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Discussions for the 2008 Article IV consultation took place in Zagreb from February 21 to

March 4, 2008. The staff team comprised Messrs. Feldman (head), Jafarov, and Moore (all EUR),
and Mmes. Ilyina (PDR) and Otker-Robe (MCM). The mission met with Deputy Prime Minister
and Minister of Economy Polanéec; Finance Minister Suker; Croatian National Bank (CNB)
Governor Rohatinski; other senior officials; and representatives of social partners, think tanks, and
the private sector.

Following parliamentary elections in November 2007, the largest party in the government, the
center-right Croatian Democratic Union (HDZ), formed a coalition with two smaller parties and
seven independents. The coalition holds a small parliamentary majority.

Croatia started accession negotiations with the European Union in 2005. The European
Commission has indicated that accession negotiations could be completed in autumn 2009,
stressing the importance of further progress with judicial and administrative reforms, fighting
corruption, and shipyard restructuring.

Croatia has accepted the obligations of Article VIII (Appendix II) and subscribes to the Fund’s
Special Data Dissemination Standard. Data are broadly adequate for effective surveillance, though
some improvements would be desirable (Appendix III).

The mission held a press conference on the concluding statement (published in Croatian and
English). The authorities intend to publish this staff report.
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EXECUTIVE SUMMARY

Background and outlook. Although growth accelerated last year, Croatia has significant
vulnerabilities: a large current account deficit and high external debt, alongside balance-sheet
exposures to currency risk. Also, surging food and utility prices pushed inflation higher. But
Croatia has so far felt limited effects from the global financial turbulence. The real exchange
rate appears broadly in line with fundamentals.

Staff’s baseline for this year is for growth to slow, but to remain around estimated potential
(44" percent); inflation to ease but stay higher than in recent years; and the current account
deficit and external debt to remain modestly above their 2007 levels. Downside risks to the
baseline predominate. Thus, Croatia is confronted with the important policy challenges of
reducing vulnerabilities and ensuring that higher inflation does not become entrenched in
expectations, while raising potential growth.

Policies. Staff and the authorities agreed on the benefits of a tightly managed exchange rate
in light of balance-sheet exposures. But this policy requires strong support from financial,
fiscal and structural policies to ensure adequate risk management in banks, restrain demand,
and boost export growth and productivity. This, in turn, would lessen external vulnerabilities
and raise economic growth on a sustainable basis, and is all the more important when
external sustainability could be threatened by a further deterioration in the global
environment and repricing of credit risks by foreign lenders. The CNB has introduced
additional administrative and prudential measures to limit credit growth and macro-financial
vulnerabilities; and nonbank supervision and regulation has continued to improve.

Staff recommends a somewhat more ambitious fiscal adjustment path than envisaged by the
authorities: saving any revenue overperformance in 2008 and bringing the general
government deficit to 1 percent of GDP or less in 2009, also aiming for balance by the end of
the government’s term. Expenditure reform and restraint are key, as is significant
frontloading of fiscal adjustment, with a view to more quickly addressing external
vulnerabilities and inflation.

Faster structural reforms would raise confidence in successfully concluding EU accession
negotiations and thus in economic stability. Once again, the discussions underscored the
urgency of improving the business environment and addressing corruption, which have
deterred investors and dampened export performance. Reform of the heavily indebted
shipyards is urgent.



I. BACKGROUND

1. Growth accelerated in 2007, but external imbalances continued to increase. On
the back of strong domestic demand, real GDP growth reached 5.6 percent, albeit with some
moderation in the second half of the year (Figure 1 and Table 1). Domestic demand pressures
were also reflected in the current account deficit, which widened to 8.6 percent of GDP, with
higher world energy prices contributing as well (Table 2). External debt reached nearly

88 percent of GDP at end-2007 (Figure 2).

2. The exchange rate has been stable, but inflation picked up. Because of financial
euroization (Figure 3) and balance-sheet exposures,' the Croatian National Bank (CNB) has
sought to maintain broad exchange rate stability, intervening periodically in the foreign
exchange market (text chart). In 2007, although the volume of intervention declined, the
kuna-euro exchange rate fluctuated within an increasingly narrow range.” Until very recently,
the stable exchange rate helped keep inflation between 2 and 4 percent, aided by moderate
wage growth and limited pass-through of rising world oil prices to retail energy prices
(Figure 4). Nevertheless, surging food and utility prices pushed year-on-year headline
inflation above 6 percent in early 2008, the highest rate since the early 1990s. Year-on-year
core inflation reached 5.3 percent in January 2008.

3. The headline fiscal deficit narrowed significantly in recent years, though a
broader measure of fiscal policy shows an expansionary fiscal stance in 2007 as the
economy boomed. The government reduced the general government deficit from 6.1 percent
of GDP in 2003 to 3 percent in 2006, and to an estimated 2.3 percent in 2007.° Taking into
account off-budget and quasi-fiscal activities not included in the general government
accounts,’ a broader measure of the fiscal deficit was little changed in 2006 and 2007

(Table 3). But with growth particularly rapid in 2007, cyclical adjustment implies that the
overall fiscal stance was expansionary in that year.

4. External competitiveness appears adequate. Despite some gradual real exchange
rate appreciation, indicators of price and cost competitiveness vis-a-vis central European peer
countries remain benign (Figure 5). Market share of goods exports has been steady. Tourism
receipts—which account for almost 40 percent of exports of goods and nonfactor services—

! Balance-sheet exposures were analyzed in IMF Country Report No. 07/82.

? In February 2008, the CNB announced that it would resist depreciation beyond 7.35 kuna per euro; it would be
“concerned” by—but did not commit to resisting—appreciation beyond 7.25 kuna per euro.

? On a modified GFS basis, used in the 2004-06 stand-by arrangement.

* This includes “pensioners’ debt” repayments of 1.2 percent of GDP. IMF Country Report No. 06/128 explains
these payments and their treatment in the fiscal accounts.



Croatia: Nominal Exchange Rate and Foreign Exchange Intervention, 2003—-08
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1/ Besides direct foreign exchange interventions, the exchange rate may have been influenced by other CNB
actions, such as administrative measures (for example, the MRR; see Table 7) and regular (local-currency)
reverse repo operations.
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have been strong.’ Staff estimates discussed in the policy issues section below indicate that

the real exchange rate is broadly consistent with fundamentals.

S. The financial sector is healthy, but risks associated with rapid credit growth

have been a concern. Bank credit to the nongovernment sector increased by 23 percent in
2006 (Table 4, Figure 3), taking the stock above 70 percent of GDP and—in contrast to most
other countries in the region—above “equilibrium” levels estimated by several studies.® As

> See IMF Country Report No. 07/81 for discussion of Croatia’s tourism competitiveness indicators.

% See ECB Working Paper No. 687 (2006) and IMF Working Paper WP/07/236.



discussed in the accompanying Financial Sector Stability Assessment (FSSA), banks’ capital
adequacy and asset quality are at sufficiently comfortable levels to withstand a range of
shocks (Tables 5 and 6). Though declining, profitability is still high. Nevertheless, significant
external imbalances and rising asset prices (and volatility in the case of equities)
accompanying credit growth expose banks to sudden shifts in market sentiment. Banks also
face significant interest and exchange rate induced credit risks: the majority of their loans is
at variable interest rates and linked to foreign currency; and adverse shocks would erode
borrowers’ debt-servicing capacity in circumstances of high corporate and household debt.
The CNB has taken a range of measures, whose aims include curbing banks’ borrowing from
abroad and domestic credit expansion (Table 7); bank credit subsequently slowed.

6. While Croatia had not been particularly hurt by the financial turbulence
through 2007, cracks have appeared (Figure 6). In particular, stock prices surged in 2006—
07 (increasing by 60 percent annually), taking market capitalization to 130 percent of GDP;
but prices slumped by almost 30 percent in the first 3 months of 2008.” A widening CDS
spread suggests concerns with external vulnerabilities, though not to the same extent as for
some other countries.

II. MACROECONOMIC OUTLOOK AND RISKS
7. The outlook for 2008 suggests macroeconomic imbalances will persist.

° In staff’s baseline (Table 8), which assumes the authorities achieve their targets for
the general government deficit (discussed below), growth slows this year to within staff’s
estimate of potential (4—4': percent).® This is in line with the moderation already under way
since the second half of 2007, and mainly reflects slower consumption growth, with the bulk
of the “pensioners’ debt” now repaid and lower consumer confidence in the wake of stock
market weakness, and the unwinding of last year’s jump in government investment.
Nevertheless, inflation, while projected to ease from its current rate, remains higher than in
recent years. The current account deficit and external debt stay modestly above their levels in
2007. There was broad agreement on the macroeconomic setting, with only minor differences
with the authorities’ forecasts.

° Downside risks to the baseline predominate. Inflation could be worse than expected if
there are second-round effects from higher food and utility prices—for example, if wage
moderation were not maintained. A deeper slowdown in trading partners’ growth—for
example, if the financial and external risks flagged in the April 2008 WEO were to
materialize—would widen the current account deficit and likely cause less favorable external

7 Real estate price increases averaged 9—10 percent annually in recent years.

¥ See “Economic Growth in Croatia: Potential and Constraints,” IMF Country Report No. 07/82, forthcoming in
Financial Theory and Practice.



debt dynamics. While Croatia has so far felt little impact from the turmoil in global financial
markets, the ongoing global repricing of credit risks could eventually push up external costs
for Croatian borrowers and result in higher local bank lending rates. The potential for shocks
in southeastern Europe represents an additional downside risk.

8. From a medium-term perspective, the baseline envisages progress toward
external stability. The current account deficit steadily narrows in relation to GDP. The
external-debt-to-GDP ratio falls during the government’s term.

0. Tensions from heavy capital inflows, if they were to persist, could strain the
macroeconomic framework in an environment combining a number of underlying
difficulties. These include heavy state presence in the economy, lackluster growth in goods
exports, and extensive euroization. Tensions could be particularly acute in the absence of
continued structural reforms conducive to higher greenfield FDI and other capital flows that
would add to productive capacity, especially in the tradables sector.’

10. Two alternative scenarios—one assuming more vigorous structural reforms and
the other a worse external environment—illustrate the potential benefits of greater
ambition but the risks from policy inaction. Table 9 illustrates a higher sustainable growth
path assuming early resolution of problems in the shipyards and substantial reform of the
business environment. Table 10 presents a scenario based on a more severely deteriorating
external environment. The resulting weaker export performance, higher current account
deficits, and lower-than-baseline FDI imply a continuing buildup of external debt over the
projection period—and heightened vulnerabilities to shocks.' Slow structural reform
implementation and a failure to attract more greenfield FDI would increase the risk of
external instability.

III. PoLICY ISSUES

11. In light of the outlook, the discussions focused on measures to jointly attain the
goals of reducing vulnerabilities, ensuring that higher inflation does not become
entrenched in expectations, and raising potential growth. Specifically, the discussions
centered on the benefits of a significant reduction in the size of government, including by a
frontloaded expenditure-led contraction in the general government deficit. They also focused
on the critical importance of maintaining and rigorously applying high prudential standards
in the financial sector. Finally, the merits of accelerating structural reforms—also to bolster
confidence in the prospects for acceding to the EU and thereby confidence in economic
stability—were also discussed. To inform the discussions, staff prepared, and gave seminars
on, two accompanying selected issues papers on assessing external stability and analyzing

? See IMF Working Paper WP/07/244.

19 A large depreciation could push external debt well over 120 percent of GDP (Appendix I).



the efficiency of government expenditure. Table 11 summarizes the authorities’ responses to
past Fund recommendations.

12. With monetary policy constrained by the tightly managed exchange rate, there
was broad agreement that maintaining stability required strong support from financial,
fiscal, and structural policies.

° Because a stable exchange rate tends to reduce perceptions of exchange rate risk and
is therefore conducive to unhedged foreign-currency borrowing, strong prudential policies
and bank supervision are needed to ensure adequate risk management.

° The tightly managed exchange rate also limits the ability of monetary policy to
respond to domestic demand pressures, implying that support from fiscal policy is essential
to help contain higher inflation and external imbalances. Fiscal policy could, however, face a
trade-off between these objectives if growth were to slow substantially below potential. In
such a case, consideration would need to be given to allowing automatic stabilizers to play,
taking into account the extent of external imbalances at the time.

° Finally, a gradual narrowing of external imbalances and orderly real convergence
with the EU can only be achieved through improvement in the competitiveness of Croatia’s
economy brought about by wage moderation and structural reforms. There was broad
recognition that the impact on competitiveness of any attempt to weaken the exchange rate
would likely be offset by higher inflation and adverse balance-sheet effects.

A. Monetary, Exchange Rate, and Financial Sector Policies

13. The advantages of the CNB’s policy of tightly managing the exchange rate were
well recognized. A stable exchange rate has been a key element of Croatia’s successes,
including by acting as a powerful anchor for inflationary expectations after Croatia’s
experience with hyperinflation. And given persistently high levels of financial euroization,
maintaining broad exchange rate stability has mitigated significant balance sheet risks.

14. Staff discussed its external stability assessment of Croatia."' Reassuringly, staff
calculations using the CGER methodologies, based on the baseline, imply that the real
exchange rate is broadly in line with fundamentals (text table). However, all recognized that
the risk of instability is accentuated by the high level of external debt-to-GDP ratio and the
further widening of the current account deficit.

15. In view of persistent external imbalances and rising demand, the CNB
introduced additional credit measures in 2007. These measures were taken against a

" Details are provided in the accompanying selected issues paper on assessing external stability, which also
provides more specifics on staff’s assessment of competitiveness and the exchange rate.
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Assessing the Real Exchange Rate Using CGER Methodologies

(In percent of GDP, unless otherwise indicated)

Macroeconomic balance External sustainability
approach approach

Norm _CA Norm _NFA | CA balance stabilizing NFA at its:
end-2007 level 2003-07 average
(-69 percent) (-60 percent)

Current account norm 1/ -3.8 -4.2 -5.0 -4.3
Underlying current account balance 2/ -4.9 -4.9 -4.9 -4.9
Current account elasticity to REER 3/ -0.39 -0.39 -0.39 -0.39
Implied REER adjustment -2.8 -1.8 0.1 -1.6

(in percent, “+” appreciation) 4/

1/ Current account norm corresponds to a CA level that is consistent with a specific set of economic
fundamentals; “Norm_CA” and “Norm_NFA” are computed using the panel regression estimates for two
model specifications, with lagged current account balance and initial NFA position, respectively. The external
sustainability approach assumes the medium/long-run real GDP growth rate of 4.8 percent and inflation rate
of 3 percent (in euros). The benchmark NFA position is based on the latest official data, with the exception of
the inward FDI position, which is estimated as cumulative FDI flows from 1998 onward. The rest of the data
comes from the latest WEO (April, 2008). For more details on the CGER methodologies, see Methodology for
CGER Exchange Rate Assessments (2006).

2/ Underlying current account balance assumes that both domestic and foreign output gaps are closed and
is adjusted for the projected REER movement during 2008-13.

3/ Current account elasticity to REER is computed using the standard long-run real exchange rate
elasticities for imports (0.92) and exports (-0.71), as well as the values of Croatia’s exports and imports of
goods and services (in percent of GDP) over the period of 2003-07.

4/ Given forecast standard errors, an estimated misalignment is considered significant if its magnitude
exceeds +/- 10 percent.

background of concerns about a loosening fiscal stance: elections were coming up in the fall
and known off-budget fiscal spending was slated to increase (notably because of “pensioners’
debt” repayments of 1.2 percent of GDP). In addition, options to curtail rapidly growing
credit were judged to be limited. In these circumstances, the CNB introduced credit controls
in 2007, while recognizing their potentially negative side effects—including on credit to
smaller enterprises and bank competition. The CNB has extended the controls to 2008. The
controls have contributed to a significant slowdown in bank credit, as intended by the CNB;
available data suggests that total credit growth to the private sector (from external sources
and domestic banks and nonbanks) slowed modestly (Figure 3). Arguably, the effects of the
controls were more significant from a counterfactual point of view, to the extent that credit
growth would have been higher without the controls.

