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Results of the Fourth CNB Bank Survey

Tomislav Galac and Lana Dukić

Abstract

In October and November 2004, a research team of the Croatian National Bank conducted the 
fourth comprehensive survey of banks operating in Croatia. The survey gathered information 
about bankers’ estimates and views of the current situation and trends in Croatian banking and its 
environment, which are compared in this paper with estimates based on CNB statistical data. The 
main conclusion of the analysis is that silent consolidation of the banking sector has continued, 
mostly through bank mergers and acquisitions, while only a few banks actually exited the mar-
ket. In the last two years banks have been fully dedicated to household lending and non-interest 
income sources in their corporate business, which is a trend that should hold steady for some 
time. At the same time, banks will have to make considerable efforts to improve their risk manage-
ment processes as even the most advanced of them have not yet attained the level that will soon 
be required under the new international standards. Bankers hold that improved legal protection 
of creditors and coordination of monetary and fiscal policies are challenges stemming from the 
environment that could boost Croatian banking system development. As banks vary greatly in 
the range of services they offer, one should also take account of forecasts that fierce competition 
among banks will continue, additionally lowering the price and expand the range of their services.

JEL: D21, G21, G34, P34

Keywords: consolidation, Croatia, banking, banks

In addition to the authors, the research teams included employees of the CNB’s Financial Stability Department and Research De-
partment. Employees of the CNB’s Prudential Regulation and Bank Supervision Area also assisted in the survey preparation. Several 
employees of the CNB’s Financial Stability Department and Research Department are to be credited for processing the survey results. 
The fourth CNB bank survey was conducted in November and December 2004.
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1 Introduction

In November 2004, a research team of the Croatian National Bank conducted the 
fourth comprehensive survey of banks operating in Croatia. These surveys have 
been conducted since 1998 in intervals of approximately 2.5 years. The purpose 
of the surveys is to gather those data and bankers’ opinions, views and projections 
that are not comprehended by their regular reporting to the central bank.

The preceding CNB surveys (Galac, 2003 and Kraft, 2002) analysed the trends 
in the banking sector’s development stage, which was then called the consolida-
tion and market positioning stage. In 2003 and 2004, the continued consolidation 
process led to a further decrease in the number of banks, mostly due to formal 
mergers of banks within the same ownership group, as well as due to the continued 
exit of smaller banks from the market. However, the functioning of the banking 
system over the last two years has been more marked by new trends and events 
both in the banking system itself and in its environment.

First, the unexpectedly strong bank credit expansion in 2002 triggered a cen-
tral bank response early in 2003. Assuming a continued credit expansion, the CNB 
was concerned about potential negative consequences of the excessively rapid 
credit growth, which could lead to the overheating of the economy and a sudden 
decrease in the quality of bank placements in the following cooling-off period. 
This prompted the central bank to introduce new and tighten existing monetary 
policy measures early in 2003 to prevent the growth rate of bank placements from 
exceeding the expected growth rate of their total liquid assets, which was then pro-
jected at 16% for the entirety of 2003.

Second, the slower growth in domestic sources of bank placements, coupled 
with the availability of relatively cheaper foreign sources, prompted a large number 
of banks, which at the time were still competing for larger market shares, to borrow 
heavily abroad. This was the first time that the banking sector became the main 
generator of Croatia’s external debt, and the country’s foreign debt indicators sud-
denly deteriorated over 2003. As this trend continued into the first half of 2004, 
in the middle of the year the CNB again responded by introducing new monetary 
policy measures. These measures were specifically targeted at preventing additional 
external borrowing by banks. Some argue that the described chain of bank actions 
and central bank reactions directly led to the unusual volatility of money market 
interest rates and spurred the rapid growth of the leasing market – new character-
istics of the Croatian financial market that emerged in 2003 and still persist.

Third, notwithstanding the said monetary policy measures, to ensure timely 
and consistent implementation of the new banking act of July 2002, early in 2003 
the central bank adopted a range of subordinate legislation that also strongly influ-
enced bank operations. Banks were required to calculate the capital requirement 
for market risks in accordance with the 1996 Amendments to the Basel Capital 
Accord; options and embedded options were included in the calculation of a bank’s 
foreign exchange position; banks were required to assess placement recoverability 
according to the provisions of IAS 39; and bank groups were subject to the CNB’s 
supervision on a consolidated basis. Although these activities formally originated 
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from the 2002 Banking Act provisions, their actual purpose was to improve banks’ 
risk management in the light of preparations for the new Basel Capital Accord 
(Basel II) of 2004. Hence, it is obvious that bank operations will be influenced by 
these actions for a number of years.

Fourth, a new interest rate act, which was adopted in 2004, for the first time 
lays down a uniform method of penalty interest calculation and, even more im-
portantly, puts a ceiling on contractual interest rates, which also applies to bank 
loans. In line with the projected continued harmonisation of Croatian legislation 
with EU banking regulations, the end of 2004 saw the enactment of a new deposit 
insurance act, which broadened the insurance coverage to include current and giro 
accounts of natural persons and lowered the linear premium rate banks pay to the 
State Agency for Deposit Insurance and Bank Rehabilitation.

Fifth, the number of non-banking financial intermediaries has grown substan-
tially in the last two years, as has the share of total financial system assets under 
their control. Among these intermediaries, the strongest increase has been recorded 
by leasing companies, open-end investment funds and mandatory pension funds, 
but voluntary pension funds underperformed expectations due to regulatory rigidi-
ties, while the insurance market and assets of housing savings banks and closed-
end investment funds continued to stagnate. As a result, the share of bank assets 
in total financial system assets slightly decreased, with the impact of the increased 
relative importance of non-banking intermediaries being felt both on the asset and 
liability side of the banking system.

And sixth, the payment system reform and the overall computerisation and 
internetisation of Croatian society have created new room for nonprice competi-
tion among banks. In line with the announcements from the preceding survey and 
data at the CNB’s disposal prior to this survey, almost all large banks and several 
medium-sized and small banks have started offering various services related to 
telebanking, which has been made possible by the widespread use of the Internet 
and mobile phones in Croatia.

In line with the described developments, the main topics of the fourth compre-
hensive bank survey were: monetary policy and continued credit expansion with 
strong foreign borrowing of banks, innovations in bank products and services of-
fered, continued sectoral consolidation attributable to ongoing strong competition, 
the impact of changes in the institutional environment and legislation on bank 
operations, and risk management in the context of preparations for the implemen-
tation of the revised Basel rules.

Out of the 39 banks in operation on 30 September 2004, 35 banks voluntarily 
participated in the survey. Out of the four banks that failed to participate, one was 
in the process of merging with its parent bank, another was sold to a new owner, 
while the remaining two were in the process of exiting the market. The questions in 
the first part of the survey, which was in writing and distributed by mail, required 
mostly quantitative answers, e.g. an estimate of the importance of various banking 
activities or the success of new products and services introduced.

The second part of the survey consisted of interviews conducted with bank rep-
resentatives during which they answered unseen questions in the second part of the 
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survey questionnaire. The interviews were conducted with management board mem-
bers and executive directors in charge of corporate and retail banking, risk man-
agement and treasury operations. During the interviews bank representatives were 
prompted to give concrete answers. However, they were also encouraged to discuss 
other topics of importance for the Croatian banking sector today and in the future 
with a view to improving communication between bankers and the central bank.

The final results were obtained by combining the answers from the first and 
second parts of the survey questionnaire. Where appropriate, the answers were 
weighted by the size of each bank’s assets. The results were analysed in four the-
matically separate chapters, which follow this introduction, with the survey conclu-
sions given in the sixth chapter. The appendices provide tabular presentations of 
all answers to the questions in the first (quantitative) part of the survey and other 
information relevant for the interpretation of the survey results.

2 Banks’ Business and Development Strategy

The survey results indicate that the strategic orientation of banks operating in 
the Republic of Croatia has changed over the last two years. The answers of most 
banks interviewed reveal that their operations are now more oriented to the cor-
porate sector, with only a few small banks, mostly former savings banks, focusing 
exclusively on the household sector. Almost none of the largest banks in Croatia 
manifest this division, as they have always been equally dedicated to the corporate 
and household sectors. At first sight, these results are not in line with the CNB 
statistics on the amount and growth rates of household and corporate placements. 
More specifically, since the mid-1990s household loans have grown faster than 
corporate loans, and their total amount exceeded that of total corporate loans in 
mid-2003 and has continued to grow ever since.

Growth rates of house-
hold loans have been 
higher than those of 
corporate loans for a 
number of years.

Figure 1 Bank Loans, year-on-year rate of change in gross claims
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There are a number of reasons for this seeming contradiction. First, the several 
largest Croatian banks with a substantial share in the total assets of the Croatian 
banking system and a universal strategy dominate aggregate statistical data. Sec-
ond, the change in the strategic orientation of banks has been relatively recent 
and it may not yet be evident in statistical data. However, this change has been 
somewhat expected and may be easily explained. After several years of outstand-
ing growth in household financing, which proved to be a rather profitable and safe 
source of bank income, saturation gradually occurred – household debt reached a 
relatively high level,1 which can easily decrease the recoverability of future place-
ments and soon decelerate this sector’s demand for bank loans. In addition, as the 
preceding survey foretold, market competition among banks is strongest in the 
retail financing segment, which considerably narrowed interest margins on house-
hold loans. Hence, this lending is today much less profitable than in early 2002 
when bank competition began to affect household interest rates.

Figure 2 Interest Spread between Long-Term Household Loans and For-
eign Currency Deposits
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Interest rates on house-
hold loans have been 
steadily falling since 

early 2002, which 
considerably reduced the 

interest spread.

1 Among comparable countries of Central and Eastern Europe, Croatia has the highest household-loans-to-
GDP ratio and one of the highest growth rates of household loans. For more details, see CNB Bulletin, No. 
94 – Box 1.

Finally, the early 2003 central bank measures to curb the credit growth and the 
mid-2004 measures to decrease banks’ external debt additionally limited the rise 
in banks’ interest income. To maintain their profitability at former levels, banks 
had to resort to non-interest income, the major part of which was accounted for by 
income from fees for payment operations services to corporates. As this reorienta-
tion from households to corporates was not directly linked to lending activities, it 
is not reflected in the relative ratio between the amounts and growth rates of loans 
to these two sectors. The banks’ focus on corporates was additionally supported 
by the solid economic growth in 2003 and 2004, with trade, tourism and industrial 
production sectors leading the way.
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Despite the prevailing opinion that, by their nature, small banks tend to focus 
on small companies, and large banks focus on large companies, the survey results 
suggest that the SME sector has become equally interesting to all banks in the 
last two years.2 SMEs were picked out as the most important category within the 
corporate sector by almost all banks. In addition, small local banks mentioned 
tradesmen as their target client group, whereas medium-sized and large banks re-
ferred to large and state-owned enterprises. Due to their size and local character, 
it is understandable that small banks opted for SMEs. On the other hand, the large 
demand from small and medium-sized enterprises, the need for risk dispersion 
and the higher profitability than in operations involving large clients induced large 
banks to focus increasingly on this market segment.

Also in contrast to the popular opinion, all bankers agreed that good clients, 
i.e. those that are good credit risks, are not refused loans for not having sufficient 
assets to be pledged as collateral. To meet the criteria for “good credit risk”, good 
clients always need to have at least a good cash flow, high quality projects, and 
claims or personal property they are ready to pledge. Although this issue is rather 
important for the functioning of a young economy such as that of Croatia, the an-
swers given should be taken with a grain of salt. Most banks offer uncollateralised 
loans to households (guarantors required) up to the amount of 10,000 euros on 
average. On the other hand, bankers failed to explain precisely the existence of a 
similar limit for corporates that would, of course, impair the relevance of the good 
cash flow argument.

