euro to strengthen against the US dol-
lar in the world foreign exchange market, present since the
beginning of 2017, continued in the first quarter of 2018 but
changed its direction afterwards. The major contributors to the
strengthening of the euro early in the year included the positive
indicators of economic activity in the euro area and expecta-
tions of the possible gradual tightening of the ECB’s monetary
policy. The euro weakened against the US dollar in the second
quarter, losing most of the value gained in the quarter before.
This was mostly due to rising global uncertainty and political
events in Italy. The exchange rate of the US dollar against the
euro averaged EUR/USD 1.19 in the second quarter of 2018,
a rise of 1.2% from the last quarter of 2017.



3 Aggregate supply and demand

After being stagnant in late 2017, economic activity picked
up in the first half of 2018, when real GDP was 2.7% larger
than in the same period of the previous year. The rise in per-
sonal consumption made the largest individual contribution to
economic growth on an annual basis. Other components of
domestic demand also increased, with investment growth being
mostly driven by larger capital investment of the private sector,
whereas general government investment remained subdued.
Growth was also strongly boosted by exports of goods and
services, whose growth dynamics, however, continued to slow
down on an annual basis. Strong domestic demand resulted in
a faster growth in imports than in exports, so that the negative
contribution of net foreign demand to economic growth deep-
ened from the same period of the previous year.

GDP by the production approach showed that gross value
added (GVA) increased at an annual rate of 2.1%. The increase
was primarily due to GVA growth in trade, transportation and
storage, and accommodation and food service activities. GVA
also recorded annual growth in all other categories, with the
exception of financial and insurance activities.

3.1 Aggregate demand

Real exports of goods and services continued to increase in
the first half of 2018, growing annually by 2.9%. Total exports
edged down (=0.5%) in the first three months of 2018 due to
lower exports of goods. Although total exports picked up in the

Figure 3.1 Gross domestic product

Figure 3.3 Exports of goods and services
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Figure 3.2 GDP rate of change
contributions by components

Figure 3.4 Real exports of goods and services
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second quarter, their growth was noticeably slower in the first
half of 2018 than in the same period of 2017.

The slowdown in total exports largely reflected reduced ex-
ports of goods. Goods exports grew by 2.8% on an annual ba-
sis from January to June 2018, noticeably less than in the same
period of 2017, when they grew by 10.7%. This was the out-
come of unfavourable results in the first quarter, when goods
exports were 1.5% lower than in the same period of 2017.
Such movements were strongly influenced by high base period
values, while goods exports held steady on a quarterly basis.
Nominal data on the trade in goods broken down by main in-
dustrial groupings show that exports of energy and durable and
non-durable consumer goods decreased in the first quarter of
2018 an annual basis. However, goods exports grew by 7.1%
in the second quarter, with nominal data showing that exports
of all MIG components but durable consumer goods increased.
At the same time, the quarterly growth in exports of services
was relatively dynamic, particularly in the second quarter,
which may be attributed to favourable developments in tour-
ism. However, due to somewhat poorer results in the second

half of 2017 and the base effect, the annual growth rate of ex-
ports of services halved from the same period of 2017 (3.4%
vs 6.9%).

Personal consumption continued to grow in the first half of
the year at a pace similar to that in 2017, growing annually by
3.7%. The ongoing rise in personal consumption was boosted
by the steady increase in real disposable income of households
driven by favourable developments in the labour market. Em-
ployment continued to grow and the rise in net wages picked
up noticeably. Consumer confidence also improved in the first
quarter of 2018, reaching the highest level since household ex-
pectations started to be measured, and fluctuated around simi-
lar levels in the remainder of the year. In addition, consumer
credit also increased. As a result, personal consumption, indi-
vidually the largest component of aggregate demand, contrib-
uted the most to real GDP growth.

Though gross fixed capital formation continued to increase
in the first half of the year, its annual growth rate was much
lower (3.3%) than in the same period of 2017 (4.8%). The
noticeably slower growth in investment may be explained by

Figure 3.5 Personal consumption Figure 3.7 Gross fixed capital formation
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Figure 3.9 Imports of goods and services
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sluggish investment activity of the general government as fiscal
data compiled in accordance with the ESA 2010 methodology
show that general government investment decreased by almost
a third in the first half of the year. Reduced capital investment
of the general government is also evident from the data on civ-
il engineering works, while construction works on buildings
grew in the first half of 2018.