16. The CNB has taken a number of prudential and supervisory measures to limit
macro-financial vulnerabilities. The prudential measures (listed in Table 7) have
contributed to a fall in the share of foreign currency-linked loans since 2006. In addition,
banks seem to be more aware of risks related to such lending, have reduced their foreign
borrowing, and intensified efforts to attract deposits and capital. There are also recent signs
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of a tightening of lending standards, including through increased lending rates and tighter
conditions in granting loans.

17. The CNB has worked to improve communications with banks in Croatia and
cooperation with the supervisory authorities of their parent banks abroad. The recent
update of the IMF-World Bank Financial Sector Assessment Program (FSAP) viewed these
actions as crucial (Table 12). Interactions with banks (e.g., through workshops and
consultations) have contributed to a better understanding of CNB measures, improved their
acceptability, and raised risk awareness, thus helping better align the incentives of the
financial institutions with those of the CNB. With foreign banks owning more than

90 percent of the banking system, the CNB was actively seeking to upgrade home-host
supervisory coordination.

18. Preparations for Basel II—to become effective in January 2009—appear on
track. According to the FSSA, while the framework for risk-focused supervision is still
evolving, the current supervisory techniques and risk management processes do not appear to
pose risks for successful implementation of Basel I1. In addition, consultations between the
CNB and banks have been useful in enhancing preparations for Basel II.

19. Supervision and regulation of the nonbank financial sector has continued to
improve. The inclusion of previously unregulated leasing companies under the oversight of
the nonbank supervisor, HANFA, has helped in closing a channel for circumvention of the
credit measures on banks. Coordination efforts have also been stepped up between the CNB
and HANFA on information sharing, the intention to jointly inspect banking groups, and the
plans to map cross-sector risk exposures and ownership linkages between banks and
nonbanks.

20. The authorities nevertheless recognize the need for vigilance, including by
stepping up contingency planning efforts. It was therefore recognized that further
prudential measures may need to be considered to contain any emerging risks, especially
from abroad, including contagion risks from global financial turbulence via mature-market
European banks (as illustrated by the worst-case stress tests in the FSSA). The CNB also
plans to produce a forward-looking financial stability report, expanding the stress testing
analyses to a variety of possible shocks, and has initiated formal communications with
foreign supervisory authorities concerning contingency planning for possible external shocks.
The authorities are also working to clarify the roles of different agencies in bank resolution
and deposit insurance.

B. Fiscal Policy

21. The government envisages a further narrowing of the general government
deficit. Its current plans target a deficit of /2 percent of GDP (on a modified GFS basis) by
2010. The path to this target represents a considerable tightening compared with the plans
during the previous Article IV consultation (Table 11).
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22. Staff recognized that the targeted adjustment was significant, but recommended
maintaining momentum by aiming for balance by 2011 (the end of the government’s
term) while significantly frontloading adjustment. More frontloaded adjustment would
have a more immediate impact in dealing with the current challenges of bringing down
inflation (and inflation expectations) and reducing external imbalances. More frontloading
would also raise the likelihood of meeting the targets for the general government balance, as
politics will make reforms increasingly difficult in the latter part of the government’s term.
Reducing the government’s size would also raise the private sector’s share of economic
activity, thereby enhancing overall productivity and the rate of potential growth.

23. The discussions focused on achieving an expenditure-led reduction in the fiscal
deficit. Some progress on reform is in train, including discussions on containing health care
spending and designing an approach to compiling a database on various social assistance
benefits paid. However, the authorities and staff agreed that more needs to be done to
develop specific measures. Staff noted the potential for significant budgetary savings with
reforms in other areas, including the civil service, education, and state aid (subsidies). Given
the significant room for improvement in the efficiency of public spending, a substantial
expenditure reduction can be achieved without unduly compromising the delivery of public
services."

24. The discussions also noted some favorable aspects of the 2008 budget.

° The budget targets a general government deficit of 2.3 percent of GDP, equal to the
2007 preliminary outturn, but lower than the original target of 2.8 percent for the 2007
budget. Taking into account the formation of a coalition government and the associated
spending pressures, staff recognized the accomplishment this would represent.

° The government intends to limit government wage increases to 6 percent. Because the
government is a very large employer, there was agreement that this could send a helpful
signal to keep other wage increases moderate. Revenues are also estimated conservatively,
leaving potential room for further deficit reduction.

° A broad measure of the fiscal deficit that takes into account off-budget and quasi-
fiscal activities (outside the general government accounts) shows that the overall fiscal stance
will considerably tighten in 2008, though this mainly reflects the one-off effects of repaying
the bulk of pensioners’ debt in the preceding year rather than specific new policy measures.

25. Reflecting the benefits of frontloading, but with the budget already approved,
staff reccommended that the authorities take any opportunity available to further

'2 This was a key message of the accompanying selected issues paper on the efficiency of government spending.
The paper was accepted for presentation in April 2008 at a Zagreb conference (Welfare Performance and
Design) sponsored by the Croatian Institute of Public Finance.
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reduce the 2008 fiscal deficit. This would provide some insurance against downside risks
requiring fiscal action. Staff urged the authorities to save any revenue overperformance,
while keeping to or below budgeted expenditures, taking advantage of any buffers.

26.  Frontloading also implies that 2009 is the time to undertake the lion’s share of
fiscal adjustment. Thus, staff recommended a fiscal deficit in 2009 no larger and preferably
smaller than 1 percent of GDP. This is smaller than the authorities’ target of a deficit of 1.4
percent of GDP. Any expansion in the deficits of off-budget entities should be offset by
general government adjustment. In addition, there was widespread recognition of the benefits
of starting preparatory work soon because of the need to take underlying measures in several
spending areas. Staff also emphasized that avoiding a ratcheting up of spending when
revenues overperform would facilitate adjustment in later years.

27. Ways to enhance fiscal flexibility and thereby improve the readiness of fiscal
policy to respond to unanticipated shocks were an additional point of emphasis. In this
regard, staff recommended a gradual increase in the general contingency reserve and having
contingent spending measures at the ready. Staff—working with the authorities—has
identified a menu of options for expenditure reduction that would be more than sufficient to
achieve the recommended fiscal adjustment. The authorities noted that with about three-
quarters of spending already pre-determined (notably on wages, social protection, and health
care), budget flexibility was constrained.

C. Structural Issues

28. Discussions with representatives of the public and private sector continued to
underscore the urgency of improving the business environment and addressing
corruption. This includes improvements in the efficiency and transparency of all levels of
public administration. There was broad recognition that enhancing Croatia’s attractiveness as
a destination for “greenfield” foreign direct investment is key to sustainably increasing the
growth of total factor productivity (estimated by staff at only 1.3 percent)"” and thereby
Croatia’s overall growth potential. In this context, judicial reform was seen as essential, both
to underpin the rule of law needed for a better business environment, and as part of the EU
accession process. Indeed, while the World Bank’s 2008 Doing Business survey ranks
Croatia as the second-top reformer last year in terms of improvements in country scores,
Croatia still lags behind most other peer countries on business environment indicators
(Figure 7), possibly explaining its comparatively lackluster goods export performance
(Figure 5).

29. The authorities indicated their intention to move forward with privatization. The
government, in previous years, launched IPOs for the oil and telecom companies. While the

1 See IMF Country Report No. 07/82.
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broader privatization process slowed last year, new management for the privatization fund
was recently appointed. The authorities also announced plans to start the sale of two
shipyards at end-2008. In addition, the authorities are considering setting up “closed-end”
investment funds, consisting of shares in the remaining state-owned enterprises. These fund
shares would be sold by public offering, with a view to accelerating privatization.

IV. STAFF APPRAISAL

30. Croatia has experienced recent successes. Strong economic growth has generated
increasing employment. Policies have improved in recent years: the general government
deficit has been significantly reduced and financial supervision has been strengthened. A
broadly stable exchange rate has helped anchor inflation expectations and, along with wage
moderation, delivered, until recently, low inflation.

31.  But worrying macroeconomic imbalances are present. Inflation is up and the
current account deficit and external debt have continued to increase. Moreover, the outlook
for this year suggests that imbalances will persist: inflation, while falling, remains higher
than in recent years, and the current account and external debt are modestly above last year’s
levels.

32.  In these circumstances, there are a number of key goals for policy. These include
reducing external and financial vulnerabilities. In light of Croatia’s past experience with
hyperinflation, it is also important to ensure that higher inflation does not become entrenched
in expectations, not least by avoiding second-round effects from higher food and utility
prices. Accelerating structural reforms would support orderly convergence with the EU and
lessen external imbalances.

33. While the monetary policy framework continues to be appropriate for Croatia,
support from other policies is essential. In light of the high degree of euroization,
sensitivities to balance-sheet mismatches, adequate external competitiveness, and the strong
anchor provided historically, maintaining a stable exchange rate is a sensible policy. But this
policy puts considerable onus on fiscal policy to manage demand and address
macroeconomic imbalances. Since a stable exchange rate is conducive to unhedged foreign-
currency borrowing, strong prudential policies and financial sector supervision are needed to
ensure adequate risk management. Wage moderation and faster and deeper structural reforms
are the only ways to strengthen competitiveness, helping also to both raise potential growth
and narrow the current account deficit.

34, The authorities’ medium-term target for the general government deficit moves
fiscal policy in the right direction. Achieving their target of a /2 percent of GDP deficit by
2010 would represent a significant adjustment. Aiming for fiscal balance by 2011 would
maintain momentum and signal the authorities’ intention to continue with fiscal
consolidation.
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35.  Frontloading adjustment would be well advised. Bringing down inflation and
reducing external imbalances are immediate concerns, and greater frontloading would
provide more immediate help from fiscal policy. Because politics will increasingly make
reforms difficult, especially in the latter part of the government’s term, frontloading also
raises the likelihood of meeting the recommended 2011 target. Thus, with the 2008 budget
already passed, saving any revenue overperformance while keeping at or below budgeted
expenditure would be beneficial. The benefits of frontloading also suggest aiming for a more
ambitious target than the authorities’ 1.4 percent of GDP in 2009. Aiming for 1 percent of
GDP or less would have considerable merit. Finally, stronger-than-recommended fiscal
adjustment may be needed if external imbalances or inflation were to turn out worse than
expected. Thus, the authorities would be well advised to identify contingency measures
without delay.

36. There is ample room to lower the government deficit by spending reform. This is
important because large fiscal adjustments are more successful, durable, and friendly to
growth when they rely on reducing current expenditure. Moreover, inefficiencies in public
spending suggest that expenditure cuts can be achieved without unduly compromising the
delivery of public services. Key areas for reform, some already under active discussion, are
health care, education, social security, social assistance and social benefits, subsidies, and
civil service employment. But specificity is needed soon to ensure timely adjustment. Near-
term wage moderation is also crucial, in light of the importance of avoiding secondary price
effects. In addition to keeping government wage growth moderate, state-owned enterprises
must follow suit, an intention the government could usefully reiterate. Policies should also
seek to ensure the sustainability of the pension system, including by avoiding further
backtracking on earlier reforms.

37. The financial sector is healthy and much progress has been made in
strengthening its supervision. The CNB’s increases in required capital cushions and risk
weights to limit macro-financial vulnerabilities, improved communications, and efforts to
strengthen home-host supervisory coordination are welcome improvements. The continued
strengthening in supervision of the nonbank sector is also encouraging. To support Basel 11
preparations, further dialog between the CNB and banks, through consultative papers on
Pillars 2 and 3, would be helpful.

38. Other challenges lie ahead. While the impact on Croatia has been limited, continued
turbulence in global markets underscores the need to be vigilant in maintaining high
prudential standards and closely monitoring banks’ risk management and lending practices.
Plans to produce a forward-looking financial stability report are welcome. And timely
responses from foreign authorities on formal communications concerning contingency
planning for possible external shocks would be helpful. That said, stress tests suggest that
higher buffers may be needed in certain worst-case, but plausible scenarios. Further
prudential measures may also need to be considered to contain any emerging but unforeseen
risks. Although the CNB’s rationale for introducing credit and other administrative measures
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is understandable, they are not sustainable. As also highlighted in the FSSA, they have
negative side effects. Thus, transitioning away from administrative measures is another
important task ahead, but one that requires careful planning to maintain stability.

39.  Faster structural reforms will be needed for Croatia to realize its goals of
sustainably raising living standards and successfully concluding EU accession
negotiations. Absent reforms, Croatia will have difficulty substantially boosting export
growth, thereby lessening external vulnerabilities, and raising economic growth on a
sustainable basis. Reform of the heavily indebted shipyards is urgent for advancing accession
negotiations and containing the substantial drain on the public resources. Difficult decisions
to rationalize capacity and employment are inevitable. More generally, privatization needs to
be completed, with strategic investors playing an important role to ensure appropriate
restructuring and corporate governance. Notwithstanding recent efforts, improving the
business environment requires improvements in several areas, including reducing the
administrative burden, legal uncertainties, and corruption. This is critical to enhance
Croatia’s attractiveness as a destination for greenfield foreign direct investment, rightly
recognized in the authorities’ Strategic Plan for the Economic Development of Croatia as
key to sustainably increasing total factor productivity and potential growth.

40.  TItis expected that the next Article IV consultation with Croatia will be on the
12-month cycle.
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Table 1. Croatia: Key Macroeconomic Indicators, 2003-08

2003 2004 2005 2006 2007 2008
Prel. Proj.
Output, unemployment, and prices (Percentage change)
Real GDP 5.3 43 43 4.8 5.6 43
Unemployment (labor force survey, in percent) 14.3 13.8 12.7 1.1 9.5 9.0
CPl inflation (average) 1.8 2.0 3.3 3.2 29 5.5
Saving and investment (In percent of GDP)
Domestic investment 31.1 30.6 31.0 32.8 32.7 32.1
Of which: fixed capital formation 28.6 28.1 281 29.8 30.0 29.4
Domestic saving 25.0 25.6 24.7 24.9 24.2 23.1
Government 1.8 2.5 2.7 3.3 4.6 3.8
Nongovernment 23.2 23.1 22.0 21.6 19.5 19.2
Government sector 1/
General government revenue 451 449 44.5 44.8 46.3 45.2
General government expenditure 51.3 49.7 48.5 47.7 48.6 47.6
General government balance -6.1 -4.8 -4.0 -3.0 -2.3 -2.3
General government financing requirement 2/ -6.1 -4.8 -4.0 -3.9 -3.5 -2.6
HBOR balance (net of budget transfers) -0.7 -0.4 -0.1 -0.2 -0.7 -0.8
Cyclically adjusted primary balance, broader coverage 3/ -5.0 -3.2 -1.9 -1.9 -2.5 -1.7
General government debt 40.9 43.3 43.8 41.0 37.9 37.0
Money and credit (End of period; change in percent)
Bank credit to the nongovernment sector 14.6 14.0 17.4 231 15.0
Broad money 11.0 8.6 10.5 18.0 18.3
Interest rates 4/ (Period average; in percent)
Average kuna deposit rate (unindexed) 1.5 1.9 1.7 1.7 23
Average kuna credit rate (unindexed) 11.6 11.7 11.2 9.9 9.3
Average credit rate, foreign currency-indexed loans 8.0 7.4 6.7 6.3 6.3
Balance of payments (In millions of euros)
Current account balance -1,600 -1,434 -1,976 -2,692 -3,206 -3,672
(In percent of GDP) -6.1 -5.0 -6.3 -7.9 -8.6 -9.0
Capital and financial account 3,664 2,527 3,840 4,996 4,865 5,197
Overall balance 1,235 43 822 1,412 721 709
Debt and reserves (End of period; in millions of euros)
Gross official reserves 6,554 6,436 7,438 8,725 9,307 10,016
In months of following year's imports of goods and NFS 4.9 4.4 4.5 4.8 4.7 4.8
External debt service to exports ratio (in percent) 22.8 244 27.2 37.5 37.7 31.2
Total external debt (in percent of GDP) 75.8 80.0 82.4 85.5 87.8 87.9
Net external debt 5/ 33.2 37.7 431 443 46.1 46.1

Sources: Croatian authorities, and Fund staff estimates.