In addition to the banks’ attitude to uncollateralised loans, another strategic 
issue has often been raised in the last three years, i.e. since the banks’ credit ex-
pansion began. This is the strategic issue of transferring credit risk from a bank’s 
portfolio to insurance companies by contracting accounts receivable insurance 

Figure 3 Banks’ Net Interest and Non-Interest Income
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2 This claim cannot be supported by the existing CNB statistics.
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policies. The survey answers suggest that loan insurance by the banks themselves 
has almost become cost-ineffective due to high risk premiums and good recover-
ability of bank claims arising from loans. This was the reason why some banks 
decreased the share of insured loans and some completely stopped using loan in-
surance. Some information indicates that insurance companies are also aware of 
the risks such operations entail in a small market and only one of them engages in 
loan insurance. On the other hand, in extending household loans (motor vehicle 
and housing loans) most banks accept mortgage and/or life insurance policies 
as collateral, provided that the policies are concluded with a first-class insurance 
company in line with the internal limits set for each company.

The risk dispersion strategy used by Croatian banks has not changed much 
since the first CNB bank survey. The geographic distribution of bank activities is 
correlated to their size. With the exception of several of the largest and medium-
sized banks, most banks operate in only one region. Also exceptional are some very 
small banks that, since they mostly deal with households, operate in several neigh-
bouring regions or throughout the country. With regard to the most important 
economic activity, Croatian banks are still focused mainly on financing commerce, 
with a large portion of their corporate business being also focused on industry 
and tourism. The majority of bankers stated that they usually follow demand, the 
sectoral distribution of bank placements thus being the outcome of the develop-
ment and growth of particular branches of the economy. This survey has shown 
that banks’ written policies still do not clearly define a strategy for geographic risk 
dispersion.

All but one participating bank expressed no intention to expand operations 
outside Croatia. However, this does not apply to their parent banks. Although 
bankers were understandably reluctant to answer this question, all answers sug-
gest that their Italian and Austrian owners consider spreading into neighbouring 
Balkan countries as the next logical step in their regional strategy. On the other 

Figure 4 Structure of Banks’ Non-Interest Income in 2004
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hand, most domestic banks intend to build up their business network (number of 
operating units) in regions where they already operate and expand it to neighbour-
ing regions. The City of Zagreb is particularly interesting to small banks planning 
to go beyond the local framework due to the high concentration of companies 
and economic activities. Large banks are interested in Dalmatia due to its great 
potential for tourism and related activities as well as regions on the border of the 
County of Zagreb due to their possible inclusion in the expanded local market of 
the City of Zagreb.

Figure 5 Banks’ Net Income from Foreign Currency Trading
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Foreign currency trading 
still brings high profits 
to banks, despite the 
persistent multi-year 
downward trend in the 
relative importance of 
this net income category.

The euro largely domi-
nates the currency struc-
ture of foreign currency 
assets and liabilities.

Table 1 Comparison of the Currency Structure of Croatian Banks’ Foreign Currency Assets and Li-
abilities, 31 December 2004, million kuna and %

Currency structure of assets Currency structure of liabilities

Currency Balance Share  Currency Balance Share

EUR 146,494 87.3 EUR 138,303 87.2

USD 14,361 8.6 USD 13,921 8.8

CHF 5,038 3.0 CHF 4,637 2.9

Other 1,828 1.1 Other 1,727 1.1

Total 167,721 100.0  Total 158,587 100.0

Sources: CNB and authors’ calculations.

The high level of euroisation that characterises the Croatian economy is par-
ticularly evident in banking. In addition to the national currency, banks operating 
in Croatia mostly operate in the euro, the currency that bankers consider the most 
important in active bank operations. Also important is the US dollar, particularly 
in the coastal area, which is customarily linked to shipbuilding and maritime trans-
port activities that generate income in that currency. Notwithstanding the fact that 
several banks introduced loans indexed to the Swiss franc, this currency still does 
not play a major role in banks’ balance sheets.

Most bankers hold that the formal introduction of the euro as the national 
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Figure 6 Kuna Exchange Rate and Banks’ Interest Rates

HRK/EUR, monthly average (left)
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A stable exchange 
rate of the kuna and a 
long downward trend 
in interest rates have 

reduced the perception 
of currency and interest 

rate risk.

Banks have started of-
fering non-banking prod-
ucts, payment operations 

services and derivatives 
trading only in the last 

four years.

Table 2 Banks’ Products and Services

Product/service
Number of product/
service providers

Most frequent year 
of introduction

First time offered

Life insurance 7 2004 2003

Investment advice 9 2004 2003

Futures 4 2004 2002

Options 5 2004 2002

Domestic payment operations services 24 2002 2001

Pension fund management 5 2002 2001

Source: 2004 CNB Survey.

 currency would not strongly affect their operations, in either the positive or nega-
tive sense. In contrast, proponents of the euro argue that simplified operations and 
reduced currency risk would in the long run offset the initial loss of income from 
exchange operations and costs of technical operational adjustments. It is interest-
ing to note that most bankers believe that currency clauses sufficiently protect 
banks against currency risk, without taking account of the indirect currency risk 
arising from the transfer of currency risk to bank creditors or they rely on the cen-
tral bank’s policy of maintaining a stable exchange rate of the kuna.

Judging by the survey results, traditional lending and deposit activities have 
remained the most important bank activities, although various banking services 
have become increasingly important due to slower growth in interest income. As 
the desire to increase non-interest income is shared by all banks interviewed, most 
of them intend to increase the number and scope of services to corporates and 
households. Still, in terms of their strategy, banks may be divided into two groups: 
leaders in innovations and followers that take over services and products that have 
already achieved good market success.

Banks that have positioned themselves as leaders in the Croatian market have 
started to introduce private banking and asset management for clients and intend 
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shortly to introduce new services with financial derivatives and structured finan-
cial products. On the other hand, follower banks intend to monitor what other 
banks are doing and adjust themselves to their clients’ needs. For example, banks 
that have not done so before, plan shortly to provide payment operations, internet 
banking for retail clients, product and service packages, card operations and in-
vestment banking services. At the same time, those banks that have already intro-
duced similar services assessed internet banking, brokerage and securities custody 
services as the most successful.

Just a few Croatian banks have begun to employ financial derivatives in the 
last two years and they are not completely satisfied with their market success so 
far. The most often used financial derivatives in the Croatian market are foreign 
exchange forwards and swaps, in which large Croatian companies that to a large 
extent operate with foreign partners were mostly interested. Other financial deriva-
tives have been used only sporadically. Bankers interviewed attribute weak demand 
for currency and interest rate hedges to the lack of information and conserva-
tism of most Croatian economic entities, multi-year stability of the kuna/euro ex-
change rate and the low level of interest rates, which reduce perception of risk from 
 changes in foreign exchange and market interest rates.

3 Monetary Policy and Institutional Environment

Among adverse developments that bankers mentioned in the preceding surveys 
were: the reactionary and unpredictable character of the central bank’s monetary 
policy, the lack of effective legal protection of creditors and poor liquidity in the 
financial market. Reactionary monetary policy was evident in the frequent changes 
in central bank instruments and the inflation of new measures. These measures 
were, each time, a CNB response to unfavourable trends in the financial market or 
undesired developments in macroeconomic indicators, to which the central bank 
had failed to respond by changing parameters of existing instruments, which is 
a standard practice worldwide. Bankers saw the lack of effective legal protection 
of creditors in extremely slow court proceedings with unpredictable outcomes, 
even in cases with a straightforward and well-documented legal background and 
in the equally slow enforcement of final court rulings. Bankers believe that the 
central bank and the Ministry of Finance both gave a negative contribution to the 
poor liquidity in the money and capital markets, which is characteristic for a small 
economy such as that of Croatia, due to the lack of coordination between their 
money market activities, the insufficient presence of the government in the domes-
tic bond market and the overly passive CNB role in the money market. Bankers 
mentioned the lack of money market benchmark rates and the non-existence of 
a long-term kuna yield curve as the main consequences of poor financial market 
liquidity, which impede effective management of liquidity and interest rate risk.

This was the reason why bankers participating in the survey were asked about 
possible positive changes in monetary policy, legal protection of creditors and 
functioning of domestic financial markets. Most of them replied that there had 
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been no positive changes in any of these three areas in the last three years, and 
many claimed that certain segments of the institutional environment had even de-
teriorated.

3.1 Monetary Policy

Most bankers expressed an understanding of the central bank’s efforts3 to restrain 
the negative macroeconomic trends but they criticised the current very complex 
system of reserve requirements as well as prudential and foreign exchange regula-
tions. Furthermore, many bankers interviewed said that, notwithstanding the ar-
senal of measures, the CNB cannot succeed alone in curbing the negative trends 
in the country’s balance of payments without improved coordination with a tighter 
fiscal policy. This mostly refers to the CNB’s efforts to stabilise external debt, 
since many bankers who recognised the negative impact of CNB’s measures on 
their banks’ profitability nevertheless stated that they would continue to borrow 
abroad as long as foreign sources were relatively cheap and as much as necessary 
to achieve their market share target, putting profitability into the second place. 
Such trends are also expected by their competitors who do not intend to borrow 
heavily abroad as they gave priority to profitability in their business plans.

Table 3 Reasons for Using Foreign Sources to Finance Placements

Supplied answer Number of answers % of the number % of assets

Domestic deposit growth is too slow 12 21 37

Maturity structure of domestic deposits is inadequate 13 22 26

Foreign sources are cheaper 9 16 13

Foreign sources are more stable (less volatile) 6 10 5

Other 16 28 18

Source: 2004 CNB Survey.

3 For a detailed description of the CNB’s 2003 and 2004 efforts to halt the adverse trends in macroeconomic 
variables, see CNB Annual Report for 2003 and CNB Bulletin, Nos. 86, 91 and 93.

To achieve its intentions, the CNB adopted two measures in January 2003: the 
Decision on the purchase of compulsory CNB bills, which de facto taxes banks in 
which the increase in certain types of placements to the private non-financial sec-
tor exceeds 16% at an annual level, and the Decision on the minimum required 
amount of foreign currency claims, which requires banks gradually to increase 
their foreign currency liquidity up to the level at which 35% of their foreign cur-
rency liabilities are covered by liquid foreign currency claims.

Owing to these monetary policy measures, bank lending activities slowed down 
according to statistical data, but the foreign trade deficit and external debt contin-
ued growing. Although the negative trends in merchandise trade were offset by very 
good tourism results, which in summary terms led to a cut in the current account 
deficit (exchange of goods, services and income) to GDP ratio, this deficit was 
still much larger than in 2000 when it was the lowest ever in the post-war period. 
To decelerate these negative trends, the Croatian National Bank introduced a new 
measure in September 2003 – a gradual increase in the percentage of calculated 
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foreign exchange requirements allocated in kuna from 25% to 42% – the purpose 
was to inhibit the transfer of banks’ foreign currency liabilities to kuna assets.

The central bank additionally tightened monetary policy in late 2003 by adopt-
ing several measures (applied as from 2004) to decrease the current account defi-
cit and external debt. These decisions involved the following: the percentage for 
allocating the foreign exchange component of reserve requirements calculated on 
the basis of foreign exchange funds of non-residents and foreign exchange funds 
received from legal persons in a special relationship with a bank was raised to 
100%; the minimum percentage of calculated reserve requirements that is allo-
cated to accounts with the CNB was raised from 40% to 60%; and the number 
of days in which a bank may use a Lombard loan was reduced from 15 to 5 days 
a month. Regarding the monetary instruments that characterised 2003, it should 
be noted that the Decision on the purchase of compulsory CNB bills was revoked. 
This decision was initially introduced as a temporary monetary policy measure. 
However, the restrictive monetary policy continued into 2004. The Decision on 
the marginal reserve requirement, adopted in June, required banks to allocate as of 
July 2004 a marginal reserve on the cumulative increase in their foreign liabilities 
relative to the initial calculation period, June 2004.4

As expected, the Decision on the minimum required amount of foreign cur-
rency claims hit large banks the most as they had relatively large foreign currency 
liabilities, whereas it had no major impact on small banks as their fund sources 
are mostly in kuna. Banks whose coverage ratio was lower than that prescribed 
resorted to various methods to meet the requirements of the decision: they actively 
encouraged kuna savings, temporarily deposited a portion of foreign exchange 

Figure 7 Balance of Payments and External Debt of the Republic of 
Croatia
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4 For a detailed description of the marginal reserve requirement (MRR), see CNB Bulletin, No. 97.
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funds with their parent banks or purchased foreign exchange CNB bills in the 
period just before their permanent abolishment. One is forced to conclude that 
this measure had the strongest impact on the profitability of banks but they had no 
major difficulties in meeting its requirements.