The annual increase in government consumption in the
first six months of 2018 accelerated slightly to 2.6% from the
same period of 2017 when it stood at 2.2%. It seems that real

growth in government consumption may be largely attributed
to the increase in the number of civil servants and government
employees, while social benefits in kind were perceptibly lower.

The annual growth of imports of goods and services was
slower in the first half of 2018 than in the same period of 2017
(8.7% vs 5.1%), reflecting lower growth in goods imports. The
slower increase in goods imports may be associated with slack-
er growth in exports and investment. Nominal data on trade
in goods show that imports of energy were lower than in the
same period of 2017, and that the increase in imports of capi-
tal goods lost momentum, probably due to slower investment
activity. At the same time, the increase in imports of services
picked up pace on an annual basis thanks to the upsurge in the
second quarter, which is in turn attributable to expanded tour-
ist consumption of residents abroad. As exports growth slowed
even more, the negative contribution of net foreign demand to
total GDP growth deepened in the first half of 2018 from the
same period of the previous year (—1.3 percentage points as
against —0.6 percentage points).

3.2 Aggregate supply

Gross value added was 2.1% larger in the first half of 2018
than in the same period of 2017. The largest contribution to
GVA growth came from retail trade, transportation and stor-
age, accommodation and food service activities, probably
driven by expansion of household consumption and the rise
in tourist activities. GVA also recorded annual growth in other
activities, except financial activities, which recorded a mild de-
crease.

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

4.1 Employment and unemployment

The upward trend in employment, present from mid-2014,
continued into the first half of 2018. Such movements resulted
in a 2.4% larger number of employed persons than in the same
period of the previous year. The sharpest contribution to the
rise in employment figures in the first six months of 2018 came
from private sector service activities and construction.

The first half of 2018 was marked by the steady fall in un-
employment figures, primarily as a result of intensified removal
from the CES register due to non-compliance with legal provi-
sions, cancellation from the register and failure to report regu-
larly. Intensive removal from the CES register was probably re-
lated to emigration of the working age population from Croatia
to more developed EU countries.

Owing to the steady fall in unemployment, the number of

unemployed persons was around 50 thousand lower in the first
half of 2018 than in the same period of the previous year.

Such trends led to a further decrease in the unemployment
rate. The registered unemployment rate was 10.4% in the first
half of 2018, a decrease of 1.1 percentage point from the sec-
ond half of 2017. In the same period, the average ILO unem-
ployment rate fell by 1.5 percentage points, to 8.7%.

Labour Force Survey data show a further decrease in the
participation rate in the Croatian labour market in the first half
of the year. However, the rate levelled off on an annual basis
thanks to more favourable trends in the second half of 2017.
Apart from these negative movements, it should be noted that
in the EU the participation rate fell only in Italy in the first six
months of 2018. Also, the survey data show that the employ-
ment rate grew steadily in the first six months of 2018, albeit
at a slower pace than in the preceding half of the year, with the

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

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

Figure 4.4 Labour Force Survey
seasonally adjusted series
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average employment rate standing at 47.0%.

4.2 Wages and unit labour cost

The first half of 2018 was marked by the continued in-
crease in nominal gross wages, with wages growing percepti-
bly faster in the second quarter. It is noteworthy that the wage
growth dynamics was stronger in the private sector than in
the public sector. The average nominal gross wage grew by
4.9% on an annual basis in the first six months of 2018 from
the same period of 2017. However, the purchasing power of

households grew somewhat less as real net wages were 2.9%
higher in the first six months of 2018 than in the same period
of the previous year due to the parallel annual rise in the con-
sumer price index.

National accounts data also suggest an increase in com-
pensation per employee in the first half of 2018, while labour
productivity edged down as the rise in employment was slightly
stronger than GDP growth. Such movements pushed unit la-
bour costs up in the first half of 2018 (by 1.6% from the previ-
ous half of the year according to seasonally adjusted data and
by 1.7% compared with the same period of 2017).

