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Selected macroeconomic indicators

GDP & Production

Gross Domestic Product, % (constant
prices)
GDP at current prices (EUR millions)

GDP per capita at current prices
(EUR)

Retail trade, % real annual changes

Industrial production, % annual
changes

Prices, Employment and Budget

Consumer Prices, %, end of period
%, average

Producer Prices!, %, end of period
%, average

Unemployment rate (official rate,

avg)

Unemployment rate (ILO, avg)

Average net wage, in Kuna

General Government Balance,
% of GDP, ESA 2010

Public Debt, HRK bn, ESA 2010
% of GDP, ESA 2010

Balance of Payment and External Debt

Good’s and Services Exports, EUR
million
% change

Good's and Services Imports,
EUR million

% change

Current Account Balance, % of
GDP?

Official International Reserves,
EUR millon, eop

Official International Reserves, in
terms of months of imports of goods
and services, eop'

Foreign Direct Investment,
EUR million®

Tourism - nightstays, % change
External debt, EUR billion
External debt, as % of GDP?

External debt, as % export of goods
and services?

Monetary and Financial Data
Exchange rate, eop, USD / HRK
avg, USD / HRK
Exchange rate, eop, EUR / HRK
avg, EUR / HRK
Money (M1), Kuna billion, eop
% change

Broadest money (M4), Kuna billion,
eop

% change
Credits, Kuna billion
% change
ZIBOR 3m, %, avg
Treasury bills rate 12m, %, avg

2010

-1.7
45,022
10,479

-2.1

-1.4

1.8
1.1
57
4.3

17.4

11.6
5,343

-6.2

191.3
58.3

17,007
9.2
17,158
-0.5

10,660

7.5

1,065

2.6
46.9
104.2

275.8

5.57
5.50
7.39
7.29
48.0

1.7

232.8

1.9
245.6
4.7
24
4.0

2011

-0.3
44,737
10,451

0.6

-1.2

2.1
2.3
5.8
6.4

18.0

13.7
5,441

-7.8

216.7
65.2

18,110
6.5
18,297
6.6
-0.7

11,195

7.3

1,017

7.0
46.4
103.7

256.2

5.82
5.34
7.53
7.43
51.9

7.3

246.0

5.6
257 .4
4.8
3.2
3.9

2012

-2.2
43,959
10,301

-4.1

-5.5

4.7
3.4
6.9
7.0

19.1

15.9
5,478

-5.3

233.6
70.7

18,315
1.1
18,097

0.0

11,236

7.5

1,142

4.0
45.3
103.0

247.3

5.73
5.85
7.55
7.52
51.9

0.9

254.7

3.6
242.1
-5.9
3.4
3.9

2013

-1.1
43,516
10,225

-0.6

-1.8

0.3
2.2
-2.6
0.5

20.3

17.4
5518

-5.3

270.9
82.2

18,764
2.5
18,573
2.6
1.0

12,908

8.3

710

3.3
46.0
105.6

244.9

555
5.71
7.64
7.57
57.9
11.5

264.9

4.0
240.8
-0.5
1.5
2.5

2014

-0.5
43,045
10,156

0.4
1.2

-0.5
-0.2
-3.4
-2.7

19.7

17.3
5,534

-5.4

284.2
86.6

19,982
6.5
19,106
2.9
0.9

12,688

8.0

2,910

2.6
46.7
108.4

233.5

6.30
5.75
7.66
7.63
63.4

9.6

273.3

3.2
237.0
-1.6
1.0
1.9

2015

1.6
43,921
10,448

2.4

2.6

-0.6
-0.5
-4.4
-3.9

17.0

16.3
5,594

-3.3

289.6
86.7

21,953
9.9
20,705
8.4
52

13,707

7.9

128

7.7
45.5
103.7

207 .4

6.99
6.86
7.64
7.61
70.7
11.4

287.4

5.1
230.0
-2.9
1.2
1.5

2016e

23
45,008
10,707

3.9

4.8

-0.2
-1.2
-3.0
-4.8

15.0

14.9
5,692

-2.7

294.3
86.5

23,380
6.5
21,719
4.9
2.0

13,500

7.5

1,700

7.5
441
97.9

188.4

7.04
6.80
7.60
7.55
79.5
12.5

300.3

4.5
220.8
-4.0
0.9
1.0

2017f

2.5
46,701
11,110

4.0

4.2

1.5
1.3
1.5
0.5

14.5

14.2
5817

-2.9

303.8
85.8

24,638
54
22,767
4.8
2.2

13,300

7.0

1,900

4.0
45.0
96.4

182.6

7.29
7.21
7.65
7.57
82.7

4.0

308.7

2.8
213.1
-3.5
0.9
0.9

Note: Forecasts do not include possible tax revisions as the details of the comprehensive tax reform were announced on the date when the publication was finished.

! 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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2018f

2.0
48,396
11,513

3.0

3.8

2.5
2.2
2.5
2.4

14.0

13.7
5,945

-2.8

314.0
85.2

25,648
4.1
23,720
4.2
2.1

13,550

7.0

1,800

3.0
46.1
95.3

179.7

6.65
6.97
7.65
7.60
86.2

4.3

316.7

2.6
217.2
0.5
1.2
1.3




2016
Poland 3.6
Hungary 2.9
Czech Rep. 4.6
Slovakia 3.6
Slovenia 2.3
CE 3.6
Croatia 1.6
Bulgaria 3.0
Romania 3.8
Serbia 0.7
BiH 3.0
Albania 2.6
SEE 3.0
Russia -3.7
Ukraine 9.9
Belarus -3.9
EE -4.1
CEE -0.6
Austria 1.0
Germany 1.5
Euro area 2.0
USA 2.6

1.6

Source: Raiffeisen RESEARCH/RBI

2017f
3.7

2018f

Current account balance (% of GDP)

2016
Poland -0.3
Hungary 4.4
Czech Rep. 0.9
Slovakia -1.3
Slovenia 52
CE 0.5
Croatia 5.2
Bulgaria 1.1
Romania -1.1
Serbia -4.6
BiH -5.6
Albania -13.6
SEE -1.1
Russia 5.0
Ukraine -0.1
Belarus -3.8
EE 4.4
CEE 2.4
Austria 1.8
Germany 8.4
Euro area 3.1
USA -2.6

2016e
0.1
4.4
1.9
-0.7
7.2

-3.2

Source: Raiffeisen RESEARCH/RBI

2017f
-0.7
4.1
1.3
-0.7
6.8
0.4
2.1
04
-3.3
-3.7
-7.5

-14.6

-2.8

3.9
-2.8
=57

Gross foreign debt (% of GDP)

2016
Poland 70.5
Hungary 107.1
CzechRep.  69.4
Slovakia 86.1
Slovenia 116.6
CE 65.1
Croatia 103.7
Bulgaria 77.2
Romania 56.7
Serbia 81.6
BiH 53.4
Albania 72.6
SEE 68.8
Russia 39.3
Ukraine 131.5
Belarus 70.2
EE 46.1
CEE n.v.
Austria n.v.
Germany n.v.
Euroarea 1244
USA n.v.

2016e
73.9
98.1
73.0
85.5
110.0
66.4
97.8
n.v.
52.8
74.5
54.8
71.9
64.9
39.7
135.4
76.0
47.1
n.v.
n.v.
n.v.
124.8

n.v.