On the other hand, the Decision on the purchase of compulsory CNB bills had 
no impact on some banks as they had no plans to increase their placements by 
more than 16% at an annual level. Still, the Decision hit ambitious small and large 
banks that were in the midst of fierce competition for the position of the third and 
fourth bank (in terms of asset size) in the Croatian market. The survey results con-
firmed what central bank analysts had already known – some banks found ways to 
meet the requirements of the Decision formally, but still managed to attain higher 

Figure 8 Kuna Deposits and Deposits with a Currency Clause

1999 2000 2001 2002 2003 2004

0

5

10

15

20

25

a
s

%
o
f
to

ta
l
ti
m

e
d
e
p
o
si

ts

Kuna time deposits with a currency clause

Kuna time deposits

Source: CNB.

Figure 9 Banks’ Growth – Bank Peer Groups in Terms of Asset Size
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growth of certain types of placements and thus secure their market share.
In the first instance, banks restructured their placements by decreasing their 

securities portfolios and limits on overdraft facilities to create additional room for 
credit growth and oriented themselves to unlimited placements such as loans to the 
government. Some banks encouraged large clients (legal persons) and large projects 
to borrow directly abroad from their parent banks. In addition, they granted loans 
with shorter maturities (up to 1 year), thus achieving higher loan turnover with-
out putting themselves into the danger of exceeding the permissible 16% growth 
rate. Merger with another bank also helped some banks to retain or even increase 
their market share despite lower than planned growth. Several bankers said that 
it is not easy to stop the credit machinery in full swing (particularly regarding the 
household sector), but some reported solitary efforts to decrease loan demand by 
tightening lending terms and keeping interest rates at levels higher than those of 
their competitors. All this being said and notwithstanding all the described ways 
to evade, circumvent or adjust to the Decision, several banks subordinated their 
financial success to the attainment of larger market shares and recorded greater 
than 16% growth even at the price of compulsory purchase of CNB bills.

Finally, most banks (particularly the smallest ones) were not particularly af-
fected by the introduction of the marginal reserve requirement as they had neither 
borrowed nor planned to borrow abroad in the forthcoming period. In contrast, a 
few (mostly large) banks strongly reliant on foreign funding sources had to lower 
their external borrowing targets and start focusing on increasing domestic sources. 
As the major reasons for using foreign funding sources banks mentioned the slow 
growth of domestic deposits and their inadequate maturity structure, whereas a 
lower price of external funding sources was deemed less important. Although the 
marginal reserve requirement reduced the profitability of foreign borrowing, such 
banks claimed that domestic sources are insufficient to meet their growth target 
and plan to continue using foreign sources as needed. Only a few banks trans-

Figure 10 External Debt of Commercial Banks
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ferred the costs of the marginal reserve requirement to their clients by raising 
lending rates, while most banks are still ready to reduce interest margins without 
changing lending rates in efforts to increase their market share.

Small banks’ main objection to these three decisions was that they were not 
selective as they equally “punished” all banks – large banks whose external borrow-
ing and credit growth could theoretically threaten the country’s macroeconomic 
stability and that themselves contributed to the deterioration of external debt and 
BOP indicators and small banks that have been additionally limited in the competi-
tion for market shares.

3.2 Judicial System

The current legal protection of creditors is neither better nor worse than three 
years ago, judging by the responses of the survey participants. While some believe 
that this is partly due to complex and confused laws, others are convinced that 
the laws are good while their enforcement is deficient. Poor law implementation is 
evident in the slow decision-taking of courts and even slower bankruptcy and fore-
closure proceedings, which entail certain costs and uncertain benefits for banks. 
In addition to reiterating their remarks about slow court proceedings, which have 
not changed since the last survey, bankers this time noticed that trustees in bank-
ruptcy have excessive powers and are slow in closing bankruptcy proceedings. For 
these reasons, a large number of banks successfully avoid bankruptcy proceedings 
by selling their claims on time, using claim settlement or selling easily foreclosed 
property.

While, for unknown reasons, the slowness of courts still seems to be an insolu-
ble problem (while it should be the easiest problem to solve), the well-known prob-
lem of shortage of information about the current and potential credit obligations 

Table 4 Legal Protection of Creditors

Supplied answer Weighted average Simple average

Court outcomes are uncertain because court officials are 
subject to bribery

2.8 2.6

Court outcomes are uncertain because court officials are 
subject to political pressure

2.5 2.7

Court outcomes are uncertain because laws are confusing 3.6 3.6

Court outcomes are uncertain because court officials are 
insufficiently trained

3.1 3.4

Court outcomes are uncertain because court officials in 
general favour certain social groups, e.g. debtors

3.0 3.5

Court proceedings are prolonged because of an insufficient 
number of court officials

2.7 2.9

Court proceedings are prolonged because of unnecessarily 
complex court procedures

3.3 4.0

Court proceedings are prolonged because the law provides 
for numerous delaying tactics

4.6 4.5

Court proceedings are prolonged because judges unneces-
sarily allow delaying tactics

4.3 4.2

Source: 2004 CNB Survey.

Answers to the question: 
“Rate on a scale of 1 to 
5 (1 – completely incor-

rect; 2 – mostly incor-
rect; 3 – partly incorrect/

correct; 4 – mostly cor-
rect; 5 – completely cor-

rect) the correctness of 
the following statements 
on creditor protection in 

court practice”.
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of clients should soon be solved. At end-2004, the Croatian Banking Association 
finally established a formal credit registry, which is common in all countries with 
developed financial markets. An agreement on establishing the Croatian Registry 
of Credit Obligations (HROK) was signed by 12 Croatian banks and its constitu-
ent assembly was held on 24 November 2004.

The credit registry should start functioning in the second half of 2005. Bankers 
were asked how the registry data would influence current bank policies on granting 
household loans. As could be predicted, bankers expect that the registry will allow 
for a better estimate and selection of clients, which will gradually decrease overall 
credit risk and the non-performing loans ratio. In addition, loan prices will prob-
ably not be differentiated depending on client creditworthiness at first. Instead, 
lending will probably be limited to “good” clients. This is the reason why some 
bankers expect that household loan growth will slow down, while others hold that 
the credit expansion will continue until its credit potential is fulfilled.

Bankers interviewed believe that the availability of registry data should, over 
time, completely eliminate the use of guarantors, which are typically used in 
Croatian banking for loan collateralisation, and that banks will start using classic 
mortgage financing. Although all bankers welcome the establishment of the HROK, 
some observed that the data will be complete only when the government and public 
utility companies join the registry. Several banks expressed their concern that the 
HROK could lead to the polarisation between banks that would consistently use 
the credit registry data and those that would not use them at all, but would know-
ingly grant risky loans thus endangering banking system stability.

Several acts that directly or indirectly regulate financial market relations were 
adopted or drafted in 2004: the Interest Rate Act (Official Gazette, 94/2004), the 
Deposit Insurance Act (Official Gazette, 177/2004) and the Draft Civil Obliga-
tions Act. Most bankers interviewed support the legal regulation of contractual 
interest rates and attempts to prevent usury, but almost all believe that this Act 

Figure 11 Banks’ Interest Rates on the Most Expensive Types of Loans
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approaches the issue in the wrong way. Putting a ceiling on the absolute amount of 
the nominal interest rate is perceived both as interfering with free market mechan-
isms and ineffective since the ceilings to the maximum contractual interest and 
penalty rate are so high that they are almost meaningless. As interest rates of par-
ticipating banks are currently well below the maximum level permitted under the 
Interest Rate Act, this act will not affect their credit policies.

Most banks negatively reacted to the Draft Deposit Insurance Act for a number 
of reasons. Some banks view it as a kind of non-constitutional parastatal tax on 
banks and almost all of them agree that the insurance premium is too high, while 
the operations of the State Agency for Deposit Insurance and Bank Rehabilitation 
are ineffective and lack transparency. Foreign-owned banks also mentioned that a 
high premium puts Croatian banks at a disadvantage compared to other banks in 
Central and Eastern Europe. In addition, some banks hold that the premium rate 
should differ depending on the riskiness of a bank’s operations.

In contrast with the first two acts, bankers have a poor knowledge of the Draft 
Civil Obligations Act or have no definite position on the issue. Several bankers ob-
served that a part of this act regulating interest rates is in conflict with the recently 
adopted Interest Rate Act. The Civil Obligations Act (Official Gazette 35/2005) 
will enter into force on 1 January 2006, but its provisions on contractual and pen-
alty interest rates will apply two years after its enforcement.

3.3 Financial Markets

During the survey interviews bankers gave strong arguments supporting their so-
lutions to the problems of complex monetary policy and inefficient judicial system. 
However, they gave no specific proposal on how to address liquidity problems in 

Table 5 Annual Deposit Insurance Premiums in Selected Countries

Countries with similara 
deposit insurance schemes

Annual premiumb

Japan up to 0.04

Belgium up to 0.06

Jamaica 0.1

Island 0.15

Denmark up to 0.2

Spain up to 0.2

Slovakia up to 0.3

Latvia 0.3

Brazil 0.3

Czech R. 0.5

Croatia 0.8

Lithuania 1.5

Venezuela 2
a An explicit scheme with mandatory participation and an accumulation 
fund built up by regular contributions at fixed premium rates relative to the 
insured base, interbank deposits not included in insurance.
b The annual premium is expressed as a percentage of the insured base.
Source: www.worldbank.org.

There are only a few 
countries with deposit 

insurance schemes com-
parable to the Croatian 
scheme. Among them, 

the Croatian scheme 
is definitely one of the 

most expensive.
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the money and capital markets, which are a systematic feature of all small financial 
systems such as the Croatian. One gets the impression that the largest banks today 
routinely use international financial markets for liquidity management and protec-
tion from business risks, which allows them to circumvent this problem. For the 
same purpose, small banks mostly use the largest banks. Hence, domestic markets 
are no longer “separate” but only a small segment of the global financial market.

Many bankers hold that money market interest rates are today less valuable as 
benchmarks for pricing banking products than they were three years ago due to the 
upward trend in their volatility, which began in late 2003 and has continued to the 
present. Therefore, large banks usually consider only the issue price of MoF T-bills 
for price setting purposes, while, among foreign prices, they use EURIBOR rates 
of corresponding maturity. Small banks mostly follow the steps of their competi-
tors. This is the reason why bankers believe that positive steps in this area may be 
expected only after the introduction of the announced open market operations of 
the CNB, but stress that these operations will lead to lower interest rate volatility 
only if the CNB does not immediately sterilise the thus-created additional liquidity.

Survey respondents were far less optimistic about solving the other problem 

Figure 12 Money Market Interest Rates in the EMU Area and Croatia
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concerning the benchmark value of domestic rates – the extension of the kuna 
yield curve. In 2003 one commercial bank issued kuna bonds in the domestic 
market but no other bank made similar concrete plans for the foreseeable future. 
While some believe that the government alone could and should make the first 
move to extend the kuna yield curve to periods over a year, others find no solution 
to this problem as they cannot see the way to spur long-term investment in kuna 
instruments.
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4 Risk Management

In the 2002 CNB survey bankers concluded that their most important risk man-
agement task in the long run will be to adjust bank operations to the new Basel 
Capital Accord (Basel II), which particularly implies putting in place procedures 
and management systems for operational and market risks, which had not been 
adequately managed even under the initial Basel Capital Accord (Basel I). How-
ever, bankers said that difficulties in adjusting to the CNB regulations that took 
them into the world of the contradictory International Accounting Standard 39 
(IAS 39) were a much greater challenge in the short run.

Banks emphasized that the short time limit imposed by the CNB to adjust to 
this very complex standard and the required implementation of IAS 39 at the indi-
vidual loan level instead of the portfolio level would considerably increase the price 
of the standard’s implementation. In the meantime, the CNB adopted the instruc-
tions for the classification of bank placements according to the assessed degree of 
risk. The instructions exclude loans in the small loan portfolio from application 
of IAS 39 on an individual basis, which considerably lowered the price of IAS 39 
application.

