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IMF Executive Board Concludes 2023 Article IV Consultation with
Croatia

FOR IMMEDIATE RELEASE

Washington, DC - June 29, 2023: The Executive Board of the International Monetary Fund (IMF)
concluded the Article IV consultation! with Croatia on a lapse-of-time basis.2

On January 1, 2023, Croatia became the 20th member of the eurozone, a testament to the significant
progress achieved since joining the European Union in 2013. The euro adoption has improved sovereign
ratings, eased access to capital markets, and significantly reduced exchange rate risks.

Croatia posted another year of strong economic growth in 2022, among the highest in the eurozone.
Output expanded by 6.2 percent in 2022, driven by domestic demand and tourism. The fiscal position
improved considerably to a small surplus and the public debt declined significantly to about 69 percent of
GDP, below pre-pandemic levels. However, surging energy and food prices drove headline inflation to a
multi-decade high at year end. The largely foreign-owned banking system has remained profitable, well-
capitalized, and extremely liquid.

Economic growth is expected to moderate to 2.4 percent in 2023. Weak external demand, tightening
financial conditions, and still high global uncertainty are expected to dampen growth, partially offset by a
decline in global commodity prices, resilient tourism, and a buoyant labor market. Growth is projected to
gradually recover from 2024 towards its potential. Inflation is projected to recede to an average of 7%
percent in 2023 and fall towards the ECB’s 2 percent target in late 2025. The adoption of euro has had a
very limited impact on inflation.

The outlook remains subject to significant uncertainty, but risks to growth are broadly balanced.
Downside risks include intensification of Russia’s war in Ukraine, a renewed surge of commaodity prices
and inflation, a sharper global or regional recession, and tighter-than-expected financial conditions. On
the upside, the euro adoption and entry into the Schengen area could provide a stronger boost to
tourism, trade, and investment. Risks to inflation are tilted to the upside.

1Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every
year. A staff team visits the country, collects economic and financial information, and discusses with officials the
country's economic developments and policies. On return to headquarters, the staff prepares a report, which forms
the basis for discussion by the Executive Board.

2The Executive Board takes decisions under its lapse-of-time procedure when the Board agrees that a proposal can
be considered without convening formal discussions.
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Executive Board Assessment

The euro adoption marks a momentous milestone for Croatia and is a testament to diligent policymaking
and concerted efforts. The economy has also proven resilient in the face of the pandemic and the war in
Ukraine and recorded another year of strong growth in 2022. However, surging global energy and food
prices pushed headline inflation to a multi-decade high towards year end. While inflation has peaked, it
remains elevated and broad-based. The 2022 external position was broadly in line with the level implied
by fundamentals and desirable policies.

Growth is set to moderate in 2023. Weak external demand, tightening financial conditions, and still
elevated global uncertainty would weigh on growth, partially offset by a decline in global commodity
prices, resilient tourism, and a buoyant labor market. Higher growth is anticipated from 2024,
underpinned by a recovery in the global economy and reforms under the NRRP. Inflation is expected to
be sticky, averaging about 7%z percent in 2023, and to gradually fall towards the ECB's target of 2
percent by late 2025. The outlook remains subject to significant uncertainty.

The near-term fiscal policy needs to complement monetary tightening and avoid adding to aggregate
demand. The labor market is tight, core inflation remains elevated, and the euro adoption has mitigated
the impact of ECB’s tightening. Therefore, an expansionary fiscal stance risks fueling domestic demand
and inflation and hurting Croatia’s competitiveness. Broad-based support measures—notably energy
price caps and tax cuts—need to be reversed.

Maintaining a growth-friendly fiscal consolidation over the medium-term is paramount, by improving tax
policy, reducing spending rigidity, and enhancing spending efficiency. Given Croatia’s high budget
spending rigidity and the need to further reduce public debt, any tax reforms should preserve revenue
resources while improving the tax system structure to reduce distortions and support fairness and
growth. Modernizing the property tax and reducing favorable taxation on short-term rental income would
help dampen housing demand, boost supply, and encourage labor participation. A simplified and
transparent public sector pay system that rewards merit and productivity would enhance public services
and make the sector more efficient. Worsening healthcare and pension costs due to an aging population
call for renewed efforts to lengthen the working life and decisively address healthcare arrears. In
addition, enhancing the monitoring and corporate governance of SOEs will reduce potential fiscal risks
and maximize their contribution to growth. Efforts to strengthen the public investment management
system, including establishing a strong central coordination function in the MOF, should continue.

The financial system is currently stable; continued vigilance is needed given ongoing challenges. The
banking system has remained profitable, well-capitalized, and extremely liquid. Although household and
corporate vulnerabilities have moderated since the pandemic, a deeper economic slowdown amidst
higher interest rates could pose new challenges. In addition to the announced increases of the counter-
cyclical capital buffer, explicit borrower-based measures could be considered to contain potential future
financial stability risks of housing market pressures, taking into consideration measures already in place
and other risk mitigating factors. A comprehensive review of housing support measures should be
considered to address the housing affordability challenge.



Advancing structural reforms is key to reap the full benefits of euro adoption and sustaining income
convergence. The authorities should continue their commendable and steadfast implementation of the
NRRP. Raising productivity, advancing the green and digital transition, and making the best of an aging
and declining population are priorities. The currently tight labor market offers an opportunity to carry out
further labor market reforms. More ambitious reforms, along with the EU funds, are warranted to address
relatively low firm-level productivity and inefficient resource allocation. A comprehensive climate strategy,
beyond the NRRP and fully aligned with the energy strategy, will help diversify the energy mix, promote
energy savings, improve energy efficiency, and accelerate the green transition. In particular, an
economy-wide carbon pricing accompanied by sectoral policies and targeted support to the vulnerable
can help promote cost-effective emissions reductions and ensure adherence to the EU-wide targets.



Table 1. Croatia: Selected Economic Indicators, 2019-2028

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028
Prel. Projections
Output, unemployment, and prices (Percent change, annual average, unless otherwise indicated)
Real GDP growth 34 -8.5 13.1 6.2 24 24 2.7 2.9 2.8 2.8
Contributions:
Domestic demand 24 -3.1 6.0 54 35 2.6 2.2 1.9 2.1 2.1
Net exports 1.0 -54 7.1 0.9 -1.1 -0.2 0.5 1.0 0.7 0.7
Unemployment rate 7.8 9.0 8.1 6.8 6.3 5.9 5.6 5.6 5.6 5.6
CPl inflation (avg.) 0.8 0.0 2.7 10.7 7.5 3.8 2.5 2.2 2.2 2.1
Saving and investment (percent of GDP)
Domestic investment 22.9 24.2 219 25.8 259 26.1 25.9 25.0 24.5 24.0
Domestic saving 25.8 23.6 23.6 24.2 25.6 25.7 252 24.7 24.5 243
Government 6.8 -2.0 1.8 43 25 3.0 3.6 4.0 4.1 42
Nongovernment 18.9 25.6 21.8 19.9 23.1 22.6 215 20.7 204 20.2
Government sector (ESA 2010
definition)
General government revenue 46.5 46.8 46.2 455 457 452 45.2 453 44.8 447
General government expenditure 44.3 54.1 48.7 451 46.5 46.9 46.3 46.1 45.6 452
General government balance 2.2 -7.3 -2.5 0.4 -0.8 -1.8 -1.1 -0.8 -0.8 -0.6
Structural balance 1/ 2.1 -5.7 -3.2 -0.5 -1.3 -2.0 -1.2 -0.8 -0.8 -0.6
Structural primary balance 42 -3.7 -1.8 0.7 0.3 -0.2 0.3 0.6 04 0.5
General government debt 2/ 71.0 86.9 78.3 68.8 63.7 62.5 60.9 59.2 57.6 55.9
Balance of payments (percent of GDP)
Current account balance 2.9 -0.5 1.8 -1.6 -0.3 -0.5 -0.7 -03 0.0 0.4
Capital account 1.6 2.1 2.4 2.6 3.0 2.5 2.5 2.2 2.0 1.7
Financial account -4.5 -1.0 -33 1.2 -2.7 -2.0 -1.8 -2.0 -2.0 -2.1
Debt and reserves
Gross official reserves (billions of euros) 18.6 18.9 25.0 279
IMF metric 3/ 13.6 10.8 12.7 14.9
IMF metric (percent) 3/ 136.2 1750 1976 187.1
In months of imports in goods and
services (based on next year level) 7.8 9.3 9.8 7.6
Total external debt (percent of GDP) 741 81.8 81.1 74.0 66.4 63.3 60.9 59.0 57.3 55.5
Money and credit (End of period unless otherwise indicated, change in percent)
Broad money (M4) 29 9.3 10.7 8.4
Claims on other domestic sectors 4/ 2.6 33 2.6 10.0
Interest rates
12-month average T-bill rate (in kuna until
2023, then euros) 0.1 0.1 0.0 0.1
10-year government bond yield 0.7 0.6 0.1 2.8
Exchange rate
Real effective exchange rate (percent, "-"
= appreciation) -1.3 -1.3 -0.1 0.2
Memorandum items
Nominal GDP (billions of euros) 54.8 50.5 58.2 66.9 73.8 78.1 82.3 86.5 90.9 95.5

Sources: Croatian authorities; and IMF staff estimates. Unemployment rate is from Croatian Bureau of Statistics and Haver Analytics.
1/ Based on a simplified approach to the cyclically-adjusted balance, in percent of potential GDP. Includes the one-offs related to
the COVID-19 package of -3.8 percent of GDP in 2020 and -2.3 percent of GDP in 2021. Includes the one-offs related to the energy
crisis of 1.4 percent of GDP in 2022 and 1.6 percent of GDP in 2023.

2/ Gross debt as defined by the EU under the Maastricht Treaty.

3/ IMF, 2015, "Assessing Reserve Adequacy-Specific Proposals” IMF Policy Paper, Washington: International Monetary Fund.

4/ Comprises claims on households and non-financial corporations.
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STAFF REPORT FOR THE 2023 ARTICLE IV CONSULTATION

KEY ISSUES

Context. On January 1, 2023, Croatia became the 20" member of the eurozone. The
country posted another strong growth year in 2022, among the highest in the eurozone.
But the momentum started to slow in H2, while inflation rose to a multi-decade high,
reflecting indirect impacts from Russia’s war in Ukraine. Staff expects growth to
moderate to 2.4 percent in 2023 and recover to its potential over the medium term.
Inflation is projected to average 7' percent in 2023 and gradually fall towards the 2
percent target. The outlook is subject to considerable uncertainty. Risks to growth are
broadly balanced and risks to inflation are tilted to the upside.

Policy Discussions. Focus was on continuing prudent fiscal, financial, and
macroprudential stances to complement the ECB’'s monetary tightening and build
adequate buffers as well as on advancing structural reforms.

» Fiscal policy: The near-term fiscal policy advice is to avoid adding to aggregate
demand. With declining energy prices, broad-based support measures need to be
reversed. A growth-friendly consolidation should continue over the medium-term to
build adequate buffers, safeguard sustainability of public finances, and strengthen
competitiveness. Staff recommends improving tax policy, reducing spending rigidity,
and enhancing spending efficiency. Strengthening the monitoring and corporate
governance of state-owned enterprises (SOEs) will reduce potential fiscal risks and
maximize their contribution to growth.

¢ Financial policy: The financial system requires continued vigilance. While household
and corporate vulnerabilities have moderated since the pandemic, a deeper
slowdown amid higher interest rates could pose new challenges. In addition to the
announced increases of the counter-cyclical capital buffer, explicit borrower-based
measures could be considered to contain potential future financial stability risks of
housing market pressures. A comprehensive review of support schemes should be
considered to address the housing affordability challenge.

e Structural policy: Advancing structural reforms, anchored by the National Recovery
and Resilience Plan (NRRP), is key to reap the full benefits of euro adoption and
achieve faster income convergence. Raising productivity, including by advancing the
digital transition, accelerating the green transition, and making the best of an aging
and declining population are priorities.
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CONTEXT

1. On January 1, 2023, Croatia became the (FPinaHC)ial Euroization-Croatia
ercent]

20" member of the eurozone, a testament to 80

the considerable progress since joining the EU

in 2013. With the euro adoption, the exchange 70
rate risk of this highly euroized economy was
largely eliminated (Box 1)." Being now part of the 60

eurozone, Croatia must rely on fiscal, financial,
50

macroprudential, and structural policies to —FX deposts, percent of broad money (M4)
address any idiosyncratic shocks and imbalances. P placements, percentof otal placements
. 40
Croatia also became the 27th member Of the 2008Q4 2010Q4 2012Q4 2014Q4 2016Q4 2018Q4 2020Q4 2022Q4
Schengen area. Source: Croatian National Bank; and IMF staff calculations.
2. Advancing structural reforms remains a priority to reap the full benefits of euro

adoption and achieve faster income convergence. Croatia has among the lowest income per
capita in the eurozone (%4 of the average). High global uncertainty and further income convergence
buttress the importance of having a dynamic economy with adequate buffers. The center-right
governing coalition faces elections no later than July 2024. The authorities have implemented
several key recommendations from the 2021 Article IV consultation, including debt and deficit
reductions and measures to strengthen public procurement (Annex I).

Box 1. Croatia Has Adopted the Euro

Croatia’s euro adoption is a logical step following the EU membership on July 1, 2013, the ERM
Il membership on July 10, 2020, close bank cooperation, and joining the Single Resolution
Mechanism on October 1, 2020. The adoption was expected to reduce interest rate spreads, ease
access to capital markets, and attract investment. Croatia also became a member of the European

Stability Mechanism (ESM) that can prOVide Long-Term Foreign Currency Ratings-Croatia
assistance in the event of financial distress. (fatngs) .
S&P, Fitch Moody's
. . . AA- ——-S.tandard_and Poor's Aa3
The convergence criteria and additional As —:‘T“";ﬁ“"gs a1
—Moody's
commitments were deemed observed by the AL Investment Grade A2
A- A3
European Commission (EC) and the European - o1
Central Bank (ECB) on June 1, 2022, and the BBE P \ Baa2
. . e BBE- 4 > Baa3
final decision was announced on July 12, 2022. . /
+ Bal
The inflation criterion was the most challenging, BB Ba2

but helped by the rules excluding two outliers. 000 2003 2006 2000 2012 2015 2018 2021
Wh||e pubhc debt exceeded 60 percent Of GDP’ the Sources: Trading Economics; Moody's; Standard and Poor's; and Fitch Ratings.
downward trend was deemed adequate considering the pandemic. The legal framework was assessed
consistent with the requirement for the European System of Central Banks. Following the formal

decision, rating agencies upgraded Croatia.

1 Since 1993, Croatia had operated a de facto exchange rate peg.
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Box 1. Croatia Has Adopted the Euro (concluded)

The additional entry commitments were building on commitments made for ERM Il
membership. They comprised: AML/CFT improvements; reforms of SOEs; reduction of
administrative and parafiscal burdens; and measures to enhance the insolvency framework. Both
the EC and ECB did note that there was still room for strengthening institutions—including quality
of regulation, efficiency of the public administration and the judiciary, as well as the fight against
corruption—to catch up to the best euro area performers.

The implementation of the euro adoption generally proceeded smoothly. Prices have been
shown in both kuna and euro from September 5, 2022, which will remain till end-2023. Since
January 15, 2023, only euros have been used. Kuna coins and bank notes can be exchanged to
euros in commercial banks and post offices until end-2023, whereupon they can be exchanged at
the Croatian National Bank (CNB).