Source: Raiffeisen RESEARCH/RBI

2017f
74.2
88.4
771
84.6
104.1
66.3
96.2
n.v.
52.6
70.8
55.0
69.5
63.8
32.2
137.7
74.4
39.5
n.v.
n.v.
n.v.
n.v.
n.v.

2018f
-1.0
3.8
0.8
0.2
6.4
0.2
2.1
1.0
-3.5
-3.5
-7.7
-13.0
2.7
4.3
-3.1
-4.5

2018f
73.0
82.1
73.9
81.5
103.0
64.4
95.1
72.5
52.4
66.8
54.3
67.3
62.6
26.0
125.7
73.0
33.1
n.v.
n.v.
n.v.
nv.
n.v.

Consumer prices (avg, % yoy)

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

CEE
Austria
Germany
Euro area
USA

2016
-0.9
0.0

0.0
0.1

2016e
-0.6
0.3
0.6

14

Source: Raiffeisen RESEARCH/RBI
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2018f

General budget balance (% of GDP)

2016 2016e 2017
Poland 26 29 -3.4
Hungary -20 -20 -25
CzechRep. -0.4 -0.3 -0.2
Slovakia -3.0 -25 -2.0
Slovenia -2.9 27 -2.5
CE -2.1 =22 -2.5
Croatia =33 =27 -2.9
Bulgaria -29 -1.5 -2.0
Romania -0.7 =3.0 -3.2
Serbia -3.7 =25 -2.3
BiH 0.7 -1.5 -1.0
Albania -40 =25 -1.5
SEE -1.8 -26 -2.7
Russia -3.6 -4.4 -3.3
Ukraine -2.3 -3.5 -3.0
Belarus 1.8 0.5 0.0
EE =33 -4.2 -3.2
CEE n.v. n.v. n.v.
Austria -1.2 -1.5 -1.4
Germany 0.7 0.2 0.1
Euro area -2.1 -19 -1.6
USA -24 -32 -3.5
Source: Raiffeisen RESEARCH/RBI
EUR/LCY (avg)
2016 2016e 2017f
Poland 4.18 435 429
Hungary  309.93 312.29 308.75
Czech R. 27.28 27.03 26.86
Slovakia euro euro euro
Slovenia euro euro euro
CE
Croatia 7.61 7.55 7.57
Bulgaria 1.96 196 1.96
Romania 4.45 449  4.47
Serbia 120.73 123.26 123.63
BiH 1.96 196 1.96
Albania 139.72 137.72 138.31
SEE
Russia 68.01 74.69 65.50
Ukraine 24.33 28.79 30.85
Belarus 1.77 225 240
EE
CEE
Austria euro euro euro
Germany euro euro euro
Euro area euro euro euro
USA 1.11 1.11 1.05
Source: Raiffeisen RESEARCH/RBI
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Raiffeisen

X

2018f
-3.4
-3.0
0.0
-2.0
-2.3
-2.5
-2.8
-2.0
-2.5
-1.9
-1.0
-1.0

2018f
4.19
309.38
25.53
euro
euro

7.60
1.96
4.45

124.88

1.96

140.00

66.36
32.02
2.58

euro
euro
euro
1.09

Fixed capital formation (% yoy)

2016 2016e  2017f
Poland 6.1 0.4 6.3
Hungary 1.9 546 5.0
Czech Rep. 9.1 -1.8 4.0
Slovakia 14.0 0.0 4.5
Slovenia 4.8 -4.4 n.a.
CE 6.8 -0.8 5.2
Croatia 1.6 3.8 4.5
Bulgaria 2.5 0.8 3.0
Romania 8.8 6.5 7.0
Serbia n.a. n.a. n.a.
BiH 4.0 4.5 10.0
Albania n.a. n.a. n.a.
SEE 5.4 4.3 5.1
Russia -7.6 -4.0 3.0
Ukraine -9.3 5.0 5.0
Belarus -15.9 n.a. n.a.
EE -8.0 -3.3 3.0
CEE -1.3 -1.5 4.0
Austria 0.7 3.2 2.7
Germany 1.1 29 2.1
Euro area 2.2 2.2 3.0
USA 4.0 6.8 n.a.
Source: Raiffeisen RESEARCH/RBI
Public debt (% of GDP)
2016 2016e 2017
Poland 513 522 52.6
Hungary 755 746 @ 74.1
CzechRep. 40.3 39.5 38.4
Slovakia 529 532 52.8
Slovenia 83.2 817 80.5
CE 53.9 54.1 53.9
Croatia 86.7 86.5 85.8
Bulgaria 263 295 300
Romania 38.4 390 39.9
Serbia 747 72.8 67.9
BiH 42.8 425 428
Albania 722 705 67.8
SEE 48.2 48.6 48.5
Russia 127 13.5 14.0
Ukraine 726 775 784
Belarus 48.5 499 46.4
EE 17.8 18.8 19.2
CEE n.v. n.v. n.v.
Austria 86.2 84.3 82.7
Germany 712 68.6 66.3
Euro area 90.4 90.0 89.0
USA 101.9 105.5 105.6
Source: Raiffeisen RESEARCH/RBI
Ratings
S&P Moody's
Poland BBB+ A2
Hungary BBB- 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+ Aal
Germany AAA Aaa
USA AA+ Aaa

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

2018f
5.0
7.0
3.1
4.0
n.a.
4.5
3.5
4.5
7.0
n.a.

7.0

2018f
53.5
73.7
37.2
51.3
79.6
53.9
85.2
31.0
40.2
62.7
42.5
64.0
48.0
14.5
73.0
45.0
19.3
n.v.
81.1
64.0
88.0
104.9

Fitch
A—
BBB-
A+
A+

BB
BBB-
BBB-

BB-

NR

NR

BBB-
CCC
B—

AA+
AAA
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Time to put reforms at the fore

Economic growth that continued throughout the Q216 is predominantly spurred
by domestic demand, while the positive impact of the growth of exports of goods
and services was mitigated by import of goods. The first indicators for the Q3
encouraged us to expect that this rise, headed primarily by personal consumption
and investments, will continue. On the other hand, the positive effect of net for-
eign demand might be largely diminished by the strong dependence on imports
which became especially noticeable with the growth of the exports of services,
i.e. fourism. Personal consumption will continue to find support in the absence of
inflationary pressures, slightly more favourable indicators from the labour market
and the strong growth of tourism indicators, which have a great impact on house-
hold income. Investment activity, whose growth dynamics accelerated in the Q2
gained momentum both in the public and the private sectors, with encouraging
data coming from better utilisation of EU funds. Amid the good realisation of
budget revenues, despite political uncertainty, investment growth continued as
well. On the demand side, positive contribution to the GVA came from all activi-
ties, especially those related to trade and the hospitality industry. Although reg-
istering a more modest growth, industry also made a positive contribution, while
recovery in construction slightly accelerated. We expect similar developments in
the Q3 but with a stronger contribution of activities connected to tourism. Amid
such conditions the projected real 2016 economic growth of 2.3% is exposed to
positive risks, even in the case of growth slowdown in the Q4.