In early 2003, the CNB also adopted the instructions on the measurement of 
a bank’s exposure to market risks that are aligned with the methodology set out 
in the 1996 Amendments to the Basel Capital Accord. Applied as from 1 January 
2004, the instructions changed the method in which banks calculate their capital 
adequacy ratio – in addition to the capital requirement for credit risk, banks have 
to calculate capital requirements for various market risks.

In contrast, regulations on operational risk management have not changed 
much since the preceding survey. Real changes should be seen only with the begin-
ning of implementation of operational risk management standards under Basel II. 
The final text of Basel II was published as late as mid-2004 and its implementation 
is scheduled for 2005-2010.

The adjustment of domestic banks to Basel II is one of the most important fu-
ture issues. In the middle of 2004, the CNB conducted a thematic survey to gather 
basic information on banks’ plans for Basel II implementation and on potential 
problem areas as well as to obtain additional information on risk management in 
banks. The main conclusions of this survey (CNB, 2004a) are summarised in the 
next four paragraphs.

First, there are large differences within the banking system with regard to the 
level of understanding Basel II, preparations made for and interest in its imple-
mentation. On the one hand, foreign-owned banks and large banks in general have 
a fair amount of knowledge on the issue, while the knowledge of small domestic 
banks is relatively poor.

Second, the same polarisation is evident in risk management – foreign-owned 
banks, either due to the pressure of parent banks or independently, took positive 
steps and developed their own risk assessment methodologies, while most small 
banks still rely exclusively on CNB regulations.

Third, a large number of medium-sized and small banks chose to implement the 



Results of the Fourth CNB Bank Survey 19

most advanced internal asset classification system to credit risk in accordance with 
Basel II. However, bearing in mind the answers to other questions in the question-
naire, one gets the impression that this attitude reflects more a desire to change the 
existing approach than realistic optimism regarding successful implementation of 
the most advanced internal asset classification system in the near future.

And fourth, in line with our expectations and the influence of parent banks, all 
the largest banks decided to use the most advanced measurement techniques for 
all banking risks.

To estimate precisely the actual knowledge of Basel II and domestic banks’ 
readiness for its implementation, bankers were asked a series of questions about 
specific requirements imposed by Basel II standards. In view of the overwhelming 
importance of credit risk that, as expected, most bankers still perceive as the most 
important risk for Croatian banks, most questions related to knowledge about ad-
vanced credit risk assessment techniques.

The remaining questions related to operational risk. As in the preceding sur-
vey, bankers assessed that the importance of this risk has been increasing as it is 
probably the most difficult risk to measure and is therefore the least regulated risk 
under current risk management regulations of banks.

4.1 Credit Risk

Regarding the banks’ readiness to apply new credit risk management standards 
first analysed was the adequacy of the banks’ organisational structure. It was found 
that in many banks the highest ranking manager responsible exclusively for credit 
risk was usually the director of the credit risk management department (head of 
the unit) within the credit risk management division (department). However, al-
most the same number of banks had no manager exclusively in charge of credit 
risk management, and in some banks there was no manager responsible for any 
business risk, either on an individual or a collective basis.

Banks’ responses to the question on the organisational structure of credit risk 
management show large differences between large and small banks, as well as be-
tween small and the smallest banks. From the latters’ responses one cannot discern 
how they currently manage credit risk under Basel I. Hence, it is certain that these 
banks will be unable to adhere to Basel II standards for quite some time. In the first 
two bank groups, even in those with a deep hierarchy, the number of employees 
in credit risk management units is very small (1-3 persons). This means that the 
quality of their Basel II implementation will mostly depend on the staff quality, 
level of integration of credit risk management processes into the bank’s IT system 
and the selection of the credit risk measurement method.

The second question, which was raised to assess the banks’ readiness for ad-
vanced credit risk measurement, related to the maintenance of a credit risk loss 
database. According to their answers, banks could be divided into two groups of 
approximately the same number: those that keep records but have no electronic 
database and those that maintain electronic databases. In the latter group we may 
distinguish banks whose data cover a short period from those banks that already 
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have sufficiently long time series of data. Their problem is how to determine the 
length of the time series used in forecasting models as the time lag decreases the 
relevance of historical data for predicting future developments. Even more inter-
esting than that are the reasons why some banks still have no database. It seems 
that the more conservative “new banks” (those established after 1990) mostly ex-
perienced no loss due to corporate failures, whereas some claim that household 
loans are over-insured in most banks. Hence, these banks’ databases, if they were 
maintained, would not provide sufficient information for a meaningful credit risk 
analysis.

Figure 13 Value Adjustments and Provisions for Unidentified Losses
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Finally, the survey also checked bankers’ knowledge of the basic terminology 
in the field of credit risk measurement, such as the probability of default (PD), 
recovery rate (R) and loss-given-default (LGD). It was established that a large 
majority of banks do not calculate PD and their answers suggest that some bankers 
do not even know the meaning of this parameter, while most of them lack a (high-
quality) database. The answers of those banks that do calculate PD show that it is 
some 3–4% for the household sector and 5–10% for the corporate sector. It seems 
that these percentages are not “given” or “natural” but are mostly the result of the 
Croatian economic and banking development in the last 15 years.

Most banks do not calculate the recovery rate, and those that do said that it 
was rather high, mostly over 50%. Still, many banks stated that the covered time 
span was too short to be statistically relevant and that recovery is usually extremely 
slow, which implies that figures have to be adjusted for the time value of money. As 
with the PD parameter, there are indications that the answers given by some banks 
result from their ignorance of the terminology. However, an estimated R of over 
50% is probably acceptable since most bankers interviewed reasonably explained 
this figure by a high level of collateralisation of most bank claims with recovery 
taking some 2–5 years.
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Bankers were also asked a series of questions on the aspects of credit risk 
management that are not related to its measurement. The answers suggest that 
banks have most experience in evaluating pledged collateral. Most banks pay equal 
attention to the value and recoverability of collateral and only small loan amounts 
are granted without collateral. A large number of banks pointed out that court 
practice and debtor’s “psychology” determine the marketability of certain types of 
collateral and that this is also taken into account in assessing the value of pledged 
property. The most valued types of real estate collateral are: commercial real estate, 
as it is easily marketable; residential real estate, due to the psychological pressure 
put on the borrower; and real estate on the coast due to its possible significant ap-
preciation. However, small banks and large banks stated that anticipated abundant 
cash flows can sometimes replace insufficient physical collateral, with small banks 
applying this policy to household loans and large banks applying it to corporate 
loans.

In addition, banks devote considerable efforts to putting together various col-
lateral instruments in order to find an optimum combination for both the bank 
and its clients. Many banks accept life insurance policies as additional insurance 
and accounts receivable insurance policies instead of guarantors. Many banks do 
not require real estate as collateral for short-term loans, but use a combination of 
payment instruments (bills of exchange and promissory notes), guarantors and 
pledged movable property (vehicles and vessels). As additional insurance, most 
banks accept cash deposits, while some of them also accept certain securities.

Banks have somewhat less experience with automated systems for assessing 
client creditworthiness. Small banks mostly do not use such systems; medium-
sized banks are divided into those that are considering the use of such systems and 
those that use them to a certain extent, whereas large banks use them mostly for 
standard credit products (household loans and loans to small entrepreneurs). It is 
interesting to note that several banks do have automated credit processing systems 
but use them only as a supplementary tool in loan approval procedures. On the 
other hand, most banks using such systems said that they revise creditworthiness 
assessment on a quarterly or an annual basis at least (for long-term loans) and that 
these revisions affect the assessment of the client’s credit risk.

The survey respondents showed least experience with credit risk dispersion. 
Motivated by profits, most large banks turn to the regions and activities generating 
the highest value added. Medium-sized and small banks have a regional or local 
orientation, which also predetermines the dispersion level of their portfolios. Even 
those banks that have set formal goals regarding dispersion stated that demand 
and competition prevent them from their strict pursuit. Due to all of the above, 
smaller banks are more exposed to microeconomic and political risks at the local 
level, while larger banks are more exposed to macroeconomic risks at the national 
and supra-national level.

In terms of organisation, it seems that banks mostly focus on loan approval 
processes and bad debt recovery. Although there was no specific question on the 
organisational structure of this business segment, many participants responded 
by describing organisation and procedures related to these activities when asked 
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about the organisation of credit risk management. The answers suggest that a large 
number of employees (mostly credit analysts) are responsible for these activities, 
and are mostly positioned in big and important organisational units of the bank. 
This is in contrast with the current importance given to credit risk measurement 
activities as they most often involve a small number of employees and managers, 
with small banks often entrusting them to credit analysts themselves.

All of the above suggests that banks are much better prepared for these aspects 
of credit risk management that are not associated with its measurement. This situ-
ation is likely to change radically in the future as banks approach the moment of 
introducing advanced credit risk measurement tools provided by Basel II.

4.2 Operational Risk

The readiness of banks to adopt the Basel II standards for operational risk manage-
ment was not assessed directly. Instead, the survey analysed in detail the current 
situation regarding organisation and procedures for operational risk management. 
Bankers responded quite differently to the direct question on operational risk man-
agement methods. Most numerous were the banks where operational risk manage-
ment was entrusted to the internal control and internal audit functions, followed 
by the banks that address operational risk by means of the “more eyes” principle, 
banks that fight against this risk by numerous bylaws and written procedures, and 
banks that mostly deal with operational risk through advanced IT systems by im-
posing controls and restricting individual employee rights and authorities. Only a 
few participants described a process of operational risk management that would, at 
least to some extent, comply with Basel II recommendations and even fewer stated 
that they would intensify their efforts to improve operational risk management 
within preparations for Basel II implementation.

In line with the preceding answer, the major organisational unit and the  highest 
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ranking manager entrusted with operational risk management are most often in 
the internal control and internal audit functions, with just a few banks having an 
operational risk management department or unit. Operational risk thus gets much 
less attention than credit risk, with the exception of a few banks where these risks 
receive equal attention, at least in organisational terms. This is completely in line 
with the bankers’ opinion that credit risk is by far the most important risk Croatian 
banks face in their operations.

In addition, even the approach to operational risk measurement shows that this 
risk is less important than credit risk. Only a few banks reported that they keep 
records on losses arising from system and process deficiencies, inadequate pro-
cedures, and so on, and none of them had an electronic database covering longer 
periods. One may reasonably conclude that no bank is currently prepared to apply 
advanced methods of operational risk measurement.

Finally, the survey analysed the functioning of banks’ internal control systems 
in particular business segments, i.e. control mechanisms in each business process. 
Apart from the “more eyes” principle, most bankers stated that they conduct both 
regular and unannounced checks. In loan approval processes banks rely both on 
limits and checks of credit officers. Large banks further improved the physical and 
functional independence of individual treasury operations.

With regard to automatisation of internal controls, i.e. their integration in the 
bank’s IT system, no bank stated that its internal controls are completely automat-
ed. Even those banks where most internal controls are automated are still striving 
to integrate either the document circulation systems or systems for the immediate 
prevention of exceeding authorised limits or are focused on integrating separate 
internal control systems. However, there are still many banks where only the re-
porting function on the observance of internal controls is automated while the 
function of long-distance monitoring of adherence to these controls is not.

Based on the above, it may be concluded that banks are better prepared for 
credit risk measurement than for the implementation of advanced operational risk 
measurement methods, and also that managers in charge of operational risk meas-
urement hold lower positions than those in charge of credit risk management in 
most banks. On the other hand, it seems that banks persistently and vigorously 
strive to increase the scope and level of automated internal control systems. This 
may in part reflect the bankers’ belief that operational risk monitoring relies more 
on procedures and technology whereas credit risk monitoring relies more on hu-
man resources.

