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Overshadowed by politics

B Recovery continues
B Snap elections in September
B Brexit in focus
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Selected macroeconomic indicators

2009 2010 2011 2012 2013 2014 2015 2016e 2017f 2018f
GDP & Production

Gross Domestic Product, %
(constant prices)

GDP at current prices (EUR

-7.4 -1.7 -0.3 -2.2 -1.1 -0.4 1.6 1.5 1.5 2.0

45,093 45,022 44,737 43,959 43,516 43,045 43,921 44,917 46,213 47,937

millions)
(CEBE)P” capita at currentprices 16 471 10479 10,451 10,301 10,225 10,156 10,381 10,654 10,972 11,387
Retail trade, % real annual 116 21 0.6 41 06 04 24 309 25 27
changes
Industrial production, % annual 99 14 192 55 18 12 26 48 3.4 38
changes
Prices, Employment and Budget
Gorrier fiftess, T, enel of 1.9 1.8 2.1 47 03 05 06 0.5 16 2.5
period
%, average 24 1.1 2.3 3.4 2.2 -0.2 -0.5 -1.0 1.5 2.2
Producer Prices!, %, end of period 1.6 57 5.8 6.9 -2.6 -3.4 -4.4 -1.1 2.0 2.3
%, average 0.4 4.3 6.4 7.0 0.5 2.7 -3.9 -3.9 2.0 2.5
g::)mpbyme”' ity it etz 14.9 17.4 18.0 19.1 20.3 19.7 17.0 16.7 17.0 16.5
Unemployment rate (ILO, avg) 9.2 11.6 13.7 15.9 17.4 17.3 16.3 15.9 15.5 15.1
Average net wage, in Kuna 5,311 5,343 5,441 5,478 5,515 5,534 5,594 5,678 5,803 5,930
General Government Balance, % 6.0 6.2 73 53 53 55 392 30 209 28

of GDP, ESA 2010
Public Debt, HRK bn, ESA 2010 162.1 191.3 216.7 233.6 270.9 284.2 289.7 297.3 307.9 320.0

% of GDP, ESA 2010 49.0 58.3 65.2 70.7 82.8 86.5 86.7 87.2 87.6 87.5
Balance of Payment and External Debt

Good's and Services Exports, 15,577 17,007 18,110 18,315 18,764 19,978 21,991 23,420 24,638 25,648

EUR million
% change _15.9 9.2 6.5 1.1 2.5 6.5 10.1 6.5 5.2 4.1
gj’;ﬁlfgf Services Imports, 17,244 17,58 18,297 18,097 18,573 19,106 20757 21,691 22,667 23,370
% change -23.0 0.5 6.6 1.1 2.6 2.9 8.6 45 4.5 3.1
g‘g;”’ Account Balance, % of 5.1 11 07 0.0 1.0 0.9 5.2 2.0 2.2 2.1
CfficidInfernatienaliReserves, 10,376 10,660 11,195 11,236 12,908 12,688 13,707 13,500 13,300 13,550
EUR millon, eop

Official International Reserves,
in terms of months of imports of 7.2 7.5 7.3 7.5 8.3 8.0 7.9 7.5 7.0 7.0
goods and services, eop!

Foreign Direct Investment, EUR

million? 2,279 1,065 1,017 1,142 710 2,910 128 1,700 1,900 1,800
Tourism — nightstays, % change -1.2 2.6 7.0 4.0 3.3 2.6 7.7 3.8 3.0 2.5
External debt, EUR billion 45.6 46.9 46.4 45.3 46.0 46.7 45.5 44.5 45.5 46.5
External debt, as % of GDP? 101.1 104.2 103.7 103.0 105.6 108.4 103.7 99.1 98.5 97.0
52'2;:“;,:’;5;323‘5’fo°” o 2927 2758 2562 2473 2449 2336  207.1 1900 1847 1813
Monetary and Financial Data
Exchange rate, eop, USD / HRK 5.09 5.57 5.82 5.73 5.55 6.30 6.99 7.24 7.50 6.95
avg, USD / HRK 5.28 5.50 5.34 5.85 571 575 6.86 6.87 7.50 717
Exchange rate, eop, EUR / HRK 7.31 7.39 7.53 7.55 7.64 7.66 7.64 7.60 7.65 7.65
avg, EUR / HRK 7.34 7.29 7.43 7.52 7.57 7.63 7.61 7.56 7.57 7.60
Money (M1), Kuna billion, eop 47.2 48.0 51.5 51.9 57.9 63.4 70.7 73.8 76.8 80.1
% change -14.6 1.7 7.3 0.9 11.5 9.6 11.4 4.5 4.0 4.3
Eir”"i‘(’)ifjo';mey (2, [ 2285 2328 2460 2547 2649 2733  287.4 2974 3058 3137
% change -1.0 1.9 5.6 3.6 4.0 3.2 5.1 3.5 2.8 2.6
Credits, Kuna billion 234.5 245.6 257 .4 2421 240.8 237.0 230.0 228.9 234.7 239.2
% change -0.6 4.7 4.8 -5.9 -0.5 -1.6 -2.9 -0.5 2.5 1.9
ZIBOR 3m, %, avg 8.9 2.4 3.2 3.4 1.5 1.0 1.2 0.9 1.0 1.6
Treasury bills rate 12m, %, avg 7.5 4.0 3.9 3.9 2.5 1.9 1.5 1.0 1.1 1.5

! on domestic market; 2 in euro terms; ° including round tripping

e - estimate; f — forecast; eop — end of period; avg - period average
Forecasts: Economic Research/RBA

Sources: CNB, Mof, CBS
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Real GDP (% yoy)

2014
3.3
3.7

Poland
Hungary
Czech Rep.
Slovakia
Slovenia
CE
Croatia
Bulgaria
Romania
Serbia
BiH
Albania
SEE
Russia
Ukraine
Belarus
EE

CEE
Austria
Germany
Euro area
USA

0.4
1.6
0.9
24

2015 2016e
3.6 3.5
2.9 2.2
4.3 2.3
3.6 3.5
2.9 2.2
3.6 3.0
1.6 1.5
3.0 2.5
3.8 4.0
0.5 2.5
2.8 3.0
2.6 3.5
2.9 3.2

-3.7 =05

-9.9 1.5

-3.9 =20

-4.1 -04

-1.1 0.9
0.9 1.4
1.4 1.8
1.7 1.6
24 2.5

Source: Raiffeisen RESEARCH/RBI
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Current account balance (% of GDP)

Poland
Hungary
Czech Rep.
Slovakia
Slovenia
CE
Croatia
Bulgaria
Romania
Serbia
BiH
Albania
SEE
Russia
Ukraine
Belarus
EE

CEE
Austria
Germany
Euro area
USA

2014
-2.0
3.9
0.2
0.1
7.0

-2.2

2015 2016e
-02 -0.9
4.4 4.5
0.9 1.4
-1.3 -0.9
6.5 55
1.0 0.7
5.2 2.0
1.1 1.1
-1.1 -2.8
-4.6 -43
=56 -7.0
-13.6 -13.5
-1.0 -2.4
5.0 4.0
-0.1 -3.3
-3.8 57
4.4 3.2
25 1.6
2.6 2.5
8.5 7.5
3.2 3.0
-26 3.2

Source: Raiffeisen RESEARCH/RBI

Gross foreign debt (% of GDP)

Poland
Hungary
Czech Rep.
Slovakia
Slovenia
CE
Croatia
Bulgaria
Romania
Serbia
BiH
Albania
SEE

Russia
Ukraine
Belarus

EE

CEE
Austria
Germany
Euro area
USA

2014
71.1
113.9
66.6
89.7
124.1
715
108.4
93.1
63.1
78.6
51.8
69.2
747
295
95.2
52.6
34.2
n.v.
n.v.
n.v.
120.3

n.v.