Croatia’s external vulnerability also reduced in the first six months which is re-
flected in the fall of gross external debt and C/A surplus. In addition, the analysis
of total assets and liabilities of all sectors showed that international imbalances
continued reducing. Still, Croatia’s net international investment position of 78%
of GDP clearly indicates the need to further reduce macroeconomic imbalances.
One of the ways for this is to increase competitiveness and exports. Inflows to
the budget have grown amid economic recovery. With the government spend-
ing reigned in, the budget deficit fell to below 3% of GDP. Expectations show
it will remain there in the years to come. Namely, the government placed its
focus on further fiscal consolidation paired with tax burden alleviation and the
creation of a stimulating business environment. Assuming that external conditions
remain unchanged, growth projections until 2018 are thus exposed to positive
risks. However, medium to long-term sustainability is largely conditioned by the
implementation of reforms in the public systems (health care, education, welfare
and the pension system), stronger rule of law and improved efficiency of the
public administration. Otherwise, changes in the external environment such as
increased financing costs, slowdown in the growth of Croatia’s most important
trade partners or in an extreme case a sudden and unforeseen fall in tourism
would jeopardise Croatia’s recovery but also the sustainability of public finances.
For the time being, external environment remains encouraging given that we do
not expect the ECB’s monetary policy to tighten. Moreover, the QE programme
might be extended until September 2017. After that time, the exit strategy from
an extremely expansive policy should take the form of gradual reduction in the
volume of bond purchase and the maintenance of the key interest rate at current
levels until the H118. The said projections are, of course, based on the modest
recovery of consumer prices which depend on developments in the commodities
market, especially on the prices of crude oil and food.

Zrinka Zivkovié Matijevié

Real GDP (% yoy)
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New government, old challenges and more favourable
macroeconomic environment

® End of political uncertainty

B The projected 2016 and 2017 growth exposed to greater positive risks
® Medium term growth sustainability yet to be achieved

Seats in the Croatian Parliament
(151), September 2016

Neovisna lista - Nacionalne
Zeliko Glasnovi¢; _ maniine;
HDSSB; 0.7 07 53
Bandi¢ 365; — =
1.3

Zivi zid;
53

Most; 8.6 HDZ; 40.4

Narodna koalicija
(SDP, HNS itd.);
35.8

Sources: State Electoral Commission, Economic

RESEARCH/RBA
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The snap parliamentary elections in the Republic of Croatia ultimately brought
back a sense of certainty to the political arena. After a month-long negotiations
with Most, the representatives of national minorities and smaller parliamentary
parties it seems that the HDZ ensured stability in its upcoming four-year term.
Having won 61 seats, and ensuring the support of the mentioned political actors,
the new government counts on the support of 91 of the total of 151 representa-
tives in the Parliament.

The Government's programme for the upcoming four years envisages a compre-
hensive tax reform (focusing on the alleviation of the tax burden), institutional
strengthening and an increase in the efficiency of the public sector with an aim
to improve the business environment, fiscal responsibility and the utilisation of
EU funds.

In view of all this, the response of the investment community is likely to be posi-
tive. The betterthan-expected recovery, improved fiscal metrics and political cer-
tainty could improve Croatia’s outlook from negative to stable when Moody’s
and S&P make their revisions. On the other hand, experience shows that a well-
prepared programme does not necessarily equal a consistent and successful im-
plementation of (reform) measures. Therefore, Croatia’s rating will remain two
levels below investment grade and its risk premium above that of comparable
CEE peers thus reflecting investor caution and the fact that restoring investor
confidence will strongly depend on the implementation of the presented plan.
Currently, macroeconomic and market environment provides good support for
stronger implementation of reforms already in the first year of mandate.

Partly overshadowed by political developments, the country’s economy contin-
ved recovering in Q2. This growth was headed primarily by domestic demand
and continued at the same pace as in Q1 (+0.5% at the quarterly level), while
real annual growth reached the above-expected 2.8%. Nevertheless, net foreign
demand has made a negative contribution for the third quarter in a row. Namely,
despite exports of goods and services continuing to raise, due to high depend-
ence on imports the recovery of domestic demand (consumption and investments)
and the growth of the exports of services had as a consequence the increase in
the demand for imported goods.

On the other hand, healthy growth rates of personal consumption continued to
find support in the increase of the real disposable income amid the decline in
consumer prices and interest rates. Tourism has an especially significant role be-
cause the high share of private accommodation positively contributes to the pur-
chasing power of the household sector due to the generated rental income. There
is seasonal employment as well. The growth of investments for the fifth quarter in
the row is encouraging, especially in the view of its acceleration. The real annual
rate of gross fixed capital formation growth, totalling 6.3%, is the highest since
2008. This is not surprising, given that during the crisis investments lost over 30%
of their real value, predominantly through the construction sector. The growth of
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investments observed in 2016 is also visible in the public and private sector, with
a positive influence also coming from better utilisation of EU funds.

On the supply side, growth continued in activities closely connected to tourism
and trade. Growth in construction accelerated as well. Despite the slowdown,
(manufacturing) industry also contributed positively to the growth of the gross
value added.

The initial high-frequency indicators for the third quarter confirm the continuation
of similar developments. Summer months brought exceptionally good tourism
results. With the growth of overnight stays of 12.2% in July and 8.2% in August,
a relatively strong growth of retail trade turnover is not surprising. However, fact
remains that a noticeable share (some 40% of the nominal turnover) is directed
at satisfying life’s basic needs. With the (seasonal) decline in unemployment,
healthy growth of personal consumption, which is the largest component of the
gross domestic product, is certain. Data from the construction sector indicate
further recovery and further growth of production and imports of capital equip-
ment. On the other hand, a stronger growth of imports over exports continued,
which will diminish the positive effect of the exports of goods and services. Amid
such conditions the projected real growth of the economy in 2016, of 2.3%,
is exposed to positive risks even in case of a slowdown in growth in the last
quarter. The last quarter will be marked by the return of seasonal workers to the
unemployment lists and lower employment at quarterly level. In addition, we may
expect quarterly reductions in investment activity in the construction sector.

External vulnerability continued reducing in the first six months of the year
through the decline in gross external debt and the surplus in the balance of pay-
ments current account. The fall of external debt to levels below 100% of the gross
domestic product is a consequence of all sectors deleveraging, especially that
of the government and financial institutions, i.e. banks. The below-100% level of
GDP was last observed in Q3 2009. While the government postponed its spring
issue of the Eurobond, banks deleveraged due to relatively cheap domestic de-
posits, high liquidity and the stillmodest demand for loans. Further, much more
favourable conditions in the domestic market motivated the corporate sector to
substitute a portion of its debt to foreign creditors by borrowing domestically.

According to our expectations, the balance of payments current account surplus
(estimated at some 2% of GDP) will remain at some 2% of GDP even after the
effects of the conversion of loans indexed to the Swiss franc have vanished. A
deterioration in the goods accounts arising from a stronger growth of imports
and better operating results of foreign companies (which thus increase the expen-
ditures of the primary income) will be softened by the expected increase in the
surplus on the goods account and higher income in the secondary income ac-
count where the allocated funds received from EU funds are registered. Foreign
exchange income from tourism for the year as a whole might exceed EUR 8.5bn,
the historical nominal high. Viewed in the medium-term, interest expenses related
to non-residents have a high potential to decline amid high global liquidity given
that possible refinancing at maturity should be realised at the historically lowest
inferest rate levels.

Business and consumer confidence
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Gross external debt
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Withdrawal of EU funds (intensified in
late 2015)
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The most problematic factors for
doing business in Croatia
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For the time being, we will keep our 2017 economic growth projections at 2.5%,
provided that external factors remain the same. This assumes a moderate growth
of the EU economy and other Croatia’s most important trade partners, a more
successful, and longer, tourist season and investment growth. We expect invest-
ments to grow both in the private and the public sector. They are to be based on
stronger withdrawal of funds from EU funds and local elections due in the spring
of 2017. In addition, mild optimism is being restored amid much lower costs of
borrowing which are supportive of investments.

