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GDP data in focus, HRK continues to
strengthen
CPI and PPI annual changes
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EUR/HRK middle rate

Inflation data (CPI and PPI), published at the very end of last week, were among
the first ones referring to the current year statistics. In line with the expectation,
inflation dynamics accelerated. Despite the 0.1% mom decline, the average consumer price index in January increased by 0.9% yoy which represents the highest rate since September 2013. Detailed review confirms the effect of imported
inflation. Namely, the higher crude oil prices have impacted Transport that rose
at the annual rate of 5.9% yoy. Furthermore, growth in the category of Food is
particularly related to the non-processed food products (+ 5.9% yoy on average),
which can be linked to the deterioration of climate conditions and spillover from
global commodity markets. Obviously the three-year disinflation period is behind
us, and the average 2017 CPI, in our view, might reach 1.9% yoy. As for PPI
similar trends with similar causes were recorded that resulted in a rise by 0.7%
mom and 1.8% yoy, respectively.
The focus of the week is on the first GDP estimate for Q4 2016. Given that economic growth in Croatia during 2016 exceeded even the most optimistic expectations, we project real growth will accelerate to over 3% (3.4% yoy). The high
frequency indicators point to growth in all components of domestic demand. The
largest contribution to growth is expected from private consumption, which has
been encouraged by the announced changes in the tax system aimed at lowering tax burdens. Although the tax reform started at the beginning of 2017, the
mere announcement of the tax relief has obviously stimulated consumption. Additionally, consumer confidence and expectation indicators are on positive trends.
On the other hand, the return of political stability and the Government’s cut of
administrative barriers have definitely encouraged investments. Investments are
also supported by better utilisation of EU funds. Although high import dependence mitigates the positive effect of goods’ and services’ exports, we expect to
see a slightly positive contribution from net exports, especially considering the
excellent tourism results. In view of the previous quarters, when real GDP grew
on an annual basis by 2.7%, 2.8% and 2.9% respectively, we expect the GDP
growth rate to reach at least 2.9% for 2016 as a whole.
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The strong growth momentum gathered in the second half of 2016 is expected to
carry over to 2017. Moreover, growth is projected to strengthen in 2017 driven
by robust domestic demand. The positive effect of tax relief might be higher than
initially expected, which together with the last hike of public wage, pension and
minimum wage give a more optimistic view on households’ consumption outlook.
Moreover, tourist seasons could be longer and once again better on annual
level. Therefore, we are inclined to revise upward real GDP growth to 3.3% yoy
from 2.8%, mainly due to the stronger private consumption outlook. In addition,
economic growth will receive extra impetus from the government’s expansionary fiscal stance. Amid the start of a positive business cycle and enhanced cost
competitiveness, investments have gained momentum also from the improved
utilisation of EU funds. We anticipate the trend might be accelerated from both,
private and public sector.

Market Comment/Outlook

1- year T-bill yield
6
5
4
%

3
2

2017

2016

2015

2013

2012

0

2014

1

Turning our attention to the financial market, the most interesting developments
were once again delivered by the FX market. HRK continued to appreciate mainly as a result of strong FCY supply, especially from the banking sector. The average EUR/HRK mid-rate reached the levels last time seen in Q3 2012. It seems
that market sentiment could maintain the achieved level, at below 7.45 kuna per
euro. In case of a stronger HRK appreciation pressure, we do not exclude a possibility of a CNB FX intervention.
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Croatia – sovereign bond curve*
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As for 2018, we stick to our old forecast, i.e. economic growth is expected to
moderate to 2.8% yoy. Nevertheless, GDP figures for 2017 and even 2018
are above GDP potential rate so we have to be cautious especially in mid to
long rung. In order to achieve long-term sustainability and stability, as well as
an increase in the potential growth rate, it is necessary to implement the widely
known measures aimed at improving the investment climate, reform public systems, strengthen the rule of law, and increase the efficiency of the public administration. This is especially important considering the still high indebtedness of both
private and public sector. In its latest MIP report from last week the European
Commission warned of exactly these weaknesses.
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Although the recovery of economic activity is usually accompanied by strengthening of HRK, recent market development seems to be somewhat stronger than we
expected. Therefore, we revised our forecast of EUR/HRK downward. HRK will
continue to find support in increased FCY inflows spurred by tourism and rising
investments, solid C/A surplus, improved fiscal outcome, positive net foreign assets of banks, and, after all, increased HRK lending.
On the money market ample liquidity has persisted with daily HRK excess liquidity at a record high thus keeping the interest rates at their historical lows. As long
as inflation remains subdued and EUR/HRK stable (without depreciation), the
central bank may continue with its accommodative stance thus pushing pressure
even on the longer end of sovereign curve.