2015 2016e
70.1 74.2
105.7  98.5
70.7 746
86.1 84.9
1148 110.0
704 720
103.7 99.1
772  76.6
56.7 533
81.6 80.6
542 555
72.6  71.1
68.8  66.1
393 38.0
131.5 140.0
702 756
46.1 45.8
n.v. n.v.
n.v. n.v.
n.v. n.v.
124.6 n.v.
n.v. n.v.

Source: Raiffeisen RESEARCH/RBI

2017f
-1.2
4.1
1.0
-0.7
4.8
0.3
2.2
0.4
-3.3
-4.5
-7.6
-14.3
-2.8

-3.4
=54

2017f
73.9
87.2
78.1
83.1
104.1
71.0
98.5
74.8
52.7
78.3
55.7
68.2
64.9
31.9
140.4
70.4
39.7
n.v.
n.v.
n.v.
nv.
n.v.

Consumer prices (avg, % yoy)

2014
Poland 0.0
Hungary -0.2
Czech Rep. 0.4
Slovakia -0.1
Slovenia 0.2
CE 0.1
Croatia -0.2
Bulgaria -14
Romania 1.1
Serbia 2.9
BiH -0.9
Albania 1.6
SEE 0.7
Russia 7.8
Ukraine 12.1
Belarus 18.1
EE 8.4
CEE 5.2
Austria 1.5
Germany 0.8
Euro area 0.4
USA 1.6

2015
-0.9
0.0
0.3
-0.3
-0.5
-0.5
-0.5
-0.1
-0.6
1.4
-1.0
1.8
-0.2
15.6
48.7
13.5
17.5
10.5

0.1

Source: Raiffeisen RESEARCH/RBI

2016e
-0.4
04
0.7
-0.1
0.2
0.0

General budget balance (% of GDP)

2014 2015 201é6e
Poland -3.3 26 -2.9
Hungary -25 =20 22
CzechRep. -1.9 -04 -03
Slovakia -27 =30 -2.1
Slovenia -4.9 2.9 -2.7
CE =29 =21 -2.2
Croatia -55 -3.2 -3.0
Bulgaria -3.6 -29 -25
Romania -09 -07 -3.0
Serbia -6.6 -3.7 -3.7
BiH -2.1 25 -2.0
Albania -5.1 -4.0 -2.5
SEE -28 -2.0 -2.9
Russia -1.0 -3.6 -4.4
Ukraine -4.9 23 -3.5
Belarus 1.0 1.8 0.5
EE -1.2 -33 -4.2
CEE n.v. n.v. n.v.
Austria 27 -1.2 -1.9
Germany 0.3 0.7 0.5
Euro area -2.6 -2.1 -1.7
USA -28 -24 -2.9
Source: Raiffeisen RESEARCH/RBI
EUR/LCY (avg)
2014 2015 2016e
Poland 4.19 418 4.38
Hungary 308.7 309.9 314.8
Czech R. 27.5 273 270
Slovakia euro euro euro
Slovenia euro euro euro
CE
Croatia 7.63 7.61 7.56
Bulgaria 1.96 196 1.96
Romania 4.44 445 4.50
Serbia 117 121 123
BiH 1.96 196 1.96
Albania 140 140 138
SEE
Russia 51.0 68.0 744
Ukraine 159 243 28.9
Belarus 13597 17706 22845
EE
CEE
Austria euro euro euro
Germany euro euro euro
Euro area euro euro euro
USA 1.33 1.11 1.10
Source: Raiffeisen RESEARCH/RBI
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2017f
-3.4
-2.7
-0.2
-1.3
-2.5
-2.4
-2.9
-2.0
-3.2
-3.0
-1.0
-1.5

2017f
4.29
308.8
26.4
euro
euro

7.57
1.96
4.47

124
1.96

138

66.7
29.7
23129

euro
euro
euro
1.01

Fixed capital formation (% yoy)

2014 2015 201é6e
Poland 9.8 6.1 3.0
Hungary 1.7 1.9 -0.8
Czech Rep. 2.0 74 =24
Slovakia 3.5 14.0 1.0
Slovenia 5.5 4.8 3.0
CE 7.7 6.5 1.2
Croatia -3.6 1.6 2.5
Bulgaria 34 2.5 1.7
Romania 2.5 8.8 7.0
Serbia n.v. n.v. n.v.
BiH 59 4.0 7.5
Albania -0.8 n.v. n.v.
SEE 1.5 54 4.6
Russia 0.6 -7.6 -4.0
Ukraine -230 93 5.0
Belarus -53 -15.9 n.v.
EE -2.1 -8.0 -3.3
CEE 1.1 -2.4 -1.2
Austria -0.2 0.5 2.2
Germany 3.5 1.6 2.9
Euro area 1.3 2.2 3.1
USA 5.3 4.0 6.8
Source: Raiffeisen RESEARCH/RBI
Public debt (% of GDP)
2014 2015 201é6e
Poland 50.5 513 52.1
Hungary 762 755 74.9
CzechRep. 42.7 41.1 40.3
Slovakia 539 529 528
Slovenia 80.8 83.5 81.9
CE 54.2 54.2 54.3
Croatia 86.5 86.7 87.2
Bulgaria 269 263 295
Romania 39.8 384 39.2
Serbia 68.8 747 785
BiH 422 424  46.0
Albania 71.6 722 705
SEE 48.5 485 50.0
Russia 11.5 127 13.5
Ukraine 529 7246 79.3
Belarus 34.1 48.5 499
EE 147 175 18.6
CEE n.v. n.v. n.v.
Austria 84.2 86.2 85.3
Germany 747 71.2 68.5
Euro area 920 90.7 90.5
USA 103.2 101.9 104.5
Source: Raiffeisen RESEARCH/RBI
Ratings
S&P Moody's
Poland BBB+ A2
Hungary BB+ Bal
Czech Rep. AA- Al
Slovakia A+ A2
Slovenia A Baa3
Croatia BB Ba2
Bulgaria BB+ Baa2
Romania BBB- Baa3
Serbia BB- B1
BiH B B3
Albania B+ B1
Russia BB+ Bal
Ukraine B- Caa3
Belarus B- Caal
Austria AA+ Aaa
Germany AAA Aaa
USA AA+ Aaa

for FCY, long-term debt
Source: Raiffeisen RESEARCH/RBI

2017f
7.1
4.7
4.7
4.8
n.v.
57
3.5
4.0
8.0
n.v.

7.2

2017f
52.6
74.5
39.1
52.1
81.2
54.2
87.6
30.0
39.9
81.3
45.0
67.8
50.6
14.0
78.9
46.4
19.0
n.v.
84.0
65.6
89.0
104.1

Fitch
A—
BBB-
A+
A+
BBB+

BB
BBB-
BBB-

BB-

NR

NR

BBB-
CCC
B—

AA+
AAA




Economy recovers overshadowed by politics

The recovery that had started in 2015 continued in the first half of 2016 pushed  Real GDP (% yoy)

predominantly by domestic demand. Personal consumption found footing in the 8

continued price decline, stabilisation in the labour market and healthy tourism

indicators. Favourable developments as regards the withdrawal of EU funds and 4 \ /’\ T

the positive growth rate in construction were encouraging. On the other hand, the o, \\ //\\té§7

positive effect of the goods and services exports was diminished by the growth \:/, N

of imports, thus warning of the necessity to strengthen competitiveness in order AW

to reduce the relatively high dependence on imports. Developments in the econo- " \/

mies of Croatia’s most important trading partners, high-frequency indicators from g o-aoxn dKE
L. . i & & 000 o o o o o o

the beginning of the second quarter, as well as third-quarter expectations suggest SRR R

that 2016 growth might exceed the currently expected 1.5 percent. In contrast — §§E _ EJ?;;EG

to the pre-crisis period, growth is paired with deleveraging and higher degree of  Sources: Evrostat, Raiffeisen RESEARCH/RBI
orientation towards international markets. Weak demand for loans with a paral-

lel growth of deposits diminishes the need for foreign sources of bank financing.