At the time of crisis, Croatia’s private sector turned to foreign markets so we
assume that the exports of goods will continue growing. Taking into considera-
tion the structure of goods and services (predominantly relying on work- and
labour-intensive products and tourism) we think that there is sufficient room for
more sophisticated products and services of higher value added. Apart from the
ability and adaptability of the private sector, changes will largely depend on the
government’s measures aimed at removing the most problematic factors for doing
business in Croatia. According to the last Global Competitiveness Report 2016
- 2017 they relate predominantly to the public sector and include low efficiency
of public administration, taxation burden, unstable policies, tax regulations, cor-
ruption, etc.

On the other hand, growth projection in 2017 is exposed to the positive risk of
an increase in personal consumption given that measures to alleviate the burden
on personal income are under way. Alleviation of taxation burden on companies
and possible improvement of investment climate paired with the reform of large
public systems and the improvement of the efficiency of public administration
would surely positively contribute to growth sustainability and to an increase in
the potential GDP rate. This is especially important for creating conditions which
would facilitate the creation of new jobs, which would influence not only the
structural weaknesses of the labour market (reduce seasonality, match labour
force supply and demand, efc) but also halt the exceptionally negative trend
of the outflow of the most productive portion of the population. Viewed in the
long-term, the ageing of the population and the loss of the younger portion of
the population represent a big risk for the growth and sustainability of public
finances (the pension and health care systems).

As for shortterm negative risks, there is a large exposure to tourism, which would,
in case of incidents, greatly deteriorate and jeopardise recovery given that the
materialisation of negative risks would directly affect the exports of services,
personal consumption and ultimately budget revenues.

In short, Croatia finally caught up with the EU and the CEE average by the dy-
namic of its growth. In this year and the next, this growth will be exposed to posi-
tive risks while for its long-ferm sustainability and stability, and for an increase in
its potential rate, it would be necessary to implement the long-known measures
aimed at improving the investment climate, reform the public system, strengthen
the rule of law and improve the efficiency of public administration. Otherwise,
changes in its environment will push Croatia back to stagnation and cause further
comparative lagging behind the rest of Europe.

Zrinka Zivkovié Matijevié

x Raiffeisen
RESEARCH




General government deficit below 3% of GDP

B Fiscal indicators improve in Q2
W Risk of stronger fiscal consolidation in the medium-term
B What could we expect from the comprehensive tax reform?

The uncertainty associated with the unstable and complicated political situation
surrounding the period of a technical government is finally behind us. The form-
ing of a new government that received confirmation from a strong majority of
the members of the Parliament implies that Croatia finally entered a stable politi-
cal period. This also restores hope that the government will direct its efforts at
reforms aimed fo achieve sustainable fiscal metrics and economic growth. This is
to be translated from the published economic plan for the upcoming four years.

Positive developments in the fiscal statistics continued this year, receiving strong
support from the great outturn in tourism and the fact that the reduction in gov-
ernment spending was conditioned by the temporary financing in this year’s
Q1 and later by the period in which the technical government was restricted
by law regarding the amount and structure of budget expenses. The better-
than-expected economic recovery and improved fiscal metrics provide a good
foundation for strong implementation of reforms already in the first year in office
of the new government. This is confirmed by the socalled October Report of
the CBS on excessive budget deficit and general government debt, according
to which the overall consolidated general government deficit in 2015 totalled
3.3% of GDP (in accordance with ESA 2010 methodology). According to the
Report, last year, for the first time, we registered a primary general government
surplus of HRK 897m (GDP 0.3%). The latter is especially encouraging as it
indicates the stabilisation of public debt (which actually represents cumulative
budget deficit). Therefore, a deficit reduction is a precondition to achieve public
debt sustainability. In the last 15 years or so Croatia has been registering an
exceptionally high, uninterrupted and at the same time unsustainable growth of
public debt. Countries with high public debt levels are exposed to great risks
and are vulnerable to changes in their environment (especially relating to inter-
est rate changes or absence of stronger economic growth). Therefore, in addi-
tion to the fact that Croatia is currently in the EDP, the realised primary surplus
returns it fo the path to stability by balancing current consumption. On the other
hand, this also points to a conclusion regarding the relatively high level of inter-
est expenses, which reached HRK 12bn last year, registering an annual rise of
over 4%. According to the October Report, total public debt at the end of last
year totalled HRK 289.6bn or 86.7% of GDP. The significant reduction in the
consolidated general government deficit last year contributed positively to the
slowdown in the nominal growth of public debt. According to Eurostat data, the
Q12016 deficit of 4.3% of GDP was followed by a general government surplus
of 1.6% of GDP in the period from April to June. Here we should stress the
uneven dynamics of budget revenue and expenditure realisation over different
months of the fiscal year. This warrants caution when making conclusions based
on quarterly data. However, the annual growth of revenues over expenditures
is encouraging, since it could possibly result in the additional reduction of the
fiscal deficit, which could go down to 2.7% of GDP this year ([down 0.6 pp on
2015). Consequently, the effect of lower deficit will have a positive influence on
public debt, which could, given the expected economic growth, lower its share
in GDP to the level slightly below the one at the end of 2015.
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The latest data issued by the Ministry
of Finance for the period from Janu-
ary to August (according to national
methodology, based on the so-called
cash principle) also indicate a con-
tinuation of the fiscal consolidation

Basic changes to the tax system

this year since the primary surplus
increased by as much as HRK 7bn
in the period under review. Here
we should especially stress the ex-
ceptionally high interest expenses
which exceeded HRK 8bn in the

Porez na dobit

Current situation Proposed measures
20% 18%
20% 12% for farmers, craftsmen and small entrepreneurs with

Other proposed measures:

annual income below HRK 3m

increase in entertainment expenses recognised for tax purposes from 30% to 50%

recognition of value adjustments and tax expenses for uncollected receivables

agreements with the TA on transferred prices — prices charged among affiliated companies within a

group - regulation of group redistribution costs

Current situation
12%
25%
40%
Other proposed measures:

Proposed measures
to be repealed
24%

36%

equalisation and increasing of personal deduction HRK 2 600 to 3 800 for all obligors

introduction of a single tax bracket for income from HRK O to HRK 17 500 subject to a tax rate of

24%

raising of personal deduction threshold for children and other dependants

Contributions

reduction of the difference between the minimum wage and the lowest base — increasing the coeffici-

ent from 0.35 to 0.38

repealing of exemptions from the contribution payment requirement

reduction of the contribution payment for all temporary and other activities in order to stimulate and
facilitate employment: for pension insurance on the basis of generational solidarity, from 20% to

10%, for health insurance, from 15% to 7.5%

Value added tax

Current situation
25% general rate

5% and 13% lower rate

Proposed measures (as of 1 Jan 2017)
lowering of VAT rate on individual products and services

from 25% to 13%

lower rate of 13% is to be raised back to 25% (services in

the hospitality industry and sugar)

lower rate of 5% is to be raised to 13% (cinema tickets)

Proposed measures (as of 1 Jan 2018)