1/ Modified-accrual GFS methodology.

2/ Includes “pensioners’ debt” repayments, equivalent to 1.0 percent of GDP in 2006, 1.2 percent in 2007, and 0.3 percent in 2008.
3/ Includes off-budget and quasi-fiscal activities (outside the general government accounts), in particular repayments of “pensioners’

debt” and the balance of HBOR (net of budget transfers).

4/ Weighted average, all maturities. Foreign currency-indexed loans are indexed mainly to euros.

5/ Net of official reserves and commercial bank foreign assets.
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Table 2a. Croatia: Balance of Payments, 2003-13

(In millions of euros, unless otherwise indicated)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Proj. Proj. Proj. Proj. Proj. Proj.
Current account -1,600 -1,434 -1,976  -2,692 -3,206 -3,672  -3,801 -3,776 -3,804  -3,761 -3,818
Merchandise trade balance -6,971 -6,724 -7,518 -8,344 -9,434 -9,970 -10,483 -10,955 -11,536 -12,119 -12,748
Exports f.0.b. 5,575 6,607 7,220 8,464 9,193 10,250 11,031 12,052 13,166 14,417 15,776
Imports f.0.b. -12,546  -13,331 -14,738 -16,808 -18,626 -20,220 -21,514 -23,007 -24,702 -26,536 -28,524
Services and income 4,127 4,099 4,358 4,546 5,183 5,235 5,601 6,060 6,572 7,157 7,684
Transportation 252 299 376 425 450 519 567 636 709 794 886
Travel 4,977 4,822 5,395 5,709 6,034 6,550 7,129 7,749 8,445 9,107 9,799
Other services -296 -353 -453 -423 -164 -435 -552 -553 -561 -563 -565
Compensation of employees 184 234 260 373 494 437 473 515 562 609 659
Interest and investment income -990 -904 -1,219 -1,538 -1,632 -1,835 -2,016 -2,287 -2,583 -2,789 -3,094
Current transfers 1,245 1,192 1,184 1,106 1,045 1,063 1,081 1,119 1,160 1,202 1,246
Capital and financial account 3,664 2,527 3,840 4,996 4,865 5,197 5,039 5,419 5,888 6,212 6,465
Capital account 1/ 102 31 54 -134 34 130 130 130 130 130 130
Financial account 1/ 3,562 2,495 3,786 5,130 4,830 5,067 4,909 5,289 5,758 6,082 6,335
Direct investment 1,368 671 1,276 2,561 3,419 2,132 2,205 2,499 2,776 3,051 3,373
Portfolio investment 868 287 -1,178 -547 -35 741 30 28 396 67 42
Medium- and long-term loans 2,322 2,141 1,697 2,717 2,692 2,548 2,612 2,716 2,343 2,715 2,671
Assets -84 41 -110 -132 3 0 0 0 0 0 0
Liabilities 2,406 2,100 1,806 2,849 2,689 2,548 2,612 2,716 2,343 2,715 2,671
Disbursements 4,628 4,288 4,513 7,578 7,673 7,221 7,544 8,084 9,250 10,150 10,100
Amortization -2,222 -2,188 -2,706 -4,729  -4,984 -4,673  -4,932 -5,368 -6,907 -7,435  -7,429
Currency and deposits -1,083 57 1,516 229 -1,681 -549 -140 -154 0 0 0
Short-term capital flows (net) 483 -421 592 189 168 -41 0 0 0 0 0
Trade credits -395 -243 -120 -22 266 235 202 200 244 248 250
Net errors and omissions 2/ -828 -1,050 -1,043 -891 -938 -816 -879 -950 -1,026 -1,107  -1,195
Overall balance 1,235 43 822 1,412 721 709 359 693 1,059 1,344 1,452
Financing -1,235 -43 -822 -1,412 =721 -709 -359 -693 -1,059 -1,344 1,452
Gross reserves (-= increase) -1,235 -43 -822 -1,412 -722 -709 -359 -693 -1,059 -1,344 -1,452
IMF (net purchases) 0 0 0 0 0 0 0 0 0 0 0
Exceptional financing 0 0 0 0 0 0 0 0 0 0 0
Memorandum items:
Current account (in percent of GDP) -6.1 -5.0 -6.3 -7.9 -8.6 -9.0 -8.7 -7.9 -7.4 -6.8 -6.4
Gross official reserves 6,554 6,436 7,438 8,725 9,307 10,016 10,375 11,068 12,127 13,471 14,923
in months of following year's imports of goods and NFS 4.9 4.4 4.5 4.8 4.7 4.8 4.6 4.6 4.7 4.8 4.8
Net foreign assets of the CNB 6,188 6,434 7,436 8,723 9,305 10,014 10,373 11,066 12,124 13,469 14,921
in months of following year's imports of goods and NFS 4.6 4.4 4.5 4.8 4.7 4.8 4.6 4.6 4.7 4.8 4.8
Outstanding debt 19,884 22,933 25,748 29,274 32,929 35,864 38,567 41,357 44,340 47,370 50,333
External debt to GDP ratio 75.8 79.9 82.3 85.5 87.8 87.9 87.8 87.0 86.5 85.6 84.2
External debt in percent of exports of goods and NFS 151.3 161.0 168.6 172.2 179.5 177.0 176.2 173.3 170.3 167.1 163.2
Short-term debt by residual maturity (in percent of GIR) 66.2 92.0 119.8 113.9 103.9 108.4 103.6 116.7 102.1 92.0 83.1
External debt service -2,990 -3,482 -4,155 -6,370 -6,919 -6,328  -7,701 -7,697 -10,091 -9,619  -9,800
GDP (millions of euros) 26,232 28,681 31,263 34,220 37,496 40,816 43,931 47,513 51,287 55362 59,760
GDP (millions of kuna) 198,422 214,983 231,349 250,590 275,078 299,435 322,286 348,564 376,254 406,143 438,407

Sources: Croatian National Bank; and Fund staff estimates.

1/ In 2003, excludes debit entry of € 289 million in the item “investment income” in the current account, and an offsetting credit entry in the item “FDI-reinvested earnings”
of the capital account, related to the “distribution” and “reinvestment” of paper income from the revaluation of a patent by a Croatian company (see IMF Country Report

No. 03/358, Appendix IV).

2/ Errors and omissions are explicitly projected to reflect persistent unrecorded capital outflows.
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Table 2b. Croatia: Balance of Payments, 2003-13
(In percent of GDP)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Proj. Proj. Pro;j. Proj. Proj. Proj.
Current account -6.1 -5.0 -6.3 -7.9 -8.6 -9.0 -8.7 -7.9 -7.4 -6.8 -6.4
Merchandise trade balance -26.6 -23.4 -24.0 -24.4 -25.2 -24.4 -23.9 -23.1 -22.5 -21.9 -21.3
Exports f.0.b. 21.3 23.0 23.1 24.7 24.5 251 251 25.4 25.7 26.0 26.4
Imports f.0.b. -47.8 -46.5 -47.1 -49.1 -49.7 -49.5 -49.0 -48.4 -48.2 -47.9 -47.7
Services and income 15.7 14.3 13.9 13.3 13.8 12.8 12.7 12.8 12.8 129 12.9
Transportation 1.0 1.0 1.2 1.2 1.2 1.3 1.3 1.3 1.4 1.4 1.5
Travel 19.0 16.8 17.3 16.7 16.1 16.0 16.2 16.3 16.5 16.4 16.4
Other services -1.1 -1.2 -1.4 -1.2 -0.4 -1.1 -1.3 -1.2 -1.1 -1.0 -0.9
Compensation of employees 0.7 0.8 0.8 1.1 1.3 1.1 1.1 1.1 1.1 1.1 1.1
Interest and investment income -3.8 -3.2 -3.9 -4.5 -4.4 -4.5 -4.6 -4.8 -5.0 -5.0 -5.2
Current transfers 4.7 42 3.8 3.2 2.8 2.6 25 24 2.3 22 2.1
Credit 5.9 55 5.2 4.8 4.2 4.0 3.8 3.6 3.5 3.4 3.2
Debit -1.1 -1.4 -1.4 -1.6 -1.4 -1.4 -1.3 -1.3 -1.2 -1.2 -1.2
Capital and financial account 14.0 8.8 12.3 14.6 13.0 12.7 11.5 11.4 11.5 11.2 10.8
Capital account 1/ 0.4 0.1 0.2 -0.4 0.1 0.3 0.3 0.3 0.3 0.2 0.2
Financial account 13.6 8.7 12.1 15.0 12.9 124 11.2 11.1 11.2 11.0 10.6
Direct investment 1/ 52 23 4.1 75 9.1 5.2 5.0 5.3 54 55 5.6
Portfolio investment 3.3 1.0 -3.8 -1.6 -0.1 1.8 0.1 0.1 0.8 0.1 0.1
Medium- and long-term loans 8.9 7.5 5.4 7.9 7.2 6.2 5.9 5.7 4.6 4.9 4.5
Assets -0.3 0.1 -0.4 -0.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Liabilities 9.2 7.3 5.8 8.3 7.2 6.2 5.9 5.7 4.6 4.9 4.5
Disbursements 17.6 15.0 14.4 221 20.5 17.7 17.2 17.0 18.0 18.3 16.9
Amortization -8.5 -7.6 -8.7 -13.8 -13.3 -11.4 -11.2 -11.3 -13.5 -13.4 -12.4
Currency and deposits -4.1 0.2 4.9 0.7 -4.5 -1.3 -0.3 -0.3 0.0 0.0 0.0
Short-term capital flows (net) 1.8 -1.5 1.9 0.6 0.4 -0.1 0.0 0.0 0.0 0.0 0.0
Trade credits -1.5 -0.8 -0.4 -0.1 0.7 0.6 0.5 0.4 0.5 0.4 0.4
Net errors and omissions 2/ -3.2 -3.7 -3.3 -2.6 -2.5 -2.0 -2.0 -2.0 -2.0 -2.0 -2.0
Overall balance 4.7 0.2 2.6 4.1 1.9 1.7 0.8 1.5 2.1 24 24
Financing -4.7 -0.2 -2.6 -4.1 -1.9 -1.7 -0.8 -1.5 -2.1 -2.4 -2.4
Gross reserves (-= increase) -4.7 -0.2 -2.6 -4.1 -1.9 -1.7 -0.8 -1.5 -2.1 -2.4 -2.4
IMF (net purchases) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Exceptional financing 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Gross external debt 75.8 79.9 82.3 85.5 87.8 87.9 87.8 87.0 86.5 85.6 84.2
Net external debt 33.2 37.7 43.1 44.3 46.1 46.1 46.1 453 44.7 43.8 42.5

Sources: Croatian National Bank; and Fund staff estimates.

1/ In 2003, excludes debit entry of 1.1 percent of GDP in the item “investment income” in the current account, and an offsetting credit entry in the item “FDI-reinvested
earnings” of the capital account, related to the “distribution” and “reinvestment” of paper income from the revaluation of a patent by a Croatian company (see IMF Country

Report No. 03/358, Appendix IV).
2/ Errors and omissions are explicitly projected to reflect persistent unrecorded capital outflows.



20

"(sJaysueu} 196png Jo 18uU) YOFH Jo dduejeq 8y} pue gap ,siauoisuad, Jo sjuswAedas sapnjou) /g
'speo. uo Buipuads yo-auo o} anp Ajulew si /00Z Ul JUSWISSAUI Ul 8SEIOUI Y] [
. S99IAI9S pue spoob Jo asn, ul siealle Jo uole|nwnode Bulpnjoul ‘sjuswAedal Jgep siauolisuad, Buipnoxg /¢

's8nuUaAal GOOZ Ul papnjoul

J0U S| JUnowe sy} ‘500z Alenigad [Iun YSED Ul PaAISdal JOU INg ‘92usdl| NSO B 4O UoNoNe Ue Wolj £00Z Jequisdad Ul painoss uol|iw /6] MYH .oNUaA8l Jay)o, Ul sapnjoul 400z 40} pajuasald youeq /2
*110Z 104 UOIEPUSWILLIODAI S JelS pue OL—800Z Ul 8oueleq Juswulanob |esousb ayy 4oy syebie) Jisyy Buiasiyoe ssnuoyine sy} uo paseq aJe suoposfold aulesegq /|

'SSJeWIISS BIS pun puE ‘soueUld JO AJjSIUl\ :S80IN0S

[ V'L [ 1L 0. 69 19 €9 29 96 S1l slealle pue sasjuelenBb Juswuianob [eisuss
€/lc 162 0ze 0ve 6°GE 0°.€ 6°.€ 1'6€ 0Ly 8'ey eey 6°0¥ 198p JusWwuISA0B [BI8USD)
Sl 'l 80 €0 90- L1 SC 44 9C 61" 61 ze 0°G- /G uoniuyap Jopeouq ‘soueleq Arewd pajsnipe Ajjealjoh)
0 90~ LL- Sl ST g€ A Ly L'y A 8'9- /G @dueleq [eosly JO ainsesw Jspeolg
8'0- 80 8'0- 80 80 80~ L0~ v'0- 90~ A L0~ v0- L0~ (sseysuesy 396pngq Jo jou) SoUElEq HOEH
€C A4 61 Sl L0 €0- [l 90- L0 80~ 8l L2 Ly @ouejeq Alewld
'SWa)l Wnpuelows
10~ 10 0 0 60 S0 1L Sl (4 Y4 €S (44 Sl Buroueuy onsswoqg
90- L0- 6°L- 8L 4 Y- L1 L L S 9C- €C - uoneziowy
00 (0] vl L'l x4 Ve L Ll oL Ll L0 74 8¢ sjuswiss.ingsig
90- 90- S0 10~ 00 0¢ 00 00 80~ yL- 61 8L *x4 Buioueuy |euseix3g
1’0 €0 €0 0 90 A €C a4 A4 9C 90 90 1z Sjosse paxly Jo [esodsip pue uonezieAld
90- Al 4] L0 9L 9¢ Se L€ 6¢€ 6€ (134 8y 19 Buioueury
90 [Al0] Al L0 9L- 9C- e L€ 6°€- 6°¢€- 0 8- 19~ juswainbai Buroueury
00 [Al] 20 rAll] €0 €0 A" L L 0L Jgep sisuoisuad, jo juswheday
90 0 00 S0 Y- €C €C 9C- 8¢ o€ 0'v- 8y 19- aouejeq |[e4dA0
20 €0 €0 0 0 €0 €0 S0 S0 0 0 S0 €0 Buipus| JoN
€€ €€ €€ €€ g'e 74 8V 0'S 6°¢€ L'y [594 67 LG /¥ (JuswISBAUI) S}OSSE [EIDUBULUOU JO UOIISINbOY
YAr4 6C [ [ [A 43 v'e [4> Se A Se 14 9¢ asuadxa Jayl0
691 191 691 €L €Ll €Ll L'l 6.1 9/L 6.1 '8l 1’61 6l sjijsueq |eloog
60 60 60 90 90 60 80 80 80 90 90 S0 00 sjuelo
Sl 8L 0c €C 9C Y4 4 x4 *x4 9C 9C Y4 ze salpisqns
L'l 8L 6l 0¢C 0¢ %4 0c 0¢c ¥4 x4 (x4 |4 0¢C 1saJsju|
GG SS S§G SS 96 LS GG €S 'S 'S 6'v L'y 8'Y S80IAI9S pue spoob Jo asn
€0l SoL L0L 601 L A 4T €Ll A €Ll SLL 611 vzl seafojdwsa Jo uopesuadwo)
G'6¢ 04 0Ly L'y Sy (%74 A%% %7 %74 ey L'ey o844 414 (Jus.11no) ssuadxy
L'EY L'ey L'vy 1414 oy 9Ly 98y 98y 9Ly L'y S8y L6y €19 /€ @inyipuadxa |ejo L
194 144 1474 9'Y LY 8V 8'G 8'G 8’V QY 24 0'S L'y sjuelB pue anuanal JaylQ
6ClL L'eL €€l oy 9€lL 9€lL 9€lL SElL 9€lL S€l S€lL L€l g€l suonNQUIUOd AJINDSS (100G
90 90 90 90 90 90 90 90 90 90 L0 L0 60 suojjoesuel} pue speJj [euoljeulsiul Uo Sexe |
4% [594 a4 594 o84 594 (4% (4% *84 9Y LYy 67 €S $8s10x3
a1 A4 4" eyl oL 6°€lL 6°€L 6°€lL oL 6°€lL 6°€lL 6°€lL A4 1VA
6L 1’6l L'6L L'6L 88l 88l 681 68l 1’61 L'6L 76l €6l 002 S80IAI9S pUE SPOOB U0 sexe |
6C oe L'e Le [4> €e [oRS [ 6C 6C (44 0c [ sosudiajus Jayjo pue suoljelodiod Aq sjgehed
€€ Se L€ L€ L€ 9¢ 9¢ 9¢ Ve g€ Ve 9¢ 9¢ slenpiaiput Aq ajqeded
29 S9 89 8'9 69 69 69 99 29 9 8'G 96 8'S suleb |eydeo pue ‘syjoud ‘@wooul uo sexe |
992 192 0.2 0.2 892 692 692 9'9C 92 9'9¢ 29T A4 Lz soxe]
R4 4474 L'vy 67y LGy 414 €9y 09y 844 8 vy [*87%74 67y 4 anuaAay
Jebpnq
‘foud ‘foid ‘foud ‘foid ‘foud ‘foud ‘loid  pesiney 19bpng
€102 4104 1102 00z 6002 8002 1002 900C /2 S002 /Z 002 £€00¢