Gross external debt consequently decreased, which together with the surplus in = ghadow economy in GDP, 2015

the balance of payments current account (for the fourth year in a row) diminishes 35
Croatia’s external vulnerability.

30
Positive trends remained largely overshadowed by political bickering which 5 25
ended in the snap parliamentary elections being scheduled for September. De- 3
spite the shortterm positive influence on the reigning in of government spending,
fact remains that an unstable political environment causes negative perception 15 i 1
among investors and rating agencies. Moreover, it postpones the creation of the b ]c-];
necessary preconditions for sustainable and greater growth, especially given that 58353288555 % s g
the time during the long recession was not used for more important structural re- 308082858

forms. The postponement of the May issue of an international EUR-denominated s, ccq. schneider, F (2015), AT Kearney, Economic
bond due to political uncertainty was the first sign of how sensitive financial =~ RESEARCH/RBA
markets can be. For the time being, Croatia enjoys the continuation of ECB’s
unconventional monetary policy measures, which are likely to be extended due

to UK’s decision to leave EU membership. Moreover, the impact of the referen-  Foreign trade with United Kingdom

dum will probably be seen in the FOMC's July decision to postpone interest rate 25

increasing. The environment of high liquidity and low interest rates is favourable A

for the attractiveness of Croatia’s debt. Nevertheless, a comparison of its risk 20 /N

premium clearly indicates higher costs it sustained and lost chances to be paid o | (| = \/ \V//

for by future generations. =
1.0

In the meantime, the central bank’s monetary policy maintained its expansive

character by preserving high liquidity enjoing the absence of inflation. High li- 0s o

2010
2011
2012
2014
2015

quidity of the domestic market is especially beneficial for the government, which,
L . . . —_— % |

with its second HRK issue this year, raised HRK 10bn thus far. The exchange rate e ,S;(ZZ:

stability remains the central bank’s unquestionable priority due to the stillthigh  Sources: CBS, Economic RESEARCH/RBA

degree of eurisation, that is, currency risk, all sectors are exposed fo.

Economic analyst: Zrinka Zivkovié Matijevié
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Snap elections to be held in September

m Likelihood of political uncertainty still high

B Credit rating maintained

Opinion polling for the Croatian
parliamentary election, 2015

40
30 oA N T
\v,
% 20
10 «L—Jfbf A NAS T
™~
o %’Mﬁ@_
1) 1) 1) 20 0 0 0 20 <0 0 0 0 0 0 0 0 O
i R PN R R A A R B R TN
—TTmounNonounoontaN®on
n T om ~N o~ ~N NN
o~ o~
= Croatia is Growing Most
—— Patriotic Codlition = Zivi zid
— MB 365 Undecided

Sources: Promocija plus, IPSOS PULS, Economic
RESEARCH/RBA

GFCF, General Government
4 10

(v
N\l,
L.,

HRK bn
o - )
3 ———

B HRK bn = Yoy (r.h.s.)
Sources: Eurostat, Economic RESEARCH/RBA

S&P sovereign credit rating

2008/2016*
AA- T
CzechR.
A+ Pad
Slovakia
o A Slovenia
£
5 A
<3 BBB+
L Poland
L |
é BBB Romania
3 BBB- i
BB Hung‘ary, Bulgaria
BB Croatia ‘
| | |
243 8 g <« &g
o o
S&P Rating 2008
*on 15th July

Sources: Bloomberg, Economic RESEARCH/RBA

The disagreements among (the officials of) political parties making up Croatia’s
government finally resulted in the non-confidence vote against the Prime Minis-
ter, dissolving of the Parliament and the date being set for snap elections in the
first half of September 2016. However, opinion pool continue to point fowards
political uncertainty, indicating that we are unlikely to see a clear cut winner of
parliamentary elections in September as well. Namely, political bickering and
the uncertainty created as a result made the coalition Croatia is growing, headed
by the social democrats (SDP), the favourite of Croatian voters, noticeably dimin-
ished the popularity of the Patriotic Codlition, headed by the Croatian Demo-
cratic Union (HDZ), and restored (although not entirely) the party MOST to popu-
larity. Fact remains that some 30% of votes remain scattered among undecided
voters and the so-called smaller parties. On the other hand MOST proved to be
a tough negotiator and a political partner that does not back off when faced
with demands of leading parties commanding stronger electoral support. As for
economic programmes of political parties we do not expect (much) divergence
from the programmes introduced at regular parliamentary elections in November
last year. However, it will be interesting to see their stance on the reform of local
and regional self-government units, especially given the fact that local elections
are envisaged sometime in the spring of 2017. In addition, when other things
are made equal, one should not rule out the parties being more prone to populist
measures in order to win votes. Populist measures normally mean more spend-
ing to be financed. It is thus unlikely that autumn will bring much stability as far
as the formation of the government and parliamentary majority are concerned.
Until then the technical Government will hold on to executive power. One of the
key documents “Economic and fiscal policy guidelines” for the upcoming three-
year period are on the agenda already in July. They should be the foundation
for the 2017 budget and the indicator of the government’s readiness for reform.
After the falling of the government, the evaluation of such documents becomes
irrelevant and the financing and execution of the state budget proceed without
amendments to regulations and structural changes. The data for Q4 2015 and
Q1 2016 confirm that political uncertainty reigned in government spending, es-
pecially in relation to the material costs item and capital investments. This, amid
the economic growth and cyclical inflow to the state budget leads to deficit reduc-
fiscal consolidation. Paired with a smaller deficit, primary
surplus and continued privatisation of the remaining government portfolio, public

|II

tion and a “natura

debt growth slows down or even stabilises. However, although fiscal metrics im-
proves under such conditions, deeply rooted structural problems remain (health-
care, education, pension system, public administration, etc.) and the creation
of the conditions for stable and stronger recovery is postponed. Moreover, in
the context of a small, open and vulnerable economy such as Croatia’s, politi-
cal uncertainty signals investors and rating agencies away. The S&P’s warned
against this in its latest assessment by indicating the country risk which ultimately
determines the costs of financing for all segments of the economy.

Economic analyst: Zrinka Zivkovié Matijevié
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Growth boosted by domestic demand

B Macroeconomic indicators remain healthy
m Gross external debt lowered — banking sector deleveraging continues

The final GDP Q1 2016 indicators confirmed the real annual growth rate of
2.7% with a positive contribution of domestic demand headed by the growth
of personal consumption and also encouraging recovery of gross capital forma-
tion. Despite the fact that the greatest contribution to the increase in GDP vol-
ume came from goods exports, the effect of net foreign demand was ultimately
negative, primarily thanks to relatively strong growth of the imports of goods
and services.

Solid high-frequency macroeconomic indicators pointed to a further continua-
tion in positive GDP developments over this year's second quarter. Although at
a slower pace relative to the first quarter, the growth of industrial production will
continue over the upcoming months, paired with the expected continuation of fa-
vourable trends in external demand which will surely positively contribute to the
continuation of healthy growth rates by the export of goods. On the other hand,
the envisaged recovery of investments (spurred by better utilisation of EU funds)
might at the same time spur stronger imports, thus consequently diminishing the
positive contribution of the growth of exports of goods and services.

At the same time, the projected continuation of negative annual inflation rates
(predominantly caused by imported price pressures from the world’s commodi-
ties market) will be additionally underlined by the effects of the administrative
reduction in the price of gas', thus causing the effect of “tax alleviation”, that
is, higher available income. Consequently, over the next months positive annual
growth of average wages in real terms will continue. However, in contrast to
2015, this year will show a relatively higher annual growth of average gross
wages relative to net wages which is partially consequence of the base pe-
riod effect, given that growth of net wages registered last year was spurred by
changes in income taxation. The effect of these tax changes vanished? at the
beginning of 2016.