0 RECENT DEVELOPMENTS

3. The economy posted another year of strong growth in 2022, although the momentum
slowed from mid-year. Driven by strong domestic demand and tourism, real GDP expanded by 6.2
percent in 2022, outpacing many other eurozone countries (Figure 1). Russia’s war in Ukraine has
had limited direct impact on Croatia, given its limited energy reliance on Russia and limited trade,
investment, and financial ties with Russia and Ukraine. But Croatia felt indirect repercussions
through higher global commodity prices, a weakening external environment, and heightened
uncertainty, with growth (g-o-q) turning negative in Q3. Since then, the economy has registered
positive growth (g-o0-q) and real GDP grew by 2.6 percent (y-o-y) in Q1. Leading indicators point to
improving sentiments and another strong tourism season.

4. Inflation has peaked but remains elevated and broad-based. Surging energy and food
prices drove headline inflation to a multi-decade high of 12.7 percent (y-o-y) at end-2022 (Figure 2).
While headline and core inflation have plateaued, HICP Inflation and Inflation Perceptions

they remam elevated CNB’S stud|e5 suggest that L:fst‘dl'tl\l*\fﬁnl percent change; percent balance) o
Croatia’s inflation divergence from the eurozone b ::f;i::'?z:epm“ 55t 12 months) (b

average since 2022 reflects in part the higher
share of food and accommodation services in
Croatia’s consumption basket. The divergence has
started to reverse. The euro adoption has had a
very limited impact on inflation, in line with the

===Inflation perceptions (next 12 months) (rhs)

Year-on-year percent change
P
(=]
Percentbalance

experiences of other euro adoption countries 3 0
. . . . Jan-15 Mar-16 May-17 Jul-18 Sep-19 Nov-20 Jan-22 Mar-23
(An nex Vl) Med iu m_term Inﬂatlon eXpeCtatlonS Sources: Eurostat; European Commission Business and Consumer Survey; and Haver Analytics.
. Note: Percent balance equals percent of respondents reporting an increase minus the percent
have rema'ned a nChOI’ed of respondents reporting a decrease.
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5. The labor market is tight and wage Real Compensation of Employees and Real Gross
Operating Surplus
pressures have edged up. Employment and (Index, 2019Q1-100)

120
115 —~Compensation of employees

labor force participation rates recovered to
above pre-pandemic levels in 2022, albeit still
lower than those of its CEE peers (Figure 3). The

110 —Gross operating surplus

105

unemployment rate fell to 6.5 percent in April 100

2023, among the lowest in more than a decade. 95

Nominal gross wage growth picked up to about %0

13 percent in early 2023. Real wage growth was 8

negative in 2022 but has turned positive from vieqn otes awoqs somae soan 2030
early 2023. The minimum wage was increased by Sources: Eurostat; Haver Analytics; and IMF staff calculations.

over 10 percent in 2022 (Figure 4) and 12'2 percent at the beginning of 2023. The growth of profits
surpassed wage growth in 2022.

6. The euro adoption has mitigated the tightening of financial conditions. Ample excess
liquidity before the euro adoption should be seen in the context of ECB’s negative overnight deposit
rates (until July 2022) with the CNB's overnight deposit rate at zero (Figure 10). The adjustment to
the eurozone resulted in a gradual reduction, since mid-2022, of the reserve requirement (from 9 to
1 percent) and the abolishment of the 17 percent minimum foreign currency liquidity requirement.
This further increased the liquidity surplus to about 21 percent of GDP at end-2022. The increase in
bank lending rates to households may also have been dampened by legal restrictions (variable rates
are linked to the national reference rates or Euribor) and loans with longer interest fixation periods.
These factors, on top of the reduced exchange rate risk, have mitigated the impact of recent ECB
tightening. Although bank lending to the private sector has remained solid, it has thus far not
resulted in a lending boom. Following the war, bank lending to non-financial corporations (NFCs)
has increased to double-digit figures, likely related to precautionary borrowing and significant input
price surges, while credit growth to households have remained relatively stable in nominal terms but
became negative in real terms (Figure 11).

7. The largely foreign-owned banking sector has remained profitable, well-capitalized,
and eXtremer IIqUI(.:I. Accordlng to the central Financial Soundness Indicators, 2012Q1-2023Q1
bank’s monetary statistics, banks have generally (Percent
.po . . 35 3
had positive net foreign assets since early 2016. At —Capital to risk-weighted assets
. . 30 ==-NPLs to total loans
end-2022, the average capital adequacy ratio was ——Return on assets (RHS) 2

24.8 percent—14.3 percent was the lowest.? The
impact of the pandemic, moratorium, and the war
have only had a modest impact. NPLs declined in
both nominal and relative terms, but this masks an
increase in stage 2 loans. Bank profitability has
remained comfortable. Banks have benefitted from 201201 201404 201703 202002 202301

Sources: IMF Financial Soundness Indicators (FSI); Croatian National Bank; and Haver Analytics.
Note: Data for 2022Q3-2023Q1 are from the Croatian National Bank.

2

2 The number of credit institutions has declined from 23 at end-2021 to 21. Two small housing savings banks were
merged with their parent. Sberbank Croatia was acquired by the state-owned Postal Bank on March 1, 2022. The two
banks will be merged during 2023, reducing the number of credit institutions to 20.
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increasing net interest margins, with lending rates increasing faster than deposit rates given ample
liquidity.

8. Available data suggests that the non-bank financial sector—about 30 percent of the
financial system—is solid despite increasing interest rates. This sector is dominated by pension
funds and insurance companies. Their assets are primarily invested in fixed-income securities. They
have faced some revaluation losses due to increasing interest rates. However, they all observe the
regulatory capital requirements according to the non-bank financial regulator (HANFA). Non-Bank
financial institutions have limited direct lending to the economy, for instance real estate, and limited
funding from banks.

9. The fiscal balance improved considerably in 2022, reflecting the withdrawal of COVID
measures and strong revenue, while new support was introduced to alleviate the cost-of-
living challenge. The headline fiscal balance improved from a deficit of 22 percent of GDP in 2021
to an estimated surplus of 0.4 percent of GDP, and the public debt-to-GDP ratio fell below its pre-
pandemic level (Figure 5). With financial tightening, government bond yields have picked up
although spreads have so far remained contained and below peers. In response to the cost-of-living
challenge, the authorities introduced four support packages during 2022-23 (including price caps,
subsidies, transfers, and tax reductions) worth about 6 percent of GDP. Their direct budgetary
impact is about 12 percent of GDP each for 2022 and 2023 (Table 1). Structural impediments
(notably the lack of a household registry and property/cadaster information) have prevented quick
rollout of better targeted energy support. The state-owned energy company, Hrvatska
Elektroprivreda (HEP)3, has taken much of the financial burden of the energy price caps on its own
balance sheet and incurred a loss in 2022. The government injected recapitalization of €900 million
to shore up HEP's finances.

10. The external position in 2022 was broadly in line with the level implied by
fundamentals and desirable policies (Annex V). The current account moved to a deficit of 1.6
percent of GDP, as the negative terms-of-trade shock and large imports (reflecting strong
investment) more than offset continued robust tourism (Figure 9). The CPI-based real effective
exchange rate has remained stable.

3 The HEP Group was profitable through 2021.
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Table 1. Croatia: Support Measures in Response to the Cost-of-Living Challenge
Fiscal effect in millions of euro
Description of the measure - - -
in 2022  in 2023 in 2024
Total effect on fiscal revenue (million euro) -118 -196 -13
Percent of GDP -0.2 -0.3 0.0
Reduced VAT rate on certain food products, gas and thermal energy, hygiene items, tickets for sports 207 69
and cultural events from March 2022
Temporarily reduced VAT rate of 5 percent on the delivery of gas, heating from thermal stations, 13 52 13
firewood, pellets, briquettes and wood chips until end-March 2024
Reduction of excise duty on motor fuels (gasoline and diesel) to lower fuel retail price -134 -30
One-time excess profit tax 235
Higher income threshold (from HRK 15,000 to HRK 24,000) up to which someone can be considered 33
a dependent for PIT
Other revenue measures 1 -12
Total effect on fiscal expenditure (million euro) 848 1000 110
Percent of GDP 13 14 0.1
One-time benefit to pensioners 184 64
One-time monetary payment to social welfare system beneficiaries 20 23
One-time increase in children's allowance 16 9
Payment of cash benefits to the unemployed 4 8
Student grants based on socio-economic status 1 7 7
Fees for vulnerable buyers of energy products 27 57 26
Reimbursement of heating costs and part of housing costs to guaranteed minimum benefit users 3 8 8
Support for offseting the increase in energy prices in agro-processing sectors 0 20 7
Subsidies for mitigating the negative effects of rising electricity prices (distributors outside HEP 84 146
Group) and rising thermal energy prices
Subsidies to mitigate the negative effects of rising electricity prices (HEP Group) 412 488
Subsidies to mitigate the rise in natural gas prices for entrepreneurs 11 21 5
Small value support to agricultural producers for the purchase of mineral fertilizer 12 1
Reimbursement of the cost of diesel fuel used in commercial road passenger transport 2 13 5
Subsidies to airlines 15 19 20
Subsidies to shippers 13 7 7
Subsidies to moderate the rise in household gas prices 35 94 22
Other expenditure measures 9 15 3
Total fiscal effect on the budget 966 1196 123
Percent of GDP 1.4 1.6 0.2
Measures financed by EU funds (million euro)
Energy renovation of houses and apartment buildings 66 66
Measures financed by the environmental fund (million euro)
Energy renovation of houses and residential buildings 29 66
Non-reimbursable grants to entrepreneurs for the energy transition 126 126
Guarantees/subsidized lending via HBOR (million euro)
Loans for working capital with subsidized interest for companies in difficulty 252 252
HBOR guarantees for loans to exporters in difficulty 206 206
Source: Croatian Ministry of Finance.
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N OUTLOOK AND RISKS

11. Growth is expected to moderate to 2.4 percent in 2023 and recover to its potential
over the medium term. Weak external demand, tightening financial conditions, and still high
global uncertainty would weigh on growth in 2023, partially offset by a decline in global commodity
prices, resilient tourism, and a buoyant labor market. The output gap is estimated to remain positive
in 2023-24. Growth is projected to gradually recover to its potential (about 3 percent) over the
medium term, supported by investment and reforms under the NRRP. Key assumptions
underpinning the baseline are: (i) the war in Ukraine does not escalate and commodity prices
continue to decline in line with the April 2023 WEO assumptions; (ii) the ECB is expected to raise its
policy rate by some 150 bps during 2023 as in the April WEQ; (iii) supply chain bottlenecks continue
to ease; and (iv) the NRRP funds are fully utilized by 2026 and absorption of EU funds continues to
improve.

12. Inflation is expected to recede gradually. Headline inflation is projected to average 7'
percent in 2023, driven by falling energy prices and easing supply bottlenecks, and decline toward
the ECB's target in late 2025. Core inflation is likely to be stickier, reflecting a tight labor market and
estimated positive output gaps, declining toward the target in 2026. Second-round effects on wages
are projected to remain limited, given the relatively contained real wage growth, large inflows of
foreign workers from non-EU countries, and well-anchored inflation expectations.

13. The outlook is subject to significant uncertainty and risks to growth are broadly
balanced (Annex Il). Intensification of the war in Ukraine, a renewed surge of commodity prices
and inflation, a sharper global or regional recession, and tighter-than-expected financial conditions
present major downside risks to growth. Domestically, an abrupt correction in the real estate prices
could dampen confidence and economic activity. On the upside, the euro adoption and Schengen
membership could provide a stronger impetus to tourism, trade, and investment. Faster investment
and structural reforms through the NRRP would also boost growth. Risks to the inflation outlook are
tilted to the upside. Positive risks from a stronger pass-through of nominal wage growth are
partially offset by negative risks from weaker-than-expected domestic demand.

Authorities’ Views

14. The authorities broadly concurred with staff's views on the outlook and risks. They
noted that the overall economic situation is better than initially expected, and Croatia’s entry into
the eurozone and Schengen area has contributed to improved sentiment. They agreed that core
inflation would be stickier amid the tight labor market and continued buoyant tourism. The
underlying inflationary pressure in services would be particularly strong. They expected corporate
profits to normalize this year as economic growth moderates while real wages would catch up to
some extent. The authorities concurred with staff's external sector assessment.
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POLICY DISCUSSIONS
A. Fiscal Policy

15. The near-term fiscal policy should complement monetary tightening and avoid adding
to aggregate demand. The labor market is tight, core inflation remains elevated, and the euro
adoption has mitigated the impact of the ECB's tightening. Therefore, an expansionary fiscal stance
risks fueling domestic demand and inflation and hurting Croatia’s competitiveness. Based on the
government'’s recently revised budget plan and assuming no additional fiscal support, we project a
deficit of 0.8 percent of GDP in 2023, which translates to an estimated positive fiscal impulse of
about 0.4 percent of GDP after taking into account the projected growth slowdown.

Text Table 1. Croatia: Indicators of Fiscal Performance

(Percent of GDP)

2021 2022 2023 2024 2025 2026 2027 2028

Level
Overall balance 1/ -2.5 04 -0.8 -1.8 -1.1 -0.8 -0.8 -0.6
Structural balance -3.2 -0.5 -1.3 -20 -1.2 -0.8 -0.8 -0.6
Structural primary balance -1.8 0.7 0.3 -0.2 03 0.6 0.4 0.5
Public Debt 783 68.8 63.7 62.5 60.9 59.2 57.6 55.9
Change
Overall balance 48 29 -1.2 -1.0 0.7 0.3 0.0 0.2
Structural balance 2.5 2.7 -0.8 -0.7 09 04 0.0 0.2
Structural primary balance 19 2.6 -04 -0.5 0.5 0.2 -0.2 0.1
Public Debt -8.6 -9.5 -5.1 -1.2 -16 -1.7 -1.5 -1.7

Sources: Ministry of Finance; and IMF staf calculations.

1/ The recapitalization of 900 million euros to HEP is reflected in the general government fiscal balance of 2022-23.

16. To achieve a tighter fiscal position and given declining energy prices, the support
measures need to be better targeted, temporary, and transparent, and price signals should be
preserved. Albeit timely, the government’s responses to the cost-of-living surge have been largely
untargeted. Staff recommends reversing energy price caps and tax cuts, which are broad-based,
costly, and disrupt price signals. Temporary targeted cash transfers, vouchers, and discounts to the
most vulnerable are preferred. The design of support can be improved by speedily finalizing the
household registry and social security reform.# It is important that the overall fiscal stance does not
fuel aggregate demand and counter the monetary tightening. Should downside risks materialize,
automatic stabilizers should be allowed to work fully. Additional discretionary support should be

4 Under the NRRP, by end-2024 the Guaranteed Minimum Benefit will be integrated with other social benefits, and
the coverage, adequacy and targeting of social benefits will be improved, with a focus on people experiencing high
rates of persistent poverty.
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reserved for more severe downside scenarios and targeted to support the most vulnerable. In case
of upside risks, higher-than-budgeted revenues should be saved.

17. Fiscal consolidation should continue over the medium-term to build adequate fiscal
space while boosting investment for higher sustainable growth. Under the baseline, Croatia is
projected to return to a small primary surplus with public debt declining gradually to about 56
percent of GDP in 2028. The Sovereign Risk and Debt Sustainability Framework (SRDSF) points to
low level of risks in the medium term, but moderate risks in the long term (Annex Ill). With
demographic-related spending pressures, continued fiscal consolidation is paramount for Croatia to
deal with future shocks, including asymmetric ones in the eurozone, safeguard the sustainability of
public finances, and strengthen competitiveness.