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

Figure 4.6 Compensation per employee, productivity and unit
labour costs

seasonally adjusted data, quarterly rate of change and levels
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5 Inflation

Consumer price inflation picked up in the first half of
2018. This was mostly due to mounting imported inflationary
pressures, primarily fuelled by the increase in the global price
of crude oil. The annual consumer price inflation rate went
up from 1.2% in December 2017 to 2.4% in June 2018. By
contrast, core inflation (which excludes agricultural product
prices, energy prices and administered prices) slowed down
from 1.4% in December to 0.7% in February, remaining at that
level through to June. The slowdown was mostly caused by the
fall in the annual rate of change in the prices of clothing and
footwear, some food products (particularly meat and milk), ca-
tering services and motor vehicles.

The indicators of current consumer price trends fell sharp-
ly in late 2017 and early 2018 but started to rise from March
2018 on, in particular overall consumer price inflation. The in-
flation diffusion index shrank in the first half of the year to the

Figure 5.1 Year-on-year inflation rate and contributions of
components to consumer price inflation
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Sources: CBS and CNB calculations.

level almost equal to the average seen last year. While the num-
ber of products with increased prices decreased, the prices of
most products continued to rise.

When the main components are considered, energy prices
made a particular contribution to the acceleration of the annual
inflation rate in the first half of 2018. The contribution of ener-
gy prices to overall inflation rose from 0.1 percentage point in
December to 1.3 percentage points in June. Most notable was
the increase in the prices of refined petroleum products trig-
gered by the upturn in global crude oil prices and the sharper
annual growth in electricity prices due to the base effect, i.c.
the notable fall in these prices in early 2017. Unprocessed food
product prices also contributed to inflation acceleration, but to
a much smaller extent. Their contribution to the overall annual
inflation rate went up from 0.2 percentage points in December
to 0.4 percentage points in June, mainly as a result of an in-
crease in vegetable prices. The slowdown in the annual growth
rate of meat prices, which may be associated with the steep fall
in pork prices in the EU market, had the opposite effect.

The slowdown in core inflation in the first six months of
2018 was influenced by the slackened annual growth in the
prices of processed food products and non-food industrial
goods without energy. The trends in processed food prices
were largely influenced by the waning of the effect of the in-
crease in the prices of milk, oil and fats in the first half of 2017,
and the decrease in the prices of butter in the current year. The
slower growth in the prices of non-food industrial goods with-
out energy was largely the outcome of the fall in the annual rate
of change in the prices of clothing and footwear and motor ve-
hicles. The rise in the prices of services held steady as the faster
increase in the annual rate of change in the prices of refuse
collection (due to the disappearance of the effect of the fall in
these prices in early 2017) was offset by the slower growth in
the prices of catering services.

The growth of the implicit deflator of GDP went up from
1.6% in the fourth quarter of 2017 to 2.1% in the second quar-
ter of 2018. Trade conditions continued to improve, albeit at a

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

Consumer price index and its components

Total index 0.7 1.4 1.2 1.1 2.4
Energy -2.8 0.5 0.4 1.8 7.9
Unprocessed food 2.2 4.5 2.6 2.1 3.8
Processed food 2.3 2.8 2.0 1.1 1.5

Non-food industrial goods

without energy 0.8 0.1 0.8 0.3 0.5

Services 0.8 0.9 1.0 1.0 1.0

Other price indicators

Core inflation 1.8 14 1.4 0.7 0.7
Index of industrial producer

prices on the domestic 0.4 2.2 2.1 1.2 3.4
market

Index of industrial producer
prices on the domestic 0.5 0.9 1.0 0.5 -0.1
market (excl. energy)

Harmonised index of

g 1.1 1.6 1.3 1.2 2.2
consumer prices

Harmonised index of
consumer prices at constant 1.0 1.6 1.2 1.1 2.1
tax rates

Sources: CBS and Eurostat.

slower pace than in the second half of the previous year. In ad-
dition, the annual rate of change of industrial producer prices
(excluding energy) also dropped, from 1.0% in December to
—0.1% in June. Prices in the production of non-durable con-
sumer goods (food products and beverages) dropped the most,
driven probably by the cut in the prices of food raw materials in
the global market in the second half of 2017.