4.3 Other Risks

In addition to the most widespread credit risk and increasing operational risk that 
emerges from continuous technological advancement, Croatian banks are exposed 
to other types of risks. As the share of foreign exchange savings in total savings is 
still very high and as they are still mostly turned into kuna placements with a cur-
rency clause, banks are systematically exposed to indirect currency risk (i.e. credit 
risk resulting from borrowers’ exposure to direct currency risk). In addition, due 
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to a major maturity transformation of sources and the parallel much higher volatil-
ity of liabilities than assets, banks are systematically exposed to liquidity risk, which 
is currently deftly hidden by the structural liquidity surplus of the entire banking 
system. The high level of banks’ foreign liabilities, which reflects this liquidity, is 
related to the risk of contagion, which is evident in the sensitivity of banks’ foreign 
liabilities to the general economic and political situation in the environment.

Figure 15 Structure of Consolidated Bank Liabilities
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mid-2002.
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event of adverse interest 
rate developments – all 
loans maturing within a 

month and loans with 
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Globalisation of the financial system and financial innovations are the sources 
of the frequent emergence of market risks related to trading in sophisticated fi-
nancial instruments in international money and capital markets, including several 
types of interest rate risk and counterparty credit risk. It seems that the only risk 
that has not grown in recent years is the risk of changes in domestic interest rates 
since most domestic bank placements have been contracted at (immediately) vari-
able interest rates.

Table 6 Maturity Breakdown of Bank Loans, gross amount, as % of total loans

Up to
1 month

1 to 3
months

3 to 12
months

1 to 2
years

2 to 3
years

Over 3
years

By remaining maturity 16.1 5.8 17.7 14.0 10.1 36.3

By interest rate variability 71.2 4.2 13.0 2.1 1.7 7.8

Sources: CNB and authors’ calculations.

With regard to indirect currency risk, most banks admitted that they do not 
manage this risk on purpose. Due to the fact that most of their liabilities are in 
foreign exchange and bearing in mind the prescribed limits on exposure to direct 
currency risk, banks are unable to offer kuna loans not indexed to foreign curren-
cies. On the other hand, most bank clients earn income in the domestic currency 
so that foreign currency-indexed loans directly expose them to currency risk. Any 
attempt to lower this risk would either mean a decrease in bank placements or an 
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increase in their price which, under the current fierce competition, would probably 
have negative long-lasting effects on a bank’s reputation. This is the reason why 
banks rely on the CNB’s policy of maintaining a stable exchange rate.

Figure 16 Simulation of the Exchange Rate Impact on Household Debt
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If the HRK/EUR ex-
change rate had moved 
in line with the USD/
EUR exchange rate 
over the last five years, 
the household debt to 
GDP ratio, instead of its 
currently high level of 
32%, would be as high 
as 40%.

Answers to the question: 
“Rate on a scale of 1 to 
5 (1 – complete failure; 
2 – poor success; 3 – av-
erage success; 4 – good 
success; 5 – complete 
success) the market suc-
cess of newly-introduced 
products/services”

Even some banks’ efforts to persuade their clients to buy currency risk-hedging 
instruments brought no significant results, and the selection of clients with foreign 
currency income is rather limited. All this together prevents banks from a more 
active approach to decreasing indirect currency risk. In fact, almost all banks of-
fering currency risk-hedging instruments (mostly forwards and, somewhat less, 
foreign exchange swaps) declared that penetration of these products has been dis-
appointing for years, which is partly attributable to ignorance and partly to fears of 
potential clients. The survey participants said that penetration of interest rate risk 
hedges has been even worse, probably due to the fact that banks’ lending rates have 
not grown in recent years.

As expected, detailed answers to the questions on market risks were mostly 
provided by the largest banks. Most of them calculate daily and monthly value-

Table 7 Market Success of Newly-Introduced Products/Services

Product/service
Weighted 
average 

Simple 
average 

Year of introduction

Mod Min Max

Forwards 2.9 2.5 2002 1995 2005

Futures 1.2 2.8 2004 2002 2004

Options 1.1 2.6 2004 2002 2004

Swaps 3.5 3.0 2003 1995 2005

Investment advice 2.0 2.9 2004 2003 2005

Brokerage services 3.5 3.1 2004 1993 2005

Securities custody services 4.0 3.5 2003 1996 2005

Analyses and forecasts 2.7 4.0 2001 1998 2001

Source: 2004 CNB Bank Survey.
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at-risk (VaR) indicators, and many apply VaR to set limits on trading in financial 
markets. However, even those banks do not calculate VaR statistics for all risks, 
but mostly for currency risk (Mikulčić, 2001), which is understandable bearing in 
mind this risk’s importance for Croatian banking. With regard to their readiness to 
calculate economic capital and the capital adequacy ratio by means of VaR statis-
tics, many banks stated that they plan to take this step in the medium-term.

Despite their favourable attitude to VaR statistics as a new risk measurement 
standard, one gets the impression that the number of these banks is too large rela-
tive to the number of banks that currently calculate VaR for at least one type of 
risk. The latter banks admitted that the calculation of economic capital has only 
just began and that it would take a long time before VaR is customarily used in such 
calculations. One bank claimed that this is even more true for the capital adequacy 
calculation as the CNB should approve in advance the inclusion of the VaR stand-
ard in this calculation.

Although the survey did not contain specific questions on liquidity and conta-
gion risks, bankers were expected to comment on these risks, at least in the context 
of assessing money market functioning and bank owners’ readiness to help their 
Croatian subsidiaries should they experience liquidity problems. However, only 
one bank assessed liquidity risk as being important, with most banks stating that 
they expect money market liquidity to be even higher once the central bank begins 
open market operations as they should ensure that liquidity risk is kept at a mini-
mum even in the case of a liquidity squeeze. Also, as in the preceding survey, most 
foreign-owned banks stated that they did not use liquidity loans from their parents 
in daily operations, but that parent banks would readily assist them in liquidity 
emergency situations that could not be addressed through the domestic money 
market. As other banks do not view foreign loans as liquidity loans none of them 
mentioned the possible contagion effect as a potential threat to bank liquidity.

5 Market Competition

The survey results suggest that the fierce competition among banks that began in 
2000 has continued, with the recent development of non-banking financial inter-
mediaries exposing them to a new source of competition. Although most banks 
claimed that they still do not feel competition from non-banking financial interme-
diaries, it may be expected that competition will increase with the steady growth 
of this sector. Several bankers stated that they face the strongest competition from 
other financial intermediaries on the deposit side, mostly on account of investment 
funds, which took over a part of corporate deposits and increased their price.5 
The strongest, even if not very troublesome, competitors to the banks on the lend-
ing side are leasing companies. They took over a large portion of loans to the 
non-financial sector, particularly in 2003 when the Decision on the purchase of 
compulsory CNB bills was in force. Still, the major obstacles to more intense com-

5 For a description of trends in banks’ interest rates on corporate time deposits, see CNB Bulletin, No. 102 – 
Box 1.
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petition between banks and the non-banking financial sector are the direct and 
indirect ownership linkages between most non-banking financial intermediaries 
and the banks themselves.

Regarding competition for larger market shares, banks still mostly compete 
with other banks. Bankers almost unanimously said that competition is present 
in all business segments, but is strongest in the retail segment. This additionally 
explains the banks’ intention to concentrate more on corporate financing in the 
future. In addition to the household sector, several banks mentioned small and 
medium-sized enterprises, which have recently become a target client group for 
both small and the largest banks, and the segment of large corporates where com-
petition arises from the broad range of funding sources at their disposal.

While small and medium-sized banks could not decide in which business seg-
ment they feel least competition, large banks mentioned several such areas. They 
mostly involve products and services that entail substantial financial and techno-
logical investment, such as structured financing products for corporate clients and 
long-term project financing.

More than half of banks (accounting for 98% of total assets) expect that com-
petition among banks in the Croatian market will further intensify in the next two 
years. The impact of competition will be mostly reflected in a continued decline 
in banks’ lending rates, lower interest margins, increased efficiency, and the in-
troduction of new and improved quality of existing products and services. It is 
interesting that, on the whole, banks assessed that competition positively affected 
their profitability despite a decrease in interest margins.

The readiness of banks to continue competing is confirmed by the expectations 
of most banks interviewed that their market share will grow or at least stay the 
same in the next two-year period (2005 and 2006). Bankers believe that independ-
ent survival is a realistic option for almost two-thirds of banks in the same period, 
whereas several large banks plan to take over other domestic banks.

Figure 17 Assets and Number of Leasing Companies in Croatia
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The number of banks expecting to remain independent in the market after 
2007 is somewhat lower, whereas the probability of a takeover of another domestic 
bank is much lower. This suggests that the consolidation process in the Croatian 
banking market, albeit slower, has not yet come to an end, the number of banks 
in Croatia being expected to continue falling. This is also in line with the prevail-
ing opinion of the survey participants (accounting for 96% of total assets) that the 
current number of banks in the Croatian market is too large.

To maintain or strengthen their market position in the next two years banks 

Figure 18 Interest Margin and Return on Equity
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A multi-year trend of 
slightly decreasing bank 

interest margins has 
been accompanied by a 

parallel major increase in 
their owners’ profits.

Table 8 What market share do you expect your bank to hold in 2005–2006?

Supplied answer Number of answers % of the number % of assets

Much higher 3 9 1

Somewhat higher 22 65 70

About the same 7 21 29

Somewhat lower 0 0 0

Source: 2004 CNB Survey.

Table 9 Bank’s Strategic Development Plan (probability of the scenarios supplied)

Scenario
Weighted average Simple average

Before 2007 As of 2007 Before 2007 As of 2007

Independent survival 44.67 36.06 64.00 53.09

Merger with a domestic bank 2.42 2.48 7.79 7.06

Takeover by a domestic bank 2.52 2.59 5.59 5.59

Takeover of a domestic bank 24.83 2.21 4.56 2.06

Merger with a foreign bank 1.59 2.71 0.74 1.62

Takeover by a foreign bank 4.53 5.61 8.79 7.94

Takeover of a foreign bank 18.32 1.14 2.21 1.76

Other 0.15 0.12 3.09 3.24

Source: 2004 CNB Survey.
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plan to increase the number of: business units (28 banks, holding 95% of total 
banking system assets), ATMs (26 banks, holding 99% of the assets) and em-
ployees (24 banks, holding 60% of the assets). In addition, most banks plan to 
increase the number of their products and services (particularly of for-fee services 
and products), additionally decrease their lending rates, increase their fees and 
commissions, as well as further broaden the range of for-fee services. Bankers pre-
dict that their currently most important operations (lending and deposit activities 
with the private non-financial sector and payment operations within the country 
and abroad) will retain their top position in the near future. In addition, securities 
trading, asset management and financial derivative activities will be increasingly 
important.

Table 11 How much household demand for bank loans do you expect in 2005–2006?

Supplied answer Number of answers % of the number % of assets

Much more  2  6  0

Somewhat more 10 29 52

About the same 14 41 25

Somewhat less  7 21 22

Much less  0  0  0

Source: 2004 CNB Survey.

Table 10 How much corporate demand for bank loans do you expect in 2005–2006?

Supplied answer Number of answers % of the number % of assets

Much more  1  3  0

Somewhat more 20 61 76

About the same  9 27 15

Somewhat less  2  6  8

Much less  0  0  0

Source: 2004 CNB Survey.

Notwithstanding rapid household loan growth in the last three years, most 
banks interviewed hold that household credit potential has not yet been fully used. 
About a third of banks (holding 50% of total assets) expect that household loan 
demand will continue growing, whereas most other banks expect it to hold steady 
in the next two years. With regard to corporate financing, as much as two-thirds of 
banks (holding 76% of total assets) expect that corporate loan demand will grow.

Spurred by competition, Croatian banks have considerably broadened the range 
of products and services offered over the last two years. In addition to new services 
such as payment operations services for clients, many banks have introduced inter-
net banking, investment banking and securities custody services.

About two-thirds of banks provide internet banking services and most of the 
remaining banks are in the process of introducing these services or plan to intro-
duce them shortly. The level and range of services included in internet banking 
vary from one bank to the next: some banks provide these services only to cor-
porate clients, whereas others offer a large variety of such services to both legal 
and natural persons. All banks that have introduced internet banking services are 
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satisfied with their success and expect further strong growth in the number of us-
ers, which currently ranges between 200 and 200,000 users – natural persons, and 
between 100 and 70,000 users – tradesmen and legal persons.