In addition to improved development in employment, aided by rising demand
for seasonal workers in tourism, the positive influence of personal consumption
on GDP growth is expected to continue. According to our estimates, it could
come in higher than initially expected on an annual level. Positive risks over the
shortterm largely come from expectations of a one more record tourist season
that might positively affect the economy in multiple segments. At the same time,
however, Croatia’s large dependence on tourism is worrying. Its share in the
country’s economy, by income, reaching almost 20% of GDP. Namely, amid
relatively high geopolitical risks, overreliance on tourism may ultimately have
a negative effect. Therefore, negative effects on the sustainability of economic

1 Since 1 April 2016.

2 As for more substantial methodological changes, starting from January this year the CBS published
data on average wages in accordance with a new methodology which resulted in relatively lower
expressed amounts of average wages relative to the previous statistics. The new methodology is based
on a new data source the so-called JOPPD form which provides for a more comprehensive coverage of
the data on salaries and wages in compared with the previous statistical research that covered 70% of
the persons employed in each section of the NCA collected via the statistical form RAD-1.

GDP, real annual changes

3

2

%
L I

NI —

T—NOY—NOY =N Y —
go0C0CoCoco0OoCUooCCCCoCaa

Sources: CNB, Economic RESEARCH/RBA

Trends in employment
1,550

1,500

1,450 O\ /\
/N

ands

21,400 / N
o
£ 250 /N \_|/

1,300

1,250

= Number of insurees (CPII)
= Total number of employees (CBS)*
* series is broken as of Jan 2015 (due to the new

methodology)
Sources: CPIl, CBS, Economic RESEARCH/RBA

Travel receipts (tourism)
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Sources: CNB, Economic RESEARCH/RBA
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oreign.relation:

The IMD’s World Competitiveness growth in the mid-term should be stressed. They are also linked to the politi-
60 9 cal uncertainty that resulted in the discontinuity in the operation of the govern-
50 7 ment. In other words, a slowdown or postponement of structural reforms defined
40 5 within the framework of the National Reform Programme and Convergence Pro-
30 3 gramme for the medium term may cause the unfavourable investment environ-
20 ! ment to continue and thus jeopardise the longterm growth outlook. Negative
10 -l risks arising from the external environment should also not be neglected (such
"o o o » o o T L O as the slowdown in the countries that are Croatia’s main foreign trade partners,
E ;gv g J%’ § E 3 § especially in the context of concerns arising from direct and/or indirect conse-
= quences of Brexit).
B WCY 2016
Changes in comparison with the previous year (r.h.s.)
;D’Li;clch;f7;/10[/)6\/@525(;:,712';3’&;:;mm%f;ke;sowl The CNB's latest indicators of Croatia’s foreign relations confirmed the usual
Economic RESEARCH/RBA deficit in the balance of payments current account in this year’s first quarter (HRK
1.6bn). It widened by almost 26% on annual level, the negative contribution
coming from the primary and secondary income account and the deterioration
C/A balance in the account of goods and services (regardless of the two-digit annual growth,
o exceeding 16% of total income from tourism). However, viewed cumulatively,
5 the last four quarters saw a relatively high surplus balance in the current account
4 balance of 4.4% of GDP (receiving a strong boost by bank losses caused by the
5 3 CHF conversion). On an annual basis, in addition to a one more sucessful tour-
32 ist season, 2016 is to bring about a higher income arising from EU funds. This,
0 | I 1 I together with lower prices of oil on an annual level, could result in the positive
0 11 current account balance for the fourth year in a row. Given the absence of the
:; ample effect of the CHF conversion this year, the expected surplus will be much
o - « o 3 o 8 lower
& &8 &8 8 & 8 &

On the other hand, the compulsory CHF conversion increased client risk aver-
sion which consequently additionally contributed to the reduction in demand for

* yellow implies impact of mandatory CHF conversion
Sources: CNB, Economic RESEARCH/RBA

loans. Due to the parallel growth of cheaper domestic deposits and high liquid-
ity in the domestic market, banks continued deleveraging abroad (the trend that

Gross external debt started in April 2012). Consequently, at the end of this-year’s first quarter the
50 120 overall gross external debt totalled EUR 44.3bn, thus lowering its share in GDP
j: to 100.2% (from 103.7% at the end of last year). Apart from banking sector de-
e I i - 10 & leveraging, the decrease in gross external growth was aided by the slowdown
":E 46 u V' \dl 95 in general government borrowing in the first three months of the year. However,
= Zi 0 [N oo after the period of temporary financing, let us be reminded that recent postpone-
43 ment of a government bond issue in the foreign financial market was successfully
ﬁ (TR substituted by domestic borrowing, a similar trend might be expected in the
=R . corporate sector. Therefore, in the upcoming months we are expected to see a

Ll < (52} N — < [52) N - . . .
0 00000000 subdued bank need for foreign sources of funds. Consequently, given the envis-

Gross foreign deb ) . . .
. %rzst;;e(?'?,'sj ' aged economic growth, the share of gross external debt in GDP might come in

Sources: CNB, Economic RESEARCH/RBA |OWeI’ fh(]n |C]Sf year.

Economic analyst: Tomislava Ujevié¢
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Financing needs grow

B Risk of stronger fiscal consolidation in the medium term
B New local issue

The uncertain and complicated political situation, including the status of a tech-
nical government, increased the risk of a slowdown or even postponement in
the much awaited implementation of reforms within the framework of the Nation-
al Reform Plan and the Convergence Programme. The reform implementation
should reign in public expenditures in the short term, while economic recovery
should continue to positively affect revenues. In addition, one more successful
tourist season, according to preliminary indicators, will reflect itself in more am-
ple VAT revenues which will, in addition to the shortterm positive fiscalisation
effect, result in the multiplicative effect on the overall economic activity. Never-
theless, in the long-term, Croatia absolutely needs a stable government, laying
stress on reforms and meeting the needs of the private sector for the purpose of
achieving sustainable fiscal metrics.