24% general rate

12% lower rate

Real estate transfer tax

reduction of the real estate transfer tax rate from 5% to 4%

repealing of exemptions from payment of real estate transfer tax aiming to equalise the tax treatment

of all citizens, regardless of the real estate property

the entire income arising under this item will become the income of local government units

procedure simplification — determining the tax obligation without citizens having to file a request

Excise duties

the obligation to submit a form for excise duty calculation on annual basis for small producers of
strong alcoholic beverages is to be (approx. 41 000 obligors)

making vine export to other countries easier for small wineries (easier exports for 2 000 small

wineries)

repealing of the obligation to calculate the difference of excise duty on cigarette supplies if the

amount of difference in excise duty is below HRK

repealing of the obligation to mark alcohol and alcoholic beverages with a special (registration)

stamp

* Tax on income from employment. Sources: MoF, Economic RESEARCH/RBA

eight months of the year. Positive
expectations arise from the recently
published plans of a comprehensive
tax reform. Additional alleviation of
tax burden in the segment of income
tax will contribute to the releasing of
a larger available income, the effects
of which are bound to spill over to
the growth of personal consumption
as the largest GDP component. Ad-
ditionally, apart from the announced
reduction of the parafiscal burden
we expect reforms of the tax brackets
in the segment of income tax fo spur
private sector growth, i.e. the growth
of investments necessary for the new
upswing in economic activity. On the
other hand, the lowered income tax
rate should increase competitiveness
and thus contribute to economic reviv-
al. Nevertheless, the comprehensive
effect may be achieved only through
clear and decisive implementation of
structural reforms and improvement of
the business and investment climate.
According to estimates, the effects
of the proposed taxation changes
should lower budgetary revenues by
between HRK 1.8 and 2bn, which
we assume the government infends
to replace by the increase in house-
hold spending. The Finance Minister
stressed that in 2017 general gov-
ernment deficit might go own ad-
ditionally, to 2% of GDP. Given the
expected continuation in economic
growth, over the projection horizon
until 2018 we are expected to see a
further reduction in the share of public
debt in GDP (regardless of its nominal
growth). Therefore the intensity of sta-
bilisation of and of controlling/reduc-
ing public debt growth will primarily
depend on the implementation of the
necessary public sector reforms with-
in the framework of the announced
fiscal consolidation.

Elizabeta Sabolek Resanovié¢
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Yields decline

B Market reacts positively to New Government
B In the face of large maturities

The period after the election and the formation of the New Government yielded
an instant positive result in the markets by reflecting that the period of political
uncertainty which contributed to market oscillations is finally behind us. Moreo-
ver, spurred by the record tourist season which had a synergic effect with lower
expenditures on the decrease of the budget deficit public debt reduced, totalling
HRK 288.9bn at the end of July. Thus, public debt fell for the fifth month in a
row, on an annual level, spurred additionally by a mild appreciation of the kuna
against the euro. In addition, the government's weaker need for borrowing arose
from the use of its deposits with the CNB, while positive economic growth also
contributed to the narrowing of the share of public debt in GDP.

Although the local debt securities market did not see more significant reactions
in terms of trading volumes, the focus of investors was on the government's kuna
issues which were followed by the increased investors’ interest at T-bill auctions.
The lack of securities in the shallow domestic market should continue to mark the
local market until the end of the year. Prices should remain relatively high and
yields low, receiving additional boost from ample liquidity in the system (indicat-
ing their downward trend during the latest T-bill auctions as well).

At the same time, the positive sentiment on the Croatian Eurobond market is
evident. It is additionally spurred by a more stable political environment and un-
doubtedly also by improved fundamentals. Consequently, Croatia’s risk premium
expressed by a 5-year USD CDS fell from more than 260 bps late in June to 200
bps at the end of September. Although it is still higher than that of comparable
countries from the region, fact remains that it undoubtedly reflects the importance
of market perception in connection to the economic and political developments in
the country. It is therefore noteworthy that a shortterm positive market reaction is
also exposed to negative risks, primarily those related to the continuation of the
started fiscal consolidation.

We would like to stress here that 2017 is the year of big maturities which requires
active involvement within the framework of the fiscal strategy. To be more exact,
next year we are to see the maturity of liabilities worth EUR 2bn arising from
issued Eurobonds (of which EUR 0.6bn are interest payments). As a result, we ex-
pect the government’s more active role in the primary market already in the first
quarter 2017, without doubting that the government will meet its obligations. The
latter is confirmed by solid international liquidity position: gross financing needs,
defined as a sum of debt repayments and C/A balance, would be expected to
reach 27% of GDP in 2017 vs. 33% of GDP in international reserves. Finally,
we think that the key factor in the evaluation of reform implementation will be the
proposed 2017 budget which should ultimately strive to improve Croatia’s credit
rating and thus to lower financing costs.

Tomislava Ujevié

Public debt maturity
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Stable EUR/HRK, no inflationary pressures

B Continuation of expansive monetary policy with CNB's firm commitment to EUR/HRK stability

B Prices continue to fall
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The peak of the tourist season brought about the usual fall of EUR/HRK but also
the continued stability. Namely, the mid-point FX rate at the CNB’s exchange rate
list moved +0.2% around 7.48 kuna per euro. The slight upward tendency of
EUR/HRK started in mid-September. The mild weakening of the kuna against the
euro, which is common at this time of the year, is also supported by strong growth
of imports, that is, the deterioration in the trades of goods. On the other hand, the
expected exchange rate of 7.60 kuna per euro at the end of the year is at risk of
being realised at lower levels given that the kuna has found support in a healthy
C/A surplus, much reduced fiscal risks, inflow of foreign currency stemming from
an extended tourist season, the strengthening of investment activity, positive net
external position held by banks and growing demand for kuna loans. A lower
average EUR/HRK in 2016 compared to previous years confirms that at the time
when the economy is on the rise the kuna is more exposed to appreciation pres-
sures. Therefore it is not surprising that for the first time after 2012 the central
bank FX interventions are directed at purchasing euros.

In the Q117, EUR/HRK should maintain the levels reached in the Q416. As the
quarter nears its end, we can expect a fall in EUR/HRK given the expected FCY
inflow from the beginning of the tourist pre-season. The possible Eurobond issu-
ance should not affect market developments because conversion to kuna would
be made with the CNB as was the case with previous issues. This issuance would
increase FX reserves of the central bank and the gradual inflow of funds from the
issue fo the market would not jeopardise the stability of EUR/HRK. A local bond
issuance (most likely in pure HRK) would provide support to the kuna despite am-
ple liquidity that is continued to be ensured by the monetary policy. With unwa-
vering commitment to maintaining the stability of the EUR/HRK exchange rate the
CNB is expected to continue with its long-term structural repo operations. By the
end of the Q3 banks received HRK 0.9bn via three operations whereby the inter-
est rate was lowered from 1.8% to 1.4% at the last auction. It is noteworthy, that
the central bank planned to place more than HRK 3bn through four operations.
The still relatively modest demand for loans paired with already high kuna (and
FX) liquidity, as well as lack of collateral must have caused a shortage in demand
for these sources of liquidity. The implementation of this type of monetary policy
has been greatly facilitated by the stability of the exchange rate and absence of
inflationary pressures. The latter has been observed for three years in succession,
whereby the estimated decline of average consumer prices exceeded 1%. Only
in the first months of this year, the general level of consumer prices declined by
1.4%, with the greatest contribution to the decline in prices coming from energy
and food products, which account for over 40% of CPI. From the aspect of struc-
ture, the fall in these two categories has freed available income of households
and eliminated the fear of a deflation spiral. A slow and mild recovery in prices
at global commodities markets (primarily of crude oil and food) is expected to
spill over to domestic prices so in addition to a base effect the average rate of
inflation is expected to return to positive figures in 2017.