18. Staff recommends improving tax policy, reducing spending rigidity, and enhancing
spending efficiency to achieve a growth-friendly fiscal consolidation.

e Tax policy reforms (Figure 7). Given Croatia’s high budget spending rigidity and the need to
further reduce public debt, any tax reforms should preserve revenue resources while improving
the tax system structure to reduce distortions and support fairness and growth. In this context,
reforming the current tax regime favoring residential real estate investments would help
dampen demand, activate idle residences, and encourage labor participation. Croatia needs a
modern, well-designed property tax to replace—fully or in part—the present fragmented system
of square meter-and transfer-based taxes and fees, which lacks transparency, fairness, and
revenue-raising capability for local governments. The implementation and administration of a
value-based property tax requires the existence of comprehensive and accurate registers of
ownership and up-to-date recording of property values. Careful preparation, sequencing, and
public communication of reform measures are crucial. In the short term, the communal fees and
the tax on vacation homes can be transformed into an elementary value-based property tax,
with special arrangements in place to protect the most vulnerable and households only with
primary residences. Personal income tax (PIT) equity should also be improved, particularly by
removing the excessively favorable taxation on short-term rental income.

Text Table 2. Croatia: Statutory Tax Rates for Selected Income Categories

Income category Rate
Taxable income under personal income tax 20-30%
Owner-occupied immovable property, inheritance Exempted
Income from renting immovable and movable property 10%
Capital gains on immovable property 20%

Source: European Commission - Taxes in Europe database.

e Public wage setting and public administration reforms (Figure 8). Public employment outlays as
share of GDP are high, driven by employment levels and wages. The current system has
significant equity issues, as similar jobs pay different salaries across the public sector. The lack of
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a single and coherent system for pay, grading, and evaluation results in wage inequity. A
simplified and transparent public sector remuneration system that rewards merit and
productivity would help enhance public services and make the sector more efficient. It is
important to finalize the public administration wage reform this year, which aims at streamlining
the wage setting system and making it more transparent via hybrid coefficients to include all
job-related supplements. It is also important to streamline the public service. In late 2022, the
government launched public calls with financial incentives to encourage voluntary functional

and real mergers of local government units.

Text Table 3. Croatia: Public Spending Rigidity 1/

(Percent of general government revenue net of grants)

Public Expenditure 2017 2018 2019 2020 2021 2022
Social benefits 36 35 31 41 37 35
Wages 27 27 27 32 30 28
Interest payments 6 5 5 5 4

Subsidies 4 4 9 6 6
Total 73 71 66 87 78 71

Sources: Eurostat; and IMF staff calculations.

1/ Rigid spending includes wages, social contributions, subsidies, interest payments, and intermediate
consumption. Flexible spending includes fixed capital expenditure and other current transfers.

e Healthcare and pension reforms. With an aging population, the problem of healthcare and
pension costs will become more acute. Health sector arrears at about 1 percent of GDP per year
already constitute a sizeable fiscal burden. The reliance on stop-gap measures to clear them
needs to be replaced by a deeper overhaul. Efficiency gains could come from better use of
economies of scale in drug procurement, merging service provision in underpopulated areas,
and strengthening management of hospitals. Pillar 1 (PAYG) pensions are inadequate and the
2018 pension reforms were abolished, which may pressure public finances in the long-term.>
Earlier reform efforts to lengthen the working life should be renewed. Particularly, the retirement
age increase for women could be accelerated, and early retirement could be tightened. The
performance of the statutory funded scheme should be assessed, and the second pillar pension
be strengthened. Since Croatia has a much lower healthy life expectancy at 65 than the EU
average, better healthcare outcomes should be a priority. It is estimated that, in the absence of
timely reforms, healthcare and pension costs would go up considerably beyond 2031, putting

pressure on the budget (Annex IlI).

> In October 2019, pension reforms (passed in 2018, and supported by staff), which raised statutory retirement ages
and penalties for early retirement, were reversed due to strong political pressures.
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e Enhance public investment management. Public investment management (PIM) in Croatia is
currently fragmented and largely devolved to line ministries and implementing agencies. A
strong central coordination function in the Ministry of Finance (MOF) would help ensure that
sound practices in line with international standards are consistently followed by line ministries.
The coordination function should implement a robust appraisal framework that consistently
appraises projects from a national perspective, oversee implementation of major investment
projects, identify, manage, and report implementation problems, and support capacity building
across public agencies. Climate change adaptation and mitigation should be embedded in
reforms to strengthen PIM.

19. Improving the monitoring and corporate governance of SOEs will reduce potential
fiscal risks and maximize their contribution to

Board Composition in the 11 Largest SOEs in Croatia, 2021
growth. SOEs in Croatia play a significant role in the  ercen
economy and job provision® but are less productive
overall, with some of them requiring large subsidies
and government guarantees. Their
underperformance ultimately stems from corporate
governance deficiencies.” The 2021 OECD report
recommended the establishment of an ownership
coordination unit to monitor compliance with state’s
governance and disclosure standards for SOEs, Source: OECD Review of the Corporate Govemance of State-Onned Enterprises: Croata
evaluate their performance, and engage in regular public reporting.® Under the NRRP, the
authorities plan to adopt by 2024 a new single law on SOEs to address several key OECD
recommendations. The MOF should also strengthen its capacity in financial oversight of SOEs,
including monitoring and management of SOE-related fiscal risks and the assessment of loan and
guarantee proposals.

Politicians.
4%

State-Owned Enterprises (SOEs) Indicators

Non-Performing Loans Provided by General Government, 2021 Total General Government Guarantees, 2021
(Percent of GDP) (Percent of GDP)
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6 SOEs employed more than 14 of public sector employees, or about 10 percent of total employment as of 2021 (ILO).
7 See World Bank (2021).
8 See OECD (2021).
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Authorities’ Views

20. The government reiterates its commitment to prudent fiscal policymaking and
continued reforms. They agree that the near-term fiscal policy should not counter monetary
tightening while highlighting the need to continue to address the cost-of-living challenge. The
government expects that the current fiscal plan can accommodate the cost of a new tax package to
be implemented in 2024 (estimated at about "2 percent of GDP annually),® thanks to conservative
revenue projections. They will also save revenue overperformance for faster debt reduction and
hope to bring the public debt to below 60 percent of GDP in 2-3 years. The authorities agree with
staff assessment in the SRDSF. While there is growing public consensus on the need to modernize
the property tax and reduce the favorable taxation on short-term rental income, such reforms need
careful preparation and will take time. The government highlighted a few ongoing reforms: the
public administration wage reform will be finalized this year; a working group was established to
analyze the multi-pillar pension system with the objective to strengthening its sustainability; all
hospitals will be put under the state management to improve their cost-efficiency; and a new single
law on SOEs will be adopted in early 2024. Furthermore, work is advancing to implement key 2021
PIMA recommendations and strengthen the financial oversight of SOEs, and the government has
requested IMF technical assistance in these areas.

B. Financial Sector Policies

21. Currently, systemic financial risks appear manageable, but the pertinent supervisors
must remain vigilant given varying buffers and ongoing challenges. Systemic risks have risen
relative to 2021 with tightening financial conditions and increases in corporate lending and housing
prices (Annex VII), but there are mitigating factors and handsome buffers. The low loan-to-deposit
ratio, high liquidity-coverage ratio, and recent regulatory easing due to the euro adoption will likely
continue to temporarily mitigate the impact on lending rates of the ECB tightening, and further
increase net interest margins of banks. However, the recently introduced retail government bond
could, in principle, impose more competition on deposit rates.’® Lending surveys suggest that bank
credit to NFCs is expected to remain strong, but also that banks have tightened their lending
standards. Credit growth to households is expected to remain subdued in the near-term. The
declining NPL ratios (Figure 11) could reverse somewhat if the economic outlook deteriorates, as
stage 2 loans have recently increased a bit. Despite IT costs related to the euro conversion, reduced

% The package includes (i) an increase in the PIT exemption threshold; (ii) subsidies to pension contributions for low-
income earners; and (iii) abolishment of local surtaxes on income while allowing local government units to set
income tax rates within a specific range.

10 The first issuance in March 2023 was 2-year bond of just over €1.8 billion with a 3.65 percent interest rate. Natural
persons bought about €1.3 billion, with a tax-free coupon if the bond is kept to maturity, while the rest was bought
by institutional investors in a second round with a view to ensure that the listed bond will remain liquid. This issuance
should be seen in context of total bank deposits of about €29 billion at end-2022. A few banks have since begun to
offer longer placements at more competitive rates.
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FX exchange fees, and further evaluation losses of
fixed-income securities', the increase of net
interest margins is expected to ensure a
reasonable bank profitability.’ The high capital
buffer and recent stress tests suggest the system
can withstand severe shocks.”™ Main challenges
include: (i) increased credit risk due to lower
growth and increasing interest rates; (ii) need for
lower operating costs to compete with Fintech
challengers; and (iii) ML/FT risks. Moneyval put
Croatia on enhanced-follow up.'

22. While household and corporate
vulnerabilities have moderated since the
pandemic—according to blocked accounts and
main balance sheet indicators—a deeper-than-
expected economic slowdown amid higher
interest rates could pose new challenges. Data
on blocked accounts (due to overdue payments),
reveal moderate improvements for both
households and NFCs since the pandemic. This
underpins the decline in NPLs as well as the still
cumbersome albeit improving debt-recovery
processes.’ Main balance sheet indicators remain

Number of citizens (in thousands)

Number of businesses (in thousands)

REPUBLIC OF CROATIA

Natural Persons with Blocked Accounts, 2016-2023

(Number of citizens; debt owed in percent of annualized GDP)
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NN

Percent of annualized GDP

0 = 0
Jan-16 Jan-17 Jan-18 Jan-19 Jan-20 Jan-21 Jan-22 Jan-23

Sources: FINA; Croatian Bureau of Statistics; Haver Analytics; and IMF staff calculations.
Note: The decline in 2020 relates to the temporary moratorium during the Covid-pandemic.

Businesses with Blocked Accounts, 2016-2023

(Number of businesses; debt owed in percent of annualized GDP)
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Sources: FINA; Croatian Bureau of Statistics; Haver Analytics; and IMF staff calculations.
Note: The decline in 2020 relates to the temporary moratorium during the Covid-pandemic.

" At end-2022 (unaudited), Croatian banks hold general government securities of about 9.4 percent of total assets
(11.0 percent of GDP) and debt securities of other resident sectors for 0.5 percent of total assets. Debt securities held
to maturity accounted for about 5.9 percent of total assets. Bonds held to maturity but included in the LCR are

valued at mark-to-market in the LCR.

12 Some lawsuits against banks related to the retroactive conversion of Swiss franc household loans to variable-rate
euro loans in 2015 are still lingering with last remaining deadline in mid-June 2023. Banks have had to provision for
these legal risks. In 2021, six banks reached an agreement with the government and withdrew their lawsuits against

the government.

'3 The credit risk stress tests of the Financial Stability Department of the CNB, based on end-2022 data using EBA
methodology, show that in case of an extreme shock, one bank would not be able to observe the pillar 1 capital
requirement and another bank would not be able to observe the pillar 2 requirement. These two banks account for

about one percent of total assets.

4 The authorities have already or are in the process of addressing the recommendations in the December 2021
Moneyval Mutual Evaluation Report. At the accompanying Plenary Meeting, it was decided that Croatia will report
back by December 2023. In May 2022, the Government adopted the Action Plan for Strengthening the Effectiveness of
the Croatian System for Preventing Money Laundering and Terrorist Financing. Amendments to the AML/CFT law came
into force in January, which among other things aim to harmonize customer due diligence and obligate virtual asset

service providers to registrate.

15 Insolvency legislation has been gradually strengthened over the years, most recently as part of the NRRP. It has
also become easier for banks to write-off provisioned NPLs. But more time is needed to see their impact on previous
shortcomings. For instance, the regulation to make the early warning systems operational is currently being
developed. Furthermore, measures have been introduced to reduce the backlog of court cases.
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within historical ranges compared to peers (Figure 12). But averages can be deceitful, as the
distribution also matters. Simulations by Valderrama et al. (2023), using micro data, suggest a sizable
impact, especially on the less affluent households, of further cost-of-living and interest rates
increases.

23. In addition to the recent increase of the counter-cyclical capital buffer, explicit
borrower-based measures could be considered to contain potential future financial stability
risks of housing market pressures, taking into consideration measures already in place and
other risk mitigating factors. The recent increase of the countercyclical buffer was merited partly
by housing price developments. Its effectiveness, however, may be superseded by the already
sizable capital position of most banks. There are indications that growth of residential prices and
transactions may have temporarily paused after a period of rapid increases. However, as disposable
income recovers from the current slowdown, inflation still errs on the upside, taxation remains
favorable for residential investments, and very liquid banks look for lending opportunities, housing
is poised for new pressures. As such, explicit borrower-based limits could be considered to preempt
future financial stability risks. Banks already have internal policies and report loan-to-value (LTV) and
debt-service-to-income (DSTI) ratios that the CNB monitors. Additionally, they are subject to an
indirect DSTI ratio.’® Although only about half of recent transactions are, allegedly, financed by
domestic banks, explicit borrower-based measures can help contain future risks before tensions
emerge. Furthermore, the CNB has both the legal basis as well as the detailed data to calibrate
mandatory ratios. The CNB estimates that most household debt are to banks. Ideally, the credit
registry should include all pertinent household debt and not just all bank debt. The CNB notes that
the indirect DSTI ratio now includes all bank debt, not just housing debt and general-purpose cash
loans with five years or longer maturities. Finally, banks should continue to make their clients aware
of the sensitivity of payment obligations to changing interest rates.

24. Housing affordability appears to be a more pressing challenge. Although house prices
have increased rapidly, on average they have increased broadly in line with net wages since 2010.
Moreover, variable-rate loans (up to one year) of households account for 34 percent of housing
loans and 30 percent of non-housing loans, and legal restrictions have slowed the increase of
interest rates. Borrowers are thus only slowly feeling the pinch. Nevertheless, the young and elderly,
with low incomes and unstainable employment, are effectively excluded from ownership and exert
pressure on the rental market. There appears to be a need for a comprehensive review of the
housing market by a commission with all pertinent stakeholders and a clear terms-of-reference with
explicit deadlines, to identify the most pressing bottlenecks.

6 The Foreclosure Act was amended effective mid-2017, to stipulate the amount that a creditor cannot seize. For
below average net salary (published by the Croatian Bureau of Statistics) debtors, this is ¥ of their net salary. For
other debtors, the salary exempt from seizure is %3 of the average net salary. The CNB began to require banks to
apply the same indirect debt-service-to-income-ratio but only for housing loans. The CNB has since recommended
that it also apply to general-purpose cash loans with a maturity of five years or longer. "7 The OECD’s Housing Policy
Toolbox (2021) offers a useful point of departure for a broader policy review.

7 The OECD's Housing Policy Toolbox (2021) offers a useful point of departure for a broader policy review.
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Since 2010, residential prices have exceeded construction
costs, headline CPI, but only recently net wage increases.

Nominal and Real House Prices, 2002Q1-2022Q4
(Index 2010=100)
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Sources: Croatian Bureau of Statistics; Haver Analytics; and IMF staff calculations.
Note: Construction material prices are from the domestic producer price index since 2010Q1, while the
aggregated PPl is used as a proy before 2010.

Nominal and Real Residential Prices

Residential prices have also exceeded rental cost, which
recently have accelerated rapidly.