(pa1eoIpul 8SIMIBLIO SSBJUN 986 | SH9 U0 PasSeq [Bniode-paiipow ‘das Jo jusolad u))
/L £1—£00Z ‘S@dUkUl4 JUSWIUIDAOL) |RIBUSL) PajepI|oSuo) :eijeold ¢ ajqeL



21

‘Koua.lino uBleuoy ul saAlasal Alojnje)s sepnjoxs /g

q gNO Al0ebiigo sepnjoul ‘2002 Wold /i

"SUOIIN}IISUI [eloUBUL JBUYI0 pUe ‘(Spuny JUSWISaAUI pue ‘saAjeladood ueo| pue sbulaes ‘syueq sBuiaes Buisnoy) suonyysul Bupjueq Jayjo ‘sastidisjua ‘spjoyasnoy uo swiefo sasudwod /¢
‘(HOgH) JuswdojAa pue UOI}ONIISUOISY IO} Mueg UBl}eoID SU} 8pnjoul Spuny JuswuIsAob [esjua) “wajsAs Buiueq ayy ui sjisodap Jisy) JO Jou ‘Spuny pue JuswuIdA0b [B00] PUB ‘Spuny puE JusWUISA0b [esjuad uo swield sasudwo) /g
*$10}09S O1}SSWIOP JSYI0 UO SWIeO pue ‘JuswuIanob [eoo] uo swielo ssolb ‘Juswuianob [e)juad uo swied Jau sasudwo) /|

'SOJeLl}S8 4Jels pund pue ‘yueg [eUOlEN UBHEOID :S80IN0S

6'6 0Ll L'EL gel 9€lL 96 [ (dao jo yusasad Ul) MO} Yyuow-z |, :S10}08S JNSSWOP JBYJO O} IPaID
6°G. €L 7 (7 Vel L'€9 ¥'8S (d9 Jo Jusouad 1) 300}S :SI0}O3S DSSWIOP JBYJO O} JPaID
8/ 05 [SWA% 061 '8y 1'95 ¥'8G Ksuow peouq jo juaoiad ul Aoualind ublaio4
G'8. v'eL 6'€L zeL 8L 8'99 1’59 (d@o Jo usdsad u) Aeuow peoig
9Ce 20'e 68'C SL'C 06'C 18'C cL'e Jaydninw Asuow peo.g
180 9.0 1.0 0.0 1.0 2.0 120 Jaydynw Asuow moLeN
8/0'S/z 18€'69C ¢66'29C O€'9SC 06S'0SZ 6YE'LEC €86'VLT (1303 Ajeah) 4@o eutwoN
SWa) WNPUBIOWS|A
601 4% zoz €9l 902 L'y L'6L 601 G60'6Y  ¥Z6'LS  L¥6'0S  9l¥'8y  GOG'Gy  LEE'9y  LBEOY  ve6'Ee /G (uoniuyyep gND) AsUo snlesay
€le ovL- 6L §'G- 6'vC 8'CC 144 019 YLO'GL 2SI L¥S'vL LL'8L  9L9le 1891 96¥'El  G9L0L Kouauno ublaioy ul sentasal Aiojnjels
| g8l vyl 29l c'ee €91 0'0C 9l 099'2e 192've 96222 109'L2 zie'le 8/¥'02 S09°L1L v.9'v1 /¥ euny ul seAsesal Aiojnjels
0€C S 1’82 (74 €'ee S €le L'yl 1ze'8 ¥GS'L 0€L'8 €2LL 259°L 9€5'8 L' 80v'9 Sjunodoe JusWBeNeS YaIYM JO
Sy 8¢ €9l L' 8'cC L'SL 8'€C €9z 0lG'6Y  20Z'0S 0z6'6y  LOL'LG  198'CG  GSE'8y  6LLLY  9vl'ee sysodaQ
1’6 9'6 68 8l 68l (Y04 oLl 9¢ 6€2'SL  L00'9L  2L9'GL 0809  Z8E'WL 609Vl  ¥IL'CL  9S6'0L Kouaung
9'L- 4] 144 €6 0'ce 191 102 661 6v.'¥9 0LZ'99  LeS'S9  /8L'/9 6¥Z'L9 G969  EV6'ES  COL'YY Keuop eseg
(yuaouad u abueyn)
€l 8L S0 [ 8L~ L0~ 1’0 A 880'9- 666'G- L0v'G- glz'e- €¥G'G- £68'7- 658"y~ 988'1- (1ou) sway JoYI0
00 00 00 00 00 00 00 00 89 89 89 ¥9 9 9 €L €8 $10}09S JlISBWOP JBYJ0 UO swie|n
0l- L S'9 ] 8¢ 90~ S8 616 G18C 00Z'9 €82'G 629 168'¢ L0Z'y ¥6¢€ suonesado Jexew uado yoym JO
0L- 0 08 LG 8¢ 90- S8 Sl 8€s 8Ly 160°L 0.9'G 0v9'C Li6'e alz'y 601 $)ueq uo swie|n
70 00 00 10~ 00 €0 20 S'e L1 861- 6v¢- 88¢- S/L- 181~ Lee- 09¢- (Jou) JudWUIBAOE UO SWIE|D YIIYM JO
61~ €l S'. S'e 61 ¥'0- ¥'8 4% 099°G- 1G6°L- €05°L Lee sLo0'e- GOL‘L- 106~ ¥59'p- sjessy olsawo(q 18N
1’6 Lok V'L S'. 4" i 29 2ol ¥GL'¥G  0€8'€S  9vv'ey  6LZ'8y  9L9'8y  6LVLv  vEELY  SSG'8E SBAISSSY |euOheuIBlU| I8N
68~ L¢e S0 8- 8L LS 1’9 601 ¥YL9'GL  LSZWL  L¥S'vL L'l 9L9le  L.8'9L  96¥'El  G9L0OL Aouauino uBle.I0} Ul SEAIBSBI SHUBY YIIYM JO
€0 g9 0. LG 002 A% €CL S'G 60%'0L 191’89 620v9  9G6'99  ¥9Z'0L 6909  v¥8'YS  SSE'eh sjessy ublaio4 18N
(Asuow aseq ul 86ueyd 0} uoNqLIU0Y)
jueg |euoljeN ueljeold ay} Jo }9ayg asuejeg
6'GlL 891 0L g€l 0ok L) 1’9 S'. 0G8°c0L 060°€0L 88966  ¢¥0'C6 00,06  LSZ'88 192'98  €v.'l8 pajeulwousp-Aous.Lnd ubiaio
eyl (N4 [ 9/ 1474 [WAe] 0€C 9vC 82S'vS  vS8'¥S  OLL'8y  ¥¥8'0S 695y 189'SF 6906  €¥9'€ET pajeujwousp-euny
'Sl 611 Vil 28l 8’6l 961 66 601 8/€'8GL V¥¥6LSL 86L°L¥L S88'CL 89Z'8EL 8EGEEL 0€8'SLL  98€'SOL AKsuop 1send
144" [egsr4 Gl 162 74 [4aVr4 6CL 'L 986'GE  LL8'LY  16C'VE 181'GE L/€C€ zle'ee  €59'9¢  909'ce siisodsp puewsq
1’6 9'6 68 8l 68l 1'0¢ oLl 9¢ 6€2'SL  L00°9L  2L9'GL  080'9L Z8E'WL  609'VL  ¥IL'CL  9S6'0L syueq apisino Aousund
8¢l €6l el L'ee [ &44 052 €ClL 0¢C GZZ'LG  8/8LS 606°6Y  L9G'LG €59y  LZS'8y  L18'8E  C9S'¥E Ksuop mouteN
L'y €8l 6L 26l eor4 08l soL 9'8 €09'60Z <z8'Gle L0L°L6L 9W¥'¥6L 1Z0'G8L 6S¥'Z8L  LV9'VSL 8¥6'6EL Ksuop peoig
2'8C €le ¥'29 €'Ge oy Y44 (x43 €6 066'09- 10.6S- 888'89- PSL'€SG- GPE'€S-  G8Y'Gh-  ¥80°LE-  €L0°€E- (3ou) sway Joyi0
Lel 0'GlL il Y4 &4 L'ee il oL G68'60C 889'80C 992°00C S¥S'Z6L 089'68L 88Y'L8L LOVLvL LZS'SClL /€ S10}08S J}SBLIOP JBLO UO swie|n
o€l SyL- T L'ee- €02 a4 6Cy 8¢ €ee'el  8LL'vL  GSL'8L  29¥'sL  0SL'ZL  OLS9lL 118’8l gal'el /2 18U ‘JuawuIanob uo swieln
ozl 6¢ClL Syl Syl [A% 6'8lL 26l 8Ll 616922 9.0'9z¢ ¥19'lee OvL'Sle €¥Z'60C 62€'00C 8Z¥'89L 8.Z'Lyl /1 (uoniuyap gND) Hpa1o dlsawoq
(A 'L ol 06 601 6L vic 9CL 695'G9L  9/€'99L 92.'TSL 98579l 868'GSL  P¥8'YSL E€vELEL SOZ'80L sjossy onsswoq 1oN
(WA S8y Ovr- g6z  L'LL- L9 €98 102 »29°c- G66°c- 919°C- 908t~ £16°G- £96t- 9/2'%- 962°c- (souna jo suoljji uj)
yAVAS L8y 8y 062- O0LL- 96l 1’6 L'z 9/€'9z-  vLL'8L- I¥0'6L- 960'GE-  OvL'Ly- GGY'9E-  OVSLE-  €19'/L- syueq Aeuow ysodaQ
'l L9 1’8 67 L'l €Ll 96l (4 G296 G0E'6 £6.°8 8916 8156 €z.'8 9er', vEP'9 (souna jo suoljiw uj)
4] 9 ) 9'G 98l 891 L [ 4 60%°0L 19189  620v9  9S6'99  ¥9Z'0L 6909  v¥8YS  SSE'6Y jueg [euoieN ueneold
269 56 '8. 29z 9cel 06l 9€C e 1509 0529 12/1°9 29t Sr6°c 09/°¢ 09L°¢ 8eL'y (souna jo suoljjius uf)
yAVAS} 1’6 092 LZL vvel g8l 9'9¢z- Le- YeO'vy  Lvv'6y  286v¥  098'LE  ¥Zl'6c  vl9'LZz  vOE'ee  evllE sjessy ubleiod 1oN
(yusouad ul ebuey)) Kaning Kiejouopy
CEE| O €0 [4e} 10 CEE| O €0 [4e} 10
8002 200  L00C  L00C  L00Z 9002 S002 002 8002 1002 2002 1002 1002 9002 S002 002

(paye)s 8sIMIBY)0 SSBjUN euNny JO suol|jiw uj ‘polad-pus)

80—+00Z ‘Suno29y Alejouoly :eneold v ajqel



22

Table 5. Croatia: Financial Soundness Indicators, 2001-07
(Banks, in percent, unless otherwise indicated)

2001 2002 2003 2004 2005 2006 2007 Q3
Core Set
Regulatory capital to risk-weighted assets 18.5 17.4 16.5 16.0 15.2 13.6 16.1
Regulatory Tier | capital to risk-weighted assets 16.9 15.2 14.1 13.7 135 12,5 15.7
Nonperforming loans net of loan-loss provisions to capital 21.0 19.6 22.6 19.0 16.7 12.4 10.8
Nonperforming loans to total gross loans 1/ 13.8 10.2 8.9 7.5 6.2 5.2 4.9
Sectoral distribution of loans to total loans
Nonfinancial corporations 47.9 45.0 41.0 39.5 38.5 40.0 37.6
Households 425 445 47.8 49.9 49.7 49.4 49.4
Other sectors 9.6 10.5 11.2 10.6 11.7 10.7 13.0
Return on assets 0.9 1.6 1.6 1.7 1.6 1.5 1.6
Return on equity 6.6 13.7 141 16.1 151 13.0 11.8
Net interest income to gross income 59.0 56.3 58.9 56.6 57.9 58.3 57.2
Noninterest expenses to gross income 84.4 72.9 72.7 68.0 66.7 67.8 65.9
Liquid assets to total assets 2/ 26.8 17.6 18.7 16.1 11.5 12.6 111
Liquid assets to short-term liabilities 2/ 90.3 57.8 66.8 62.0 421 47.0 43.9
Net open position in foreign exchange to capital 24.7 18.2 7.4 2.6 2.7
Encouraged Set
Deposit Takers 3/
Capital to assets 9.2 9.5 8.9 8.6 9.0 10.3 12.0
Large exposures to capital 224.8 151.3 128.4 161.4 122.6 83.7 60.3
Geographical distribution of loans to total loans
Residents 99.5 99.5 99.6 99.8 99.7 99.5 99.4
Nonresidents 0.5 0.5 0.4 0.2 0.3 0.5 0.6
Gross asset position in derivatives to capital 0.8 0.6 0.9 11
Gross liability position in derivatives to capital 1.2 1.0 0.7 0.8
Noninterest income to total income 41.0 43.7 411 43.4 421 417 42.8
Personnel expenses to noninterest expenses 30.5 33.9 32.5 32.7 341 33.8 252
Spread between domestic lending and deposit rates 6.3 11.0 10.1 9.9 9.5 8.2 71
Spread between foreign exchange lending and deposit rates 6.2 5.5 5.0 4.2 3.8 3.3 3.2
Noninterbank loans to noninterbank deposits 63.6 80.9 87.0 92.2 101.1 107.9 1124
Foreign currency-denominated loans to total loans 4/ 78.4 75.8 70.9 76.7 78.5 69.6 60.8
Foreign currency-denominated liabilities to total liabilities 4/ 791 76.0 76.1 78.1 78.8 77.9 73.8
Net open position in equities to capital 0.3 0.2 0.1 0.1
Other Financial Corporations (OFCs)
OFCs’ assets to total financial system assets 12.5 15.0 16.6 18.6 21.3 23.7 26.3
OFCs’ assets to GDP 12.3 16.1 19.5 239 29.9 37.0 41.0
Nonfinancial Corporations 5/
Total debt to equity 45.8 44.5 40.9 45.9 49.3 57.0
Return on equity 1.1 3.6 1.8 2.7 4.4 5.1
Net foreign exchange exposure to equity 7.3 8.9 10.0 10.9 124 13.2
Households
Household debt to GDP 19.0 24.7 28.9 31.8 35.5 40.3 40.3
Household debt service and principal payments to income 3.7 4.6 6.1 6.0 6.1 6.0
Real Estate Markets
Residential real estate loans to total loans 13.9 13.0 15.0 16.8 17.9 19.5 19.8
Other Indicators
Loan-loss provisions to nonperforming loans 71.4 68.0 60.6 62.3 60.0 61.5 58.9
Change in credit to GDP ratio 8.3 13.5 8.3 6.9 11.3 14.0 10.8
Net interest income to average total assets 3.6 3.3 3.4 3.0 29 2.7 2.7
Noninterest expenses to average total assets 5.1 4.2 4.1 3.6 3.3 3.2 3.1
Loans to assets 44 .4 53.0 53.9 54.7 58.5 61.6 63.4
Liquid assets to total deposits 38.0 24.6 26.6 23.8 17.4 18.9 17.5
Net claims on government to total assets 18.6 16.8 13.6 9.9 11.6 5.5 5.4
Foreign currency deposits to total deposits 77.4 74.4 73.1 74.2 731 64.6 61.3

Source: Croatian National Bank.