Zrinka Zivkovié Matijevié
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In the face of divergent monetary measures

B Fed to raise its benchmark rate in December
W ESB to extend its bond purchase programme at unchanged rates

The autumn meetings of the Fed's and the ECB's top officials were in the focus of
interest on both sides of the Atlantic. In accordance with expectations, at its lat-
est meeting the FOMC decided to keep the key interest rate at the current levels
(0.25% — 0.50%), Governor Yellen explaining that Fed needs more time to reach
its key objectives (full employment and annual inflation rate of 2%). However,
fact remains that at the September meeting three members voiced that they think
the raising of interest rates should no longer be postponed given the accelerated
economic activity in the US. The latter is confirmed by healthy macroeconomic
indicators (especially in the labour market), which give rise to market expecta-
tions of an upcoming hike in the Fed’s benchmark interest rate. The latest data
confirm the continuation of healthy developments as regards (un)employment but
also growing annual inflation rates observed in the first three quarters of this year.
Consequently, there is a noticeable trend of rising yields on the benchmark US
bond maturing in 10 years, which exceeded 1.85%, growing by 50 bps.

Given the reduction in oil production quotas aimed at stabilising the global oil
market, which was announced at the informal September meeting of OPEC mem-
bers held in Algeria, which surprised the market, its reaction is reflected through
the increased expectations that the growth of energy prices will push up inflation
growth across the world. Therefore, we remain firm in our expectations of the Fed
raising its inferest rate in December and project a mild growth in yields on the
benchmark US issue, up to 1.90%.

According to our expectations, within the framework of the Fed’s monetary policy
normalisation it could come to a gradual interest rate increase on two occasions
in 2017, which will increase the upward pressure in the sense of further strength-
ening of the dollar vis-&-vis the euro. Consequently, the yields on the 10-year US
bond will also trend upwards towards 2.30% until the end of next year.

At the same time, market attention in the Old Continent is focused on future deci-
sions of the ECB whose officials opted to maintain the benchmark inferest rates
at existing levels at their latest meeting in October. The monthly bond purchase
programme within the ECB’s expansive monetary policy framework remained at
EUR 80bn. However, the ECB's president announced that monetary easing policy
through bond purchase is not envisaged as an ever-lasting monetary stimulus.

However, aiming to achieve its main objectives (primarily spurring a stronger
economic uplift and achieving a target inflation rate) the ECB’s officials decided
to keep the key interest rates at current, low levels, if necessary, even after March
2017, until when the bond purchase programme was expected to last. Given that
the ECB's president strongly excluded the possibility of an “abrupt” discontinua-
tion of the bond purchase programme, it is our opinion that this monetary stimulus
will see certain modifications next year, which might already be on the agenda
of the meeting of ECB'’s officials in December. According to our forecasts, the key
interest rate and the benchmark deposit rate are to be maintained at current levels
(0.00% and 0.40% respectively). At the same time, the previously mentioned ne-
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Financial market forecasts*

Dec-
16

EUR/USD 1.08
ECB key rate  0.00
ECB Deposit  -0.40

rate
EONIA -0.40

1m Euribor ~ -0.40
3m Euribor  -0.30
6m Euribor  -0.20
12m Euribor -0.10

DE Yield 2y -0.70
DE Yield 5y  -0.50

DE Yield 0.10
10y

DE Yield 0.70
30y

EUR -0.30
Swaprate 2y

EUR -0.15
Swaprate 5y

EUR Swapra-  0.45
te 10y

*as of 27/10/2016

Mar-
17

1.07
0.00
-0.40

-0.40

-0.40
-0.30
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-0.10

-0.70
-0.40
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0.80

-0.25

0.00

0.70

Sources: Raiffeisen RESEARCH/RBI

Jul-
17

1.02
0.00
-0.40

-0.40

-0.40
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-0.10

-0.70
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0.30

0.80

-0.25

0.00

0.70

Dec-
17

1.05
0.00
-0.40

-0.40

-0.40
-0.30
-0.20
-0.05

-0.60
-0.20
0.50

1.00

-0.15

0.20

0.90

gotiations among OPEC members regarding cuts in the oil production (for the first
time affer eight years) prompted markets fowards expectations of higher inflation
rates. However, although the price of crude oil registered two-digit relative growth
from the end of July this year, it is not to be expected that its dynamics will acceler-
ate given the experience thus far which warns of non-compliance with agreements
by some members. Therefore, we remain cautious about the agreement on cuts
of crude oil production as far as some of OPEC member states are concerned.
Nigeria, Libya and Iran have for instance already been excluded from the plan to
cut production quotas even before the meeting which has been scheduled for late
November. If Iraq joins them in avoiding the reduction of production quotas (since
it stresses the importance of its oil revenues in financing its fight against terrorism)
we think that ultimately there will not come to a stronger reaction in the sense of a
more substantial inflation growth.

Therefore, in the months to come we expect a slow disappearance of the effects
of low oil prices which will gradually lead to higher inflation rates. On the other
hand, in its public address after the latest meeting the ECB's President, Mario
Draghi, stressed that core inflation (which excludes energy prices) has still not
shown the signs of the wanted upward trend. This leads us to the conclusion that it
is precisely the movement of core prices that will be the leading factor in terms of
attaining the target inflation. In line with expectations that the price of Brent crude
oil (as benchmark for the European market) could reach the average of USD 55
per barrel, the consequent slow growth of core inflation in the euro area might
start in the second half of 2017.

In this context, we think that the ECB’s monthly bond purchase programme will be
maintained at its current level of EUR 80bn until the first half of 2017. After that we
do not exclude its gradual reduction. We think that at its December meeting, at the
latest, the ECB might also formally announce the extension of its QE programme.
Given that the bond purchase programme might result in the lack (primarily of
German) debt securities, we feel that the programme will be amended so as to
allow the limits per issue or issuer to be abandoned or reduced. One of the pos-
sible options is also to repeal the minimum required yield (which currently equals
the discount rate of -0.40%). This would redirect the purchased volume from
shorter towards longer maturity issues. Consequently, yields at the shorter end
of the curve could initially register a slight fall, while the longer end would trend
upwards towards the end of 2017.

Money market interest rates should keep at their current levels at least until Q3
2017, while the first hike in the benchmark interest rate is not expected until Q2
of 2018.

Tomislava Ujevié
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Weak demand for loans despite economic recovery

m Deposits grow, loans fall
B Investments in bond funds on the rise
B Share of non-performing loans in total loans decreases

Four and a half years ago the banking sector saw its loan-to-deposits ratio (LDR)
reach a record level of 1.36. Since then, the amount of total loans has been
steadily declining, while the amount of deposits with banks has been growing.
As a result, the LDR fell to below 1 in August this year. In the course of last
year we noticed changes in the deposit structure. Influenced by lower yields
the amount of time deposits stagnated with only a-vista deposits registering an
increase. We came to the conclusion that clients keep their money in banks
due to lack of aftractive alternative investments and not because of yields to be
earned from time deposits. As for alternative investments in investment funds, the
potentially higher yields relative to the yields on time deposits with banks are
associated with higher risk from losing a portion of one's assets. However, amid
record low money market interest rates yields on assets invested in money funds
have declined substantially. Only investments in bond funds have increased. Due
to higher yields on Croatia’s long-term debt bonds have been yielding sufficiently
for clients to earn higher yields than from time deposits with banks even after set-
tling the management fees of fund managing companies.