Consumer price inflation in the euro area picked up in
the first half of 2018, from 1.4% in December 2017 to 2.0%
in June. As in Croatia, this was mostly attributable to energy
prices, due to the rise in crude oil prices in the global market.

Figure 5.4 Indicators of price developments in Croatia and the
euro area
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Notwithstanding stronger domestic inflationary pressures in
the first half of the year, thanks to the notable growth in wages
and the high utilisation of capacities, core inflation (which ex-
cludes the prices of energy, food, alcoholic beverages and to-
bacco) did not rise and was the same in June 2018 as in De-
cember 2017, at 0.9%. The annual increase in the prices of
services (1.1%) in June was more pronounced than the rise in
the prices of industrial products (0.4%).

The annual inflation rate in Croatia, measured by the HICP,
rose from 1.3% in December to 2.2% in June. This was main-
ly due to the faster annual increase in energy prices, primar-
ily spurred by the rise in the prices of refined petroleum prod-
ucts and the disappearance of the effect of the cut in electricity
prices in early 2017. In June, inflation in Croatia was 0.2 per-
centage points lower than in the euro area. Core inflation (ex-
cluding energy, food, alcoholic beverages and tobacco prices)
edged down in Croatia, from 1.1% in December to 0.9% in
June, and was equal to that in the euro area.



6 Current and capital account
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The current and capital account balance deteriorated in the
first half of 2018 from the same period of the previous year,
largely owing to the widening of the foreign trade deficit. On
the other hand, unfavourable developments in the current and
capital account were only slightly mitigated by the cut in the
primary income account deficit and a slight improvement in
the sum of balances in the secondary income account and in
the account of capital transactions. At the same time, the sur-
plus in the international trade in services remained almost the
same. If cumulative values over the past year are observed,
the surplus in the current and capital account stood at 3.9%
of GDP, which is 0.8 percentage points less than in the en-
tire 2017. However, excluding the one-off effect of lower bank
profits due to provisions associated with the Agrokor Group,
this surplus stood at 3.6% of GDP, the same as in 2017.

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

According to the balance of payments data, the first six
months of 2018 were characterised by a sharp deepening of the
foreign trade deficit (of 8.5%) driven by a noticeably stronger
growth in imports than in exports (5.4% vs 3.0%). The CBS
data, which also provide for a breakdown by products, suggest
that the widening of the foreign trade deficit was largely driven
by a worsening of the balance of trade in medical and phar-
maceutical products and other transport equipment (mainly
ships) and, to a lesser extent, larger net imports of road vehi-
cles and electrical machinery, apparatus and appliances.

The growth in total goods exports continued in the first
half of 2018 (by 2.9% on an annual basis), but at a much slow-
er pace than in the same period of 2017 (when exports grew
by 16.9%). The deceleration was in part due to a slowdown
in economic activity in Croatia’s main foreign trading partner
countries and the base effect. The growth in total exports of
goods in the first six months of 2018 was mainly the result of
the rise in exports of road vehicles to Germany and Slovenia,

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

metal industry products to Germany, the United Kingdom and
Italy, and scientific and controlling instruments to South Korea
and China. The only moderate contribution of energy products
to the growth of total goods exports is the result of the growth
in the exports of oil and refined petroleum products accom-
panied by a sharp fall in the exports of electricity. At the same
time, exports of medical and pharmaceutical products to the
US and ship exports plummeted.

In addition to goods exports, goods imports also grew
at a notably slower pace (by 6.4% in the first half of 2018 vs
13.8% in the same period of 2017). The rise in the total im-
ports of goods was strongly influenced by the rise in imports
of road vehicles from Germany, France and Slovenia, medi-
cal and pharmaceutical products from Germany, Hungary
and South Korea, metal industry products from Italy, Bosnia
and Herzegovina and Germany, and scientific and controlling

Figure 6.3 Goods imports (c.i.f.)
year-on-year rate of change and contributions
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Source: CBS.




instruments from China and Slovenia. At the same time, im-
ports of energy products shrank, as the sharp fall in imports
of electricity more than counterbalanced the strong increase in
imports of oil and refined petroleum products.