1/ Assets include gross loans, interbank loans, investment portfolio of banks, total interest income, total off-balance sheet claims.

2/ Liquid assets are on a net basis. They include deposits at banks and at the central bank, short-term government and central bank paper,
and overnight loans extended; less required reserve funds, central bank loans received, and overnight loans received. The sharp decline in
liquidity in 2005 coincided with the start of reverse repo operations by the CNB that gave banks market-based access to liquidity when needed.

3/ Commercial banks only. End-year FSls, based on audited annual financial statements, can differ slightly from quarterly data.

4/ Includes kuna-denominated instruments linked to foreign currencies.

5/ Based on unconsolidated audited financial statements following IAS; not in line with the IMF FSI Compilation Guide.
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(In percent, unless otherwise indicated)

2003 2004 2005 2006 2007 Latest
Prel. Value Date

External indicators
Real effective exchange rate (using consumer prices) 1/, 2000=100 105.4 107.6 109.7 111.8 112.9 115.6 Dec-07
Exports of goods and services (volumes, percentage change, yoy) 2/ 11.4 5.7 4.6 6.9 5.7 2.1 Q4 -07
Imports of goods and services (volumes, percentage change, yoy) 2/ 121 4.6 3.5 7.3 5.8 6.0 Q4 -07
Current account deficit (millions of euros) 3/ -1,600 -1,434 -1,976 -2,692 -3,206 -3,206 Q4 -07
Current account deficit in percent of GDP 3/ -6.1 -5.0 -6.3 -7.9 -8.6 -8.6 Q4 -07
Capital and financial account in percent of GDP 3/ 14.0 8.8 12.3 14.6 13.0 13.0 Q4 -07
Gross official reserves (millions of euros) 6,554 6,436 7,438 8,725 9,307 9,677 Feb-08
Gross official reserves in percent of broad money (M4) 38.9 35.3 355 351 31.6 33.6 Feb-08
Gross official reserves in percent of reserve money 163.9 145.5 135.8 138.3 131.3 143.4 Feb-08
Gross official reserves in months of current year's imports of goods and NFS 5.2 4.8 5.1 53 5.2 53 Feb-08
Gross usable international reserves in percent of domestic FX deposits 50.6 47.2 47.7 53.8 52.3 52.8 Feb-08
CNB net international reserves (NIR; millions of euros) 4,546 5,026 5,604 6,464 7,348 7,524 Feb-08
CNB NIR in months of current year's import of goods and NFS 3.6 3.7 3.8 4.0 4.1 4.2 Feb-08
Short-term debt (by residual maturity, in percent of NIR) 95.4 117.8 158.5 148.6 127.7 127.7 Q4 -07
Short-term debt and current account deficit net of FDI (in percent of NIR) 111.5 130.7 160.2 146.0 148.8 148.8 Q4 -07
Total external debt, percent of GDP 75.8 80.0 824 85.5 87.8 87.8 Dec-07
External debt service to export ratio 3/ 22.8 244 27.2 375 37.7 37.7 Q4 -07
Financial indicators
General government debt in percent of GDP 40.9 43.3 43.8 41.0 37.9 379  Dec-07

Domestic in percent of GDP 17.8 19.9 242 24.4 23.6 23.6 Dec-07

Foreign in percent of GDP 231 234 19.6 16.6 14.3 14.3 Dec-07
Broad money (M4, percentage change, yoy) 11.0 8.6 10.5 18.0 18.3 14.7 Feb-08
Claims on other domestic sectors (change, yoy) 14.6 14.0 17.4 231 15.0 13.7 Feb-08
Short-term interest rate (in percent, e.o.p.) 6.2 4.8 3.0 2.8 6.0 52 Feb-08
Stock market CROBEX index (1000 at July 1, 1997), e.o.p. 1,185 1,565 1,998 3,211 5,239 3,797 4/2/08
Zagreb Stock Exchange, capitalization (stocks, percent of GDP) 25 40 50 80 128 113 4/2/08
Bond yield spreads (EMBI Global, e.o0.p.) 96 42 36 40 94 125 4/2/08
Debt ratings: Moody'’s:

Government bonds, foreign currency Baa3 Baa3 Baa3 Baa3 Baa3 Baa3 Apr-08

Government bonds, domestic currency Baa1 Baa1 Baa1 Baa1 Baa1 Baa1 Apr-08
Foreign debt ratings

Fitch: Local currency LT BBB+ BBB+ BBB+ BBB+ BBB+ BBB+ Apr-08

Fitch: Foreign currency LT BBB- BBB- BBB- BBB- BBB- BBB- Apr-08

Standard and Poor’s: Local currency LT BBB+ BBB+ BBB+ BBB+ BBB+ BBB+ Apr-08

Standard and Poor’s: Foreign currency LT BBB- BBB BBB BBB BBB BBB Apr-08
Banking system:
Regulatory capital to risk-weighted assets 16.5 16.0 15.2 13.6 16.1 Q3 -07
Nonperforming loans to total loans 8.9 7.5 6.2 5.2 4.9 Q3 -07
Loan-loss provisions to non-performing loans 60.6 62.3 60.0 61.5 58.9 Q3 -07
Net open foreign exchange position to capital 247 18.2 7.4 2.6 2.7 Q3 -07
Foreign currency deposits to total deposits 4/ 73.1 74.2 731 64.6 61.3 Q3 -07
Foreign currency loans to total loans 4/ 70.9 76.7 78.5 69.6 60.8 Q3-07

Sources: Croatian National Bank; Ministry of Finance; Central Bureau of Statistics; Bloomberg; MediaScan; and Fund staff estimates.

1/ An increase in the index reflects an appreciation; annual averages through 2007.

2/ National accounts concept.
3/ Sum of four quarters to the latest observation.
4/ Including foreign currency-linked deposits and loans.
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Table 7. The CNB’s Measures 1/

Prudential and supervisory

e Higher reserve requirements for general banking risks for banks with asset growth above
specific thresholds;

e Introduction of capital charges for market risks;

e Increased risk weights on unhedged foreign-currency loans;

e |ssuance of guidelines for banks for managing risks related to FX and household loans;
e Intensified cross-border supervisory coordination;

e Intoduction of link between minimum required capital and loan growth.

Administrative

e Marginal reserve requirement (MRR) on banks’ new foreign borrowing: introduced in mid-
2004 at a rate of 24 percent, subsequently increased in steps to 55 percent; loopholes in the
base closed. A 55 percent special reserve requirement also applies to banks' bond issuance
(to close a loophole in the MRR).

e Reintroduction of credit controls, effective at the start of 2007; previously used in 2003.
In 2007, banks were required to purchase low-yielding CNB bills for 50 percent of the
amount by which their credit growth exceeded the CNB ceiling, which is consistent with
12 percent credit growth for the full year.

The CNB modified the current controls several times to close loopholes, and, in
December 2007, confirmed the retention of the controls in 2008. In 2008, 1 percent
monthly sublimits apply and other conditions were tightened: the purchase requirement
for excess credit growth was increased to 75 percent; and the CNB bill yield was cut to
0.25 percent.

e Foreign-currency liquid asset requirement, also known as the “32 percent rule.”
The CNB broadened its base in late 2006 to include indexed instruments.

e Banks are also subject to a high general reserve requirement (17 percent).

Source: adapted from the accompanying FSSA Update.

1/ Outside the CNB’s remit, other relevant measures in 2006—07 include the launch of the
credit registry; and the Leasing Act, which prohibits non-leasing credits by leasing companies.
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2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Prel. Proj. Proj. Proj. Proj. Proj. Proj.
Real sector (Percentage changes)

Real GDP 1/ 5.3 43 4.3 4.8 5.6 43 4.0 4.8 4.8 4.8 4.8
Consumption, total 3.7 35 2.8 3.1 5.5 4.5 3.9 4.0 4.4 42 43
Of which: private 4.6 4.8 3.4 3.5 6.2 4.7 4.3 45 45 4.5 4.5
Gross fixed capital formation, total 24.7 5.0 4.9 10.9 6.5 1.9 1.8 4.3 4.5 4.5 4.5
Of which: private 24.0 8.1 8.0 14.4 3.5 44 4.2 5.0 4.5 45 4.5

General government finances 2/ (In percent of GDP)
Revenue 451 44.9 44.5 44.8 46.3 45.2 451 44.9 44.7 44.2 43.8
Expenditure 3/ 51.3 49.7 48.5 47.7 48.6 47.6 46.4 454 44.7 43.7 43.1
Balance 3/ -6.1 -4.8 -4.0 -3.0 -2.3 -2.3 -1.4 -0.5 0.0 0.4 0.6
Privatization receipts 4/ 21 0.6 0.6 1.6 1.1 0.8 0.4 0.2 0.1 0.1 0.1
Domestic financing 1.5 24 53 3.7 23 -0.2 1.2 0.6 0.6 0.3 -0.1
Foreign financing 2.5 1.8 -1.9 -1.4 0.0 2.0 0.0 -0.1 -0.5 -0.6 -0.6
Debt 40.9 43.3 43.8 41.0 37.9 37.0 35.9 34.0 32.0 29.7 27.3

Balance of payments (In percent of GDP)
Current account balance -6.1 -5.0 -6.3 -7.9 -8.6 -9.0 -8.7 -7.9 -7.4 -6.8 -6.4
Exports f.0.b. 21.3 23.0 231 24.7 24.5 25.1 251 254 25.7 26.0 26.4
Imports f.0.b. -47.8 -46.5 -47.1 -49.1 -49.7 -49.5 -49.0 -48.4 -48.2 -47.9 -47.7
Merchandise trade balance -26.6 -23.4 -24.0 -24.4 -25.2 -24.4 -23.9 -23.1 -22.5 -21.9 -21.3
Services and income, net 15.7 14.3 13.9 13.3 13.8 12.8 12.7 12.8 12.8 12.9 12.9
Of which: travel receipts (credits) 21.2 19.2 19.2 18.4 18.0 18.0 18.1 18.2 18.4 18.4 18.3
Capital and financial account 14.0 8.8 12.3 14.6 13.0 12.7 1.5 11.4 1.5 11.2 10.8
Of which: FDI 5.2 23 41 7.5 9.1 5.2 5.0 5.3 5.4 5.5 5.6
Gross external debt 75.8 80.0 824 855 87.8 87.9 87.8 87.0 86.5 85.6 84.2
Net external debt 33.2 37.7 43.1 44.3 46.1 46.1 46.1 45.3 44.7 43.8 42.5
Nominal GDP (in millions of kuna) 198,422 214,983 231,349 250,590 275,078 299,435 322,286 348,564 376,254 406,143 438,407
Nominal GDP (in millions of euros) 26,232 28,681 31,263 34,220 37,496 40,816 43,931 47,513 51,287 55,362 59,760

Sources: Central Statistics Bureau; Croatian National Bank; Ministry of Finance; and Fund staff estimates.

1/ Assumes an increase in total factor productivity and potential growth as EU accession approaches.

2/ Modified accrual basis based on GFS 1986 methodology.
3/ Excludes repayments of “pensioners’ debt.”
4/ Excludes privatization receipts used to repay “pensioners’ debt.”
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Table 9. Croatia: Staff Medium-Term Alternative (Reform) Scenario, 2003-13 1/

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Prel. Proj. Proj. Proj. Proj. Proj. Proj.
Real sector (Percentage changes)

Real GDP 1/ 5.3 4.3 4.3 4.8 5.6 43 4.8 6.3 6.5 7.0 7.0
Consumption, total 3.7 35 2.8 3.1 5.5 4.5 4.4 5.2 5.8 5.9 6.2
Of which: private 4.6 4.8 34 35 6.2 4.7 4.9 6.0 6.3 6.5 6.7
Gross fixed capital formation, total 24.7 5.0 4.9 10.9 6.5 1.9 2.5 54 6.9 7.8 7.8
Of which: private 24.0 8.1 8.0 14.4 3.5 4.4 5.0 6.3 7.0 8.0 8.0

General government finances 2/ (In percent of GDP)
Revenue 451 44.9 44.5 44.8 46.3 45.2 45.2 45.2 451 44.6 443
Expenditure 3/ 51.3 49.7 48.5 47.7 48.6 47.6 46.4 454 44.8 43.7 42.8
Balance 3/ -6.1 -4.8 -4.0 -3.0 -2.3 -2.3 -1.2 -0.2 0.3 0.9 1.4
Privatization receipts 4/ 21 0.6 0.6 1.6 1.1 0.8 0.4 0.2 0.1 0.1 0.1
Domestic financing 1.5 24 53 3.7 23 -0.2 1.0 0.3 0.2 -0.2 -0.9
Foreign financing 2.5 1.8 -1.9 -1.4 0.0 2.0 0.0 -0.1 -0.5 -0.6 -0.5
Debt 40.9 43.3 43.8 41.0 37.9 37.0 35.4 32.8 30.0 26.7 23.3

Balance of payments (In percent of GDP)
Current account balance -6.1 -4.9 -6.2 -7.9 -8.6 -9.0 -8.9 -8.4 -7.5 -6.9 -6.4
Exports f.0.b. 21.3 23.0 231 24.7 24.5 25.1 251 254 26.0 26.5 26.8
Imports f.0.b. -47.8 -46.5 -47 1 -49.1 -49.7 -49.5 -48.9 -48.3 -48.1 -48.0 -48.0
Merchandise trade balance -26.6 -23.4 -24.0 -24.4 -25.2 -24.4 -23.8 -22.9 -22.2 -21.5 -21.1
Services and income, net 15.7 14.3 13.9 13.3 13.8 12.8 12.5 12.2 12.6 12.6 12.8
Of which: travel receipts (credits) 21.2 19.2 19.2 18.4 18.5 18.0 18.3 18.4 18.8 18.9 19.1
Capital and financial account 14.0 8.8 12.3 14.6 13.0 12.7 12.6 12.7 1.7 11.6 11.2
Of which: FDI 5.2 23 4.1 7.5 9.1 5.2 5.3 5.9 6.1 6.5 6.7
Gross external debt 75.8 80.0 82.4 85.5 87.8 87.9 87.9 86.8 84.5 81.6 78.4
Net external debt 33.2 37.7 43.1 44.3 46.1 46.1 46.1 451 42.7 39.8 36.6
Nominal GDP (in millions of kuna) 198,422 214,983 231,349 250,590 275,078 299,435 324,843 356,190 390,723 430,616 474,582
Nominal GDP (in millions of euros) 26,232 28,681 31,263 34,220 37,496 40,816 44,280 48,553 53,260 58,698 64,691

Sources: Central Statistics Bureau; Croatian National Bank; Ministry of Finance; and Fund staff estimates.

1/ Assumes substantial reform of the business environment that resolves land ownership uncertainties, reduces corruption and the regulatory burden, and
transparently completes privatization. This results in higher greenfield FDI inflows and faster growth in total factor productivity (about double the baseline pace)
from 2009. Increased competitiveness is reflected in both higher goods exports and in higher tourism investment and receipts.

2/ Modified accrual basis based on GFS 1986 methodology.

3/ Excludes repayments of “pensioners’ debt.”