Over the previous years, surplus liquidity in the system was created through loan
repayment and deposit rise and it was used by banks to deleverage abroad.
This year most banks completed the deleveraging. They have not even been suc-
cessful at increasing their placements to the government, which started its fiscal
consolidation process. The financing of the public debt falls within the realm of
pension funds, whose assets have been constantly increasing due to compulsory
investment of onefourth of all pension insurance contributions of all employees
in compulsory pension funds. Banks have been trying to halt liquidity growth
by lowering their interest on time deposits and making their lending conditions
more attractive. However, demand for loans has not gone up despite the fall in
the price of capital. As a result, surplus liquidity in the system will significantly
affect banks’ business policies in the remainder of the year. We forecast further
lowering of interest rates on time deposits, as well as of lending rates. The fall
in lending rates has been facilitated by favourable developments in the portfolio
quality. In the last four months we registered a drop in NPLs. Consequently, the
risk premium embedded into lending rates fell down as well. During recession
the costs of porffolio losses reduced banks’ net income by a high 50%, on aver-
age. The absence of these losses in 2016 enabled a strong increase in banking
sector profit. Net profit in the period, which totalled HRK 2.9bn, raised the ratio
of return on invested capital in the first half of the year to two-digit level, unseen
since 2007. The rise in profit resulted from one-off receipts at the beginning of
2016. Namely, from the releasing of risk provisions after the reduction of the
calculation basis in the loan conversion process from loans in the Swiss franc into
loans in euros and from the sale of banks’ shares in international card compa-
nies. By the end of the year the positive effect of these one-off receipts on bank
operating results will partially fade. At the annual level, we forecast one-digit
returns on bank capital, although they will be well above the average during the
recession period.

Anton Staréevié
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Balance sheet imbalances decline

B Growth without borrowing since 2015

B Financial assets in the household sector on the rise
m Corporate and government financial liabilities in decline
B Net foreign investment position improves

Net financial assets per sector
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Developments regarding financial assets and liabilities broken down by sector
and financial instrument have been monitored in Croatia since 2001. The pe-
riod of economic prosperity from 2002 to 2007 was marked by the increase
in balance sheet imbalances caused by the growth model that was financed by
imported capital. The following two years (2008 and 2009) were marked by
shocks in external financial markets with the valuation of financial assets and
liabilities significantly changing. In the period from 2010 to 2014 the financial
markets gradually stabilised but Croatia’s economy remained stuck in recession.
The private sector adjusted to high levels of balance sheet imbalances and slowly
started deleveraging, while the unadjusted government sector quickly increased
its indebtedness. The economic recovery initiated by favourable influences in the
environment started in 2015. The increase in income has been used by both the
private and the public sector to deleverage and improve their international bal-
ance sheet positions.

The changes in the financial assets of the household sector resulted from savings
and from the attractiveness of supply of financial instruments on the market, as
well as from compulsory investments into pension funds. Negative experiences of
exposures to price risk from the period of instability in the financial markets left a
deep mark on household preferences. Investments in low-risk assets, primarily in
foreign currency time deposits with banks are more appealing than investments
in riskier instruments yielding better yields. A positive contribution to the selection
falling on banks also came from the aftractive interest rate yield banks offered in
the period of increased aversion towards markets with growing public debt. On
the other hand, negative developments regarding the economy, employment and
real income of the employed during the period of recession limited the potential
for saving. As a result, the growth of deposits with banks was based on growth
realised from interest rates accrued on principals and exchange rate differences
realised regarding foreign currency deposits. Banks’ deposit rates have been de-
clining since 2014 and the kuna started appreciating against the euro. As a re-
sult, it has not come to the growth of the kuna figure of deposits with banks, so the
overall financial assets of households vis-a-vis the GDP stagnated at some 120%

A significant influence on the structure of financial assets of households comes
from the statutory requirement to pay in one quarter of pension contributions
of all employees to compulsory pension funds. The pension savings were infro-
duced in 2002 and the assets of compulsory pension funds have been growing
ever since. At the end of the first half of 2016 they reached 23% of GDP. In the
upcoming period the expected alleviation of the tax burden from income should
increase household receipts, while economic recovery should reflect itself posi-
tively in the number of persons employed.

The continuation of favourable developments in external markets for goods, ser-
vices and capital gives us reason to expect a rise in the total financial assets of
households.

x Raiffeisen
RESEARCH




The lowering of inferest rates on time deposits fowards negative values might
redirect some of bank deposits towards higher-isk financial instruments.

The liabilities of the household sectors arise from loans. Slow deleveraging of
households with local banks started in 2010, with the indebtedness of the sector
reducing from 42% to 39% of GDP by the end of 2015. The acceleration of the
deleveraging process in the first half of 2016 was a result of the partial write-off
of debt within the process of loan conversion from loans in the Swiss franc to
loans in euros. Household debt arising from conversion went down by 2.3% of
GDP. Thanks to continuing investments in pension funds, savings in banks and
deleveraging, the positive netfinancial assets of households has been continously
increasing since 2008. At the end of H1 2016 it reached 83% of GDP.

In contrast to the household sector, the financial liabilities of non-financial enter-
prises exceed the value of their financial assets several times. In their operations
non-financial enterprises predominantly us tangible and intangible assets, while
financial assets represent only the liquid portion of total corporate assets. In
2015, corporate liquidity went up significantly. Negative experiences of entre-
preneurs from the previous period increased their aptitude towards maintaining
higher levels of liquidity in the corporate sector. The regulation on pre-bankruptcy
seftlement that was in force from 2012 to 2014 enabled the debtor company
to initiate settlement proceedings with its creditors. In practice, these proceed-
ings meant the resolution of the debtor company at the expense of its creditors.
In creditor companies these proceedings unexpectedly reduced the amount of
receivables and consequently the inflow of liquidity. Creditor companies had
to resort to additional loans to consolidate their working capital. The loss of
receivables reduced the value of assets of creditor companies and this in turn
also reduced their creditworthiness. As a result the price of additional borrow-
ing for creditor companies increased, causing them additional losses. After bad
experiences with pre-bankruptcy settlements companies preferred to strengthen
their stress resilience. The increase in liquidity of the corporate sector was also
enabled by the drop in the prices of capital because a higher level of business
security may be attained at minimum costs.

Financial liabilities of the corporate sector include equity and debt. Corporates
have been deleveraging since 2010 when they reached the highest share in
GDP, totalling 80%. In the deleveraging process that started in 2010 corporate
debt was reduced by more than 10% of GDP until mid-2016. This debt reduction
resulted from debt repayment but also from resolution and restructuring proceed-
ings. As part of resolution of shipyards and public enterprises, banks and other
financial institutions transferred some of their claims to the government. In pre-
bankruptcy proceedings a share of corporate debt was written-off or transferred
to equity. An additional channel for reducing corporate debt is the sale of credi-
tor receivables to institutions specialising in collecting problem receivables at the
cost of some of the debt being written-off.