In contrast with internet banking, mobile phone banking services have so far 
been offered by only one Croatian bank, which is also one of the first Central and 
Eastern European banks offering this service. The service provides the option of 
cashless payments for goods and services via mobile phones by debiting the client’s 
bank account or card. Other banks have shown no interest in introducing this serv-
ice, probably due to its modest market success so far. About half of the banks offer 
the service of SMS banking, i.e. the option to obtain information on the balance 
and changes in a bank account via SMS messages. Some banks pointed out that 
this service is not strategically important but they offer it for purely promotional 
reasons to keep up with other banks.

6 Conclusions

Several conclusions may be drawn from the presented results of the fourth CNB 
bank survey. Some relate to the actual course and causes of recent events and 
processes that occurred in the past or are still present in the banking system. Other 
conclusions refer to indications of possible Croatian banking developments in the 
medium-term.

In discussing development processes in Croatian banking and its environment, 
it should be said that there have been no major changes since the first CNB banks 
survey with regard to inefficient risk dispersion strategies. The geographic dis-
tribution of banks’ activities is proportionate to their size, whereas the structure 
of their placements by economic activity is the outcome of the development and 
(potential) growth of individual economic branches.

In addition to the national currency, the euro still dominates the asset side of all 
banks’ portfolios. Bankers believe that currency clauses provide sufficient protec-
tion against currency risk while in managing indirect currency risk they continue 
to rely on the central bank’s policy of maintaining a stable exchange rate of the 
kuna.

In contrast, the strategy regarding the sectoral dispersion of risks is more 
prominent: almost all the largest Croatian banks have considered and still consider 
households and corporates equally important, which is reflected in relatively equal 
shares of these two sectors in the structure of bank loans. The sectoral dispersion 
of risks is less evident in small and medium-sized banks that are traditionally more 
oriented to the corporate sector and in several smallest banks whose active opera-
tions involve only the household sector.

Although they have become aware of the specific risk of insufficient dispersion, 
banks still do not address this risk directly, but only within the process of manag-
ing other risks in which it is indirectly manifested. Among these risks, banks still 
view credit risk as the most important risk in their operations. The survey results 
also indicate that banks are much better prepared for those aspects of credit risk 
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management that are not related to its measurement. Many banks stated that they 
would increase their capacities for precise credit risk measurement within prepara-
tions for the implementation of Basel II.

It may be concluded that no bank is yet ready to start applying advanced meth-
ods of operational risk measurement and only a few of them declared that they 
would get themselves ready for these methods in preparing for Basel II implemen-
tation.

As expected, market risks are monitored on a daily basis only by the largest 
banks, which are most exposed to these risks. However, even these banks do not 
calculate advanced risk indicators for all market risks. The most widespread is 
advanced measurement of currency risk, which is completely in line with this risk’s 
relative importance in Croatian banking.

Among adverse developments that bankers mentioned in the preceding surveys 
were: the reactionary and unpredictable character of the central bank’s monetary 
policy, the lack of effective legal protection of creditors and poor liquidity in the 
financial market. A large majority of the survey participants consider that there 
have been no positive changes in any of these three areas in the last three years, 
and many claim that certain segments of the institutional environment have even 
deteriorated.

Bankers believe that, notwithstanding the arsenal of measures, the CNB cannot 
succeed alone in curbing the negative trends in the country’s balance of payments 
without improved coordination with a tighter fiscal policy. As the major reasons 
for their own contribution to these developments, which is evident in banks’ strong 
external borrowing, bankers mentioned the slow growth of domestic deposits and 
their inadequate maturity structure. Furthermore, bankers admit that CNB meas-
ures indeed lowered the profitability of external borrowing, but stress that domes-
tic funding sources are insufficient to finance target growth and that they would 
continue to use foreign sources as needed.

In addition to reiterating their remarks about slow court proceedings, which 
have not changed since the last survey, bankers this time repeatedly noticed that, in 
their opinion, trustees in bankruptcy have excessive powers and are slow in closing 
bankruptcy proceedings. It is encouraging that bankers assessed potentially more 
serious problems such as corruption, political pressure and inefficiency of courts 
as less relevant. This suggests that the main problems which banks encounter in 
the judicial system can actually be solved by reasonable efforts and costs.

Banks expect that the use of credit registry (HROK) data will allow for a bet-
ter estimate and selection of clients, which will gradually decrease overall credit 
risk and the non-performing loans ratio, provided that all banks use available data 
reasonably.

Bankers argue that the ceiling on the absolute amount of the nominal interest 
rate under the new Interest Rate Act is interfering with free market mechanisms 
and ineffective anyway since the ceilings to the maximum contractual interest and 
penalty rate are so high that they are almost meaningless. For various reasons, most 
banks negatively reacted to the Draft Deposit Insurance Act. All banks agreed that 
the insurance premium is too high, while the operations of the State Agency for 
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Deposit Insurance and Bank Rehabilitation are ineffective and lack transparency.
Money market interest rates are today less valuable as benchmarks for pricing 

banking products than they were three years ago due to the upward trend in their 
volatility, which began in late 2003 and continued to the present. Positive steps in 
this area may be expected only after the introduction of the announced open mar-
ket operations of the CNB, but only if the CNB does not immediately sterilise the 
thus-created additional liquidity. Banks wait for the government to take the first 
step towards the extension of the kuna yield curve, although some of them cannot 
see the way to spur long-term investment in kuna instruments.

The survey results indicate that banks still feel no competition from non-bank-
ing financial institutions. However, competition is expected to intensify since it is 
certain that a part of this sector not owned by the banks themselves will continue 
developing. Competition among banks themselves is evident in all business seg-
ments, and it is strongest in the retail segment. Competition is expected to become 
increasingly fierce in the next two years, and its impact will be mostly reflected in 
a continued decline in banks’ lending rates, lower interest margins, increased ef-
ficiency, and the introduction of new and improved quality of existing products 
and services.

Various banking services have become increasingly important due to slower 
growth in interest income. Many banks that have not done so before plan to pro-
vide payment operations services, internet banking services for retail clients, prod-
uct and service packages, card operations and investment banking services in the 
near future.

As in the preceding survey, banks attribute weak demand for currency and 
interest rate hedges to the lack of information and conservatism of most Croatian 
economic entities, multi-year stability of the kuna/euro exchange rate, and the 
seemingly unstoppable downward trend of all interest rates. Still, no bank intends 
to exclude such products from its range, and some of the banks that did not offer 
such products intend to start offering them to their clients.

The survey results suggest that the consolidation process in the Croatian bank-
ing market, albeit slower, has not yet come to an end, the number of banks in 
Croatia being expected to continue falling in the next few years.

It also seems that household credit potential has not yet been fully used. About 
a third of banks expect that household loan demand will continue growing, where-
as most other banks expect it to hold steady in the next two years. With regard to 
corporate financing, two-thirds of banks expect corporate loan demand to con-
tinue growing.

Should bankers’ forecasts for the medium run be realised, market consolida-
tion of the banking system may be expected to continue, funding sources will 
become even cheaper and the range of banking services will further expand. All 
this will support the continued strong growth in lending activities of banks, which 
will be increasingly oriented to households and propulsive economic activities and 
regions. Also, one may expect the continued conflict between banks on the one 
side and government and public bodies on the other side over different approaches 
to monetary policy goals and methods as well as financial system regulation and 
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oversight. On the positive side, this could aid further development of the Croatian 
institutional framework, which would equally support market freedom on the one 
hand and market discipline and social responsibility on the other, thus creating a 
safe and competitive financial system that would spur economic growth and im-
prove living standards. It is very likely that banks will not rely less on the policy of 
a stable exchange rate and low level of global interest rates in the medium-term. 
This means that there are no signs that Croatian banks could soon decide to rely 
more on market methods of managing the indirect currency risk and liquidity risk 
that could arise from contractions in international capital markets.

Finally, it is very probable that the next stage of development in Croatian bank-
ing will be largely characterised by attempts to eliminate frictions between the 
often opposite goals of banks, business, monetary authorities, households and the 
government such as profit, cheap financing, macroeconomic stability, higher living 
standards and rapid economic growth.
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Appendix 1 Questions and Answers in the First Part of the Sur-
vey Questionnaire

1. Assess the approximate percentage of classic financing (share in balance sheet total) for the fol-
lowing categories of your bank’s clients:

Category

Weighted average Simple average Min Max Min Max

Current 
situation

Target/
forecast

Current 
situation

Target/
forecast

Current situation
Target/
forecast

Companies from the owner's 
home country (for foreign-
owned banks)

1.6 1.6 0.5 0.5 0.0 10.0 0.5 6.0

Other foreign/international 
companies

1.0 1.2 0.7 0.8 0.5 15.0 0.5 14.0

Best domestic companies 
(blue chips)

3.3 2.8 2.4 2.6 1.0 15.0 1.0 15.0

Large domestic companies 12.4 9.9 8.6 7.3 1.0 28.0 1.0 22.0

Medium-sized enterprises 15.2 15.1 15.9 16.4 3.0 50.0 3.0 40.0

Small enterprises 8.9 10.0 17.5 19.3 0.5 49.0 3.5 50.0

Freelancers and tradesmen 3.3 4.2 6.2 9.7 0.5 23.0 2.0 57.0

Individuals excluding free-
lancers and tradesmen

44.4 45.8 38.3 35.7 5.0 100.0 5.0 100.0

Other 9.7 9.3 9.5 8.1 1.7 51.6 1.0 44.0

2. Assess the approximate percentage of classic financing (share in balance sheet total) for the fol-
lowing activities of your bank’s clients:

Activity

Weighted average Simple average Min Max Min Max

Current 
situation

Target/
forecast

Current 
situation

Target/
forecast

Current situation
Target/
forecast

Foreign direct investment in 
Croatia

0.4 0.9 0.2 0.3 0.1 2.0 1.0 5.0

Foreign portfolio investment 
in Croatia

0.1 0.1 0.0 0.1 0.0 0.6 1.0 1.0

Export activities 2.5 4.1 3.5 6.6 0.1 30.0 1.0 35.0

Import activities 3.1 3.2 3.7 4.6 0.5 15.0 0.5 20.0

Purchase of fixed capital/
modernisation

17.6 16.5 15.4 16.4 3.0 44.6 2.0 45.5

Purchase of working capital 18.0 16.3 25.9 22.6 4.0 71.0 6.0 70.0

Corporate restructuring 
incl. domestic mergers and 
takeovers

0.8 0.8 1.5 1.6 0.1 10.0 0.5 10.0

Households – “real” housing 
loans

11.3 11.1 5.6 6.4 1.0 21.0 2.0 22.0

Households – other immov-
able and movable property

14.1 13.1 7.3 6.6 0.5 43.0 1.0 50.0

Households – all-purpose 
loans

13.9 15.9 25.1 21.9 1.0 100.0 5.0 100.0

Foreign direct investment by 
Croatian firms abroad 

0.1 0.9 0.0 0.3 0.1 0.5 1.0 5.0

Foreign portfolio investment 
by Croatian firms abroad

0.0 0.0 0.0 0.1 0.0 0.0 0.0 2.0

Other 10.2 9.2 8.9 6.8 1.0 52.7 2.0 49.0
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3. Why do you use foreign sources to finance your placements?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Domestic deposit growth is too slow 12 21 37

Maturity structure of domestic deposits is inadequate 13 22 26

Foreign sources are cheaper 9 16 13

Foreign sources are more stable (less volatile) 6 10 5

Other 16 28 18

4. Rate on a scale of 1 to 5 (1 – completely unimportant; 2 – less important; 3 – average im-
portance; 4 – above-average importance; 5 – extremely important) the importance of each listed 
category of banking activities for your bank:

Category

Weighted average Simple average

Current 
situation

Target/
forecast

Current 
situation

Target/
forecast

Lending and deposit activities with private non-
financial sectors

4.7 4.8 4.6 4.8

Lending to the government and local self-govern-
ment

3.6 4.2 2.6 3.2

Lending to public enterprises and enterprises in 
majority state ownership

3.7 3.6 2.3 2.5

Lending to financial institutions 2.3 2.1 2.3 2.5

Domestic payment operations services 4.5 4.7 4.0 4.6

External payment operations services 4.7 4.7 4.0 4.6

Trading foreign means of payment 4.1 4.1 3.2 3.5

Trading risk-free short-term securities 3.2 3.8 2.5 3.2

Money market interbank trading 4.0 3.9 3.1 3.2

Operating leasing 2.3 3.1 1.6 2.1

Financial leasing 2.4 3.3 1.7 2.3

Bond trading 3.0 3.8 2.2 3.0

Share trading 1.9 2.3 1.6 2.3

Derivatives trading 2.0 3.4 1.5 2.2

Asset management 2.3 3.5 1.9 2.7

Commission business and mandated operations 1.8 2.1 2.4 2.8

Life/non-life insurance activities 1.9 2.8 1.5 2.2

Pension insurance activities 2.2 3.0 1.4 1.8

Brokerage services 2.3 2.8 1.8 2.5

Other 1.0 1.5 2.4 3.5
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5. Assess the probability of the following scenarios for your bank’s development:

Scenario
Weighted average Simple average

Before 2007 As of 2007 Before 2007 As of 2007

Independent survival 44.7 36.1 64.0 53.1

Merger with a domestic bank 2.4 2.5 7.8 7.1

Takeover by a domestic bank 2.5 2.6 5.6 5.6

Takeover of a domestic bank 24.8 2.2 4.6 2.1

Merger with a foreign bank 1.6 2.7 0.7 1.6

Takeover by a foreign bank 4.5 5.6 8.8 7.9

Takeover of a foreign bank 18.3 1.1 2.2 1.8

Other 0.1 0.1 3.1 3.2

6. What market share do you expect your bank to hold in 2005–2006?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much higher 3 9 1

Somewhat higher 22 65 70

About the same 7 21 29

Somewhat lower 0 0 0

Much lower 1 3 0

7. What are your plans for the two-year period 2005-2006? In each answer, please circle or under-
line a more probable scenario (e.g. increase/decrease):

Scenario

Number of 
answers

% of the
number

% of assets

+ – + – + –

Decrease/increase household financing relative to 
corporate financing

18 14 56 44 77 23

Increase/decrease the number of operating units 28 6 82 18 95 5

Increase/decrease the total number of employees 24 11 69 31 60 40

Increase/decrease the total number of ATMs 26 1 96 4 100 0

Increase/decrease the total number of e-users 32 0 100 0 100 0

Increase/decrease the total number of m-users 22 1 96 4 100 0

Decrease/increase lending rates 1 29 3 97 8 92

Decrease/increase commissions and fees 10 23 30 70 21 79

Decrease/increase the number of for-fee products 
and services

34 0 100 0 100 0

Increase/decrease the number of products/serv-
ices

34 0 100 0 100 0

Increase/decrease advertising 33 0 100 0 100 0

Offer faster/slower services 33 0 100 0 100 0

Increase/decrease the range of IT systems devel-
oped within the bank

22 5 81 19 86 14

Increase/decrease the use of outsourced analytical 
and information services

24 9 73 27 81 19

Increase/decrease the number of proposals for 
bankruptcy filed against debtors

7 20 26 74 42 58
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8. Rate on a scale of 1 to 5 (1 – complete failure; 2 – poor success; 3 – average success; 4 – good 
success; 5 – complete success) the market success of newly-introduced products/services and 
explain briefly the reasons for success or failure.

Product/service
Number of 

product/service 
providers

Success of 
introduction 
(weighted 
average)

Success of in-
troduction (sim-

ple average)

Year of introduction

Mod Min Max

Forwards 10 2.9 2.45 2002 1995 2005

Futures 4 1.2 2.75 2004 2002 2004

Options 5 1.1 2.60 2004 2002 2004

Swaps 9 3.5 3.00 2003 1995 2005

Financial leasing 6 2.5 3.67 2003 1996 2003

Operating leasing 4 2.1 4.00  1997 2003

Factoring 19 1.4 3.29 2000 1998 2004

Forfeiting 9 0.8 2.67 2003 1998 2005

Domestic payment operations 
services

24 3.8 4.29 2002 2001 2004

Cash and asset management 7 2.8 4.71 2003 1990 2003

Private banking 8 2.4 3.50 2004 1998 2004

Personal banking 16 4.1 3.94 2003 1990 2005

E-banking 22 4.3 3.80 2003 1999 2004

M-banking 7 1.7 3.43 2004 1998 2004

Call deposits 11 1.9 4.36 1992 1873 2000

Call loans 10 1.3 4.60 1990 1990 2004

Revolving credit cards 11 2.7 3.55 2001 1999 2005

Open savings 14 1.9 5.00 2002 1992 2005

Rental savings 22 3.2 4.50 1997 1990 2002

Life insurance 7 1.7 3.00 2004 2003 2005

Investment advice 9 2.0 2.89 2004 2003 2005

Brokerage services 14 3.5 3.14 2004 1993 2005

Securities custody services 13 4.0 3.54 2003 1996 2005

Pension fund management 5 3.3 4.60 2002 2001 2002

Analyses and forecasts 5 2.7 4.00 2001 1998 2001

Other 1 1.0 4.00 2000 2000 2000

9. The current number of banks in the Croatian market is:

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much larger than the optimum 3 9 22

Larger than the optimum 18 53 74

Optimum 8 24 2

Smaller than the optimum 3 9 1

Much smaller than the optimum 1 3 0



38 Tomislav Galac, Lana Dukić

10. Competition among banks in the Croatian market in 2005-2006 will be:

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much stronger 6 18 11

Somewhat stronger 18 53 87

About the same 9 26 2

Somewhat weaker 0 0 0

Much weaker 0 0 0

11. Rate on a scale of 1 to 5 (1 – very positive; 2 – moderately positive; 3 – neutral; 4 – moder-
ately negative; 5 – very negative) the impact of competition in the Croatian banking system on the 
following processes/trends (a positive impact adds to the trend and a negative impact acts in the 
opposite direction):

Processes/trends
Weighted average Simple average

2000–2004 2005–2006 2000–2004 2005–2006

Decrease in the level of lending rates 1.4 1.7 1.6 2.0

Increase in the level of deposit rates 2.5 2.5 3.1 3.1

Decrease in the level of fees and commissions 1.5 1.5 2.0 2.0

Interest margin compression 1.7 1.8 2.0 2.1

Increase in the number of products and serv-
ices subject to fees and commissions

1.4 2.0 1.4 1.9

Increased bank profitability 2.2 2.6 2.4 2.6

Increased bank efficiency 1.6 1.5 1.6 1.5

Improvement of central bank regulations 2.5 2.2 2.3 2.3

Improvement of other financial system regula-
tions

2.4 2.4 2.2 2.2

Introduction of numerous new banking prod-
ucts/services

1.1 1.3 1.1 1.4

Improved quality of existing products/services 1.1 1.1 1.3 1.3

Computerisation 1.9 1.8 1.5 1.4

More detailed and precise credit policies 2.1 2.1 1.8 1.7

Improved credit risk management 1.9 1.9 1.6 1.5

Beginning of managing other risks 2.2 1.9 1.9 1.5

Stronger marketing of banking products 1.2 1.2 1.4 1.4

Enhanced banking sector stability 2.0 2.1 1.8 1.8

More active foreign exchange market 2.0 1.9 1.8 1.7

More active money market 2.3 2.2 1.7 1.7

More active capital market 2.4 2.0 2.1 1.7
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12. Compared with 2004, how much competition will banks face from non-banking financial insti-
tutions not owned by the banks themselves in 2005–2006?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much more 7 21 12

Somewhat more 19 56 75

About the same 6 18 5

Somewhat less 1 3 8

Much less 0 0 0

13. Describe your current lending terms for legal persons

Factor/term Proposed answers (a–e) Mod
% of the 
number

Number of years for which financial 
statements are required

<3; 3; >3 b 48

Frequency of client and potential 
client visits and the most common 
reason for visits

never; sometimes; regularly b 60

Availability of long-term loans (over 
2 years)

no; yes; only CBRD; only local 
government; only foreign credit 
lines

b 82

Most frequent ratio of collateralised 
tangible assets to loan amount

<2; 2; >2 a 50

Availability of loans without tangible 
or financial collateral

yes; no; only credit lines a 77

Minimum number of guarantors 
required

 0 53

Ratio of guarantor income to loan 
payment

 3 75

Required business relationship with 
the bank for long-term loans

yes; no; for some purposes a 70

Duration of a typical loan approval 
procedure

<1 week; 1–2 weeks; 
>2 weeks

b 60

Do courts pass judgements faster 
than two years ago?

faster; slower; the same c 80

Have you ever succeeded in foreclos-
ing and selling property?

yes; no; irrelevant a 83

Average time needed for foreclosure 
and sale of property

<6 months; 6–12 months; 
1–2 years; >2 years

d 53

14. How much corporate demand for bank loans do you expect in 2005–2006?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much more 1 3 0

Somewhat more 20 61 76

About the same 9 27 15

Somewhat less 2 6 8

Much less 0 0 0
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15. What percentage of non-performing corporate loans do you expect in 2005–2006?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much higher 1 3 0

Somewhat higher 4 12 29

About the same 16 47 29

Somewhat lower 9 26 38

Much lower 3 9 4

16. Describe your current lending terms for natural persons

Factor/term Proposed answers (a–e) Mod
% of the 
number

Number of months in permanent 
employment required for special-
purpose loans

 12 41

Availability of long-term loans (over 
2 years)

no; yes; only car loans; only 
housing loans; car and housing 
loans

b 83

Most frequent ratio of collateralised 
tangible assets to loan amount

<2; 2; >2 a 60

Availability of loans without tangible 
or financial collateral

yes; no; only overdraft facilities a 85

Minimum number of guarantors 
required

 1 52

Ratio of guarantor income to loan 
payment

 3 79

Use of automated loan approval 
system

yes; no; not on an individual 
basis

b 70

Required exclusive relationship with 
the bank for long-term loans

yes; no; only for some purposes b 53

Duration of a typical loan approval 
procedure

<1 week; 1–2 weeks;
>2 weeks

a 65

Do courts pass judgements faster 
than two years ago?

faster; slower; the same c 79

Have you ever succeeded in foreclos-
ing and selling property?

yes; no; irrelevant a 71

Average time needed for foreclosure 
and sale of property

<6 months; 6–12 months;
1–2 years; >2 years

d 53

17. How much household demand for bank loans do you expect in 2005-2006?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much more 2 6 0

Somewhat more 10 29 52

About the same 14 41 25

Somewhat less 7 21 22

Much less 0 0 0
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18. What percentage of non-performing household loans do you expect in 2005-2006?

Supplied answer
Number of 
answers

% of the 
number

% of assets

Much higher 1 3 11

Somewhat higher 16 47 24

About the same 8 24 21

Somewhat lower 6 18 41

Much lower 2 6 3

19. Rate on a scale of 1 to 5 (1 – completely unimportant; 2 – less important; 3 – average impor-
tance; 4 – above-average importance; 5 – extremely important) the importance of the method used 
to assess client creditworthiness:

Assessment method

Weighted average Simple average

Legal 
persons

Natural 
persons

Legal 
persons

Natural 
persons

Assets 4.0 4.0 4.1 3.8

Assessment of a client's character 4.3 3.6 4.5 4.0

Loyalty to the bank 2.9 2.8 3.6 3.1

Capital strength of a client 4.0 – 4.1 –

Income strength of a client 4.8 4.9 4.6 4.8

Business recommendations 2.7 – 3.2 –

Private recommendations 1.5 1.8 2.4 2.6

Investment project quality 4.8 3.5 4.5 3.8

Management quality in a client's firm 4.8 – 4.6 –

Mortgage value 3.6 4.3 4.0 4.3

Income/capital strength of guarantors 2.8 4.0 3.7 4.3

Share of down payment 3.9 3.2 3.8 3.5

Other 2.5 1.7 4.9 4.4

20. Rate on a scale of 1 to 5 (1 – completely incorrect; 2 – mostly incorrect; 3 – partly incorrect/
correct; 4 – mostly correct; 5 – completely correct) the correctness of the following statements on 
creditor protection in court practice

Statement Weighted average Simple average

Court outcomes are uncertain because court officials are subject to 
bribery

2.8 2.6

Court outcomes are uncertain because court officials are subject to 
political pressure

2.5 2.7

Court outcomes are uncertain because laws are confusing 3.6 3.6

Court outcomes are uncertain because court officials are insufficiently 
trained

3.1 3.4

Court outcomes are uncertain because court officials in general favour 
certain social groups, e.g. debtors

3.0 3.5

Court proceedings are prolonged because of an insufficient number of 
court officials

2.7 2.9

Court proceedings are prolonged because of unnecessarily complex 
court procedures

3.3 4.0

Court proceedings are prolonged because the law provides for numer-
ous delaying tactics

4.6 4.5

Court proceedings are prolonged because judges unnecessarily allow 
delaying tactics

4.3 4.2

Other 0.0 5.0
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Appendix 2 Answers to Selected Questions in the Second Part 
of the Survey Questionnaire

1. Do you still consider credit risk as the most important risk in your operations and why?

Number of banks

Yes 32

No 2

2. Do you maintain a database on credit risk losses? If yes, what period of time does it cover?

Number of banks 1–2 years 3–4 years
5 or more 

years

Yes 16 1 6 9

– of which: electronic database 5 0 3 2

No 18

3. Do you calculate the probability of default (PD)? In historical terms, what are your PDs for expo-
sures to households and corporates?