4/ Excludes privatization receipts used to repay “pensioners’ debt.”
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Table 10. Croatia: Staff Medium-Term Alternative (Worse External Environment) Scenario, 2003-13 1/

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Prel. Proj. Proj. Proj. Proj. Proj. Proj.
Real sector (Percentage changes)

Real GDP 1/ 5.3 43 4.3 4.8 5.6 4.0 3.5 43 4.3 43 4.3
Consumption, total 3.7 35 2.8 3.1 5.7 43 3.8 3.8 4.2 4.0 4.1
Of which: private 4.6 48 34 35 6.2 4.6 4.2 43 4.3 43 4.3
Gross fixed capital formation, total 24.7 5.0 4.9 10.9 6.5 1.8 1.7 4.1 4.3 4.3 4.3
Of which: private 24.0 8.1 8.0 14.4 35 4.2 4.1 4.8 4.3 43 4.3

General government finances 2/ (In percent of GDP)
Revenue 451 44.9 44.5 44.8 46.3 45.2 451 451 44.9 44.5 44.2
Expenditure 3/ 51.3 49.7 48.5 47.7 48.6 47.6 46.7 45.9 45.4 44.7 443
Balance 3/ -6.1 -4.8 -4.0 -3.0 -2.3 -2.4 -1.5 -0.8 -0.4 -0.1 0.0
Privatization receipts 4/ 21 0.6 0.6 1.6 1.1 0.8 0.3 0.2 0.1 0.1 0.1
Domestic financing 1.5 24 53 3.7 23 0.0 1.4 0.9 1.1 0.9 0.6
Foreign financing 2.5 1.8 -1.9 -1.4 0.0 2.0 0.0 -0.1 -0.5 -0.6 -0.6
Debt 40.9 43.3 43.8 41.0 37.9 37.3 36.5 35.0 33.5 31.8 30.1

Balance of payments (In percent of GDP)
Current account balance -6.1 -5.0 -6.3 -7.9 -8.6 -9.2 -9.1 -8.8 -8.5 -8.1 -7.8
Exports f.0.b. 21.3 23.0 231 24.7 24.5 25.0 24.9 25.0 25.3 25.6 26.0
Imports f.o0.b. -47.8 -46.5 -47.1 -49.1 -49.7 -49.6 -49.1 -48.6 -48.4 -48.2 -48.0
Merchandise trade balance -26.6 -23.4 -24.0 -24.4 -25.2 -24.6 -24.3 -23.5 -23.1 -22.5 -22.0
Services and income, net 15.7 14.3 13.9 13.3 13.8 12.8 12.6 12.4 12.2 12.1 12.1
Of which: travel receipts (credits) 21.2 19.2 19.2 18.4 18.5 17.8 18.0 18.0 18.1 18.1 18.1
Capital and financial account 14.0 8.8 12.3 14.6 13.0 12.7 11.0 11.3 1.5 11.5 1.5
Of which: FDI 5.2 23 4.1 7.5 9.1 4.7 43 44 4.4 44 4.4
Gross external debt 75.8 80.0 82.4 85.5 87.8 88.5 88.9 89.3 89.9 90.6 91.1
Net external debt 33.2 37.7 43.1 44.3 46.1 46.8 47.2 47.5 48.2 48.8 49.4
Nominal GDP (in millions of kuna) 198,422 214,983 231,349 250,590 275,078 298,683 320,041 344,485 370,076 397,569 427,105
Nominal GDP (in millions of euros) 26,232 28,681 31,263 34,220 37,496 40,714 43,625 46,957 50,445 54,193 58,219

Sources: Central Statistics Bureau; Croatian National Bank; Ministry of Finance; and Fund staff estimates.

1/ Assumes a less favorable external environment (lower-than-baseline import demand for Croatia's goods and services and higher external borrowing costs).
This results in real GDP growth and new FDI inflows modestly lower than in the baseline, wider-than-baseline current account deficits, and a continuing increase
in the external debt-to-GDP ratio through the projection period.

2/ Modified accrual basis based on GFS 1986 methodology.

3/ Excludes repayments of “pensioners’ debt.”

4/ Excludes privatization receipts used to repay “pensioners’ debt.”
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Table 11. Croatia: Past Fund Policy Recommendations and Implementation

Policy area Directors’ recommendations Implementation
(2006 Article IV consultation)
Fiscal policy More ambitious fiscal consolidation than  Significant tightening of medium-term fiscal

Central bank policies

Structural policies

envisaged in the authorities’ (2006)
medium-term plans.

Resist spending pressures in the run-up
to elections in late 2007, and ensure a
fiscal deficit in 2007 no larger than the
budget target.

Support for the tightly managed
exchange rate, but emphasized the
importance of supporting policies (fiscal,
structural, financial).

Reservations about the reintroduction of
credit controls, whose impact and side
effects would need close monitoring,
while sharing concerns about the
prudential and macroeconomic risks of
ongoing rapid credit growth.

Consider tighter prudential measures
that would raise credit quality and
reduce vulnerabilities.

Significantly improve the business
environment: reduce the administrative
burden, legal uncertainties, and
corruption.

Restructure the loss-making shipyards,
reform the remaining public enterprises,
and remove impediments to
privatization.

targets in the July 2007 revision of the
Economic and Fiscal Policy Guidelines.

With revenues overperforming in mid-2007,
a supplementary budget provided for higher
spending but a lower deficit. The general
government deficit outcome (2.3 percent of
GDP) was significantly below the original
budget target (3.0 percent). Taking into
account off-budget and quasi-fiscal
activities, cyclical adjustment implies that
the overall fiscal stance was expansionary
in 2007.

The CNB continues to tightly manage the
exchange rate.

The CNB closed loopholes in the credit
controls in 2007 and maintained the
controls in 2008.

Other prudential and supervisory measures
recently implemented, including a further
increase in risk weights on unhedged
foreign-currency loans, and the introduction
of a link between minimum required capital
and loan growth (see Table 7).

Some progress (see para. 28), but Croatia
still lags most peer countries on business
environment indicators.

Shipyard reform was delayed through 2007.
In March 2008, the authorities announced
plans to start the sale of two shipyards at
end-2008.

Mixed progress on privatization. A new
head of the privatization fund was appointed
in February 2008.
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Table 12. Croatia: Key Recommendations of the FSAP Update

MEASURES TIMING PRIORITY  STATUS

Financial sector stability

¢ Carefully plan the transition away from administrative measures, with ST High Pending;
the objective of eliminating negative side effects while maintaining discussions
financial stability* ongoing

¢ Continue to monitor closely and frequently banks’ risk management ST High Ongoing
practices and lending standards and take appropriate measures to
address emerging risks

e Strengthen stress testing analyses and regularly use in monitoring risks ST High/Med  Ongoing
and assessing financial stability*

¢ Reduce incentives that stimulate particular types of bank loans MT High Pending

¢ Continue efforts to raise risk awareness of banks, borrowers, and stock MT High Ongoing
market investors

e Expand the coverage of the credit registry to include non-banking MT High/Med Pending
institutions

Contingency planning

o Establish formal communications with monetary and supervisory ST High Initiated;
authorities of the parent banks on issues of crisis management waiting for

response

o Adopt the law on deposit insurance consistent with the EU framework MT High/Med Ongoing;
and design of an effective bank resolution mechanism, with clarity as to discussions
the legal framework and roles and responsibilities of all the parties took place
involved in bank resolution and restructuring process* to clarify the

roles

Liquidity and risk management

e Broaden the range of eligible collateral for interbank securitized lending  MT High Pending
to help reduce segmentation in the interbank money market*

o Develop hedging markets/instruments to facilitate management of MT High Pending
interest and FX risks*

Nonbank financial sector and cross-sector risks

¢ Build comprehensive data and monitoring processes (investor ST High/Med Initiated,
composition, trading trends and composition, automated early warning efforts
system for suspicious trades, including through OMX), and map ongoing
ownership structures of conglomerates, and clarify the roles for their
supervision*

¢ Improve regulatory capacity to monitor and enforce financial accounting ST Medium Pending
standards and market disclosure

¢ Increase pension funds’ permissible investments in foreign securities MT Medium Pending

e Pursue plans to increase the level of contribution and further privatize MT Medium Pending
the pension fund system

o Enhance supervisory capacity to migrate to Solvency |l risk based MT Medium Pending

standards for insurance companies

Source: accompanying FSSA Update.

* Possible areas for technical cooperation.
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Figure 1. Croatia: Macroeconomic Developments, 2001-07
(In percent of GDP, unless specified otherwise)

Fueled by easy credit, private consumption has

contributed significantly and increasingly to GDP growth.
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Figure 2. Croatia: External Debt, 2002—-07

Government foreign borrowing declined ... ... but private sector foreign borrowing rose sharply.
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Sources: Croatian National Bank; and Fund staff calculations.

1/ Measured net debt equals gross debt less official reserves and commercial banks foreign assets. It may overestimate
“true” net debt as there is evidence of unrecorded private sector foreign asset accumulation, described in Box 1 of IMF
Country Report No. 06/346.
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Figure 3. Croatia: Euroization and Credit Growth, 1999-2008

With saving habits deeply rooted, financial

euroization in Croatia is persistent ...
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Figure 4. Croatia: Inflation, 2001-08
(Year-on-year percentage changes)

Wage growth has been contained ...

... with limited pass-through from world oil
prices to retail energy prices ...
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1/ Based on oil prices in euros, converted from the simple average of three spot prices (Dated Brent, West Texas Intermediate, and

the Dubai Fateh, US$ per barrel).
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Figure 5. Croatia and Selected European Countries: Competitiveness Indicators, 2000-07

While growth in goods exports has ... and export market share—after rising significantly—
remained moderate, tourism is strong ... has held steady, though behind top performers.
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Figure 6. Croatia: Financial Market Conditions, 2000-08
(In basis points)

Bond spreads increased with the global financial

turbulence, but remain moderate by historical standards.
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Figure 7. Croatia and Selected European Countries:
Business Environment, 2005-08

Despite recent improvements, Croatia still performs below the average of its peers in central
and eastern Europe in various cross-country rankings of business environment indicators.
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APPENDIX I. CROATIA: DEBT SUSTAINABILITY ANALYSIS
A. Fiscal Sustainability

1. Fiscal consolidation would keep public debt on its downward trend. Under the
baseline scenario, public debt would fall from 38 percent of GDP in 2007 to 27 percent of
GDP by 2013. Stress-testing suggests that most shocks leave public debt either declining or
unchanged (Table 13, Figure 8). The one notable exception is the scenario keeping key
variables at their historical averages, under which the debt ratio increases by 13 percentage
points of GDP between 2007 and 2013. This is because the historical primary deficit does not
yet fully account for the significant fiscal consolidation in 2004—06—with consolidation
continuing in the medium term baseline—while the historical growth rate is unduly affected
by a recession in 1999. Assuming no policy change beyond 2007, the debt ratio would stay
roughly constant over the forecast horizon, as it also would in the case of a large and
sustained drop in economic activity. The dynamics of the debt ratio would continue to be
resilient under the assumptions behind scenarios including a policy-induced widening of the
primary deficit, and also a combination of a policy-induced widening of the primary deficit, a
slowdown in growth, and an interest rate hike. Under the two one-time shock scenarios, the
debt ratio resumes a downward trend following the initial shock. The inclusion of the stock
of state guarantees and arrears (about 10 percent of GDP) in the above analysis does not
materially change the described responses to shocks.

B. External Sustainability

2. External debt rose by over 26 percentage points of GDP (in euro terms) between 2002
and 2007, on the back of strong private sector borrowing and notwithstanding efforts at fiscal
consolidation, a shift by the public sector towards domestic financing, and measures by the
central bank to discourage bank external borrowing. In the baseline projection—which
incorporates a deterioration of the external current account balance relative to GDP in 2008
followed by a gradual improvement in subsequent years—the debt-to-GDP ratio continues to
hover around 88 percent in 2008—09 and then gradually declines towards 84 percent by 2013
(Table 14). Alternative scenarios demonstrate the sensitivity of external debt to several
factors, highlighting the need for vigilance in economic management to forestall
unsustainable debt dynamics (Figure 9). In the scenario keeping key variables at their
historical averages, the external debt ratio eases slightly. In scenarios with lower growth or a
worsening current account, the debt-to-GDP ratio rises to around 90 percent. The small effect
of the interest rate shock partly reflects the low historical standard deviation of interest rates
(with one-half standard deviation equivalent to about 70 basis points); doubling the size of
the interest rate shock would push the debt/GDP ratio to over 90 percent. A large real
depreciation has significant adverse effects, with the debt-to-GDP ratio possibly averaging
over 120 percent between 2009 and 2013.
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Figure 8. Croatia: Public Debt Sustainability: Bound Tests 1/
(Public debt in percent of GDP)

Baseline and historical (A1) scenarios Interest rate shock (B1; in percent)
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Sources: Croatian authorities; and Fund staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks. Figures in the
boxes represent average projections for the respective variables in the baseline and scenario being presented. Ten-year
historical average for the variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ One-time real depreciation of 30 percent and 10 percent of GDP shock to contingent liabilities occur in 2008, with real
depreciation defined as nominal depreciation (measured by percentage fall in euro value of local currency) minus domestic
inflation (based on GDP deflator).
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Figure 9. Croatia: External Debt Sustainability: Bound Tests 1/
(External debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
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Sources: Croatian authorities; and Fund staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard
deviation shocks. Figures in the boxes represent average projections for the respective variables in
the baseline and scenario being presented. Ten-year historical average for the variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current
account balance.

3/ One-time real depreciation of 30 percent.
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APPENDIX II. CROATIA: FUND RELATIONS
(as of February 29, 2008)

L Membership Status: Joined December 14, 1992; Article VIIIL.
II. General Resources Account: SDR million % Quota
Quota 365.10 100.00
Fund holdings of currency 364.94 99.96
Reserve position in Fund 0.16 0.04
I11. SDR Department: SDR million % Allocation
Net cumulative allocation 44.21 100.0
Holdings 0.05 0.11
IV. Outstanding Purchases and Loans: None
V. Financial Arrangements:
Amount Amount
Approval Expiration Approved Drawn
Type Date Date (SDR million)  (SDR million)
Stand-By 8/04/2004  11/15/2006 99.00 0.00
Stand-By 2/03/2003 4/02/2004 105.88 0.00
Stand-By 3/19/2001 5/18/2002 200.00 0.00
EFF 3/12/1997 3/11/2000 353.16 28.78
VL. Projected Obligations to Fund (SDR million; based on present holdings of
SDRs):!
Forthcoming
2008 2009 2010 2011 2012
Principal
Charges/Interest 1.01 135 135 135 135
Total 1.01 135 135 135 1.35

VIIL. Exchange Rate Arrangement:

In December 1991, Croatia left the Yugoslav dinar area and adopted the Croatian
dinar as its sole legal tender. The Croatian dinar was replaced by the Croatian kuna
on May 30, 1994. The exchange rate of the kuna is determined by supply and

' On December 27, 2002, Croatia made an early repurchase in respect of the entire amount of Fund credit
outstanding. The charges shown below are net charges and assessments by the SDR Department.
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demand in the interbank market, with tight management by the CNB. Staff has
proposed to reclassify Croatia’s de facto exchange rate arrangement from
“managed floating with no pre-announced path for the exchange rate” to
“conventional pegged arrangement” as from September 1, 2006. The authorities’
response is pending. The CNB transacts only in euros, U.S. dollars, and SDRs. On
April 3, 2008, the official exchange rate was kuna 7.270397 per euro (middle rate).

VIII. Exchange Restrictions:

Croatia has accepted the obligations of Article VIII, Section 2—4 and maintains an
exchange system that is free of restrictions on payments and transfers for current
international transactions, except for restrictions that Croatia maintains solely for
the preservation of national or international security that have been notified to the
Fund pursuant to Executive Board Decision 144(52/51).

IX. Article IV Consultation:

The previous Article IV consultation with Croatia was concluded on February 16,
2007 (IMF Country Reports Nos. 07/81 and 07/82, available at:
http://www.imf.org/external/country/hrv/index.htm). Croatia is on the 12-month
consultation cycle.

X. FSAP:

An FSAP Update mission took place in October—November 2007. An FSSA
Update accompanies this report.