Nominal and Real House Prices, 2002Q1-2022Q4
(Index 2010=100)
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Sources: Croatian Bureau of Statistics; Haver Analytics; and IMF staff calculations.
Mate: Rental costs as included in the CPI

e A review of subsidized house ownership should include the expiring subsidy scheme,
current taxation, and supply bottlenecks. The current law subsidizing young families (Annex
VII) will expire by end-2023. The experience should be considered. For instance, the limited
budget allocation to be used in short period appears to have contributed to some cyclicality.
Generally, any subsidy for housing loans should be well-targeted, focusing on affordable
housing to ensure that support is channeled to low-income households. As previously indicated,
the current taxation favors residential real estate should be reformed. A recent study of the euro
area found that the most effective way to ensure affordable housing was to support supply,
which would also ease inequity concerns of introducing explicit borrower-based measures.

e Careful consideration of various well-intended ideas for additional rental support is
needed. More government investment in subsidized apartments tends to create rationing unless
the eligible tenants are clearly defined and limited. Stricter rental regulations can limit the supply
and instead amplify the pressure. More broad-based government rental support could result in
support to less needy groups and further push rental demand. A well-calibrated balance is thus

needed.

Authorities’ Views

25. The authorities broadly agreed with staff but did not see a need now for explicit
borrower-based measures on housing financing. The CNB agreed that the transmission of the
recent ECB tightening will initially be more muted in Croatia. This is in part due to the large excess
liquidity of the Croatian banking system, further boosted by the regulatory changes related to the
euro adoption, as well as legislative measures that delay increasing interest rates for credit to
households. Despite the improvement in NPLs and buffers in recent years, stage 2 loans have
increased recently, hence risk for new lending, particularly to NFCs, remains moderately elevated.
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The CNB does not currently see a need for explicit borrower-based macroprudential limits but
indicated its readiness to act if so warranted. About half of the transactions do not use bank credit
and a substantial part of the remaining transactions are related to the housing subsidy program of
the government. Plus, household indebtedness is low. The authorities have announced that a
working group will be appointed to review the residential housing market.

C. Structural Policies

related to the green and digital transition, (Milion euros)
. .. . 4500
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26. The NRRP anchors the authorities’ structural reform agenda. It appropriately focuses on
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and spending accountability.

v
o

o
o

27. Croatia needs to raise productivity, which still lags its EU peers despite progress in
recent decades. Staff analysis finds that Croatia has demonstrated high goods export

competitiveness beyond the tourism sector and _ )
Comparative Advantage in Low Carbon Technology Products

has potential to export a larger share of (Index, 2021)

manufactured goods with more skill-intensity 30

(see accompanying SIP on goods exports). 25

Croatia has also shown a comparative 20

advantage in low carbon technology products. 15

Higher productivity will be key to realize these 1o |II

potentials and foster faster income s IIIIIIIIII
convergence. Relatively low firm-level IIII
productivity in Croatia reflects insufficient R&D ~ °° 5323854252568 03E3283¢ gg
investment and technology adoption and an Source: IMF Climate Change Indicators Dashboard.

Note: Data not available for Bulgaria, Ireland, and Malta.

inefficient allocation of resources driven by low
business dynamism, market frictions, and lagging managerial and organization practices of firms.'®

8 World Bank (2023).
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Raising productivity will require more ambitious and comprehensive reforms, along with the EU
funds, to address these inefficiencies and constraints. Additionally, institutional quality needs to
improve, concerning both public and private sector.

28. Accelerating Croatia’s digital . )
Digital Economy and Society Index, 2022

transition would help raise productivity. (Index)

. . o 80 o - .
Croatia places well on the availability of currently . SISy
“mainstream” technologies but needs to = o caprl

60

improve readiness for newer technologies. It ©

ranks low in the deployment of communications I

infrastructure and quality, and scores below the 30 WWIHHII I [ | I IIIII 8

EU average on connectivity and digital public 20 ‘ ‘ ‘ H F 1 1 H ‘ ‘ H alg=
services. There is a persistent shortage of ICT 10 IIIIIIIII IIII IIIIJ IIIHIL
specialists, reducing firms’ adoption of digital 0 259525555525 32 FESEUE2353583

technologies. The NRRP supports the digital

transition with investments and reforms in

digitalization of the public administration and higher education and digital connectivity of rural
areas.

Source: Digital Scoreboard; and European Commission.

E-Government Indicators: Key Enablers, 2021 E-Government Indicators: Cross-Border Services, 2021
(Score, 0 to 100) (Score, 0 to 100)
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Source: European Commission, Digital Scoreboard.
Note: Key enablers refer to the extent to which main IT enablers (s, eDocuments, Authentic sources, Digital post and security) ~ Source: European Commission, Digital Scoreboard.
are available during services processes, which can be used to assess the presence of the technical pre-conditions of the efficient Note: Cross-bprder services refer to the extent to which information and services are available online, usable, and integrated

and effective use of online services. with elDs and eDocuments for users from other European countries.

29. The authorities have taken welcome steps to make the labor market more dynamic
and flexible to alleviate the tightness given an aging and declining population, but more
needs to be done.

e Despite recent improvements, Croatia’s labor market remains among the most rigid in the EU
and is highly segmented by the overuse of temporary contracts, which tend to discourage
investment in human capital. Youth unemployment rate and the share of the hard to employ are
high, while female participation rate is relatively low (Figure 3). Skills acquired through the
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education system are often inadequate in the workplace™ and adult education is limited. There
is significant scope for further extending the active labor life.

e The authorities have taken steps to modernize labor market legislation and develop targeted
active labor market policies (ALMPs). The 2022 Act amending the Labor Law is a step in the right
direction.?® A voucher system for adult education has become operational, with a focus on
vulnerable groups. A national plan and an actional plan for gender equality were adopted to
improve women'’s position in the labor market.?’

e The currently tight labor market offers an opportunity to carry out further labor market reforms.
The regulation of permanent work contracts can be streamlined. As job support measures have
been phased out, Croatia can introduce more employment incentive schemes targeting
vulnerable groups. Higher investment in childcare facilities and part-time contracts can further
increase female labor force participation. To facilitate reallocation across sectors and
occupations, well-designed subsidies can be used to incentivize workers” mobility. Managed
well, inflows of foreign labor from non-EU countries can alleviate labor shortages.

Labor Market Policies Expenditure by Type of Action, 2020  Adult Participation in Learning, 2022
(Percent of GDP) (Percent, people aged 25 to 64 years)

40

Out-of-work income
maintenance and support

35

o ;
Start-up incentives |
! 30
. .
Direct job creation J§
1 25
Supported employment I.
and rehabilitation u 20
| |
Employment incentives N 15
.
1 H Croatia 10
Training
. M Euro Area 5
| .
Labour market services [ m European Union I I
| 0 | |
WxOozZzEXEoECHEY 2o dIIEOODZ 2Dy &
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Source: Eurostat. Source: Eurostat.

30. The energy uncertainty in Europe presents an opportunity to accelerate the green
transition. Highly exposed to climate change and natural disasters, Croatia is expected to
experience adverse impacts across geographic regions and economic sectors. It is important to
implement the 2020 National Adaptation Strategy. The authorities also need to continue to diversify
the energy mix still dominated by fossil fuels, promote energy savings, improve energy efficiency,
and speed up the green transition. Croatia would benefit from developing a comprehensive climate
strategy, beyond the NRRP and aligned with its energy strategy, to ensure adherence to the more

% World Bank (2020).

20 The Act limits the number of successive temporary contracts, strengthens the right to work for other employers
and revises the 65-year retirement clause, encourages additional employment and part-time employment, and
includes provisions to allow flexibility in working time and place and reduce the gender pay gap.

21 National Plan and Action Plan for Gender Equality, adopted March 2023
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ambitious EU-wide mitigation targets. An economy-wide carbon pricing accompanied by sectoral
policies and targeted support to the vulnerable could help Croatia promote cost-effective emissions
reductions. These include (i) a carbon tax that progressively increases for sectors not covered by the
existing EU Emissions Trade Scheme (ETS), to be phased in as international energy prices fall and
ahead of the EU-wide ETS for buildings and transportation; (ii) a domestic price floor for sectors
covered by the existing EU ETS, with the floor equal to the non-ETS sector carbon tax; (iii) feebates
for power, transportation, and building heating; and (iv) removal of energy price caps (see
accompanying SIP on energy security and climate change).

Authorities’ Views

31. The authorities highlighted their strong track record in implementing the NRRP.
Strong political leadership, more efficient management and control systems, improved procurement,
and capacity building have strengthened EU funds absorption. ALMPs will continue to be rolled out,
including the education voucher system, to improve green and digital skills and increase labor
flexibility. The authorities highlighted their ongoing efforts to digitalize public services and
investment in digital infrastructure. Croatia will incorporate the newly adopted Fit-for-55 legislation
into its national development and legislative documents, to be regularly updated with sectoral
targets. The authorities are confident that they will be able to meet the EU-wide mitigation targets,
albeit not easily. A dialogue at the sectoral level is currently underway. To alleviate the impact on the
most vulnerable from the green transition, additional funds from the EU’s Social Climate Fund could
be tapped. The authorities agreed that in preparation for the adoption of the 2021 revised EU
Energy Taxation Directive, fossil fuel taxation should be better aligned with EU’s decarbonization
goals. The acceleration of renewable uptake, largely financed via the NRRP, is expected to reinforce
the green transition.

B STAFF APPRAISAL

32. The euro adoption marks a momentous milestone for Croatia and is a testament to
diligent policymaking and concerted efforts. The economy has also proven resilient in the face of
the pandemic and the war in Ukraine and recorded another year of strong growth in 2022. However,
surging global energy and food prices pushed headline inflation to a multi-decade high towards
year end. While inflation has peaked, it remains elevated and broad-based. The 2022 external
position was broadly in line with the level implied by fundamentals and desirable policies.

33. Growth is set to moderate in 2023. Weak external demand, tightening financial conditions,
and still elevated global uncertainty would weigh on growth, partially offset by a decline in global
commodity prices, resilient tourism, and a buoyant labor market. Higher growth is anticipated from
2024, underpinned by a recovery in the global economy and reforms under the NRRP. Inflation is
expected to be sticky, averaging about 7' percent in 2023, and to gradually fall towards the ECB's
target of 2 percent by late 2025. The outlook remains subject to significant uncertainty.
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34. The near-term fiscal policy needs to complement monetary tightening and avoid
adding to aggregate demand. The labor market is tight, core inflation remains elevated, and the
euro adoption has mitigated the impact of ECB's tightening. Therefore, an expansionary fiscal stance
risks fueling domestic demand and inflation and hurting Croatia’s competitiveness. Broad-based
support measures—notably energy price caps and tax cuts—need to be reversed.

35. Maintaining a growth-friendly fiscal consolidation over the medium-term is
paramount, by improving tax policy, reducing spending rigidity, and enhancing spending
efficiency. Given Croatia’s high budget spending rigidity and the need to further reduce public
debt, any tax reforms should preserve revenue resources while improving the tax system structure to
reduce distortions and support fairness and growth. Modernizing the property tax and reducing
favorable taxation on short-term rental income would help dampen housing demand, boost supply,
and encourage labor participation. A simplified and transparent public sector pay system that
rewards merit and productivity would enhance public services and make the sector more efficient.
Worsening healthcare and pension costs due to an aging population call for renewed efforts to
lengthen the working life and decisively address healthcare arrears. In addition, enhancing the
monitoring and corporate governance of SOEs will reduce potential fiscal risks and maximize their
contribution to growth. Efforts to strengthen the public investment management system, including
establishing a strong central coordination function in the MOF, should continue.

36. The financial system is currently stable; continued vigilance is needed given ongoing
challenges. The banking system has remained profitable, well-capitalized, and extremely liquid.
Although household and corporate vulnerabilities have moderated since the pandemic, a deeper
economic slowdown amidst higher interest rates could pose new challenges. In addition to the
announced increases of the counter-cyclical capital buffer, explicit borrower-based measures could
be considered to contain potential future financial stability risks of housing market pressures, taking
into consideration measures already in place and other risk mitigating factors. A comprehensive
review of housing support measures should be considered to address the housing affordability
challenge.

37. Advancing structural reforms is key to reap the full benefits of euro adoption and
sustaining income convergence. The authorities should continue their commendable and
steadfast implementation of the NRRP. Raising productivity, advancing the green and digital
transition, and making the best of an aging and declining population are priorities. The currently
tight labor market offers an opportunity to carry out further labor market reforms. More ambitious
reforms, along with the EU funds, are warranted to address relatively low firm-level productivity and
inefficient resource allocation. A comprehensive climate strategy, beyond the NRRP and fully aligned
with the energy strategy, will help diversify the energy mix, promote energy savings, improve energy
efficiency, and accelerate the green transition. In particular, an economy-wide carbon pricing
accompanied by sectoral policies and targeted support to the vulnerable can help promote cost-
effective emissions reductions and ensure adherence to the EU-wide targets.

38. It is recommended that the next Article IV consultation takes place on the standard
12-month cycle.
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Figure 1. Croatia: Real Sector Developments

Growth rebounded strongly after the COVID-19
pandemic...
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The recovery has been supported by strong services
sectors.
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The war in Ukraine and high inflation had adversely
dffecting industrial production...
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...performing better than many countries in the eurozone.
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The pace of economic expansion slowed in 2022 H2,
although domestic demand remained resilient.
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...and consumer confidence.

Consumer Confidence
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INTERNATIONAL MONETARY FUND 23




REPUBLIC OF CROATIA

Figure 2. Croatia: Inflation Developments

Croatia's headline and core inflation have peaked. Headline inflation has been largely driven by food and

energy prices...
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The 1-year-ahead inflation expectations have declined

...but has become broadly-based. sharply in early 2023, while 3-year ahead expectations
remain stable around 2 percent.
HICP Inflation Dispersion 1/ HICP Headline Inflation vs. Inflation Expectations
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Wages are picking up... ...and producer price indexes have peaked.
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Figure 3. Croatia: Labor Market Developments

The unemployment rate has fallen below the pre-
pandemic level in 2022.
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Nominal wages have picked up across sectors in 2022.

Nominal Average Wage Growth
(Year-on-year percent change; seasonally adjusted)
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Note: Public sector refers to public administration and defense, compulsory social security, education, and
human health and social work activities.

The labor market remains tight.

Labor Shortages
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The employment rate has also been growing, although
still lower than that in the euro zone.
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Real wage growth was negative in 2022 but has turned
positive since early 2023.
Average Real Wage
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Employment shortfall has decreased for all categories.
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Figure 3. Croatia: Labor Market Developments (concluded)

On average, Croatia has a larger share of inactive Despite recovering since 2017, elderly employment s still
population, particularly for people with low education. lower than the EA and EU average.
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...and the share of youth (15-24) with a vulnerable status

Youth unemployment rate... are higher than that of peers.
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Figure 4. Croatia: Minimum Wage

Minimum wage in Croatia has increased over the past
decade....
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availability.

By the purchasing power standard, Croatia has relatively
low minimum wage in the EU.

Monthly Minimum Wage, 202351
(Purchasing power standards [PPS] per month)

DEU
LUX
BEL
NLD
FRA
SVN
IRL
POL
ESP
LU
ROU
CYp
PRT
HRV
MLT
HUN
GRC
EST
SVK
LVA
BGR

o
[
o
[S]

1000 1500 2000
Source: Eurostat.
Note: Data refer to the second semester of the reference year starting in July 1.

Minimum wage growth is positively correlated with real
compensation per unit of output among the EU countries.
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...with a significant increase in the minimum-average
wage ratio.
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Note: Euro Area weigthed aggregate excludes Austria, Belgium, Cyprus, Finland, Germany, Greece, and Italy.
For cross-country comparison, this measure considers only the economic activities under Industry, construction
and services (except activities of households as employers and extra-teritorial organisations and bodies).

The minimum-median wage ratio is less than 60 percent,
according to the latest survey.