Number of banks Households Corporates

Yes 9 1% – 5% 3% – 10%

No 25   

4. Do you calculate the recovery rate (R)? In historical terms, what are your recovery rates for expo-
sures to households and corporates?

Number of banks R

Yes 6 50%+

No 26  

5. To what extent and in what way has the required application of IAS 39 and the 1996 Amend-
ments to the Basel Capital Accord affected the method in which you classify placements according 
to risk categories?

Number of banks

Decrease in provisions 9

Increase in provisions 6

No major impact 9

I do not know 4

6. Have you established an internal client assessment system for loan approval procedures?

Number of banks

Yes 15

Being established, to be applied as of 2005 7

No 11
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7. Do you calculate VaR values for some/all market risks (which ones) and do you use them as internal limits?

Number of banks Only for currency risk
For currency and 
interest rate risk

For all risks

Yes 8 5 1 2

No 28    

8. Do you plan to use own VaR values to calculate the capital adequacy ratio and in what time frame?

Number of banks

Yes 6

Yes, but not in a short time 9

No 19

9. In what way do you manage operational risk (you may select more than one answer)?

Number of banks

Prescribed procedures 13

Internal control 12

IT-protection 12

Management measures 4

Collective responsibility (the "more eyes" principle) 4

External audit 3

None 2

10. Do you maintain a database on losses arising from system and process deficiencies, inadequate procedures, etc? 
If yes, what period of time does it cover?

Number of banks 1–2 years 3–4 years 5 or more years

Yes 6 3 2 1

No 27

11. In what way does your internal control system function in individual business segments, i.e. what control mech-
anisms are in place for each business process (lending, domestic and external payment operations, treasury opera-
tions, securities trading for clients, mandated operations)?

Number of banks

Internal control and audit 14

Procedures and limits 11

Regular controls 8

Collective responsibility (the "more eyes" principle) 6

Additional checks, unannounced 6

Other 8

12. To what extent have internal controls been integrated into your bank’s IT system and how is this manifested?

Number of banks

To a large extent 6

To some extent 21

Not yet integrated 7
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13. How will the use of credit registry (HROK) data affect the increase in household loans, their price, the non-per-
forming loans ratio and your bank’s current credit policies applied to households in general?

Number of banks

Lower interest rates 14

Lower costs for the bank 15

Decrease in the number of loans 7

Price differentiation 4

Improved client discipline 3

Other 9

14. Do you offer currency risk-hedging instruments to your clients and if so, which instruments?

Number of banks FX forwards FX swaps

Yes 13 11 2

No 21

15. Do you offer interest rate-hedging instruments to your clients and if so, which instruments? Are you satisfied with 
penetration of these products and why?

Number of banks IR swaps

Yes 7 7

No 27

16. Do you use instruments for credit risk transfer, which instruments (sale, packaging, insurance, swaps) and why?

Number of banks Loan insurance Receivables sale

Yes 10 5 5

No 24

17. Do you have direct access to international money markets? Do you count on these markets in daily/weekly/month-
ly liquidity planning?

Number of banks

Has access 15

– of which: uses it in liquidity planning 7

No access 19

18. Do the overnight ZMM interest rate and the overnight ZIBOR today have more or less benchmark value than two 
years ago? What market rates do you consider as benchmarks and for what purposes?

Number of banks

No kuna benchmark rate 26

Both rates are used as benchmarks 6

Only the rate on T-bills is used as the benchmark rate 2

19. Does your bank intend to issue kuna-denominated securities?

Number of banks

Yes 1

Perhaps 2

No 31
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20. What impact do you expect the CNB’s open market operations to have on domestic money market liquidity and/
or volatility of short-term interest rates? What indirect macroeconomic and financial effect do you expect open market 
operations to have?

Number of banks

Reduced volatility of money market interest rates 16

Increased kuna liquidity 8

Lower money market interest rates 2

No impact 2

I don't know 9

Other 4

21. Do you currently provide or intend to provide shortly e-banking services?

Number of banks

Yes 23

Planned for 2005 7

No, not yet planned 4
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Appendix 3 Calculation of Total Credit Risk-Weighted Assets

Prior to changes After changes (as of 1 January 2004)

Definition

off-balance sheet derivatives not included off-balance sheet derivatives included

Balance sheet assets

A 0% risk weight

claims on the government of the Republic of Croatia and on the 
governments of the OECD countries with remaining maturity up 
to three years

claims on the government of the Republic of Croatia and on the 
governments of the OECD countries

A 20% risk weight

claims on the government of the Republic of Croatia and on the 
governments of the OECD countries with remaining maturity of 
more than three years

claims on the government of the Republic of Croatia and on the 
governments of the OECD countries

 claims on regional governments or local authorities of the Re-
public of Croatia and the OECD member countries

A 50% risk weight

claims on domestic banks and banks of the OECD member 
countries

 

A 100% risk weight

 prepayments and other income where the bank is unable to 
determine the counterparty

Risky off-balance sheet items

A 0% credit conversion factor

guarantees and other commitments of the Republic of Croatia guarantees and other commitments of the government of the 
Republic of Croatia, multilateral development banks, the Euro-
pean Investment Bank and other institutions as prescribed by 
the CNB

undrawn credit facilities with an original maturity of up to and 
including one year

undrawn credit facilities which may be cancelled unconditionally 
at any time without notice 

A 20% credit conversion factor

short-term irrevocable documentary letters of credit and con-
firmed documentary letters of credit

documentary letters of credit in which underlying shipment 
serves as collateral and other self-liquidating transactions

A 50% credit conversion factor

performance guarantees and other contingent liabilities serving 
as collateral for third-party financial obligations 

documentary letters of credit which are issued and confirmed 
and are not covered by the 0% and 20% credit conversion fac-
tors

 warranties and indemnities, and guarantees not having the 
character of credit substitutes

 asset sale and repurchase agreements defined in the Instruc-
tions for the uniform implementation of the Decision on the 
capital adequacy of banks (Official Gazette 195/2003 and 
39/2004)

 irrevocable standby letters of credit not having the character of 
credit substitutes

A 100% credit conversion factor

undrawn credit facilities with an original maturity of more than 
one year

payment guarantees, irrevocable standby letters of credit and 
similar instruments having the character of direct credit substi-
tutes

 endorsements on bills not bearing the name of another bank
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 transactions with recourse

 assets purchased under outright forward purchase agreements

 forward forward deposits

 the unpaid portion of partly-paid shares and securities

Items not included in credit risk-weighted assets

claims and contingent liabilities secured by the bank’s own and 
preference shares 

claims and contingent liabilities secured by the bank’s hybrid or 
subordinated instruments to the amount these instruments are 
included in supplementary capital

loans for the purchase of the bank’s shares outstanding balances on loans extended by the bank for the pur-
chase of the bank’s shares, as well as the amount of guarantees 
for such loans
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Appendix 4 Calculation of Banks’ Regulatory Capital 

Prior to changes After changes (as of 1 January 2004)

Component parts of and deduction items from a bank’s share (core) capital

Component parts of share (core) capital

paid-in capital arising from the sale of own shares except 
cumulative preference shares

paid-in capital arising from the sale of own shares except 
cumulative preference shares

reserves reserves

retained profit from previous years retained profit from previous years

current year profit current year profit

capital gains made from trading in the bank’s own shares capital gains made from trading in the bank’s own shares

reserves for own shares reserves for own shares

Deduction items from share (core) capital

losses from previous years losses from previous years

current year losses current year losses

capital loss made from trading in the bank’s own shares capital loss made from trading in the bank’s own shares

intangible assets such as goodwill, licenses, patents and 
trademarks

intangible assets such as goodwill, licenses, patents and 
trademarks

acquired own shares, except cumulative preference shares 
(Articles 233, 237 and 238 of the Companies Act) 

acquired own shares, except cumulative preference shares 
(Articles 233, 237 and 238 of the Companies Act) 

outstanding balances on loans extended by the bank, either 
directly or indirectly, for the purchase of the bank’s shares, 
except cumulative preference shares, or the amount of 
guarantees issued for such loans

outstanding balances on loans extended by the bank, either 
directly or indirectly, for the purchase of the bank’s shares, 
except cumulative preference shares, or the amount of guar-
antees issued for such loans 

Component parts of and deduction items from a bank’s supplementary capital 
(supplementary capital I and supplementary capital II)

Component parts of supplementary capital (supplementary capital I)

paid-in capital arising from the sale of the bank’s cumula-
tive preference shares

paid-in capital arising from the sale of the bank’s cumulative 
preference shares

specific reserves for unidentified losses specific reserves for unidentified losses

hybrid instruments hybrid instruments

subordinated instruments subordinated instruments

 Supplementary capital II shall consist of subordinated instru-
ments defined as financial instruments, irrespective of their 
form or denomination, which are issued for raising funds. 

Deduction items from supplementary capital (supplementary capital I)

acquired own cumulative preference shares acquired own cumulative preference shares

the amount of specific reserves that exceeds 1.50% of total 
credit risk-weighted assets

the amount of specific reserves that exceeds 1.25% of total 
credit risk-weighted assets

the amount of subordinated instruments that exceeds 50% 
of core capital

the amount of subordinated instruments that exceeds 50% of 
share capital

claims secured by hybrid or subordinated instruments claims secured by hybrid or subordinated instruments

outstanding balances on loans extended by the bank for the 
purchase of the bank’s cumulative preference shares

outstanding balances on loans extended by the bank for the 
purchase of the bank’s cumulative preference shares
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Deduction items from gross regulatory capital

direct and indirect investments of the bank and legal 
persons controlled by the bank in shares and other financial 
instruments included in another bank’s regulatory capital 

direct and indirect investments in other banks and financial 
institutions amounting to over 10% of such banks’ and finan-
cial institutions’ capital

 direct and indirect investments in other banks and financial 
institutions of up to 10% of the regulatory capital of the bank 
whose regulatory capital is being calculated

claims on and contingent liabilities towards legal persons 
under direct or indirect control of the bank or connected 
persons, provided that these claims or contingent liabilities 
are established under terms which are more favourable 
than the terms usually offered by the bank, or more favour-
able than the terms obtained in the financial markets for 
comparable operations, or if such terms are not in line with 
the principles of safe and sound banking practices

claims on and contingent liabilities towards legal persons 
under direct or indirect control of the bank or connected per-
sons, provided that these claims or contingent liabilities are 
established under terms which are more favourable than the 
terms usually offered by the bank, or more favourable than 
the terms obtained in the financial markets for comparable 
operations, or if such terms are not in line with the principles 
of safe and sound banking practices

claims and contingent liabilities secured by other banks’ 
shares which are not quoted on official stock exchanges

claims and contingent liabilities secured by other banks’ 
shares which are not quoted on official stock exchanges
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