In addition to this year’s estimated general government deficit of some 3% of
GDP, total refinancing needs neared some 20% of GDP (which includes liabili-
ties arising from the issued Tbills which are usually rolled-over at maturity).
According to the financing account, published by the Government within the
framework of the proposed 2016 Budget, the securities issues, that is, bond is-
sues, are planned fo raise HRK 17.56bn of budget receipts. The expected exit
to the foreign capital market with an international bond issue, which aimed to
raise a share of budget receipts, was postponed early in June. Amid domestic
political bickering the Ministry of Finance announced that it decided to monitor
developments in international financial markets in order to issue this year's only
planned Eurobond after the domestic political uncertainties have been removed.
New borrowing in the domestic market was undertaken in the middle of July.
With healthy investor interest and yield to maturity of 2.85%, Croatia success-
fully placed HRK 6bn, maturing in 2021, thus completely covering the bond
maturing in July, worth HRK 3.5bn. Together with the HRK 4bn issue from the
mid-March this resulted in the HRK 10bn raised in the domestic capital market
thus far. As for the remainder of the year, an 18-months EUR Thill issued in
February 2015 is maturing in August. According to the latest available data,
central government deposits at the account with the CNB totalled HRK 5.9bn
in May, indicating the need for additional government borrowing until the end
of the year. It is likely that this year’s refinancing needs will be met in the local
market, abundant in surplus liquidity, while at the same time market participants
(especially large institutional investors such as pension funds) are capable of ca-
tering for this year’s possible increase in supply of government issues. However,
the first greater challenge having to do with the financing of maturing liabilities
to be faced by the new future government will be the one in the first quarter
next year when the lion’s share of 2017 maturities becomes due (HRK 5.5bn in
February and USD 1.5bn in April). According to our expectations, regardless
of ample liquidity in the system, it is unlikely that the government will be able to
meet its financing needs in the domestic market. To be more exact, some 20% of
refinancing needs over the years to come cannot be absorbed only by the local
market. New potential borrowing in the international market will, to the largest
extent, depend on the stabilisation in the domestic political arena. Therefore, we
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think that a more likely date for an international issue will be sometime at the
beginning of next year when things are expected to stabilise politically. When
this prerequisite is satisfied, good macroeconomic fundamentals, as well as
favourable situation in the foreign markets supported by the continuation of the
ECB'’s expansionary monetary policy on one hand and the postponed increase
in FED's interest rates on the other, not fo mention ample system liquidity, will
facilitate successful borrowing. The key pricing factor will definitely be political
stability, as one of the main factors in credit rating assessment by rating agen-
cies. Given the interdependence of sovereign credit rating and the price of a
country’s borrowing it is inferesting to compare yields on government bonds of
Romania and Croatia today vis-a-vis the pre-crisis 2008. According to Moody's,
Croatia and Romania had an equal rating in 2008 (Baa3), with the yield on the
10-year Croatian local bond being 6%, while the equivalent Romanian bond
was traded at an average yield to maturity of 9.2%. Romania maintained the
same credit rating, while Croatia’s credit rating went down to Ba2 over the
years. The average yield on the 10-year Romanian bond was 3.50% this year,
while Croatian papers of the same maturity yielded 3.90%. However, differ-
ence in Eurobonds is even greater. While in 2008 the yield on the 8y Romanian
Eurobond was 100bp higher than the yield of equivalent Croatian issue (6.65%
vs. 5.65%) today the situation is significantly different. The current yield on the
Croatian Eurobond maturity in 2025 is 125 bb higher in relation to the Roma-
nian foreign issue of the same maturity (3.41% vs. 2.14%). All of the above
leads to a conclusion that had Croatia only maintained its credit rating at the
2008-level, the price of its borrowing today would surely be much more favour-
able despite of the already favourable conditions and low benchmark interest
rates in international markets. We expect a quiet period with stable price and
yield movements of domestic bond issues to continue until the end of the year.
Given that the monetary policy in the remainder of the year will support high
liquidity, yields on shortterm securities, whose one-year yields on kuna issues
decreased additionally late in June, to 0.94%, will surely remain at their histori-
cal lows. As usual, Croatian Eurobonds mimicked the trends seen in bonds of
CEE countries. The negative mood in the market and the sudden rise in risk aver-
sion after the results of the United Kingdom EU membership referendum spilled
over to Croatian issues whose spread widened to above 410bp for a short
period. However, the calming of the situation in the international markets re-
turned Croatian international issues to trends seen before the Brexit referendum.
As the year goes on, ample liquidity in the European markets resulting from the
expansive monetary policies of leading central banks paired with historically
low yields will continue to positively affect CEE bond movements. However, with
the spill-over of strong risk aversion and given the growth of risk premiums in the
peripheral countries of the EU amid insecurity in the global markets amplified
by the results of the Brexit referendum, Croatia might, given its fundamentals
and political instability, pay a higher risk premium, which may negatively affect
public debt and the urgently required fiscal consolidation.

Economic analyst: Elizabeta Sabolek Resanovié
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Stable exchange rate and low inflation continue to support

expansive monetary policy

B Stabile EUR/HRK exchange rate
® High kuna liquidity and further interest rate decline

The strengthening of the kuna against the euro that had started in February was
halted in the second half of April. It was only the shortterm downward pressure
late in May that prompted the central bank to a foreign exchange intervention.
For the first time since 2012, the CNB purchased euros from commercial banks
in the total amount of EUR 83.5m at the mid-point exchange rate of HRK 7.49 for
one euro. Although relatively small by amount, this foreign exchange intervention
was a clear message that the stability of the domestic currency remains one of
the key monetary policy priorities. Moreover, the stability of the exchange rate
was not even jeopardised by the inner political turmoil or the outcome of the
UK European Union membership referendum, thus confirming the shallowness
of the market and the absence of foreign investors that could potentially create
the risk of a volatile exchange rate with their surplus exposure towards the kuna.
The peak of the tourist season paired with slightly more favourable fiscal risks,
the inflow of euros from foreign sources (from borrowing and/or EU funds) and
positive net foreign position of banks are the factors that should provide support
to the domestic currency in the upcoming months. Nevertheless, we do not expect
EUR/HRK to fall below 7.45 kuna per euro, partly also due to the steady demand
for euros that arises also with the growth of imports. At the end of summer, the
kuna should register a commonly mild depreciation trend, with the upward EUR/
HRK trend being expected to last until the end of the year. The average EUR/
HRK exchange rate at the annual level should come in lower than in 2015, thus
confirming the recovery of economic activity mostly accompanied by the strength-
ening of the kuna against the euro.

Amid such conditions the monetary policy remains expansive, thus ensuring the
liquidity of the financial system and further lowering of interest rates. The “inter-
est rate transfer” of monetary policy impulses strives to lower the financing costs
of all sectors and aid the recovery of economic activity. However, despite the
decline of the fixed interest rate during the third structural repo operation (from
1.8% to 1.4%), interest remained subdued by the absence of stronger demand
for loans that, with the already existing high liquidity, may be satisfied from the
available kuna sources. In case of a stronger and longer-lasting demand for kuna
loans the role of the central bank remains key and providing for kuna sources.
Namely, in the structure of bank assets, deposits account for a still stable majority
source, with (despite the gradual decline) foreign exchange deposits prevailing
with a share of some 70%. The expansive character of the monetary policy is
also supported by the absence of inflationary pressures. The CPI decline that
has been observed for the third year in a row gained additional strength thanks
to the administrative decline in the price of gas early in the second quarter. The
expected annual decline in consumer prices is one percent in annual terms, but
there are no fears of a deflationary spiral. The decline in prices has a positive
impact on consumption by alleviating the burden on personal income. Namely,
the main generator of negative rates continues to be energy whose gradual re-
covery is expected later in the year, after the recovery in the prices (of oil) in the
world’s commodities markets.

Economic analyst: Zrinka Zivkovi¢ Matijevié
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Brexit in focus

B Monetary policies of leading central banks adjusting to new environment following Brexit
® Fed again postponed the raising of its benchmark rates

FOMC Meeting Calendar
2016
26-27 Jul 1-2 Nov
20-21 Sep 13-14 Dec
2017
31 Jan-1 Feb 25-26 Jul
14-15 Mar 19-20 Sep
2-3 May 31 Oct-1 Nov
13-14 Jun 12-13 Dec

Sources: Federal Reserve System, Economic RE-
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This year's second quarter was marked by the United Kingdom EU membership
referendum and assessments of potential consequences on global markets. Amid
uncertainty, risk aversion and caution in the wake of referendum results, the lead-
ing central banks opted for the waitand-see policy. At its regular meeting early
in June, the ECB maintained its benchmark interest rate at 0.00% (deposit rate
at negative 0.40% and its marginal interest rate at 0.25%). At the same time,
there were no changes in the FOMC benchmark rates. The top official, J. Yellen
stressed that the UK referendum was an important factor in the decision to keep
stable interest rates. The latter was confirmed when the minutes from the Fed's
meeting were published, which lead to the conclusion that the influence of Brexit
is quite substantial and that next meeting of FOMC officials in July is also likely
to end with the postponement of interest rate increasing.

June 23 marked a new milestone in the history of the European Union. It was
equally surprising for both bookies and financial markets. The decision of the Brit-
ish hit financial markets and caused significant shortterm changes in the move-
ment of currency prices, equity markets and bond risk premiums. However, the
noticeably wakened British pound is a clear reflection of the uncertainty that may
easily spill over to other markets. Brexit is unprecedented so its consequences are
hard to pin down. This pushed market participants to turn towards safest assets,
while more risky ones came on sale. All this, of course, largely depends on the
future of the legal relationship between the United Kingdom and the EU-27 once
the UK membership in the EU ceases. Central banks are not unaware of the exist-
ing negative risks. Therefore, in order to avoid a collapse in the financial markets
they intervened through foreign exchange interventions or asset repurchase pro-
grammes. One thing is certain, monetary policy will adapt.