Minimum Wages as a Proportion of Median Gross Earnings, 2018
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The ratio of real productivity growth and minimum wage
growth in Croatia has been broadly in line with that of
the eurozone countries, while the average productivity
growth is relatively low in Croatia.

Minimum Wage and Real Productivity Growth
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Figure 5. Croatia: Fiscal Developments and Projections

Fiscal balance improved considerably in 2021-22 as the
COVID support measures were phased out and the
economy rebounded strongly.
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As fiscal support measures phase out eventually,
expenditure is expected to come down to pre-pandemic
levels...
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Government bond yields have remained lower than peer

EU countries...
Benchmark Government Bond Yields (10-year)
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Structural primary balance has also improved and
entered positive territory in 2022, despite the cost-of-
living support measures.

Structural Primary Balance
(Percent of Potential GDP)
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==Change in structural primary balance
® Euro Area

European Union

S RNwhuvo

2014 2016 2018 2020 2022 2024 2026 2028
Source: IMF World Economic Outlook; and IMF staff calculations.
...and government debt continues to decline.
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...and so have credit default swaps.

Sovereign 5Y CDS and Fiscal Balance
(Basis points and percent of GDP)
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Sources: IMF World Economic Qutlook; Bloomberg L.P.; and IMF staff calculations.
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Figure 6. Croatia: Household Energy Prices and Demand

Household gas prices in Croatia were the second lowest in
the EU as of the first half of 2022...

Household Gas Prices, 2022:H2
(Euros per MWh)
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The 95-octane petrol prices have been kept under control
by a combination of lower excises and price caps.

Gasoline Prices (Euro-super 95)
(Euros per liter; prices with taxes in force on week of May 8, 2023)
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Source: European Commission.

In April 2022 natural gas price increases were limited to
a maximum of 20 percent..
HICP Gas Inflation
(Year-over-year percent change)
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Sources: Eurostat; Haver Analytics; and IMF staff calculations.
Note: Emerging Europe includes Bulgaria, Craatia, Hungary, North Macedonia, Poland, Romania and Serbia
HICP indicators for Belarus, Moldova and Montenegro are not available.

...while electricity prices paid by households were fifth
lowest in the EU.

Household Electricity Prices, 2022:H2
(Euros per MWh)
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Prices have been frozen every fortnight also for gas oil
(diesel) and blue diesel, except for motorways. Premium
fuels were sold at market prices.

Gas Oil Prices (Diesel)

(Euros per liter; prices with taxes in force on week of May 8, 2023)
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Source: European Commission.

...while the hike in electricity price was limited to 9.6
percent, with a two-band tariff as of October 2022.
HICP Electricity Inflation

(Year-over-year percent change)
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Sources: Eurostat; Haver Analytics; and IMF staff calculations.
Note: Emerging Eurape includes Bulgaria, Craatia, Hungary, North Macedonia, Poland, Romania and Serbia
HICP indicators for Belarus, Moldova and Montenegro are not available.
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Mild weather and potential price effects for the non-
household sectors delayed the start of peak winter
season...

Gas Consumption
(Billion cubic meters)
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Sources: Eurostat; and IMF staff calculations.

Overall 2022H1 has seen lower demand for natural gas in
Croatia, while most EU countries also scaled back...

Change in Gas Consumption
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Sources: Eurostat; and IMF staff calculations.
Note: Historical average refers to H1 averages over prior five years (2017-2021).
Data not available for Cyprus.

Figure 6. Croatia: Household Energy Prices and Demand (concluded)

..with a reduced consumption of natural gas and
electricity.
Electricity Consumption
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Sources: Eurostat; and IMF staff calculations.

...however, the demand for electricity has gone up relative
to its historical average.
Change in Electricity Consumption
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Sources: Eurostat; and IMF staff calculations.
Note: Historical average refers to H1 averages over prior five years (2017-2021).
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Figure 7. Croatia: Tax Revenues

Total tax revenue has been around 25 percent of GDP on
average during 2008-2022...

General Government Revenue: Taxes
(Percent of GDP)
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Sources: Eurostat; and IMF staff calculations.

VAT accounts for about %4 of total tax revenues in Croatia
with high c-efficiency.

VAT Revenue, Standard Rate and C-Efficiency, 2021
(Percent of GDP; percent)
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Sources: Eurostat; European Commission; IMF World Economic Outlook; and IMF staff calculations.
Note: C-Efficiency is calculated as (VAT revenue) / [(VAT rate) * (Total consumption)].

Corporate income tax also has low productivity, reflecting
multiple rates and exemptions.

CIT Revenue, Top Combined Rate and Productivity, 2021
(Percent of GDP; percent)

7 40
m CIT revenue

6 CIT rate »
A QT Productivity 30
5 'y
25
4
20
N .
15
2 10
7 5
0 a - o w
EEEkE2EY z

Percent of GDP
Percent

0

SWE I
FRA N
AUT I
BGR I
HUN

FIN
SVN I—
PRT I
ROU . -
HRY

LTU I -
ITA

GRC

Lva S

EST W

S -
=9 o
aw &

DNK
IRL

Sources: Eurostat; European Commission; IMF World Economic Qutlook; and IMF staff calculations.
Note: CIT productivity is calculated as (CIT revenue) / [(CIT rate) * (GDP)].

...with the tax-to-GDP ratio slightly falling below the EU
and EA average following the 2017-19 tax reform.

General Government Total Tax Receipts, 2021
(Percent of GDP)
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Revenues from the taxation of income and wealth are
considerably lower than peers’, with lower productivity.

PIT Revenue and Top Combined Rate, 2021
(Percent of GDP; percent)
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Sources: Eurostat; European Commission; IMF World Economic Outlook; and IMF staff calculations.

The current fragmented system of volume-based property
taxation has relatively low revenue-raising capability.
Taxes on Property 1/
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Source: Eurostat; and European Commission.
1/ Recurrent taxes on immovable property.
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Figure 8. Croatia: Government Wage Bill and Employment

Croatia has a high public wage bill.

Wage Bill
(Percent of GDP)
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Source: IMF FAD Harmonized Wage Bill and Employment Dataset.

Croatia's share of public sector employment is among the
highest in the EU.

General Government Employment, 2021
(Percent of total employment)
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Sources: International Labor Organization; and IMF staff calculations.

General government workforce has increased, whereas
private sector workforce has been broadly stable.
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Sources: International Labor Organization; and IMF staff calculations

The increase has been driven by education and healthcare
sectors.
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Figure 9. Croatia: External Sector Developments

Goods export continued to accelerate in 2022, supported
by higher external demand, particular from Europe...

Contribution to Export Goods Growth
(Year-on-year percent change; percent)
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Sources: Croatian Bureau of Statistics; Haver Analytics; and IMF staff calculations.

A widening of the trade deficit led to a decline in the
current account balance...

Current Account Balance
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Sources: IMF World Economic Outlook; and IMF staff calculations.

The NIIP continues to improve as the holdings of foreign
assets increase while portfolio liabilities narrow...

Net International Investment Position
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Sources: Eurostat; Haver Analytics; and IMF staff calculations.

...higher energy and food prices also precipitated an
increase in goods imports.

Contribution to Import Goods Growth
(Year-on-year percent change; percent)
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Sources: Croatian Bureau of Statistics; Haver Analytics; and IMF staff calculations.

...but strong inbound tourism continued to support services
exports

Tourist Arrivals and Overnight Stays, 2022
(Share of 2019 level)
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Sources: Eurostat; Haver Analytics; and IMF staff calculations.

...while the consumer price-based REER remains broadly
stable.

Real Effective Exchange Rate
(Index, based on Consumer Price Index)
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Sources: IMF Information Notice System database (INS).
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Figure 10. Croatia: Monetary Stance and Bank Lending to the Private Sector

The already ample excess liquidity has increased further.

Bank Liquidity and Overnight Interest Rate

(Percent; percent of annualized GDP)
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Note: Liuidity surplus is the cifference between the balance in bank settlement accounts with the CNB and the amount the

banks are required to hold in their account after the calculation of reserve requirements, The interest rate refers to the avernight
interbank demand deposit trading. Annualized GDP is 12 months cumulated GDP of quarterly GOP split equally inta manth,

Financial conditions tightened in 2022, but the euro

adoption announced in July mitigated some of the effects.
FCI Changes, 2014Q2-2023Q1
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Bank lending to the private sector has remained solid
albeit it has declined in real terms.
Bank Claims on Private Sector, 2016-April 2023

(Annual percentage change)
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Sources: Croatian National Bank; and IMF staff calculations.

MNate: Claims on private sector include claims on | non-financial c i and local

1/ Dotted line based on transaction data, i.e. adjusted for exchange rate changes, sales and write-offs of NPLs. For
details, see Annex 1 in CNB Monthly Bulletin No. 227, February 2016, Croatian National Bank.

Lending rates of new loans are increasing but deposit rates
remain subdued.
Lending and Deposit Rates of Banks

(Percent, weighted monthly averages, new loans)
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Source: Croatian National Bank.
Note: Starting on January 2023, all data refer only to deposits and loans in euro.
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Figure 11. Croatia: Bank Lending to Households and Non-Financial Corporations

Bank lending to households has remained solid since the
recovery from the pandemic.
Growth Rates of Different Loans to Household, 2017-2023Q1

(Annual percentage change, stocks)

16
12 FGeneral-purpose pr e Housing loans
cash loans i =,
- \ /_/\
Ay
. /\_/\
\
X Total loans to
4 households /_"_—
-
A g
N e =
-
Ay ,’
0 AN e
COVID-13 \\ 4
pandemic begin®y’
74 at end-Feb. 2020

2017Q2 2018Q2 2019Q2 2020Q2 2021Q2 2022Q2

Sources: Croatian National Bank (CNB); and IMF staff calculations,

The NPL ratio for bank lending to households has declined
since the pandemic but remains higher for general-purpose
cash loans.

NPL Ratios of Different Loans to Household, 2017-2023Q1
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Sources: Croatian National Bank (CNB); and IMF staff calculations.

Since the war in Ukraine households’ loan demand has
declined and banks’ lending standards tightened...

Change in Credit Standards and Demand for Loans for

House Purchase to HHs, 2017Q2-2023Q1
(Net percentage of banks (weighted); HHs=households)
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Source: Croatian National Bank: Bank Lending Survey.

Bank lending to NFCs has increased significantly since the
war in Ukraine.
Growth Rates of Different Loans to NFCs, 2017-2023Q1
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Sources: Croatian National Bank (CNBJ; and IMF staff calculations
Note: Leans to manufacturing and trade account for 20% and 19% of total NFC loans, respectively.

The NPL ratios for bank lending to NFCs has declined in
recent years.
NPL Ratios of Different Loans to NFCs, 2017-2023Q1
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Sources: Croatian National Bank (CNB); and IMF staff calculations.
Note: Leans to manufacturing and trade account for 20% and 19% of total NFC loans, respectively.

...NFCs' loan demand has increased further, while banks
have tightened lending standards.
Change in Credit Standards and Demand for Loans to
NFCs, 2017Q2-2023Q1
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Source: Croatian National Bank: Bank Lending Survey.
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Figure 12. Croatia: Financial Debt and Assets of Households and Non-Financial

Corporations Relative to EU CESEE Countries

Total debt of Croatian households has declined, in
percent of GDP, since 2013.
Debt of Households
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Sources: Eurostat: and IMF staff calculations.
Note: Occasional data breaks, as indicated by Eurostat. Data from 2021 and 2022Q4 are preliminary. EU CESEE countries
include Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovenia, and Slovakia.
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Financial assets of Croatian households, in percent of
GDP, have, like peers, increased since the GFC.
Financial Assets of Households
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Sources: Eurostat; and IMF staff calculations.
Note: Occasional data breaks, as indicated by Eurostat. Data from 2021 and 2022Q4 are preliminary. EU CESEE countries
include Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovenia, and Slovakia.

Net financial assets of Croatian households have
increased, in line with peers, since the GFC.

Net Financial Assets of Households
(Percent of GDP; difference between above charts)
150
—Croatia
130 —Maximum of EU CESEE
—Minimum of EU CESEE

110
90
70
50
30

10
2001 2004 2007 2010 2013 2016 2019 2022Q4

Sources: Eurostat; and IMF staff calculations.
Note: Occasional data breaks, as indicated by Eurostat. Data from 2021 and 2022Q4 are preliminary. EU CESEE countries
include Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovenia, and Slovakia.

Debt of Croatian NFCs, in percent of GDP, has remained
relatively stable, with a pickup during the COVID.

Debt of Non-Financial Corporations

(Percent of GDP; solid lines=unconsolidated data; dotted lines=consolidated data)
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Sources: Eurostat, and IMF staff calculations.
Note: Occasional data breaks, as indicated by Eurostat. Data from 2021 and 2022Q4 are preliminary. EU CESEE countries
include Bulgaria, Croatia, Czech Republic, Estania, Hungary, Latvia, Lithuaria, Peland, Ramaria, Sloveria, and Slovakia

Financial assets of Croatian NFCs appear high compared
to peers, but mask significant heterogeneity.

Financial Assets of Non-Financial Corporations
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Sources: Eurostat and IMF staff calculations.
Note: Occasional data breaks, as indicated by Eurostat. Data fram 2021 and 202204 are preliminary. EU CESEE countries
include Bulgaria, Croatia, Czech Republic, Estonia, Hungary. Latvia, Lithuania, Poland, Romania, Slovenia, and Slovakia

Net financial assets of Croatian NFCs have improved

since 2013.

Net Financial Assets of Non-Financial Corporations
(Percent of GDP; difference between above charts)
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Sources: Eurostat; and IMF staff calculations.
Note: Occasional data breaks, as indicated by Eurostat. Data from 2021 and 2022Q4 are preliminary. EU CESEE countries
include Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovenia, and Slovakia.

Please note that the former Agrokor conglomerate with over 60,000 employees in the region and almost 40,000 in Croatia, began
reconstruction in 2017. The main creditors at the time were two Russian banks, of which one took over the company. The sale of
restructured part has been delayed following the sanctions on Russia.