As regards developments in the international trade in ser-
vices, net exports of services in the first half of 2018 held
steady at the same level as in the corresponding period of the
previous year. Revenues from tourism grew sharply (by 10.1%
on an annual basis), accompanied by a sharp growth in the
numbers of arrivals and nights of guests in commercial accom-
modation, of 12.5% and 8.7% respectively, thanks primarily
to guests from Poland, Slovenia, the United Kingdom and the
Czech Republic. However, the rise in revenues from tourism
was almost completely offset by the substantial increase in
tourism consumption abroad by residents and the fall in net
exports of other services.

The slower growth in goods exports in the first half of 2018
coincided with a small deterioration in price and cost competi-
tiveness of exports as the real effective exchange rates of the
kuna deflated by consumer and producer prices appreciated

marginally in the first half of 2018. This was due to the ap-
preciation of the nominal effective exchange rate of the kuna,
only slightly mitigated by somewhat more favourable develop-
ments in domestic prices compared to the prices of Croatia’s
main trading partners. At the same time, the movement of unit
labour costs in Croatia was slightly less favourable than abroad,
so that the appreciation of real effective exchange rates of the
kuna deflated by unit labour costs was more pronounced, par-
ticularly in manufacturing.

6.2 Income and transactions with the EU

Net expenditures on equity investment in Croatia deterio-
rated considerably due to better business performance of do-
mestic enterprises owned by non-residents, particularly the re-
covery of bank profits, which were in 2017 strongly affected
by one-off effects of increased loss provisions for loans to the
Agrokor Group. At the same time, foreign enterprises owned
by residents recorded slightly lower profits than in the same

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

Figure 6.6 Investment income
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Figure 6.5 Nominal and real effective exchange rates of the kuna

Figure 6.7 Transactions with the EU budget
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positive value of net received and net allocated funds is the surplus over the
payments to the EU budget.

Sources: CNB and MoF.




Figure 6.8 Other income, excluding investment income and

transactions with the EU
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period of 2017. Unfavourable trends in investment income
were mitigated by lower net expenditures on debt investments
arising from lower interest expenses on external debt of do-
mestic sectors, particularly the government and other domestic
sectors.

Net revenues from transactions with the EU budget in the
first half of 2018 increased from the same period of the previ-
ous year as a result of stronger use of EU funds, while pay-
ments to the EU budget remained almost the same. It should
be noted that the structure of the funds paid out changed sub-
stantially. End users received significantly more capital reve-
nues (mostly to other domestic sectors, excluding the govern-
ment), while the amount of current revenues decreased. The
total annual difference between the funds used and payments
to the EU budget grew to 1.4% of GDP at the end of June, up
from 1.2% of GDP in the whole of 2017. Other income, ex-
cluding income from investments and transactions with the EU
budget, held steady.



7 Private sector financing

Domestic sectors’ financing conditions generally continued
to improve in the first half of 2018. The costs of short-term
government borrowing were more favourable than in 2017, as
suggested by the interest rate on one-year kuna T-bills which
dropped from 0.20% in December 2017 to an all-time low
of 0.09% in February 2018, remaining at that level until the
end of June. The interest rate on one-year euro T-bills also de-
creased from 0.01% in October 2017 to 0.00% in May 2018.
The financing conditions for government long-term borrowing
in the domestic market improved in the first half of the current
year as well, as evident from the yield curve for kuna bonds
without a currency clause (Figure 7.1a), with a negative yield
to maturity recorded for a two-year bond in June. No signifi-
cant change was seen in the yield curve for kuna bonds with a
currency clause in euro from the end of 2017 (Figure 7.1b).
In June 2018, the government issued a ten-year euro bond of

EUR 750m with a yield of 2.9%.