The experience of the last few years implies that interest rate raising in the US will
be postponed. Given the results of the UK referendum, we expect that FOMC of-
ficials will decide against an intervention in the international financial market by
raising interest rates despite good economic and labour market indicators at their
meeting this month. The next increase in benchmark inferest rates is possible in
September, although more likely in December, when the situation in the markets
quiets down. In line with FOMC expectations, we expect three more interest rate
hikes by 25bp over the next year.

As for Europe, the extremely expansive monetary policy of the ECB will continue
until the end of 2017. The ECB committed to repurchasing EUR 80bn until March
2017 as part of the Quantitive Easing policy. We do not expect a sudden halt. In
addition, the ECB started with the purchase of selected corporative bonds in the
estimated amount of EUR 5-7bn per month. In case of turbulence in the financial
markets, the ECB will not hesitate to continue the bond purchase programme as a
form of programme extension and/or to increase the monthly volume. Should the
ECB opt for changes in its bond purchase programme, this will not significantly
affect interest rate developments in the money market. On the other hand, under
the scenario of further benchmark rate cuts changes would be more pronounced.
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Namely, for some time now, the ECB deposit rate is the most important measure
of the EURIBOR movement. In our opinion, further decline in the deposit rate will
cause a proportional decline in the EURIBOR rate at the shorter end of the yield
curve. Given that the Brexit situation is clearly correlated with banking sector
uncertainty, EURIBOR rates for longer maturities (e. g. 12-month EURIBOR) will
probably not go down proportionally. All in all, we expect further ECB bench-
mark rate cuts to lead to the decrease in EURIBOR rates, with the yield curve of
money market inferest rates becoming steeper.

Economic analyst: Elizabeta Sabolek Resanovié
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Interest rates — long term forecast

]92%105 2013 2013 2014 2014 2015 2015  2016e

e avg eop avg eop avg eop avg

Fed key rate 4,06 0,25 0,25 0,25 0,25 0,26 0,50 0,63
Libor Tm 4,22 0,19 0,17 0,16 0,17 0,20 0,43 0,58
Libor 3m 4,31 0,27 0,25 0,23 0,26 0,32 0,61 0,78
Libor 6m 4,41 0,41 0,35 0,33 0,36 0,49 0,85 1,03
Libor 12m 4,64 0,68 0,58 0,56 0,63 0,80 1,18 1,28
Yield 2y 4,67 0,30 0,36 0,45 0,63 0,67 1,04 1,05
Yield 5y 5,31 1,16 1,71 1,63 1,64 1,52 1,65 1,70
Yield 10y 5,75 2,34 3,01 2,53 2,18 2,13 2,28 2,25

Sources: Thomson Reuters, Raiffeisen RESEARCH/RBI
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One-off profitability growth in Q1

B Positive reverse influence of conversion on credit risk

m Continued bank deleveraging abroad

B Diminished share of non-performing in total loans

Gross Income structure of Croatian
banking sector, in % of GI*
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As a result of the proscribed conversion of CHF loans in EUR loans, the banking
sector incurred operating losses in Q3 2015 arising from the partial write-off
of client receivables. The partial write-off of loans contributed to the reduction
of the basis for the calculation of loan loss provisions, both in the portfolio for
performing loans and individual for non-performing loans. Amid the calculation
of provisioning costs at reduced basis, surplus provisions in the converted credit
portfolio were released in Q1 this year. Therefore, instead of the usually negative
we saw a positive contribution of provisions fo period results making bank real-
ised profit in Q1 substantially higher than over the previous years. The positive
influence of provisioning costs on operating results is one-off and linked to the
previously executed conversion procedure. Until the end of the year we do not
expect additional extraordinary influence on bank operations and consequently
no unusual contributions of provisioning costs on operating results, either positive
or negative. Conversion effects had a positive influence on the portfolio of non-
performing loans. The reduction of the overall amount of client debt in converted
loans reduced the overall amount of non-performing loans. The decline in bank
claims from clients, with collateral value maintaining the same level, led to an
increase in coverage ratios, primarily as regards mortgage loans. Therefore, in
addition to the reduction of the overall ratio of non-performing loans from 17.1%
in Q3 2015 to 16.1% in Q1 2016 the coverage ratio of non-performing loans
by value adjustments went up from 54.4% to 58.4% in the same period. Due to
the expected economic recovery and the growth of real household income, the
remainder of the year is expected to see positive tendencies expressed in the fall
of the ratio of non-performing loans and the growth of coverage by value adjust-
ments. The reduction in the ratio of non-performing loans in the remainder of the
year might help bring back to life the credit activity of banks. A precondition for
an increase in lending is to increase the attractiveness of the loans offered by do-
mestic banks compared with those offered by their foreign competitors. Namely,
under the influence of expansive monetary policy measures over the past few
years in the dominant foreign market (the euro area) the direct borrowing on
foreign markets was more attractive in terms of price than the loans offered
by domestic banks. During the period, loans offered by domestic banks were
dominated by loans indexed to the euro that arose from the structure of financing
sources marked by a high degree of euroisation of domestic deposits. Differences
in the interest rates of supplied loans were used by domestic enterprises de-
leveraging with domestic banks and borrowing abroad. However, the demand
for loans in domestic currency increased in 2016 and the CNB started to use
structural operation measures to increase medium term supply of funding in kuna
at competitive prices. We expect this to result in a reversal of corporate lending
trends, with corporate increasingly relying on kuna loans with domestic bank in
the remainder of the year. As a consequence of the expected growth of lending
the trend of banks deleveraging should stop in the medium term, even more so
because bank potential for further deleveraging has been almost fully used.

Anton Staréevié, CEO Advisor
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Equity markets were not in a good mood

B Regional equity indices were in Q2 2016 mostly in red
m The ZSE indices posted an uptick
B Strong growth of PP Holding’s shares thanks to new contracts

The CEE equity indices registered predominantly negative returns in Q2 2016.  CEE indices - returns in Q2 2016

Only the MICEX and the CROBEX ended the quarter with small gains. In general, 2 o

some of the reasons for the pessimism on the regional equity markets were a 0 = 1

slowdown of the Chinese economic growth, speculations about the interest rate j :I

hike in the US and uncertainty ahead of as well as the outcome of the referendum o, _59'3'9

in United Kingdom related to European Union membership. In addition, the Pol- -8 St oA

ish market was affected by unfavourable local factors mostly related to political -10 W57

uncertainty. As a result, despite good macroeconomic indicators the WIG 30 _]i -

index recorded the greatest fall among the regional indices. The Czech PX index g £8E5 k&3 § % o

also declined mostly due to drop of shares from financial sector. The Russian : 3 3 & =

MICEX increased the most among the regional indices thanks to the overall senti- 7

ment improvement and the oil price rebound. * in local currency, value on June 30, 2016 (6:30 PM)
Sources: Bloomberg, Economic RESEARCH/RBA

The Croatian market managed to resist the negative sentiment and added 0.4%

in Q2 2016. This was partly due to a small influence of Brexit on the domes-

tic market but also because of local political headwinds. As a result, regular ~ Regular turnover

turnovers on the ZSE continued shrinking, coming at only HRK 5.6m on average 25

daily, which is much below the same period in 2015, when the daily average ”

amounted to HRK 8.4m and almost halved compared to Q2 2014. On the other

hand, block turnovers were very high, so the total realised turnover actually in- E IS

creased compared to the first quarter 2016 largely thanks to sale of 20.5% stake % d

in Koné&ar El in June. Share of Hrvatski Telekom was the most traded with total of 0