The original FSAP was concluded with the completion of the 2002 Article IV
consultation on August 5, 2002 on the basis of missions that took place in April
2001 and September 2001. The FSSA was published (IMF Country Report

No. 02/180).
XI. Technical Assistance 2000-08:°
Department Timing Purpose
FAD April 2000 Implementation of Single Treasury Account
May 2000 Tax Policy
September 2001 Fiscal Decentralization

? Technical assistance during 199299 is listed in Appendix I of IMF Country Report No. 03/27.
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MCM

XII.

March 2002

September 2003—
March 2004

May 2004

April 2005

February—March 2007
April 2007
January—February 2008

March 2000
September 2000
October 2000
April 2001
March 2002

October 2002
September 2006

May—June 2000

March—April 2001
December 2001
April 2003

February 2004
January 2007

Resident Representative:

The post closed in June 2007.
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Accounting and Budgetary Classification
(with STA)
A Resident Advisor on Fiscal Reporting

Fiscal ROSC

Review of Indirect Tax Performance and Tax
Administration

Revenue Administration (with World Bank)

Public-Private Partnerships

Short-Term Expenditure Rationalization

Quarterly National Accounts

Balance of Payments

Quarterly National Accounts

Monetary Statistics

Accounting and Budgetary Classification
(with FAD)

Government Finance Statistics

Monetary and Financial Statistics

Coordination between CNB and the Ministry
of Finance, Central Bank Law, Banking
Law, and Money and Securities Markets

Central Bank Accounting

Monetary Policy Instruments

Stress Testing and Foreign Exchange Reserve

Management

Monetary Policy Instruments

Macroeconomic Modeling and Forecasting
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APPENDIX III. CROATIA: STATISTICAL ISSUES

1. Data provision is broadly adequate for effective surveillance, though some
improvements would be desirable. While remedial action has been taken to improve data
coverage and reliability in most cases, progress in some instances has been impeded by
insufficient resources and issues regarding coordination among government agencies. Croatia
subscribes to the Special Data Dissemination Standard.

A. National Accounts

2. The national accounts have undergone substantial improvements in the last few years.
The Central Bureau of Statistics (CBS) publishes constant and current price data compiled in
accordance with the 1995 ESA. Quarterly GDP estimates are disseminated at current prices
and at constant (1997) prices for the main categories of expenditure and main industry
groupings. Nonetheless, shortcomings remain. Significant discrepancies exist between
expenditure-based and value-added-based GDP data, stemming from: (i) problems of
coordination between the CBS and the Croatian National Bank (CNB) in reconciling tourism
receipts estimates; (ii) incomplete coverage of unincorporated businesses and the self-
employed (farmers, traders, and craftsmen); (iii) inadequate data for measuring changes in
inventories; (iv) incomplete coverage of the informal sector; and (v) a lack of quarterly data
for the seasonally volatile agricultural sector. Other shortcomings include: (i) inadequate
conversion of government finance statistics from a cash to an accrual basis; (i1) inadequate
price deflators; and (iii) late publication of annual data, which show large differences with
quarterly data.

B. Prices

3. The CBS produces a monthly consumer price index, with expenditure weights
(updated every five years) derived from a 2005 Household Budget Survey. Between
rebasing, the weights are price-updated annually to December of the previous year. Data are
collected at different time periods in the month for different product groups but in all cases
between the 13™ and the 21%' day of each month. The indices are released around the 15™ day
of the following month. The price collection is confined to nine towns, but the weights are
based on a sample of households in the whole country. A harmonized index of consumer
prices (HICP) is also calculated in line with Eurostat methodology, but is not released for the
time being to avoid confusion. A core CPI is also calculated based on a methodology
developed by the CNB. The CBS also releases a monthly producer price index (PPI), usually
on the 8" day of the following month. The weighting system of the PPI is based on the 2000
Annual Report of Industry and is changed every five years, while weights are partially
corrected every year.
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C. Wages and Employment

4. The CBS produces data on average net and gross earnings per person and
employment by sector. Earning data include bonuses, sick pay, and meal allowances, and are
based on monthly surveys covering 70 percent of workers in permanent employment in each
industrial category. They do not cover a significant part of the working population, including
persons employed in trade and crafts, contract workers, farmers, and the military and police.

5. The number of registered unemployed overstates the actual level of unemployment. A
preliminary Labor Force Survey, which meets ILO standards, was conducted for the first
time in 1996 on 7,200 households. The sample was subsequently expanded and the survey is
now being conducted on a regular basis. The CBS released semi-annual results from 1998,
and began releasing quarterly results in 2007 with a lag of about four months. The difference
between the survey-based unemployment rate and that based on the registered unemployed
has recently been reduced.

D. Government Finance Statistics

6. Government finance statistics (GFS), produced on a monthly basis with a lag of 30
days, are available in the Monthly Statistical Review of the Ministry of Finance (MoF) or
provided directly to the Fund. Revenue data are reliable and available on request on a next-
day basis for most major categories for both the central budget and the budgetary funds.
Expenditure data on a cash basis are available according to GFS classifications (economic
and functional) for the central budget and the budgetary funds. The data on central
government financing in the MoF reports are not reconciled with those in the CNB’s
monetary survey and balance of payments data, with substantial discrepancies owing partly
to different methodologies and definitions of government. Following the recommendations of
the October 2002 GFS mission, a task force, comprising staff from the MoF, CNB, and CBS
was formed to reconcile central government financing data produced by these institutions;
after a slow start, meetings are now being held more regularly.

7. The detailed data on domestic public bonds published in the Monthly Statistical
Review are now augmented by a central government debt table in the CNB Monthly Bulletin,
which also reports stocks of central government guaranteed debt. The MoF prepared a
database with government guarantees in July 2003 that has been used to monitor
developments in the stock and flows of guarantees.

8. Data on the operations of local governments and consolidated general government are
available only on a quarterly basis and with a lag of 30 days. Local government data are
partial as they include the operations of the 53 largest municipalities. Annual cash data
through 2006 for the general government and its subsectors are published in the 2007 GFS
Yearbook. Up-to-date monthly data for the budgetary central government are reported for
publication in the /FS. All data for the GF'S Yearbook and IFS are reported in the GFSM
2001 framework.
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E. Monetary Data

0. Compilation of monetary statistics published by the CNB is consistent with the
recommendations of the IMF’s 2000 Monetary and Financial Statistics Manual (MFSM).
Data on the monetary survey, including separate records for deposit money banks and the
balance sheet of the CNB, are published monthly with four- and two-week lags, respectively.
The CNB is planning to extend its statistical framework to balance sheet information of
investment funds and insurance companies. In March 2002, the CNB started collecting
financial information (balance sheets and investment structure) from investment and pension
funds; the data are not yet published, but used for internal purposes. According to the CNB,
the inclusion of other financial corporations in monetary statistics depends on the
harmonization process of the monetary statistics with the statistical reporting requirements of
the European Central Bank. In November 2006, the CNB reported monetary data in the
format of Standardized Report Forms for December 2001 to the present. These data accord
with the concepts and definitions in MFSM and were published, along with the corresponding
metadata, in /FS and the IFS Supplement on Monetary and Financial Statistics.

F. External Sector Statistics

10. Quarterly balance of payments data are compiled broadly in accordance with the fifth
edition of the IMF’s Balance of Payments Manual. Data are generally available with a lag of
two months and are subject to substantial revisions in subsequent releases; trade data are
available with a lag of one month and data on international reserves are available the next
day on request. Travel survey methodologies were modified in 2002, 2004, and again

in 2005, while the method for estimating the cost of insurance and freight was modified in
early 2004. The most recent modification of tourism revenue contributed to an upward
revision of the current account deficit for 2004 equivalent to 0.7 percent of GDP. Net errors
and omissions have ranged from 2% to 3% percent of GDP since 2003, and are negative. The
coverage and quality of portfolio investment data are reasonably complete and accurate.

11. A large part of external debt was contracted prior to the dissolution of the former
Socialist Federal Republic of Yugoslavia and Croatia’s share was agreed with Paris and
London Club creditors in 1995 and 1998, respectively. The CNB compiles external debt data
according to the requirements of External Debt Statistics: Guide for Compilers and

Users, 2003, and began disseminating external debt data in the second quarter of 2003. The
inclusion of hybrid and subordinated debt instruments, repos, late interest, and interest
accruals and arrears has caused an upward adjustment in the external debt series compared to
previously released data. Quarterly data on the international investment position are available
on the CNB website up to Q3 2007.
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Croatia: Table of Common Indicators Required for Surveillance

(as of April 2, 2008)
Date of Date Frequency Frequency | Frequency
latest received of of of
observation data® reporting® | publication®

Exchange Rates 4/2/08 4/2/08 Dand M Dand M Dand M
International Reserve Assets and Reserve 3/21/08 3/28/08 W and M Wand M Wand M
Liabilities of the Monetary Authorities1
Reserve/Base Money Feb 2008 3/31/08 M M M
Broad Money Feb 2008 3/31/08 M M M
Central Bank Balance Sheet Feb 2008 3/31/08 M M M
Consolidated Balance Sheet of the Banking Feb 2008 3/31/08 M M M
System
Interest Rate32 Feb 2008 3/31/08 M M M
Consumer Price Index Feb 2008 3/14/08
Revenue, Expenditure, Balance and Q3 2007 1/16/08 Q Q Q
Composition of Financing3 — General
Government4
Revenue, Expenditure, Balance and Nov 2007 3/4/08 M M M
Composition of Financing3— Central Government
Stocks of Central Government and Central Dec 2007 3/14/08 M M M
Government-Guaranteed Debt5
External Current Account Balance Q4 2007 3/31/08 Q Q Q
Exports and Imports of Goods and Services Q4 2007 3/28/07 Q Q Q
GDP/GNP Q4 2007 3/28/08 Q Q Q
Gross External Debt Dec 2007 3/4/08 M M M

1 ) _— "
Includes reserve assets pledged or otherwise encumbered as well as net derivative positions.

2 Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills,

notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

4 The general government consists of the central government (budgetary funds, extra budgetary funds, and social security

funds) and state and local governments.

5 Including currency and maturity composition.

6 Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Annually (A), Irregular (1); Not Available (NA).




49

APPENDIX IV. CROATIA: WORLD BANK RELATIONS

1. The World Bank is assisting Croatia in its structural and institutional reforms, within
the context of the EU integration process. The Bank’s Board discussed the second Country
Assistance Strategy (CAS) for Croatia in December 2004. The CAS Progress Report (CAS
PR), which was presented to the Board in May 2007, assessed the relevance of the CAS and
adjusted the second half of the CAS program to take account of developments including

(1) the EU’s launch of membership negotiations with Croatia in October 2005 and Croatia’s
progress towards accession; (ii) progress toward achieving the CAS outcomes; and (iii) the
status of implementation of Croatia’s structural reform program supported by the Bank’s
Programmatic Adjustment Loans (PAL).

2. The proposed operations in the CAS PR aim to address areas cited in the EU Progress
Report as needing significant effort—including judicial and public administration reform,
anti-corruption, agriculture, environment—as well as to facilitate Croatia’s absorption of EU
IPA grant funds. The backbone of the World Bank assistance to Croatia remains a series of
PALs, with investment loans supplementing the PALs. The investment loans address
institutional capacity problems; work in concert with the PALs in mitigating the effects
reforms may have on vulnerable groups; and assist Croatia in addressing significant
environmental challenges of the accession process. The Bank Board approved the PALI1 in
September 2005 and the PAL2 in May 2007, each amounting to EUR 150 million. The PAL
loans aim to support enhanced economic growth through: (i) improving the investment
climate; (ii) strengthening governance; and (iii) reducing the size and improving the
efficiency of the public sector. They also aim to support government reforms needed for the
fulfillment of the EU accession criteria and successful EU integration.

3. Currently, the World Bank finances 17 operations in Croatia in a wide range of
sectors with a combined loan amount of close to US$1.1 billion. IFC’s portfolio amounts to
about US$300 million and there are over US$40 million MIGA guarantees. The Bank’s
current program (the “base case”), set out in the 2007 CAS PR, envisages about

US$160 million in new lending during the Bank’s fiscal year ending June 30, 2008. The
projects under preparation are: the Judicial Reform project, the Sustainable Health System
project, and the Rijeka Gateway II project. The Bank will also seek a dialogue with the
government on the future of the PAL program, including on the remaining actions that could
trigger the release of the first and second tranches of the EUR 150 million PAL2.

4. The new Croatia Country Partnership Strategy (CPS) will cover July 2008 through
June 2012 (the Bank’s fiscal years 2009—12). The World Bank Group seeks to launch CPS
discussions with the government in early 2008. The discussions between the government and
the Bank on support for structural reforms and investments, as well as analytical work during
the upcoming CPS period, will be aimed at strengthening (i) Croatia’s efforts to accelerate its
accession to the EU, taking account of the findings of the EC’s latest Croatia Progress
Report; and (ii) the fiscal and social sustainability of Croatia’s public expenditures and
policies.



Statement by the Staff Representative on Republic of Croatia
May 9, 2008

1. This statement reports on recent developments and adds to the information contained
in the staff report for the 2008 Article IV consultation. It does not change the thrust of the
staff appraisal.

2. Recent data releases are broadly consistent with the outlook in the staff report.
Twelve-month CPI inflation fell to 5.7 percent in March. Year-on-year growth in domestic
bank credit to the nongovernment sector eased to 12.3 percent at end-March. In line with EU
requirements, the Croatian National Bank has changed the external debt reporting system.
This resulted in an upward revision to Croatia’s end-2007 external debt of 1.3 percent of
GDP.

3. Staftf’s proposal to reclassify Croatia’s de facto exchange rate arrangement from
“managed floating with no preannounced path for the exchange rate” to “conventional
pegged arrangement” (as from September 1, 2006) remains under consideration.
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IMF Executive Board Concludes 2008 Article IV Consultation with the
Republic of Croatia

On May 9, 2008, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with the Republic of Croatia.’

Background

Growth accelerated in 2007, but external imbalances continued to increase. Real GDP growth
reached 5.6 percent, on the back of strong domestic demand. The latter was also reflected in a
widening current account deficit (8.6 percent of GDP), with higher world energy prices
contributing as well. External debt reached nearly 88 percent of GDP at end-2007.

Inflation picked up. Because of financial euroization and balance-sheet exposures, the Croatian
National Bank (CNB) has maintained the exchange rate in a tight range. Until very recently, this
has helped keep inflation between 2 and 4 percent, aided by moderate wage growth.
Nevertheless, surging food and utility prices pushed year-on-year headline inflation above 6
percent in early 2008, the highest rate since the early 1990s.

The general government deficit was brought down significantly in recent years, from 6.1 percent
of GDP in 2003 to 3 percent in 2006, and to an estimated 2.3 percent in 2007. But with
economic growth particularly rapid in 2007, and taking into account off-budget and quasi-fiscal

"Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities. This PIN summarizes the views of the Executive Board as expressed during
the May 9, 2008 Executive Board discussion based on the staff report.
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activities not included in the general government accounts, cyclical adjustment implies that the
overall fiscal stance was expansionary in 2007.

External competitiveness appears adequate. Despite some gradual real exchange rate
appreciation, indicators of price and cost competitiveness vis-a-vis central European peer
countries remain benign. Market share of goods exports has been steady and tourism receipts
strong. Staff estimates indicate that the real exchange rate is broadly consistent with
fundamentals.

The financial sector is healthy, but risks associated with rapid credit growth have been a
concern. Banks’ capital adequacy and asset quality are at sufficiently comfortable levels to
withstand a range of shocks. Though declining, profitability is still high. Nevertheless, significant
external imbalances and rising asset prices—and volatility in the case of equities—
accompanying credit growth could expose banks to sudden shifts in market sentiment. Banks
also face significant interest and exchange rate induced credit risks. The CNB has taken a
range of measures aimed at limiting vulnerabilities, including to curb banks’ borrowing from
abroad and domestic credit expansion.

Although Croatia was not particularly hurt by the global financial turbulence through 2007, stock
prices slumped in the early months of 2008. Widening credit default swap spreads suggest
concerns with external vulnerabilities, though not to the same extent as for some other
countries.