* bid, as of 24Feb 9:00 CET
Sources: Bloomberg, Economic RESEARCH/RBA

Croatia – main figures and forecasts
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Finally, the Ministry of Finance issued HRK1.5 bn in 1-year T-bills, thus surpassing the plan and overall maturity (both at HRK1.3bn), which resulted with
HRK223mn higher stock of short-term HRK debt. Furthermore, in line with our
expectations, the 1-year yield fell further by 9bps to 0.5% amid bid-to-cover ratio
of 1.3x and ample liquidity in the system. On the upcoming Tuesday auction the
Ministry of Finance plans to issue another HRK 1.4 bn of 1Y T-bills. Further correction of yield is not excluded.
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Equity Market

Mostly growth of earnings in the last
quarter, so far
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In this week
We expect continuation of dynamic trading with stocks on the ZSE during the
remaining two days of reporting but also in the rest of the week as an aftermath
to the readings.
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Ericsson Nikola Tesla reported 15.3% higher sales in Q4 2016 and an increase
of all profit margins yoy. In the last quarter of 2016 Podravka posted slightly
lower sales but a handsome growth of earnings on all levels yoy. The General
Assembly of Podravka elected four new members of the Supervisory Board which
now count nine members and also, the SB nominated new Management Board
headed by Mr Marin Pucar. Hrvatski Telekom reported in Q4 2016 growth
of sales by 3.2% and growth of EBITDA before exceptional items of 3.8% yoy
thus brining the 2016 indicators even slightly above the guidance. The dividend
proposed for 2016 amounts to HRK 6 per share (54% payout). AD Plastik announced new deals in Russia worth EUR 2.2 mn in the four-years period related
to production of parts for Nissan. Tehnika informed about new contract for construction of residential and commercial building in Središće in Zagreb.
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Trading comment
In a very dynamic trading week behind us on the Zagreb Stock Exchange the average daily stock turnover surged by over 60% wow and stock indices CROBEX
and CROBEX10 added 2.3% and 2.8%, respectively. The regular stock turnover
amounted to HRK 25 mn on average. Shares of Jamnica were again the most
traded with total turnover of near HRK 26 mn. Among CROBEX constituents
shares of Belje and Ericsson NT were the top performers while shares of Arenaturist lost the most. Regional equity indices had a mixed performance on the
weekly level.
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10. Analyst or any individuals involved in the publication of this document have received or acquired the financial instrument of the issuer prior to the public offering of the issue. In
this case the transaction has to be pre-approved at a disclosed date and buy or sell price.
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Financial Industry Regulatory Authority (“FINRA”) in the United States, and (ii) are not allowed to be associated persons of RBIM and are therefore not subject to FINRA regulations,
including regulations related to the conduct or independence of research analysts.
The opinions, estimates and projections contained in this report are those of RBI only as of the date of this report and are subject to change without notice. The information contained
in this report has been compiled from sources believed to be reliable by RBI, but no representation or warranty, express or implied, is made by RBI or its affiliated companies or
any other person as to the report’s accuracy, completeness or correctness. Securities which are not registered in the United States may not be offered or sold, directly or indirectly,
within the United States or to U. S. persons (within the meaning of Regulation S under the Securities Act of 1933 [“the Securities Act”]), except pursuant to an exemption under the
Securities Act. This report does not constitute an offer with respect to the purchase or sale of any security within the meaning of Section 5 of the Securities Act and neither shall this
report nor anything contained herein form the basis of, or be relied upon in connection with, any contract or commitment whatsoever. This report provides general information only.
In Canada it may only be distributed to persons who are resident in Canada and who, by virtue of their exemption from the prospectus requirements of the applicable provincial or
territorial securities laws, are entitled to conduct trades in the securities described herein.
EU REGULATION NO 833/2014 CONCERNING RESTRICTIVE MEASURES IN VIEW OF RUSSIA’S ACTIONS DESTABILISING THE SITUATION IN UKRAINE
Please note that research is done and recommendations are given only in respect of financial instruments which are not affected by the sanctions under EU regulation no 833/2014
concerning restrictive measures in view of Russia’s actions destabilising the situation in Ukraine, as amended from time to time, i. e. financial instruments which have been issued
before 1 August 2014.
We wish to call to your attention that the acquisition of financial instruments with a term exceeding 30 days issued after 31 July 2014 is prohibited under EU regulation no 833/2014
concerning restrictive measures in view of Russia’s actions destabilising the situation in Ukraine, as amended from time to time. No opinion is given with respect to such prohibited
financial instruments.
INFORMATION REGARDING THE PRINCIPALITY OF LIECHTENSTEIN: COMMISSION DIRECTIVE 2003/125/EC of 22 December 2003 implementing Directive 2003/6/EC of the
European Parliament and of the Council as regards the fair presentation of investment recommendations and the disclosure of conflicts of interest has been incorporated into national
law in the Principality of Liechtenstein by the Finanzanalyse-Marktmissbrauchs-Verordnung.
If any term of this Disclaimer is found to be illegal, invalid or unenforceable under any applicable law, such term shall, insofar as it is severable from the remaining terms, be deemed
omitted from this Disclaimer. It shall in no way affect the legality, validity or enforceability of the remaining terms.
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