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Overview

» The euro adoption process:
» then and now
» challenges in the context of high inflation
» major benefits (observed already before the euro introduction)

= Economic and monetary developments in the euro area
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The euro adoption process
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The euro adoption process — then and now

... has become much more demanding after the global financial crisis

» Fulfilment of the nominal Introduction of the

EU accession » Joining ERM II .
convergence criteria euro

Requirements to join: Nominal convergence:

= Sound public finances (the
country 1s not placed in EDP)

= Price stability

. = Stable and sound public finances
* Macroeconomic imbalances not
excessive

additional = Exchange rate stability

require ments Convergence of long-term

policy recommendations (CSRs) interest rates

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

Legal convergence:
* Central bank independence

= Prohibition of monetary financing
and pnivileged access to financial
institutions

¥ Agreement on additional
structural measures to be
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Given the more demanding procedure, Croatia had to take a
number of steps in order to get the ,,green light” for the euro

A
L ')
June May February May June June July
2017 2018 2019 2019 2019 2020 2020

Excessive

Government Excessive Request for Letter of Commission Kuna

Deficit adopted the macro close intent for and the ECB included in
Procedure Euro imbalances cooperation ERM Il and confirmed ERM Il and
(EDP) closed adoption eliminated —  withthe ECB  commitments that all additional

— decision by strategy confirmation were taken measures commitments
the Council by the (29 policy had been were taken
of the EU Commission measures in completed (8 measures
6 areas) in 4 areas)

A
L ) 4
| 4
October December March June July 1 January
2020 2020 2022 2022 2022 2023
Close Government Additional Commission EU Council Introduction
cooperation adopted the commitments and the ECB adopted a of the euro
with the ECB National fully confirmed decision on
started Euro implemented that all entry euro
Changeover criteria had adoption in
Plan been met Croatia
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The impact of the euro on the aggregate price level was in line
with the past experiences of other Member States

Impact of the euro on the inflation rate
(in the year of the introduction of the euro)

= Croatia is the only Member State that introduced the . 2002
euro in a period of very high inflation

0.3
5 = -5

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

0.4
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> in their case as well, services sectors were the 0+ L . L os L Lo

main driver of the overall euro-induced increase ) )
in prices F &S F LD N DS

4.8

[ inflation rate excluding the impact of the euro introduction
Il impact of the euro introduction
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Increase in consumer prices due to rounding observed
primarily in services sectors ...

»= Price developments in early 2023 did not deviate much Headline HICP inflation and its main

from the typical seasonal pattern observed over the components in HR
] (month-on-month percentage changes)
previous 10 years

Min-max range over the period 2013-2022
@ Average over the period 2013-2022

= However, there was an unusually high m-o-m increase in ® 20
prices of services in January 2023

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

L Uy CE
L]

=  According to an ECB-HNB simulation, if the prices of
services had followed the same pattern as in the previous
Headline Energy Food Non-energy Services  Headline Energy Food Non-energy  Services
10 years, the overall inflation rate in January 2023 would He iy e "oods
have been lower by 0.4 percentage points e e
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. while retail chains have complied with the rules on the
conversion and rounding of prices

Pricing strategy in big retail chains in Croatia before and after = Prices of around 65% of products did not
the euro changeover change after the euro changeover

» astrong decrease in the share of so-

a) shares of attractive prices b) distribution of prices according to the last decimal digit Ca”ed ,,attractive,, priceS
100 Q’F
O’F
7 8 |l = |tis likely that retailers will gradually set
o0 a= their prices at new attractive levels
< Cl | — ]
s 7y » these changes might occur as part of
407 3 |y regular price adjustments
- Psychological prices 1 ) .
20 f| EEE Fractionai and exact prices = > due to market competition and the
I:I Non-attractive prices 6 I/ Il Average 2018-2022 (HRK) . . . . ;
—e— Attractive prices 5 [ January 2023 (EUR) obligation to display prices in both
0 = .
TR T A P A currencies by end-2023, the new
2022 2023 % attractive levels may not necessarily be
Source: CNB. hlgher
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EUR/HRK

Benefits of the euro: Greater resilience to crises

The euro adoption process itself made Croatia more resilient to shocks

‘ Global financial crisis (2008) ‘
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[_] Government bond yield spread vs. DE
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‘ COVID-19 pandemic crisis (2020) ‘
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‘ Russian invasion of Ukraine (2022) ‘
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Benefits of the euro: Lower borrowing costs (l)

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

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

Interest rates on 10y government bonds in local currency

12 - 12
. . [ ] HR-EA spread
1) lower country risk premium . EA
104 |—— M 10

HU
PL

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

cz

2) lower requlatory costs for the banking system

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

15 16 17 18 19 20 21 22 23
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Benefits of the euro: Lower borrowing costs (ll)

Financing conditions have converged towards the euro area average

Interest rates on loans to NFCs

20 20
[ ] HR-EA spread
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Interest rates on housing loans
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Economic and monetary developments in the euro area
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Economy has proved more resilient than feared

Real GDP forecast for EA Economic sentiment indicators for EA
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Headline inflation, as expected, coming down, but underlying
pressures persist

percentage points

Inflation and contribution of main sub-components in EA Indicators of underlying inflation in EA
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% of population

Inflation dynamics affected by tight labour markets
and increased profit margins

Activity rate & unemployment rate Gross operating surplus and mixed GDP deflator
income (4gma)
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Ongoing monetary policy tightening cycle is
stronger than earlier episodes

Tightening cycles Interest rates on loans to NFCs Interest rates on loans to HHs
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net percentage of banks

... and EA banks are tightening lending standards,
slowing down the credit activity

Lending standards
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3-month annualised growth rates (%)
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Government bond yields remain stable while financial markets
stress reverses following the banking turmoil

10y government bond yields Composite systemic risk indicator (CISS)
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HNB

Thank you very much for your attention!
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