Some progress was made on structural reforms, but Croatia still lags most central and eastern
European countries on business environment indicators. In the heavily indebted shipyard
sector, reforms were delayed through 2007; recently, the authorities announced plans to start
the sale of two shipyards at end-2008. Progress on privatization was mixed: initial public
offerings for the oil and telecom companies were successful but the broader privatization
process slowed.

The discussions focused on measures aimed at reducing vulnerabilities, ensuring that higher
inflation does not become entrenched in expectations, and raising potential growth.

Executive Board Assessment

Executive Directors welcomed Croatia’s strong economic growth in recent years, which has
generated an appreciable increase in employment. This strong performance has been
accompanied by commendable improvements in policies, notably a reduction in the general
government deficit since 2003 and a continued strengthening of financial supervision. At the
same time, Directors noted that the current account deficit has continued to widen, external debt
has remained high, and inflation has increased sharply. They emphasized the need for
continued policy efforts to mitigate these imbalances and create an environment conducive to
sustained high growth.



Directors stressed the importance of near-term wage moderation, both in the government sector
as intended and the state-owned enterprises. Wage moderation will be key to avoiding second-

round effects from food and utility price increases and preventing higher inflation from becoming
entrenched in expectations, as well as underpinning external competitiveness.

Directors noted that the real exchange rate is broadly in line with fundamentals, and recognized
the advantages of maintaining a stable exchange rate in circumstances of high financial
euroization, sensitivities to balance-sheet mismatches, and the past success of this policy. At
the same time, Directors emphasized the need for support from other policies, including
continued fiscal adjustment to manage domestic demand and help address macroeconomic
imbalances; accelerated structural reforms to lessen vulnerabilities while raising sustainable
growth; and strong prudential policies and financial sector supervision.

Against this background, Directors welcomed the authorities’ intention to continue to reduce the
general government deficit. They noted that achieving the authorities’ target of a deficit of /2
percent of GDP by 2010 would represent a significant adjustment, and encouraged them to
maintain this momentum going forward by announcing a target of fiscal balance by 2011.
Directors generally considered that frontloading fiscal adjustment—including by saving any
revenue overperformance—would provide welcome immediate support in reducing
macroeconomic imbalances and raising the likelihood of meeting the recommended targets. A
fiscal deficit target of 1 percent of GDP or less in 2009 would have considerable merit.

Directors underlined the benefits of expenditure-led fiscal adjustment and saw room to reduce
current expenditure without unduly compromising the delivery of public services. They also
pointed to the importance of ensuring the sustainability of the pension system, including by
avoiding further backtracking on earlier reforms. More broadly, Directors encouraged the
authorities to identify contingency measures that could be readily put in place in case
macroeconomic imbalances turned out worse than expected.

Directors noted that Croatia’s financial sector remains healthy, while stressing that continued
strains in global financial markets and balance-sheet vulnerabilities underscore the importance
of vigilance in maintaining high prudential standards and closely monitoring banks’ risk
management and lending practices. Directors commended the authorities’ measures to
strengthen banking supervision, including through increases in required capital cushions,
improved communications with market participants, and efforts to strengthen home-host
supervisory coordination. They also welcomed the continued strengthening in supervision of the
nonbank sector, and the authorities’ plan to produce a forward-looking financial stability report.

While understanding the central bank’s rationale for implementing credit and other
administrative measures, Directors considered that, taking into account their side effects, a
phasing out of the measures would be desirable, acknowledging that this would need to be
done in a careful way. This would require support from tighter fiscal policy to reduce excess
demand pressures and close supervision of banks.



Directors stressed the considerable benefits of faster structural reforms for reducing
vulnerabilities, raising living standards, and successfully concluding EU accession negotiations.
They encouraged the authorities to continue to improve the business environment by reducing
administrative burdens, legal uncertainties, and corruption. Such actions would make Croatia a
more attractive destination for the investments needed to sustainably increase productivity,
exports, and potential growth. Directors also looked forward to swift action on reforming the

heavily indebted shipyards and on completing the broader privatization process, with
involvement of strategic investors.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country (or countries)
concerned, PINs are issued after Executive Board discussions of Article IV consultations with member
countries, of its surveillance of developments at the regional level, of post-program monitoring, and of ex
post assessments of member countries with longer-term program engagements. PINs are also issued after
Executive Board discussions of general policy matters, unless otherwise decided by the Executive Board in
a particular case. The staff report (use the free Adobe Acrobat Reader to view this pdf file) for the 2008
Article IV Consultation with the Republic of Croatia is also available.



http://www.imf.org/external/pubs/ft/scr/2008/cr08158.pdf
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Republic of Croatia: Selected Economic Indicators

2004 2005 2006 2007 2008

Est. Proj.
Output, unemployment, and prices (Percentage change)
Real GDP 4.3 4.3 4.8 5.6 43
Unemployment (labor force survey, in percent) 13.8 12.7 11.1 9.5 9.0
CPl inflation (average) 20 3.3 3.2 29 5.5
Saving and investment (In percent of GDP)
Domestic investment 30.6 31.0 32.8 32.7 321
Of which: fixed capital formation 28.1 28.1 29.8 30.0 29.4
Domestic saving 25.6 24.7 24.9 24.2 23.1
Government 25 2.7 3.3 4.6 3.8
Nongovernment 23.1 22.0 21.6 19.5 19.2
Government sector 1/
General government revenue 44.9 445 44.8 46.3 452
General government expenditure 49.7 48.5 47.7 48.6 47.6
General government balance -4.8 -4.0 -3.0 -2.3 -2.3
General government financing requirement 2/ -4.8 -4.0 -3.9 -3.5 -2.6
HBOR balance (net of budget transfers) -0.4 -0.1 -0.2 -0.7 -0.8
Cyclically adjusted primary balance, broader coverage 3/ -3.2 -1.9 -1.9 -2.5 -1.7
General government debt 43.3 43.8 41.0 37.9 37.0
Money and credit (End of period; change in percent)
Bank credit to the nongovernment sector 14.0 17.4 231 15.0
Broad money 8.6 10.5 18.0 18.3
Interest rates 4/ (Period average; in percent)
Average kuna deposit rate (unindexed) 1.9 1.7 1.7 2.3
Average kuna credit rate (unindexed) 11.7 11.2 9.9 9.3
Average credit rate, foreign currency-indexed loans 7.4 6.7 6.3 6.3
Balance of payments (In millions of euros)
Current account balance -1,434 -1,976 -2,692 -3,206 -3,672
(In percent of GDP) -5.0 -6.3 -7.9 -8.6 9.0
Capital and financial account 2,527 3,840 4,996 4,865 5,197

Overall balance 43 822 1,412 721 709



Republic of Croatia: Selected Economic Indicators (concluded)

2004 2005 2006 2007 2008

Est. Proj.
Debt and reserves (End of period; in millions of euros)
Gross official reserves 6,436 7,438 8,725 9,307 10,016
In months of following year's imports of goods and NFS 4.4 4.5 4.8 4.7 4.8
External debt service to exports ratio (in percent) 24.4 27.2 37.5 37.7 31.2
Total external debt (in percent of GDP) 80.0 82.4 85.5 87.8 87.9
Net external debt 5/ 37.7 43.1 44.3 46.1 46.1

Sources: Croatian authorities; and Fund staff estimates.

1/ Modified-accrual GFS methodology.

2/ Includes “pensioners’ debt” repayments, equivalent to 1.0 percent of GDP in 2006, 1.2 percent in 2007,
and 0.3 percent in 2008.

3/ Includes off-budget and quasi-fiscal activities (outside the general government accounts), in particular
repayments of “pensioners’ debt” and the balance of HBOR (net of budget transfers).

4/ Weighted average, all maturities. Foreign currency-indexed loans are indexed mainly to euros.

5/ Net of official reserves and commercial bank foreign assets.



Statement by Age Bakker, Executive Director for Republic of Croatia
and Tomislav Galac, Advisor to Executive Director
May 9, 2008

The authorities value their continuing cooperation with the Fund, as their economic
policies are being increasingly shaped by the ongoing efforts to speed up Croatia’s accession
to the European Union. They thus greatly appreciate that the 2008 Article IV Consultation
focused on those topics important to the Croatian economy that are in the domain of the
Fund’s core competencies — fighting rising inflation and persistent external vulnerabilities,
and strengthening the financial sector. The authorities welcome the thorough staff analysis
and mostly agree with the staff’s recommendations.

In 2008, the reelected government took office for a new four-year term that is
expected to see Croatia becoming a full member of NATO in 2009 and in the same year
finishing negotiations with the EU. While the invitation to join NATO, extended to Croatia in
April 2008, provides a security blanket in a still relatively unstable area, the ongoing EU
negotiations continue to act as an important anchor for macroeconomic stability. In such a
stable environment, the key objective of the authorities is to speed up progress in structural
reforms, supporting key growth sectors of the economy and restructuring lagging ones.

Economic performance and outlook

Croatia has experienced seven years of uninterrupted real output growth of around
5% per year, with consumer price inflation subdued below 3.5% per year. Real GDP rose by
5.6% 1n 2007, as both private and government final consumption accelerated, spurred by the
political cycle and a large pay-out of so called “pensioners debt”. With a lag, solid growth
and price stability resulted in an increase of the average number of employed persons over
3% in both 2006 and 2007, after a sluggish growth over the past five years; the
unemployment rate reached its lowest level of 9.5% in 2007. Recently, consumer price
inflation picked up, peaking at 6.2% in January 2008, as the economy could no longer buffer
rising energy and food prices. Years of above-potential growth, increasingly financed by
foreign borrowing, have pushed up the current account balance to 8.6% and external debt to
88% of GDP in 2007, the latter being higher than in most comparator countries.

The authorities recognize the potential risks associated with Croatia’s external
imbalances, especially in light of the dimming global growth outlook and persistent strains in
commodity and financial markets. Both fiscal and monetary policies for 2008 and beyond
have been adapted accordingly, as underlying growth projections have been reduced to 4.5%
and inflation projections raised to 5.5%, close to current WEO projections. These
conservative projections will support the authorities’ efforts to further reduce the government
deficit and to curb the growth of domestic credit, in the medium term. Against this
background, the authorities now expect external debt and the current account balance to
stabilize close to their end-2007 levels in the baseline, supported by a further reduction in the
growth rates of broad money and bank credit to the private sector.



Monetary policy and external sector

Faced with hyperinflation in the early 1990s and financial euroization thereafter (one
of the highest levels in Europe), monetary policy has aimed at maintaining broad nominal
exchange rate stability, that has served the economy well, as it has brought down inflation
and inflation expectations, and curbed balance sheet risks. While closely monitoring growing
inflationary pressures, the Croatian National Bank (CNB) has focused on mitigating external
vulnerabilities for some time now. In particular, to combat high credit growth, mostly
financed from abroad, that adds to the rising current account deficit, the CNB has resorted to
a battery of direct monetary and prudential measures (Table 4 in the FSSA Report), while at
the same time strengthening its communication to the financial community and the general
public.

The measures produced considerable results during 2007, as the government reined
its finances, bankers focused on profits rather than on market shares, and external financing
conditions tightened. Specifically, total credit growth slowed noticeably, especially to the
household sector,. Moreover, the measures significantly reduced the proportion of foreign
currency denominated loans in total loans, supported by a significant rise in the proportion of
domestic currency in total deposits. The measures provided the right incentives for most
banks to raise additional capital and have prevented a more severe widening of the current
account deficit. The authorities are aware of possible negative side-effects of these measures
(well indicated in the FSSA report). Nevertheless, given the limited options for monetary
policy, and given that vulnerabilities have not yet been sufficiently reduced, the authorities
contend that it is premature to phase these measures out in the short term.

The authorities agree with staff’s assessment that Croatia’s growing current account
deficit is mostly driven by structural deficiencies, while there is no compelling evidence of
real exchange rate misalignment. Therefore, the monetary authorities closely monitor macro-
prudential indicators for any signs of emerging pressures which might warrant a tightening of
prudential standards. As recognized by staff, the authorities are addressing immediate risks to
Croatia’s external liquidity position, stemming from the worsening global outlook. As a
precautionary measure, the central bank is currently assessing how to increase the flexibility
of its liquidity management instruments for the banking sector and improve its existing crisis
management framework. Nevertheless, the authorities expect that external stability indicators
will follow closely the baseline scenario under the DSA. This expectation is based on the
continued success of measures to slow down credit growth to the private sector, on the
positive effects of accelerated structural reforms on government finances, and on the
expected increase of non-debt creating inflows from Croatia’s major investing partners, as
they by and large come from neighboring countries, and thus have longer-term investment
horizons.

Fiscal policy and structural reforms
The authorities have successfully pursued fiscal consolidation over the past several

years. The overall general government deficit has declined from 6.2 percent of GDP in 2003,
to 2.3 percent by 2007. Pension reform, wage moderation, and investment cuts all have



contributed. Revenue collection overperformed in 2007, which was quite remarkable given
the political cycle. However, the authorities are aware that the total public financing
requirement decreased at a slower pace. Therefore, they are committed to further medium-
term fiscal consolidation. To this end, the authorities have secured a 2008 budget, that aims
at a significant reduction in the total public financing requirement, due to lower extra-
budgetary payments of “pensioners debt”. Moreover, the medium-term framework envisages
significant further reductions in the general government deficit for 2009 and 2010.

Against this background, the authorities concur with the results of the staff’s debt-
sustainability analysis that shows further declining levels of the public debt-to-GDP ratio
under the baseline scenario, while the bound tests show that the current level of the public
debt-to-GDP ratio is robust to a number of reasonable shocks.

The planned improvements in Croatia’s fiscal position assume rapid and considerable
positive effects of planned structural reforms. Some of these reforms are among the most
difficult of the Croatian economic landscape ever, but they are prerequisites for the last stage
of Croatia’s convergence into the EU. Among the top priorities for the 2008-09 period are
finalization of the already well advanced pension reform as well as completion of the
privatization process, particularly the disposal of large government stakes in railways and
shipbuilding. In anticipation of this privatization these sectors will be restructured, with a
view of permanently reducing subsidies in line with EU standards. The government has
already announced plans to privatize two viable shipyards. The government announced in
March 2008 that it would establish a new investment fund for other companies, to which the
entire portfolio of the Croatian Privatization Fund (HFP) would be transferred. The
privatization process will be effectively completed after shares in this investment fund have
been successfully offered to the general public.

Other far-reaching reforms concern the health sector, education and social security,
for reasons well elaborated in the Selected Issues papers.

Financial sector

As noted in the FSSA Report, Croatia’s financial system has made a huge leap
forward since the 2002 FSAP. In this period, the assets of the financial sector doubled; non-
banking financial intermediaries have entered the scene; the securities markets developed
from a miniscule base; and financial conglomerates emerged. At the same time, the CNB has
put in place an effective bank supervision framework, whereas the supervision of the non-
banking financial sector has significantly improved under the unified non-banking supervisor
(HANFA). Memorandums of understanding have been signed between the two supervisors,
as well as with relevant foreign supervisory authorities. While there is a need to further
develop the financial system, staff rightly concludes that the financial sector remains broadly
healthy, and that the authorities have been proactive in addressing the remaining challenges.

Regarding staff recommendations for further strengthening the financial system, the
authorities are actively addressing areas that can be dealt with immediately. In the banking
sector, the CNB is improving its surveillance and communication strategy, and preparing a



forward-looking financial stability report to be published in the second half of 2008. The
central bank is modifying its liquidity management framework, to address potential effects of
cross-border illiquidity spillovers, as well as to improve the functioning of the money market.
The authorities are working on clarifying the roles of various agencies involved in the
banking resolution process, and the central bank initiated formal contacts with relevant
foreign bank supervisors in order to strengthen contingency planning.

In the longer run, further development of the financial sector will require full
harmonization of financial legislation with EU standards, especially in the area of investor
protection and enforcement of contracts. Completion of other reforms, including the
transition to Basel II, and improvements in land ownership records, will significantly
contribute to increased efficiency of financial intermediation. The authorities are also
examining the benefits of inclusion of information on non-bank creditors and on legal person
debtors in the national credit registry. Finally, strengthening the capacity and the powers of
HANFA will improve the efficiency of non-banking sector supervision.
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