36 INTERNATIONAL MONETARY FUND




REPUBLIC OF CROATIA

Table 2. Croatia: Selected Economic Indicators, 2019-2028

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

Prel. Projections
Output, unemployment, and prices (Percent change, annual average, unless otherwise indicated)
Real GDP growth 34 -85 13.1 6.2 24 24 27 29 28 28
Contributions:
Domestic demand 24 -3.1 6.0 54 35 2.6 22 19 2.1 2.1
Net exports 1.0 -54 71 0.9 -1.1 -0.2 0.5 1.0 0.7 0.7
Unemployment rate 78 9.0 8.1 6.8 6.3 59 56 5.6 56 56
CPlinflation (avg.) 0.8 0.0 27 10.7 75 38 25 22 22 2.1
Saving and investment (percent of GDP)
Domestic investment 229 242 219 25.8 259 26.1 259 25.0 245 240
Domestic saving 25.8 236 23.6 24.2 256 25.7 25.2 247 24.5 243
Government 6.8 -20 18 43 25 3.0 36 4.0 4.1 4.2
Nongovernment 189 256 218 19.9 231 226 215 20.7 204 20.2
Government sector (ESA 2010 definition)
General government revenue 46.5 46.8 46.2 455 45.7 452 452 453 448 447
General government expenditure 443 54.1 48.7 45.1 46.5 46.9 463 46.1 45.6 452
General government balance 22 -73 -25 04 -0.8 -1.8 -1.1 -0.8 -0.8 -0.6
Structural balance 1/ 21 -5.7 -32 -0.5 -13 -2.0 -12 -0.8 -0.8 -06
Structural primary balance 42 -37 -1.8 0.7 0.3 -0.2 03 0.6 04 0.5
General government debt 2/ 71.0 86.9 783 68.8 63.7 62.5 60.9 59.2 576 55.9
Balance of payments (percent of GDP)
Current account balance 29 -0.5 18 -16 -0.3 -0.5 -0.7 -0.3 0.0 04
Capital account 16 2.1 24 2.6 30 25 25 2.2 20 17
Financial account -4.5 -1.0 -33 1.2 -27 -2.0 -1.8 -2.0 -20 -2.1
Debt and reserves
Gross official reserves (billions of euros) 18.6 189 25.0 279
IMF metric 3/ 13.6 108 127 149
IMF metric (percent) 3/ 136.2 175.0 197.6 187.1
In months of imports in goods and services (based on next year level) 7.8 93 9.8 7.6
Total external debt (percent of GDP) 741 81.8 81.1 74.0 66.4 63.3 60.9 59.0 573 55.5
Money and credit (End of period unless otherwise indicated, change in percent)
Broad money (M4) 29 93 10.7 84
Claims on other domestic sectors 4/ 2.6 33 2.6 10.0
Interest rates
12-month average T-bill rate (in kuna until 2023, then euros) 0.1 0.1 0.0 0.1
10-year government bond yield 0.7 0.6 0.1 28
Exchange rate
Real effective exchange rate (percent, "-" = appreciation) -13 -13 -0.1 0.2
Memorandum items
Nominal GDP (billions of euros) 54.8 50.5 58.2 66.9 738 78.1 82.3 86.5 90.9 95.5

Sources: Croatian authorities; and IMF staff estimates. Unemployment rate is from Croatian Bureau of Statistics and Haver Analytics.

1/ Based on a simplified approach to the cyclically-adjusted balance, in percent of potential GDP. Includes the one-offs related to the COVID-19 package of -3.8 percent of GDP
in 2020 and -2.3 percent of GDP in 2021. Includes the one-offs related to the energy crisis of 1.4 percent of GDP in 2022 and 1.6 percent of GDP in 2023.

2/ Gross debt as defined by the EU under the Maastricht Treaty.

3/ IMF, 2015, “Assessing Reserve Adequacy-Specific Proposals” IMF Policy Paper, Washington: International Monetary Fund.

4/ Comprises claims on households and non-financial corporations.
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Table 3. Croatia: Medium-Term Baseline Scenario, 2017-2028

(Percent of GDP, unless otherwise indicated)

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028
Prel. Projections
Real GDP (percent change) 34 2.8 34 -85 131 6.2 24 24 27 29 2.8 2.8
CPlinflation (average) 13 16 0.8 0.0 2.7 107 75 38 2.5 22 22 2.1
CPlinflation (end-of-period) 13 0.9 14 -03 5.2 127 50 30 22 2.2 2.1 2.1
CPI Core inflation (average) 14 1.1 1.1 0.8 18 9.1 79 4.0 2.7 23 2.2 2.1
GDP deflator (percent change) 12 2.0 20 0.8 20 8.2 77 33 2.6 2.2 2.2 2.2
Real sector (percent change)
Domestic demand 45 54 23 -3.1 55 53 35 2.6 22 19 2.1 2.1
Consumption, total 29 31 38 -2.7 8.0 46 22 2.8 18 18 19 2.0
Gross fixed capital formation, total 16 39 9.0 -5.0 47 0.5 36 84 4.1 72 42 20
Saving and investment
Domestic investment 21.7 232 229 24.2 21.9 25.8 259 26.1 259 25.0 245 240
Domestic saving 25.2 25.0 25.8 236 236 24.2 25.6 25.7 252 247 245 243
Balance of payments
Current account balance 35 18 29 -0.5 18 -16 -03 -05 -07 -03 0.0 04
Exports of goods, f.o.b. 23.6 235 234 238 254 305 300 29.8 29.8 299 30.1 30.2
Imports of goods, f.o.b. 40.7 421 426 414 450 574 56.3 55.6 55.0 545 534 51.9
Capital and financial account -37 -22 -2.8 1.1 -0.9 38 03 0.5 0.7 03 0.0 -04
Of which : FDI, net 2.2 16 6.3 14 438 5.6 3.0 34 2.8 2.5 2.5 2.5
Gross official reserves 317 336 339 375 43.0 416
Gross external debt 88.6 824 741 81.8 81.1 74.0 66.4 633 60.9 59.0 573 55.5
General government finances
Revenue 45.0 454 46.5 46.8 46.2 455 457 452 452 453 448 447
Expenditure 442 453 443 54.1 487 451 46.5 469 463 46.1 456 452
Balance 0.8 0.1 22 -73 -25 04 -08 -18 -1.1 -08 -08 -0.6
Government debt 76.5 732 71.0 86.9 783 68.8 63.7 62.5 60.9 59.2 57.6 55.9
Memorandum items
Nominal GDP (billions of euros) 49.5 51.9 54.8 50.5 58.2 66.9 738 78.1 823 86.5 90.9 95.5
Output gap -0.2 -0.2 03 -42 2.1 26 15 0.7 03 0.0 0.0 0.0
Potential GDP growth 3.0 2.8 3.0 -42 6.1 56 35 32 32 31 2.8 2.8

Sources: Central Bureau of Statistics; Croatian National Bank; Ministry of Finance; and IMF staff estimates.
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Table 4a. Croatia: Statement of Operations of General Government, 2017-2028

(Percent of GDP, ESA 2010)

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

Prel. Projections
Revenue 45.0 454 46.5 46.8 46.2 455 457 452 452 453 448 447
Taxes 253 259 26.1 25.1 246 25.5 248 24.8 249 249 24.9 249
Income tax 5.6 5.8 59 59 5.1 5.5 5.1 5.1 5.1 5.1 5.1 5.1
VAT 129 13.2 133 125 131 133 13.2 13.2 13.2 13.2 13.2 132
Excise 44 4.5 44 42 4.2 4.0 37 37 38 38 38 38
Import duties 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other taxes 24 24 25 24 2.2 2.8 2.8 2.8 2.8 2.8 2.8 2.8
Social contributions 115 11.5 113 11.6 1.1 109 11.3 114 114 11.5 115 11.5
Other revenue 39 3.6 45 6.0 6.3 5.5 58 5.1 5.1 5.1 46 44
Grants 1/ 3.0 2.8 37 5.2 5.5 47 5.0 43 43 43 38 36
Property income 1.0 0.9 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8
Of which : interest receivable 0.2 0.2 0.2 0.2 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Sales of goods and services 42 44 45 4.1 4.1 338 38 38 338 38 338 38
Expenditure 442 453 443 54.1 48.7 451 46.5 46.9 46.3 46.1 45.6 452
Expense 414 418 399 484 439 412 426 426 417 416 413 411
Compensation of employees 1.2 11.6 11.6 133 12.3 11.3 11.5 121 121 121 121 121
Use of goods and services 79 8.0 8.1 8.5 8.2 78 7.7 76 7.6 76 76 7.6
Interest, payable 2.6 23 22 2.0 15 14 18 2.0 17 15 14 13
Subsidies 15 16 15 37 26 23 23 16 15 15 15 15
Current grants 2/ 19 1.9 1.9 23 24 2.1 3.1 22 2.0 2.2 19 1.9
Social benefits 15.1 15.0 1341 17.0 15.2 14.2 144 144 144 144 144 144
Other expenses 1.1 15 15 1.5 15 22 19 27 24 2.5 2.5 2.5
Net acquisition of nonfinancial assets 27 35 44 5.7 48 39 39 44 46 44 43 4.1
Overall Balance 0.8 0.1 22 -73 -2.5 04 -0.8 -1.8 -1.1 -0.8 -0.8 -0.6
Memorandum items
General government gross debt 3/ 76.5 732 71.0 86.9 783 68.8 63.7 62.5 60.9 59.2 57.6 559
General government net debt 4/ 64.5 61.3 58.0 69.9 63.2 535 49.8 494 484 473 46.3 451
Structural balance 5/ 0.9 0.2 2.1 -5.7 -32 -0.5 -1.3 -2.0 -1.2 -0.8 -0.8 -0.6
Primary balance 32 2.2 42 -5.5 -1.1 16 0.8 0.0 04 0.6 04 0.5
Structural primary balance 5/ 33 23 42 -37 -1.8 0.7 03 -0.2 03 0.6 04 0.5

Sources: Eurostat; and IMF staff estimates.

1/ Mostly EU structural and investment funds.

2/ Non-capital transfers financed by the EU structural funds and national co-financing.

3/ Gross debt as defined by the EU under the Maastricht Treaty.

4/ Net debt is calculated as gross debt minus deposits, loans and debt securities as reported by Eurostat.

5/ Based on a simplified aproach to the cyclically-adjusted balance, in percent of potential GDP, includes capital transfers to public enterprises,
one-off investment retrenchment in 2015, payment of guarantees of Uljanik shipyards in 2018/19; the Covid-19 fiscal package in 2020-21,
energy support measures in 2022-23 and capital transfers to HEP in 2023.

Note: Components of expenditures and revenues may not add to the total due to rounding.
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Table 4b. Croatia: Statement of Operations of General Government, 2017-2028

(Billion of Euros, ESA 2010)

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

Prel. Projections
Revenue 223 236 255 236 269 305 337 352 372 392 407 427
Taxes 125 135 143 127 143 171 183 193 205 215 226 238
Income tax 2.8 3.0 33 3.0 3.0 37 3.8 4.0 42 44 4.6 49
VAT 6.4 6.8 73 6.3 7.6 8.9 9.7 10.3 10.8 114 120 126
Excise 22 2.3 24 2.1 24 2.7 2.7 29 3.1 33 35 36
Import duties 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other taxes 12 13 14 12 13 19 2.1 2.2 23 2.5 26 2.7
Social contributions 57 6.0 6.2 59 6.5 73 83 8.9 94 10.0 105 11.0
Other revenue 19 19 2.5 3.0 37 37 42 4.0 42 44 42 42
Grants 1/ 15 14 20 2.6 32 32 37 34 35 37 34 35
Property income 0.5 04 04 04 0.5 0.5 0.6 0.6 0.6 0.7 0.7 0.7
Of which : interest receivable 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Sales of goods and services 2.1 23 2.5 2.1 24 2.6 2.8 3.0 32 33 35 37
Expenditure 219 235 243 273 283 302 343 366 381 399 415 432
Expense 20.5 217 219 244 255 276 315 332 343 360 375 393
Compensation of employees 5.6 6.0 6.4 6.7 72 76 8.5 94 9.9 104 11.0 11.5
Use of goods and services 39 4.1 44 43 48 5.2 5.7 59 6.2 6.5 6.9 7.2
Interest, payable 13 12 1.2 1.0 0.9 09 13 15 14 13 13 12
Subsidies 0.7 0.8 0.8 19 15 15 17 13 12 13 13 14
Current grants 2/ 1.0 1.0 1.1 12 14 14 23 17 17 19 1.8 18
Social benefits 7.5 7.8 7.2 8.6 89 9.5 10.6 1.2 11.8 124 13.1 137
Other expenses 0.5 038 0.8 0.8 09 14 14 2.1 2.0 22 23 24
Net acquisition of nonfinancial assets 13 18 24 29 2.8 26 29 34 38 38 39 39
Overall Balance 04 0.1 12 -37 -14 0.3 -0.6 -14 -0.9 -0.7 -0.7 -06
Memorandum items
General government gross debt 3/ 379 38.0 389 439 45.6 46.1 47.0 48.8 50.1 51.2 524 534
General government net debt 4/ 319 318 318 353 36.8 358 36.8 385 398 40.9 421 431
Structural balance 5/ 04 0.1 12 -29 -19 -03 -1.0 -16 -1.0 -0.7 -0.7 -0.6
Primary balance 16 1.1 23 -2.8 -0.6 1.1 0.6 0.0 04 0.5 04 0.5
Structural primary balance 5/ 16 12 23 -19 -1.1 0.5 0.2 -0.2 03 0.5 04 0.5

Sources: Eurostat; and IMF staff estimates.

1/ Mostly EU structural and investment funds.

2/ Non-capital transfers financed by the EU structrual funds and national co-financing.

3/ Gross debt as defined by the EU under the Maastricht Treaty.

4/ Net debt is calculated as gross debt minus deposits, loans and debt securities as reported by Eurostat.

5/ Based on a simplified aproach to the cyclically-adjusted balance, in percent of potential GDP, includes capital transfers to public enterprises, one-off
investment retrenchment in 2015, payment of guarantees of Uljanik shipyards in 2018/19; the Covid-19 fiscal package in 2020-21, energy support measures in
2022-23 and capital transfers to HEP in 2023.
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Table 5. Croatia: Monetary Accounts, 2016-2022

(End of period, billion of Euros, unless otherwise indicated)

2016 2017 2018 2019 2020 2021 2022

Q1 Q2 Q3 Q4

Monetary survey
Net foreign assets 139 16.2 172 187 199 244 227 242 271 264
Croatian National Bank 126 147 158 177 188 230 22.5 231 233 26.0
Deposit money banks 13 15 14 10 1.1 13 03 1.1 38 04
Net domestic assets 26.0 246 25.8 255 28.5 29.2 30.5 316 313 316
Domestic credit 1/ 294 29.1 296 305 317 326 334 344 354 357
Consolidated domestic credit 39.1 371 380 383 417 430 443 449 45.0 455
Of which: Claims on central government, net 9.7 8.0 84 78 10.0 10.3 109 10.5 97 9.8
Claims on other domestic sectors 285 283 2838 296 308 318 327 337 346 35.0
Broad money (M4) 399 408 430 442 484 535 532 55.8 584 58.0
Narrow money (M1) 111 13.2 15.9 182 213 251 25.0 263 26.7 275
Currency outside banks 3.0 34 37 4.1 45 48 46 47 40 20
Demand deposits 8.1 9.8 122 14.1 16.8 203 204 217 227 255
Quasi money 289 276 271 260 27.1 284 282 29.5 317 30.5
Kuna-denominated 63 5.8 55 44 43 42 4.0 40 37 39
Foreign currency-denominated 22.5 218 215 216 22.8 242 242 25.5 280 266

Balance sheet of the Croatian National Bank

Net foreign assets 126 147 158 177 18.8 230 225 231 233 26.0

Net international reserves 126 147 15.8 17.7 184 224 219 222 219 244

Net domestic assets -29 -34 -25 -33 -22 -33 -23 -35 -4.3 -6.2

Claims on central government (net) -0.5 -0.6 -0.5 -0.9 0.1 0.0 0.8 0.1 -1.1 -0.6
Claims on banks 0.1 0.0 0.0 03 06 04 04 04 04 04
Claims on other domestic sectors 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other items (net) -26 -2.8 -2.1 -26 -29 -37 -35 -39 -36 -5.9
Reserve money (CNB definition) 2/ 9.7 115 135 144 16.6 197 20.1 19.6 189 198
Of which:
Currency outside credit institutions 30 34 37 41 45 48 46 47 40 20
Kuna deposits of credit institutions 6.0 73 89 9.2 11.0 138 144 136 134 163
Of which:
Settlement accounts 32 43 5.7 59 84 10.8 114 10.5 116 163
Statutory reserves in kuna 29 29 31 33 2.6 30 30 31 18 0.0

Year-on-year percent changes

Monetary survey:

Net domestic assets 11 -5.5 47 -09 115 24 76 73 13.9 83
Domestic credit 1/ -37 -12 20 28 39 30 45 78 105 9.5
Claims on central government, net 116 -17.2 5.0 =71 28.7 3.1 10.7 -5.0 57 -5.4
Claims on other domestic sectors -35 -0.8 19 28 39 32 53 83 11.0 10.2

Broad money (M4) 47 2.1 55 29 93 10.7 8.6 10.7 104 84
Quasi money 03 -44 -18 -39 40 49 46 88 121 75

Balance sheet of the Croatian National Bank

Reserve money (CNB definition) 2/ 149 179 17.8 6.5 155 186 116 47 39 0.5

Memorandum items

Nominal GDP (yearly total) 3/ 473 50.5 781 54.8 50.5 58.2 59.9 624 64.9 66.9
Broad money (percent of GDP) 84.4 80.8 55.1 80.7 95.8 91.9 88.8 894 90.0 86.7
Foreign currency (percent of broad money ) 564 534 50.1 489 472 45.2 45.5 45.7 48.0 459
Claims on other domestic sectors: stock (percent of GDP) 60.2 56.0 369 54.1 61.0 54.5 54.6 539 534 523
Claims on private sector (transactions, annual change, percent) 4/ 5/ 16 32 39 40 30 26 2.8 29 29 32

Sources: Croatian National Bank; and IMF staff estimates.
Note: As of January 2015, the Croatian National Bank started publishing monetary statistics in line with ESA 2010.