A half of the total debt of the corporate sector is accounted for by foreign liabili-
ties. However, in the last two years the inclination of corporates to borrowing in
the domestic currency is on the rise. The lowering of the price of borrowing in
kuna reduced the attractiveness of alternative borrowing in euros. This increased
the demand for kuna loans granted by local banks. In the upcoming period we
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Total debt structure per sector, in mid

2016
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expect corporate borrowing in kuna with domestic banks to increase and the
share of direct lending from abroad to simultaneously decrease.

The financial liabilities of the government sector constitute public debt, while
financial assets include equity in state enterprises, including enterprises in mixed
ownership, as well as liquid assets. Public debt growth plummeted in 2008 to be
halted in 2015 when the fiscal consolidation process started. Developments re-
garding the financial assets of the government did not follow the recent growth in
borrowing that was used to finance the budget deficit and repayment of the debt
of companies that underwent the resolution process. Consequently, the accumu-
lated deficit of financial assets owned by the government relative to its liabilities
grew to above 45% of GDP.

The difference of total financial assets and liabilities of all sectors represents
the international balance sheet position. In the Macroeconomic Imbalance Pro-
cedure (MIP) Scoreboard the indicator of net international investment position
(NIIP) provides an aggregate view of the balance sheet position of one Member
State vis-a-vis the rest of the world. The indicative threshold of this indicator is
-35% of GDP. At the end of 2015, out of 28 EU Member States 13 complied
with the =35%-rule, while the remaining 15 realised higher negative positions
and Croatia was among them. In 2015 Croatia made a significant improvement
and developments in the first half of 2016 show that the process of reducing the
negative international investment position is continuing.

Anton Staréevié
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Healthy growth of equity markets due to high liquidity

B Rise of almost all equity indices in CEE
B CROBEX boasts the highest growth in the region - 15.8%
m Tourism sector shares lead the way

Almost all CEE indices boasted healthy growth in Q3 2016 thanks to good
macroeconomic indicators and high system liquidity, and the fact that there was
no negative influence of Brexit. The only exceptions were the Turkish BIST Nat.
which closed the quarter in the red, and the Polish WIG30 inching up only
1.1%. The reasons behind their weaker results were in both cases local factors,
i.e. political uncertainty. By far the highest return among all regional indices
was seen by the CROBEX (+15.8%), followed by the Austrian ATX. In addition
to the generally positive sentiment among the equity indices, ATX was boosted
by shares from real estate sector. Good macroeconomic indicators also spurred
the healthy growth of the Romanian BET and the Czech PX, which was under the
greatest influence of banking sector shares.

In addition to the spill-over of the global positive sentiment, the growth of the
Croatian equity market was spurred by the onset of recovery in the domestic
economy and a record tourist season. Since the beginning of 2016 the CROBEX
gained 14.9%, one of the highest rates seen among regional indices. Broken
down by sectors, the greatest winners were tourist shares. Imperial’s shares regis-
tered the greatest growth as a result of accepting the Valamar Riviera's takeover
bid for the state owned share in the company. Other sectors went up as well,
whereas only two shares from the transport sector registered a decline in Q3. All
of the CROBEX constituents went up in the period under review, with OT-Optima
Telecom leading the way by gaining as much as 66.7%, while weakest returns
were seen by the shares of Sunéani Hvar and Tankerska Next Generation. The
optimism surge on the ZSE was followed also by a significant rise in turnover
so the regular share turnover totalled HRK 591.9m, up 59.6% from Q2 2016

CEE indices - returns in Q3 2016*
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Growth slowdown in Q4 2016

® Liquidity and favourable macroeconomic forecasts work for CEE equity indices

m Relatively high CROBEX10 valuation
m Local factors to prevail on the ZSE

CROBEX10 composition by sector
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P/E ratios in comparison

Until the end of 2016.e the greatest spur to equity indices could come from ex-
pansive monetary policy and good macroeconomic data. Shortterm instability
could be caused by numerous referendums and elections ahead. Nevertheless,
we do not expect their more substantial influence on global markets and conse-
quently the CEE market. According to the expected P/E ratio 2016.e (8.1x)'
the Russian MICEX is relatively most favourable valued index so we expect its
healthy growth in the next year. A spur to the growth of this index could come
from the growing price of oil and the exit of the Russian economy from recession.
The Turkish index BIST Nat. 100 has been valued relatively low too. However,
the realisation of its growth potential is limited by investors hesitation due to the
political situation.

The high liquidity could continue to positively influence trading on the ZSE, while
the focus should remain on local factors and expectations related to reforms from
newly appointed Government. The economy started to recover, which is encour-
aging. However, we will have to wait
for a more sustainable growth of the

16

equity market. According to Bloomb-
erg estimates, the CROBEX10 has by

far the highest expected P/E ratio for
2016.e (14.8x) among the regional
indices. As a result we expect the do-
mestic equity market growth to slow
down by the end of the year. As for
a longer horizon, i.e. in the upcom-
ing year, we expect index growth to
be spurred by an improvement in the
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“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:

Buy Hold Reduce Sell Suspended Under review
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.

RBA is part of RBI Group. RBI is a business investment bank domiciled in Austria. For 25 years RBI has been active in Central and Eastern Europe (CEE region) where it operates a
network of subsidiary banks, leasing companies and numerous other companies which provide financial services in 17 markets. As a result of its position in Austria and CEE, RBI has
established relationship, or expanded them in some cases, with companies in the following industries: oil & gas, technology, energy, real estate, telecommunications, financial services,
core materials, cyclical and non-cyclical consumer goods, healthcare and industry. RBI and/or its related companies executed transactions related to products and services (including, but
not being limited to, investment banking services) with the issuer mentioned in the analysis during the past 12 months. RBI and related companies have set up organizational measures
which are required from the legal and supervisory point of view, and the implementation of the measures is monitored by the Compliance. Conflicts of interest are subject to application
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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

Analyst statement: Remuneration of the analyst is and shall not be tied, directly or directly, to the recommendations or views presented in this publication, nor shall it depend on executed
transactions.

RBA employee who has not been involved in the preparation of this publication, but had access fo it, prior fo its distribution, has no significant financial interest in one or more financial
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.

RBA has received license from the Croatian Financial Services Supervisory Agency (“HANFA”) for performance of all activities governed by the relevant Capital Markets Act and other
applicable rules and regulations. However, RBA is only authorized to perform these activities on the territory of the Republic of Croatia and not elsewhere. In case this publication or any
part of it should become available in any jurisdiction other than the Republic of Croatia, it should be deemed to be nonexistent.

SPECIAL REGULATIONS FOR THE UNITED KINGDOM OF GREAT BRITAIN AND NORTHERN IRELAND (UK):

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
the KMG or of the Austrian Stock Exchange Act (Borsegesetz). Furthermore, this document does not intend to recommend the purchase or the sale of securities or investments in the
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
by RBI in order to promote its investment business. Raiffeisen Bank International AG (“RBI”), London Branch is authorised by the Austrian Financial Market Authority and subject to limited
regulation by the Financial Conduct Authority (“FCA”). Details about the extent of its regulation by the FCA are available on request. This publication is not intended for investors who
are Retail Customers within the meaning of the FCA rules and shall therefore not be distributed to them. Neither the information nor the opinions expressed herein constitute or are to
be construed as an offer or solicitation of an offer to buy (or sell) investments. RBI may have affected an Own Account Transaction within the meaning of FCA rules in any investment
mentioned herein or related investments and/or may have a position or holding in such investments as a result. RBI may have been, or might be, acting as a manager or co-manager of
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
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 ferritorial securities laws,
are entfitled 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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