HRK 77m turnover in Q2 what makes 22% share in the total regular turnover. The 5

majority of CROBEX constituents saw only small changes, while shares of Duro

Dakovi¢ Holding and Dalekovod were leading the way thanks to new contracts. G <6646 w6 GGG G

The share of Kras found itself on the back of the list. Shares of Ericsson NT were
also on the rear due to the ex-dividend. Among the sector indices, indices of
industrial and construction sector shares performed the best, while the greatest
fall was realised by the index of F&B

sector shares. Total market capitalisa-  Return of CROBEX constituents in Q2 2016 (dividends not included)*
tion on the ZSE at the end of the quar- 35

Sources: ZSE, Economic RESEARCH/RBA

ter stood at HRK 120.3bn, down by 30
1.9% compared to the end of March. 25
20
Financial analysts: Ana Turudié¢ and Nada 15
Harambasi¢ Nereau 10
%
; 111
0 ITTTTTT_- m m W

-5
-10
-15

- = ° — —— po - 5 o ~ :
gz 22 2 s 232 gox I LT B P
™ o Z © D g 5 5 5 5 @ 2 ¢ 2 > 0o g = 3T >
c £ o ° < O = 2 2 ©° S 5 £t ©b = O =2 o
s E 3 8 = 35 35 e Q 2 5 5 & =& 3 =2 3
isgr 5 § pegdy TR8zo =32
s Qg o < £ g ER g & Q&
w e ]

5 ¢ 2 > S 5 ® o
= 2 N < K B E
= @

<

* return calculated as on June 30, 2016 (6:30 PM)
Sources: ZSE, Economic RESEARCH/RBA

x Raiffeisen s
RESEARCH




16

Cautious trading expected to continue in Q3 2016e

m High liquidity and favourable macroeconomic outlook supportive for CEE equity indices
B Introduction of reforms could result in more optimism and liquidity on the ZSE

Long-term earnings growth
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P/E ratios in comparison
16

In Q3 2016e we expect the positive impact of expansionary monetary policy on
the CEE equity markets to continue, boosted by expected good macroeconomic
results and rising oil prices. Brexit development is also to be factored in. Howev-
er, given the two-year transitional period, actual implications are not expected in
the shortterm. Nevertheless, political insecurity and speculations about EU mem-
bership referendums in other member states could weight on the equity markets.
The third quarter is expected with optimism but caution as regards developments
at regional stock exchanges over the next year. According to the expected P/E
ratio for 2016e (6.8x)," the Russian MICEX is most favourably valued, relatively
speaking. Considering the expected growth in oil prices, the MICEX is at the
same time an index with the highest expected growth in the region until the year
end. A nice rebound is also expected from the Czech PX due to very good mac-
roeconomic results and relatively favourable valuation (2016e: 10.7x). In addi-
tion, the PX also boasts the highest expected dividend yield among the regional
indices (6.2% in 2016e).

For some time now, the low liquidity of shares limits the value growth of equity
indices on the ZSE. Given the continued decline in regular turnover over the sec-
ond quarter and traditionally low activity during the summer we expect only small
changes in the value of equity indices and investors to focus on news and shares
from the tourism sector. In addition, political uncertainty surrounding the extraor-
dinary parliamentary elections scheduled for September will remain in the focus.
According to Raiffeisen RESEARCH', CROBEX 10 continues to maintain the high-
est expected P/E ratio in 2016e among the regional indices (13.1x), as well as
low long-term expected growth of earnings by its constituents (1.9%). Positive
influences are expected from an anticipated good tourism season. However, for
more substantial changes we will have to wait for autumn after the elections, i.e.
for reforms to finally start being implemented.

Financial analyst: Ana Turudié

MICEX (RU) BISTNat.  PX (CZ)
100 (TU)

* BET excl. Fondul Proprietatea

Sources: Thomson Reuters, IBES, Bloomberg, Raiffeisen RESEARCH/RBI, Economic RESEARCH/RBA
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W 2017f European Strategy 3rd quarter 2016, http://
www.rbinternational.com/eBusiness/services/
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1170550226796214632-1-2-EN.pdf
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Disclaimer

Published by Raiffeisenbank Austria d. d. Petrinjska 59, 10000 Zagreb, Hrvatska (“RBA”). RBA is a credit institution and is has been incorporated in keeping with the Credit Institutions
Act.

Economic Research and Financial Advisory are organizational units of RBA.

Supervisory Authority: Hrvatska agencija za nadzor financijskih usluga, Miramarska 24b, 10 000 Zagreb (Croatian Financial Services Supervisory Agency) and Hrvatska narodna
banka, Trg hrvatskih velikana 3, 10002 Zagreb (Croatian National Bank).

This publication is for information purposes only and may not be reproduced, translated, distributed or made available to other persons other than intended users, in whole or in part,
without obtaining prior written permission of RBA on a case to case basis. This document does not constitute any kind of investment advice or a personal recommendation to buy, hold or
sell financial instruments and it is neither an offer nor a solicitation of an offer. This document is not a substitute for any form of a legal document which is required pursuant to regulations
of any state, including the Republic of Croatia, for a primary issue or secondary trading in financial instruments, regardless of whether investors are classified as retail or professional
investors and regardless of whether they are entities or residents of the Republic of Croatia or of any other jurisdiction.

This publication is fundamentally based on generally available information, which we consider to be reliable, but we do not make any representation, warranty or assurance as to
accuracy, completeness or correctness of such information. All analyses contained in this publication are based solely on generally available information and on assumption that the
information is complete, true and accurate, which may not necessarily be the case, and, for the user, they involve risks related to issuer, capital market, general economic and political
environment and prospects. The estimates, projections, recommendations or forecasts of future events and opinions expressed in this publication constitute independent judgement made
by analysts as at the date of publication, unless explicitly otherwise stated. The following sources were material for the preparation of this publication: the Croatian Bureau of Statistics,
the Croatian National Bank, the Government of the Republic of Croatia, the Croatian Employment Service, the Croatian Pension Insurance Institute, the Ministry of Finance, the Croatian
Financial Services Supervisory Agency, the Zagreb Stock Exchange, the Institute of Economics, Bloomberg, Eurostat, the Vienna Institute for International Economic Studies and other
sources which are expressly stated in the analysis.

RBA is under no obligation to keep current the contents of this publication and reserves the right to withdraw or suspend them in whole. The publication of an up-to-date revised analysis,
if any, shall be made at the discretion of analysts and RBA. In case of any modification or suspension of the contents of this publication, RBA shall publish the notice of modification or
suspension, and information regarding the circumstances which lead to the modification or suspension of this publication, in the same manner as this publication, with a clear reference
to the fact that the modification or suspension apply to this publication.

This publication does not purport to be and does not constitute a basis for making any investment decision and all users are advised to seek additional expert advice and information to
the extent they deem necessary, before making any investment decision.

The prices of financial instruments mentioned in this publication are the closing prices available at 16:30 CET on the day which precedes the date of this publication, unless stated
otherwise in the publication.

Investment options discussed in this publication may not be appropriate for certain investors, depending on their specific investment objectives and investment time horizon, and taking
info account their overall financial situation. Investments which are the subject of this publication may vary in price and value. Investors may generate returns which are below their
initial capital investment. Exchange rate changes may adversely affect the investment value. Besides, past performance is not indicative of future results whatsoever. Risks arising from
investment in financial instruments, financial products or investment instruments which are the subject of this publication are not explained in whole or in full detail. Information is provided
“as is" without giving warranties of any kind and may not be deemed to substitute any investment advice. Investors have to make independent decision regarding the appropriateness of
investment in any instruments discussed or mentioned in this document, based on risks and benefits resulting from such instruments, and on their investment strategy and legal, fiscal and
financial position. As this publication is not personal recommendation for investment, neither it and nor any of its components, forms a basis for conclusion of any kind of deal, contract
or commitment whatsoever, nor should it be relied upon or used as an incentive for or in connection with such actions. Investors are advised to seek specific detailed information and
advice from competent certified investment advisors.