1/ Domestic credit comprises credit institutions' claims on other domestic sectors, other financial intermediaries, financial auxiliaries, as well as insurance companies and pension funds.

2/ Excludes statutory reserves in foreign currency.
3/ Quarterly annualized GDP is the sum of nominal GDP the last four quarters, not seasonally adjusted.

4/ Comprises claims on households and enterprises. Excludes other banking institutions (household savings banks, savings and loan cooperatives, and investment funds) and other financial

institutions.

5/ Transaction data exclude the effects of exchange rate changes, securities price adjustments and write-offs, including sale of placements in the amount of their value adjustments.
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Table 6. Croatia: Financial Soundness Indicators, 2016-2023

(Percent, unless otherwise indicated)

2016 2017 2018 2019 2020 2021 2022 2023

Q1 Q2 Q3 Q4 Q1
Regulatory capital to risk-weighted assets 225 232 229 232 249 256 256 25.0 240 246 236
Regulatory Tier | capital to risk-weighted assets 209 21.8 218 224 243 25.1 252 246 235 240 230
Nonperforming loans net of loan-loss provisions to capital 194 14.2 129 56 54 35 32 2.1 04 -04
Nonperforming loans to total gross loans 1/ 136 112 9.7 7.0 72 57 54 49 43 43
Nonperforming loans to total gross loans 2/ 122 88 7.6 55 54 43 4.2 3.8 33 3.0 32
Loan-loss provision to nonperforming loans 1/ 70.1 70.1 703 81.8 833
Return on assets 16 11 14 16 0.7 14 15 14 15 12 1.6
Return on equity 11.8 74 9.6 113 72 8.7 9.5 9.5 10.2 82 14.0
Interest margin to gross income 577 60.1 56.6 525 61.2 54.1 57.1 546 53.1 535
Noninterest expenses to gross income 534 56.5 543 51.8 59.2
Liquid assets to total assets 3/ 29.6 330 344 344 36.2 321 315 31.0 335 38.1
Liquid assets to short-term liabilities 3/ 426 473 471 46.7 48.1 375 36.8 357 386 436
Net open position in foreign exchange to capital 38 33 5.1 50 6.2 35 12 20 4.1 49
Residential real estate prices, end of period (annual increase) 0.8 76 47 10.0 6.4 9.1 135 13.6 14.8 17.3

Sources: Croatian National Bank and the IMF's Financial Soundness Indicators (FSI).

Note: The classifications used in the table are consistent with the IMF's FSIs Database. However, figures in italics are most current figures provided by the CNB or the Croatian Bureau of Statistics.

1/ Total loan-loss provisions in percent of gross loans as defined by the FSls.

2/ Total loan-loss provisions in percent of gross loans as defined by the ECB.
3/ Liquid assets are on a net basis. They include deposits at banks and at the central bank, short-term government and central bank paper and overnight loans extended; less required reserve

funds, central bank loans received, and overnight loans received.
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Table 7. Croatia: Balance of Payments, 2017-2028 "/

(Million of euros, unless otherwise indicated)

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028
Prel. Projections
Current account 1719 931 1577 -268 1,022 -1,064 -240 -379 -578 -233 -12 355
Merchandise trade balance -8,467 -9,668 -10,494 -8,856 -11,403 -17,981 -19,448 -20,085 -20,709 -21,290 -21,197 -20,773
Exports f.0.b. 11,685 12,196 12,819 12,028 14,803 20,439 22,11 23,280 24,544 25,901 27,355 28,824
Imports fo.b. 20,151 21,864 23313 20,884 26,206 38,420 41,560 43,366 45,253 47,191 48,553 49,597
Services Trade Balance 8,800 9,225 10,288 5,306 9,821 14,179 16,266 16,673 17,700 18,622 18,820 18,833
Export of services 12,915 13,874 15,375 8,927 14,314 19,870 22,333 23,189 24,560 25,843 27,239 28,634
Imports of services 4114 4,648 5,087 3,622 4,493 5,691 6,067 6,516 6,860 7,221 8419 9,801
Primary income balance -109 -207 50 1,248 524 608 94 241 163 196 227 254
Secondary income balance 1,494 1,581 1,732 2,033 2,081 2,130 2,848 2,792 2,268 2,239 2,138 2,041
Capital account 460 674 904 1,075 1407 1721 2,244 1,963 2,085 1,944 1817 1,606
Financial account -2,292 -1,797 -2/453 -521 -1,921 794 -2,004 -1,584 -1,507 -1,711 -1,806 -1,961
Direct investment 1111 844 3,427 704 2,798 3,748 2,238 2,680 2,330 2,190 2,302 2,419
Portfolio investment -403 -1,014 -1,347 67 68 -1,798 -1,552 -1,674 -1,355 -1,551 -1,604 -1,320
Financial derivatives 369 -85 m 340 265 492 366 374 411 383 389 395
Other investment =777 4 -3,654 -1,027 979 1,301 1,695 1,579 1420 1,352 1244 949
Net errors and omissions 114 193 -27 -286 -508 -1,451 0 0 0 0 0 0
Gross reserves (-= increase ) -2,592 -1,545 -990 -603 -6,031 -2,949 -4,751 -4,544 -4,313 -4,086 -4,137 -4,403
Memorandum items
Current account (percent of GDP) 35 1.8 29 -0.5 1.8 -1.6 -0.3 -0.5 -0.7 -03 0.0 04
Exports of Services (percent of GDP) 26.1 26.7 28.1 177 24.6 29.7 303 29.7 29.9 299 30.0 30.0
Export goods volume growth 9.0 3.1 45 -0.7 213 236 -6.5 20 30 30 20 20
Import goods volume growth 74 6.7 63 -88 171 263 -3.0 30 20 10 10 10
Gross official reserves 15,706 17,439 18,563 18,945 25,022 27,877
Percent of short-term debt 1136 1485 512 1339 1832 1394
Months of next year's imports 78 79 78 93 9.8 76
External debt to GDP 2/ 88.6 824 741 818 81.1 74.0 66.4 633 60.9 59.0 573 555
Terms of Trade (percent change) 03 0.6 08 -17 -44 -4.0 2.1 0.2 03 -07 -04 -02
GDP 49,518 51,932 54,786 50,476 58,244 66,941 73,796 78,053 82,259 86,535 90,924 95,550

Sources: Croatian National Bank; and IMF staff estimates.
1/ Partially based on BMP5.
2/ Since end-2008, external debt is reported based on the new reporting system (INOK).
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Annex I. Implementation of 2021 Article IV Recommendations

2021 Article IV
Advice

Actions since 2021 Article IV

Balance the
pandemic
recovery with
fiscal prudence
while
remaining
vigilant to
support the
nascent
recovery

Gradually resume the
pre-crisis decline in the
deficit and debt.

The public debt ratio decreased significantly to
about 69 percent of GDP in 2022, on the back of a
strong economic recovery as well as the phasing out
of COVID-19- related spending.

Conserve revenues and
avoid further tax cuts.

In February 2022 VAT was reduced on gas and
thermal energy, electricity, staple food, and other
items, while excises on gasoline and diesel were also
cut. Most measures were announced as temporary.

Rebuild resilient and
sustainable tourism.

The new Sustainable Tourism Development Strategy
until 2030, aligned with the National Development
Strategy and the NRRP, was adopted in December
2022. Public calls for the green and digital transition
of existing public tourism infrastructure and their
development beyond the main tourist and coastal
areas were launched.

Accelerate the
implementation
of structural
reforms

Strengthen the
absorption capacity of
EU funds.

The Act on the institutional framework for EU funds
was adopted at end-2021, to strengthen the
capacity to prepare and implement EU projects. EU
funds absorption for the 2014-20 financial
perspective stood at 78 percent in January 2023.

Improve public
investment
management practices.

Measures to strengthen public procurement are
ongoing. In 2022Q3, the public procurement
legislative framework was amended to introduce e-
appeal as a mandatory means of obtaining redress
in the public procurement system.

Advance healthcare,
public sector
remuneration, and
pension reforms.

Under the NRRP, reforms are planned by 2026 to (i)
strengthen the resilience and sustainability of the
health care system, (ii) introduce new wage and
work models in the civil service, and (iii) increase
pension adequacy and sustainability.

Leverage the National
Recovery and
Resilience Plan (NRRP)
to prioritize green
investments and
digitalization.

About 40 percent of the plan supports climate
objectives and 20 percent fosters the digital
transition. Croatia received the second NRRP tranche
based on the end-2022 assessment, representing 40
percent of the allocated funds.
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Remain vigilant
regarding growth of
household borrowing.

REPUBLIC OF CROATIA

The CNB has continued to closely monitor
household borrowing, including housing loans and
general-purpose cash loans.

Remain vigilant over
credit developments in
the real estate market
and stand ready to
deploy additional
macroprudential
measures if necessary.

The CNB has announced an increase of the
countercyclical buffer (originally at zero) by 0.5
percent effective end-March 2023, and another
increase by 0.5 percent effective end-December
2023.

Improve the AML/CFT
framework.

Several measures have already been implemented,
as additional conditions for ERM Il membership and
euro adoption, while the remaining Moneyval
recommendations are in the works.
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Annex Il. Risk Assessment Matrix

Source of Risks and Likelihood

Impact on Croatia

Recommended Policy Response

Conjunctural risks

Intensification of regional conflict(s).
Escalation of Russia’s war in Ukraine and
resulting economic sanctions disrupt trade
(e.g., energy, food, tourism, and/or critical
supply chain components), remittances,
refugee flows, FDI and financial flows, and
payment systems. High

Croatia has limited direct trade and
financial exposure to Russia and
Ukraine but is indirectly exposed
via higher global energy prices and
weaker trading partners’ growth.
Medium

Provide temporary targeted fiscal
support to protect the most vulnerable;
moderately tighten overall fiscal policy
stance if inflation remains high; speed
up the green transition to increase
energy efficiency and renewable energy;
strengthen structural reforms to
improve competitiveness

Social discontent. Supply shocks, high
inflation, real wage drops, and spillovers
from crises in other countries worsen
inequality, trigger social unrest, and give
rise to financing pressures. This
exacerbates imbalances, slows growth,
and triggers market repricing. High

Social discontent increases as
inflation dampens household
dispensable income and
consumption, particularly hurting
vulnerable groups. Low

Closely monitor inflation development;
provide temporary targeted support to
the most vulnerable while ensure fiscal
policy stance consistent with the need
to reduce inflation; clearly communicate
the pros of policy measures and seek
broad buy-in; further strengthen
institutions and rule of law

Commodity price volatility. A succession
of supply disruptions (e.g., due to conflicts
and export restrictions) and demand
fluctuations (e.g., reflecting China
reopening) causes recurrent commodity
price volatility, external and fiscal
pressures, and social and economic
instability. Medium

Croatia’s energy external
dependence is below the EU
average. However, high
international energy prices will
have implications through domestic
inflation and dampen real
dispensable income. Medium

Provide temporary targeted fiscal
support to protect the most vulnerable;
tighten overall fiscal policy stance if
higher inflation threatens second-round
effects and risks de-anchoring inflation
expectations; speed up the green
transition to increase energy efficiency
and renewable energy;

Abrupt global slowdown or recession.
In Europe, intensifying fallout from the
war in Ukraine, worsening energy crisis
and supply disruptions, and monetary
tightening exacerbate economic
downturns and housing market
corrections. High

A sharp recession in Europe would
significantly impact Croatia’s
tourism and exports and lead to a
contraction of consumption and
investment. High

Provide temporary targeted fiscal
support to protect the most vulnerable;
allow automatic stabilizer to fully work;
continue with good implementation of
RRF investment and reforms; closely
monitor and manage risks to financial
stability, including through recalibrating
macroprudential policy stance; advance
structural reforms to strengthen
competitiveness.

Structural risks

Deepening geo-economic
fragmentation. Broader and deeper
conflict(s) and weakened international
cooperation lead to a more rapid
reconfiguration of trade and FDI, supply
disruptions, technological and payments
systems fragmentation, rising input costs,
financial instability, a fracturing of
international monetary and financial
systems, and lower potential growth. High

Geo-economic fragmentation may
cause some economic disruption to
trade, investment, and financial
flows, disorderly migration, and
higher energy insecurity. Medium

Advance structural reforms to diversify
the economy and strengthen
competitiveness; build fiscal buffers;
continue with good implementation of
RRF investment and reforms
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Source of Risks and Likelihood

Impact on Croatia

Recommended Policy Response

Structural risks

Extreme climate events. Extreme climate
events cause more severe than expected
damage to infrastructure (especially in
smaller vulnerable economies) and loss of
human lives and livelihoods, amplifying
supply chain disruptions and inflationary
pressures, causing water and food
shortages, and reducing growth. Medium

More severe and extreme climate
events hurt economic activities and
can cause severe economic
damage. High

Build fiscal buffers; implement the RRF
green investments to mitigate and
adapt to climate change; continue to
invest in climate transition and
resilience; implement the
recommendations of PIMA/Climate
module.

Cyberthreats. Cyberattacks on critical
domestic and/or international physical or
digital infrastructure (including digital
currency and crypto ecosystems) trigger
financial and economic instability.
Medium

Risks on critical infrastructure,
institutions, and financial systems
that trigger systemic financial
instability or widespread
disruptions in socio-economic
activities are Medium.

Continue to enhance infrastructure and
reduce cyber risks; strengthen
preparedness

Domestic risks

Delays in public investment and
reforms. Capacity constraints in
combination with supply chain problems
and labor shortages delay the
implementation of key public investment
projects and reforms. Medium

The execution of NGEU-funded
projects is an important driver of
growth. High

Accelerate reforms to improve
absorption and invest in new
technologies and improve labor force
skills.