On the other hand, the government’s costs of borrowing in
the foreign market, estimated by the sum of the EMBI index
for Croatia and the yield on the German government bond, in-
creased slightly from 2.2% at the end of 2017 to 2.6% in late
June 2018 (Figure 7.3). After narrowing by around 120 basis
points in 2017, the CDS for Croatia declined further in the
first quarter of 2018, dropping by an additional 10 basis points
to a level of around 85 basis points. However, in the second
quarter, the risk premium for Croatia increased along with the
risk premiums of other European emerging market economies,
again exceeding 100 basis points. As regards the credit rating
agencies’ risk perception of Croatia, in January 2018, Fitch up-
graded Croatia’s rating from ‘BB’ to ‘BB+’ with a stable out-
look, while Standard & Poor’s did the same in March this year.

Costs of corporate financing mostly continued to decline

Figure 7.1 Yield-to-maturity on RC bonds
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b) In kuna with a currency clause in euro
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Figure 7.2 Short-term financing costs
in kuna without a currency clause

Figure 7.3 Long-term financing costs
in kuna with a currency clause and in foreign currency

% 14
—/
12
10 \—\ X ’I
8 N
6 \/\/\I\/\/\/\’\_\r\
b M YWY TN |
2 \-‘
0 D—

2011 2012 2013 2014 2015 2016 2017 2018

— 364-day T-bills (HRK)
= Short-term kuna corporate loans without a currency clause
~ Short-term kuna household loans without a currency clause

Sources: MoF and CNB.

% 12
10
T N
8 \l —
6 N AU AN MM
\ W VA AN — \"\_/_\39\"%:
9 N ™~ —
* N

2011 2012 2013 2014 2015 2016 2017 2018
= Long-term corporate loans with a currency clause
~— Long-term housing loans to households with a currency clause
— Yield on generic 10-year German bond + EMBI Croatia
= Long-term household loans with a currency clause, excl. housing loans
@ 546/547-day T-bills (EUR, indexed to f/c)
@ 455-day T-bills (EUR, indexed to f/c)

Note: EMBI, or the Emerging Market Bond Index, shows the spread between yields
on government securities of emerging market economies, Croatia included, and
risk-free securities issued by developed countries.

Sources: MoF, Bloomberg and CNB.




steadily. Compared with the 2017 average, the average inter-
est rate on short-term corporate borrowing in kuna without a
currency clause decreased by 0.4 percentage points in the first
half of 2018 (Figure 7.2), while the average interest rate on
long-term corporate loans in kuna with a currency clause went
down by 0.6 percentage points (Figure 7.3). The downward
trend was particularly pronounced in interest rates on loans
up to HRK 7.5m, although interest rates on loans exceeding
HRK 7.5m are still lower than interest rates on loans of smaller
amounts as larger amount loans are used mostly by large en-
terprises with greater collateral potential and better alternative
financing options (Figure 7.4).

Interest rates on household loans also continued to decline.
The average interest rate on short-term houschold borrowing
in kuna without a currency clause decreased by 0.5 percentage
points in the first half of 2018 from the 2017 average (Figure

Figure 7.4 Bank interest rates on loans to non-financial
corporations by volume
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7.2), while the average interest rate on long-term household
loans with a currency clause went down by 0.3 percentage
points (Figure 7.3).

Favourable trends in interest rates on corporate and house-
hold financing were brought about by the exceptionally high li-
quidity in the domestic and international financial markets and
lower funding costs of the Croatian banking system, with the
EURIBOR still in negative territory (Figure 2.3) and the na-
tional reference rate (NRR)' continuously trending down.

The results of the bank lending survey suggest that cred-
it standards for corporate loans were eased in the first half of
2018, particularly in the first quarter (Figure 7.6). With the ex-
ception of a slight tightening in the second and third quarter of
2017, lenders have been continuously easing credit standards
for corporate lending for almost three years. Banks’ financing
options on the market and favourable liquidity conditions led
to the easing of standards in the first half of 2018, whereas
banks cited expenses linked to their capital positions as a factor
contributing to the tightening of credit standards. At the same
time, corporate demand for loans has been moving up for sev-
eral years now, particularly that of small and medium-sized en-
terprises. Demand growth 