RBA, Raiffeisen Bank International AG (“RBI”), and any other company connected with them, including their directors, authorized representatives or employees, and any other party, do
not accept any responsibility of liability arising in any way (whether due to negligence or otherwise) for any damages or losses whatsoever which result from the use of this publication
or its contents or which may otherwise be caused in connection with this publication.

This publication is disseminated to investors who are expected to make independent investment decision and estimates of investment risks, including issuer risk, capital market risk and
risks related to economic and political circumstances and prospects, without placing undue reliance on this publication, and this publication shall not be distributed, reproduced or
published in whole or in part for any purpose, without RBA's permission.

RBA publishes financial instrument valuation and analyses independently or_as part of publications which are created and distributed by Raiffeisen Centrobank, Austria (“‘RCB”) and
Raiffeisen Zentralbank AG, Austria (“RZB”) under the name Raiffeisen ISTRAZIVANJA. The analyses may relate to one or more issuers, and to financial instruments issued by them.

Unique criteria for issuance of stock market recommendation (rating) and risk classification are defined as follows:

“Buy”: for stocks which have an expected total return at least 15% (20% for stocks with high volatility risk / 10% for stocks with low volatility risk) and represent the most attractive stocks
among all stocks we analyze and valuate over next 12 months

“Hold": for stocks for which we expect a positive return up to 15% (up to 20% for stocks with high volatility risk / up to 10% for stocks with low volatility risk) over next 12 months.
“Reduce”: expected negative return up to ~10% over next 12 months.
“Sell”: for stock with expected negative return by more than ~10% u over next 12 months.

Target prices are based on calculated fair value which is derived by applying relative valuation tools (peer group analysis) or discounted cash flow DCF method. Detailed information
on specific valuation methods applied is available at: https://www. rcb. at/en/the-bank/business-segments/cr/concept-and-methods/

When publishing the analyses, ratings are determined by applying above mentioned ranges. Temporary deviations from the aforementioned ranges will not automatically result in the
alteration of a recommendation, and the respective recommendation will be placed under review instead.

Opinions concerning Croatian money market rates and price fluctuations of government bonds issued in the Republic of Croatia are based on the analysis of market ratio movements.

This publication is not an offer or a personal recommendation to buy or sell a financial instrument. Information presented here does not constitute a comprehensive analysis of all material
facts related to issuer, industry or financial instrument. This publication may contain expectations and forward-looking representations, which involves risks and uncertainties, however,
they are not a warranty or indication of future results whatsoever and are therefore subject to change. Therefore no warranty or representation, whether express or implied is made and
no reliance should be placed on the fairness, accuracy, completeness or truth of information and views provided in this publication.

Overview of Raiffeisen recommendations:
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No. of recommendations 2 5 0 0 0 0
% of all recommendations 29% 72% 0% 0% 0% 0%
Investment banking services 0 2 0 0 0 0
% all 1B services 0% 29% 0% 0% 0% 0%

A list of all historic recommendations for stock coverage, local money market rates in the Republic of Croatia, Croatian government bonds issued in the local markets and other recommen-
dations is available at: http://www. rba. hr/istrazivanja/povijest-preporuka

Please note that RBA, its related companies, employees, executives and other persons who participated in the preparation of this publication, and their related persons, may hold or trade
in financial instruments in excess of 0.5% of the issuer’s equity stake or deal with entities from the industries discussed in this publication. However, by applying confidentiality protection
and conflict of interest prevention measures RBA has ensured to a reasonable extent that this circumstance has not in any way affected anything that is mentioned in this publication.
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of legal, physical and other restrictions (referred to collectively as the Chinese Walls), the purpose of which is to contain the flow of information between business lines/organizational
units within RBI, RBA, RCB, RZB and other group members. So for instance, Investment Banking, which comprises corporate funding activities through capital markets is separated by
physical and other barriers from the front office and from research and analysis units.

Potential conflicts of interest listed below will apply to financial instruments discussed in the analysis if their respective numbers are indicated at the end of the chapter:

RBA or any related company or any private individual involved in the publication of this document hold shareholdings exceeding 0.5% of the total issued share capital in the issuer.

Issuer holds shareholdings exceeding 5% of the total issued share capital RBA or any related company.

RBA or any related company or any individuals involved in the publication of this document hold significant financial interests in relation to the issuer.

RBA or any related company act as market maker or liquidity provider in the financial instruments of the issuer, where applicable.

RBA or any related company has been lead manager or colead manager over the previous 12 months of any publicly disclosed offer of financial instruments of the issuer, in terms

of underwriting the offer or sale of financial instruments of the issuer with or without repurchase, where applicable.

RBA or any related company is party to any other agreement with the issuer relating to the provision of investment banking services, provided that this would not entail the disclosure

of any confidential commercial information and that the agreement has been in effect over the previous 12 months or has given rise during the same period to the payment of a

compensation or to the promise to get a compensation paid, where applicable.

RBA or any related company or any individuals involved in the publication of this document is party to an agreement with the issuer relating to the production of the recommendation,

where applicable.

Analysts or any individuals involved in the publication of this document hold the financial instruments of the issuer which he or she has analyzed.

Analysts or any individuals involved in the publication of this document sit on the Supervisory Board/Board of Directors of the issuer analyzed by him or her.

. 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.

. The remuneration of analysts or any individual involved in the publication of this document is tied to the provision of investment banking service by RBA or any related company.
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Applicable notes: Note 3, 4 and 5.
Portfolios of analysts and other individuals who participated in the creation of this analysis are available at: http://www. rba. hr/istrazivanja/portfeli-rba-analiticara
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transactions.
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instruments of the issuers discussed in the publication. RBA employee who has not been involved in the preparation of this publication, but had access to it, prior to its distribution, is not
deemed fo be in the conflict of interest in relation to the issuer discussed in the publication.
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part of it should become available in any jurisdiction other than the Republic of Croatia, it should be deemed to be nonexistent.
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This document does not constitute either a public offer in the meaning of the Austrian Capital Market Act (Kapitalmarktgesetz; hereinafter “KMG”) nor a prospectus in the meaning of
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meaning of the Austrian Supervision of Securities Act (Wertpapieraufsichtsgesetz). This document shall not replace the necessary advice concerning the purchase or the sale of securities
or investments. For any advice concerning the purchase or the sale of securities of investments kindly contact your RAIFFEISENBANK. This publication has been either approved or issued
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a public offering of any securities mentioned in this report or in any related security.

SPECIFIC RESTRICTIONS FOR THE UNITED STATES OF AMERICA AND CANADA: This document may not be transmitted to, or distributed within, the United States of America or Ca-
nada or their respective territories or possessions, nor may it be distributed to any U. S. person or any person resident in Canada, unless it is provided directly through RB International
Markets (USA) LLC (“RBIM”), a U. S. registered broker-dealer, and subject to the terms set forth below.

SPECIFIC INFORMATION FOR THE UNITED STATES OF AMERICA AND CANADA: This research document is intended only for institutional investors and is not subject to all of the
independence and disclosure standards that may be applicable to research documents prepared for retail investors. This report was provided to you by RB International Markets (USA)
LLC (RBIM), a U. S. registered broker-dealer, but was prepared by our non-U. S. affiliate Raiffeisen Bank International AG (RBI). Any order for the purchase or sale of securities covered
by this report must be placed with RBIM. You can reach RBIM at 1133, Avenue of the Americas, 16th floor, New York, NY 10036, phone +1 212-600-2588. This document was
prepared outside the United States by one or more analysts who may not have been subject to rules regarding the preparation of reports and the independence of research analysts
comparable to those in effect in the United States. The analyst or analysts who prepared this research (i) are not registered or qualified as research analysts with the Financial Industry
Regulatory Authority (“FINRA”) in the United States, and (i) 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
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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
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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.
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