Negative demographics. Domographi
change will result in a slower-growing and
aging population. This negative trend will
likely put downward pressure on the
growth of potential output and the natural
rate of unemployment. High

Aging will continue impact the
labor force, wages, and the
sustainability of social welfare and
healthcare system. Medium

Implement structural reforms to
increase productivity; further labor
market reform; increase labor force
participation; invest in improving
human capital; build fiscal buffers

Real estate market correction. A sharp
correction of housing prices could
temporarily weaken households and
banks’ balance sheets and trigger absrupt
housing market correction. Medium

A large decline in house prices
could adversely affect the quality of
banks’ loan portfolio and tighten
lending standards to the rest of the
economy. An abrupt housing
market correction could adversely
affect selected households’ balance
sheets, hit construction activity, and
weaken confidence and domestic
demand. Medium to low

Continue close monitoring of housing
market developments and implement
necessary macro prudential policies as
needed; build fiscal buffers
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Annex lll. Summary of the Sovereign Risk and Debt Sustainability
Assessment

Alll. Figure 1. Croatia: Summary of the Sovereign Risk and Debt Sustainability Assessment

Mechanical Final

Horizon . Comments
signal assessment
Overall Moderate The overall risk of sovereign stres is moderate, reflecting low level of vulnerability in the medium-term on the basis of
relatively solid economic fundamentals, a sound debt management strategy to lower interest rates and extend maturities, as
well as the euro adoption on January 15', 2023, and moderate level of vulnerability in the long-term horizon due to the age-
related expenditure pressures
Near term 1/ n.a. n.a
Medium term Low Low Medium-term risks are assessed as low, consistent with the mechanical low signal
Fanchart Moderate
GFN Low

Siress test

Long-term risks are moderate as aging-related expenditures on health and social security feed info debt dynamics.
Croatia’s pension system faces unfavorable demographic trends, mainly driven by population aging and shrinking prime-
age workforce. A continuation of these trends would create additional pressure on the system of generational solidarity,
which will impact the long run sustainability of public finances. Healthcare and pension/social security are currently
included in general government expenditure, in line with best practices. Moreover, with the addition of Pillar 2 pensions
(defined contributions mandatory, funded) in 2002, Croatia has issued debt upfront for its funding, as reflected in net
assets accumulated in Pillar 2 of 28 percent of GDP in 2022. Pillar 3 pensions (voluntary, funded, privately- managed) will
provide additional support. However, in the absence of significant immediate reforms, demographic pressures and non-
demographic healthcare costs will put pressure on the budget starting with 2031

Long term Moderate

Sustainability
assessment 2/

Debt stabilization in the baseline Yes

DSA summary assessment

Commentary: After increasing at the onset of the pandemic, Croatia's debt-to-GDP ratio declined sharply in 2021 and 2022 as the economy recovered strongly and

inflation surprised on the upside. Going forward, public debt is expected to remain on a downward path and gross financing needs are low, conditional on staying the
course with fiscal policy consolidation. Medium-term risks are moderate based on the Fanchart but low based on the GFN Financiability Module. Long-term risks are
assessed as moderate. Over the longer run, Croatia should continue with reforms to tackle risks arising from population aging on healthcare, social security, and the
pension system. However, the long time horizon at which these risks would materialize and the authorities’ planned reforms under the NRRP will help contain risks

Source: Fund staff.

Note: The risk of sovereign stress is a broader concept than debt sustainability Unsustainable debt can only be resolved through exceptional measures (such as debt
restructuring). In contrast, a sovereign can face stress without its debt necessarily being unsustainable, and there can be various measures—that do not involve a debt
restructuring—to remedy such a situation, such as fiscal adjustment and new financing

1/ The near-term assessment is not applicable in cases where there is a disbursing IMF arrangement. In surveillance-only cases or in cases with precautionary IMF
arrangements, the near-term assessment is performed but not published

2/ A debt sustainability assessment is optional for surveillance-only cases and mandatory in cases where there is a Fund arrangement. The mechanical signal of the debt
sustainability assessment is deleted before publication. In surveillance-only cases or cases with IMF arrangements with normal access, the qualifier indicating probability of
sustainable debt ("with high probability” or "but not with high probability") is deleted before publication
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AllL Figure 2. Croatia: Debt Coverage and Disclosures

Croatia: Debt coverage and disclosures

Comments
1. Debt coverage in the DSA: 1/ cc | wes [ cps | other
1a If central government, are non-central government entities insignificant? na.
2. Subsectors included in the chosen coverage in (1) above:
Subsectors captured in the baseline Inclusion
1 |Budgetary central government Yes
17|12 | 2 |Extra budgetary funds (EBFs) Yes
o g— 3 |Social security funds (SSFs) Yes
]
L -
@ = 8 4 | State governments Yes
S
5 |Local governments Yes
6 [Public nonfinancial corporations Mo
7 |Central bank MNo
8 [Other public financial corporations Mo
3. Instrument coverage: C‘-":"CY
deposits
4. Accounting principles: Basis of recording Valuation of debt stock
MNon-cash Face Market
basis 4/ basis VEEIS value 6/ | value 7/
5. Debt consolidation across sectors: Consolidated Mon-consolidated
Color code: [l chosen coverage [l Missing from recommended coverage INot applicable
Reporting on intra government debt holdings
Exdra- Social
Budget
Holder budget  security Monfin. Central Oth. pub.
cer;irtal funds funds State govt. Local gavt pub. corp.  bank fin corp Total
|ssuer g (EBFs) _ (SSFs)
1|Budget central govt 0
|3 | 2 |Estra-budget. funds 0
@ g. 3 |Social security funds 0
]
@ = 8 4 [State govt. 0
< 5 |Local govt. 0
6 [Monfin pub. corp. 0
T |Central bank 0
8 |Oth. pub. fin. corp 0
Total 0 0 0 0 0 0 0 0 0
1/ CG=Central government. GG=General government NFPS=Nonfinancial public sector; PS=Public sector.
2{ Stock of arrears could be used as a proxy in the absence of accrual data on other accounts payable.
3/ Insurance, Pension, and Standardized Guarantee Schemes, typically including government employee pension liabilities.
4/ Includes accrual recording. commitment basis, due for payment, etc.
5/ Mominal value at any momentin ime is the amount the debtor owes to the creditor. It reflects the value of the instrument at creation and
subsequent economic flows (such as ransactions, exchange rate, and other valuation changes other than market price changes. and other volurme
changes).
6/ The face value of a debt instrument is the undiscounted amount of principal to be paid at (or before) maturity.
T/ Market value of debt instruments is the value as if they were acquired in market transactions on the balance sheet reporting date (reference date).
Only traded debt securtties have observed market values.
Commentary: Croatid's debt coverage and disclosure are consistent with standard reconmendations. Debt guaranteed by the
government is notincluded in public debt.
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AllL Figure 3. Croatia: Public Debt Structure Indicators

Croatia: Public debt structure indicators

Debt by cumrency (percent of GDP)
140

P rojection
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100

2013 2015 20T 2018 2021 2023 2025 2027 2025 2031

® Foreign currency W Local curren cy LocaHinked

MNote: The perimeter shown is general government.

Public debt by holder {percent of GDP) Public debt by governing law, 2022 (percent)

100

2013 2015 2017 2019 2021

m External private creditors External official creditors

= Domestic law

= Diom estic other creditors = Domestic commercial banks

= Foreign law ex. multilateral

Dromestic central bank W uttilateral

Note: The perimeter shown is general government. Note: The perimeter shown is general government
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Residual maturity: & years
= year 1-Syears ®m=5years
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Note: The perimeter shown is general government. Note: The perimeter shown is general government

Commentary: The majority of public debt is owned by EU residents. In recent years, the authorities succeeded in extending the average
maturity of public debt, and this is expected to continue going forward. More than 95 percent of cutstanding debt matures beyond one year
(the average maturity of domesfic bonds placed since 2019 has been more than 6 years and more than 11 years for eurcbonds). Unlike the
past, Croafia has borrowed at lenger maturity in sovereign bond markets since 2019, as the February 2022 11-1% year €2 bilien Eurobond and
the 20-year April 2022 €1.25 bilion Eurobond have shown.

50

INTERNATIONAL MONETARY FUND




REPUBLIC OF CROATIA

AllL Figure 4. Croatia: Baseline Scenario

Croatia: Baseline scenario

(percent of GDP unless indicated otherwise)

Actual Mediumtermprojecion Extended projection

2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032

Public debt G8.8 637 B25 60.9 59.2 7.6 55.9 541 524 505 487
Change in public debt -9.5 51 12 16 -18 15 A7 -8 -18 19 18
Contribution of identified flows 77 -4.8 -1.2 -1.6 -1.7 -1.5 -1.7 -1.8 -1.8 -1.8 -1.8
Primary deficit -1.6 -0.8 0.0 -0.4 -0.6 -0.4 -0.5 -0.6 -0.5 -0.6 -0.6
Moninterest revenues 454 455 450 450 451 448 445 450 454 452 451
Moninterest expenditures 437 447 449 445 446 442 440 445 449 445 445
Automatic debt dynamics -6.0 -3 -10 10 -10 10 10 P I s IR U Y A
Real interest rate and relative inflation -4.0 -22 0.5 0.6 07 0.6 0.6 0.5 0.4 0.4 0.3
Real interedt rate -4.2 -3.0 0.5 0.6 0.7 0.6 0.6 0.5 0.4 0.3 0.3
Relative inflation 0z 0.8 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Real growth rate -4.6 -6 -1 16 -17 18§ -6 -5 -15 14 14

Real exchange rate 26
Cther idertified flows -0.1 -01 -01 01 -0 -01 -01 01 -01 01 -01
Contingent liabilities 0o 0.0 0.0 0.0 0o 0.0 0.0 0.0 0.0 0.0 0.0
Other transaciions -0 -0.1 -0.1 -0 -01 -01 -0.1 -0 -0 -0 -0.1
Contribution of residual -1.8 -0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Gross financing needs 11 20 34 3.0 28 28 32 31 a7 33 32
of which: debt service 29 29 36 36 36 34 39 38 44 41 40
Local currency 23 27 35 36 35 34 38 38 4.3 41 39
Foreign currency 0.6 0.z 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

I emo:

Real GDP growth (percent) 6.2 24 24 27 29 28 28 23 28 28 28
Inflation (GDP deflator; percent) 82 77 33 26 22 232 22 232 22 22 22
Mominal GDP growth (percent) 14.9 10.3 58 54 52 51 51 5.1 81 51 51
Effective interest rate (percent) 20 28 4.1 36 35 33 33 31 20 29 29

Contribution to change in public debt

(percent of GDP)

20 5
w Primary deficit
45 Projection 0 v
Real Interestrate
10 5 and relative
inflation
5 -0 e Feal GDP
growth
0 -15 mmmm Exch. rate
; o9 depreciation
20 m— Other flows
-10 _95
Residual
-15 -30
2013 2015 2017 2019 2021 2023 2025 2027 2029 20H Cumulative

Staff commentary . Public debt is projected to remain on a firm downward path, driven by continued growth and contained funding costs, reflecting
expectations of a narrowing of primary deficits and stable economic conditions.
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AlllL Figure 5. Croatia: Realism of Baseline Assumptions

Croatia: Realism of Baseline Assumptions
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Commentary: The realism analysis does not point to major concerns: past forecast errors do not reveal any systematic biases and the
projected fiscal adjustment and debt reduction are well within norms.

Baseline assumptions of most debt drivers do not point to a

t track record, which is broadly in line with those observed in peer surveillance countries. Debt reduction
projections are in the 20th percentile of cross-country database. The projected decline in public debt relies on continued growth, fiscal
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AllL Figure 6. Croatia: Medium-Term Risk Analysis

Croatia: Medium-term risk analysis
Debt fanchart and GFN financeability indexes
(percent of GDP unless otherwise indicated)

Module  Indicator Value Risk Risk  Adv. Econ. Non-Com. Exp, Program
index  signal
0 25 50 75 100
Debt Fanchart width 473 07 e | | ! |
fanc hart - o |
module  Probability of debt not stabilizing (pct) 242 02 o I I I
Terminal debt level x institutions index 33 07 B | | v
Debt fanchart index ... 16 Moderate
GFN : ) I
fnance. Average GFM in baseline 29 1.0 | | | | |
abilty ~ Bank claims on government (pct bank assets) 01 00 ot | | | |
MO  chg inclaims on govt in stress (pctbank assefs) 128 4.3 - [ | | I
GFN financeability index .. &3 Low
Legend: Interquartile range | Croatia
Final fanchart (pct of GDP) Gross Financing Needs (pct of GDP)
100 80 o )
= Financing provided by banks
90 N
70 Actua.l
a0 = = = Baseline
- 60 ssvses Stress scenario
60 50
50 40
40
525 pet 30
30 25-50 pct
0 — 50-75 pet 20
m—— 75-95 pct 10 e,
10 — AL tLIE] J\ ,..o' Frr——

o | === Baselne 0 - w i w-w-n
2018 2020 2022 024 2096 2028 2018 2020 2022 2024 2026 2028
Triggered sfress tests (stress tests not activated in 07=)

Medium-term index Medium-term risk analysis

(index number) Lowrisk Highrisk Weight Normaized
050 threshold threhsold  in MTI level
0.45

L] Debt fanchart
040 cocccccccceeee index 11 21 05 04
0.35 cen
0.30 finac eability 76 17.9 05 0.1
0.5 -  *+esesessssssncsnascnsiasies index
0.20 —a— [lediurm-term Vedium-ter
index viedium-term 0.3 0.4 0.2, Low

015 Low risk index (M) .
010
0.05 = == Highrisk Prob. of missed crisis, 2023-2028 (if stress not predicted). 9.1 pct
0.00 2020 2021 2022 2023 Prob. of false alarm, 2023-2028 (if stress predicted): 48.9 pct

Commentary: OF the o medium-term tools, the Debt Fanchart Module is pointing to medium level of risk, while the GFN
Financeability Module suggests a low level of risk. Public guarantees are estimated at 3 percent of GDP.
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AlllL Figure 7. Croatia: Long-Term Risk Analysis

Demographics: Pension
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AllL Figure 7. Croatia: Long-Term Risk Analysis (continued)

Authorities’ projections

The authorities’ projections are based on different growth rates of healthcare and public
pension spending than the SRDSF model, in line with a reform scenario. Healthcare and
pension expenditure growth rates are assumed to decline sharply by 2035. PAYG pension
contributions are expected to gradually increase from 5.9 percent in 2021 to 7.1 percent of GDP
by 2030 and stabilize until 2070. Hence transfers from the state budget to cover the deficit will be
gradually reduced from the current 4.2 percent to about 2.4 percent of GDP by 2070. Expenditure
on Pillar 2 will gradually increase to 0.4 percent by 2070. As a result, total expenditure on
mandatory state pensions is expected to decline from 10.1 to 9.8 percent of GDP in 2070 (Figures
and chart).

Healthcare and Pension Expenditure Projections (Croatian authorities)

(Percent of GDP)
2019 2025 2030 2035 2040 2045 2050 2055 2060 2065 2070
Healthcare spending 1/ 59 6 6.1 6.3 64 64 6.5 6.6 6.6 6.6 6.6
implied annual growth rate 7.1% 53% 34% 31% 28% 31% 3.1% 28% 28% 28%
Public pension expenditure, gross 102 109 1 108 104 10.1 99 9.7 9.7 96 95
implied annual growth rate 7.9% 5.2% 24% 2.0% 22% 24% 24% 2.8% 2.6% 2.6%

Source: European Commission: The 2021 Ageing Report.
1/ Reference scenario.

Expenditures for Pensions and Pension Contributions in the Period 2021-2070
(Percent of GDP)

2021 2030 2040 2050 2060 2070

Expenditure on pensions

Expenditures of pension Pillar 1 (PAYG) 10.1 11 104 9.9 9.7 9.5
Old-age and early retirement pensions 6.8 79 77 75 75 74
Disability pensions 1.7 14 1.1 0.8 0.7 0.7
Family pensions 1.6 1.7 1.6 1.5 1.5 14

Expenditures of pension Pillar 2 0 0.2 03 03 03 04

Total expenditures of the pension system 10.1 111 10.7 10.2 10.0 9.8
Pension contributions
Contributions paid in pension Pillar 1 (PAYG) 5.9 7.1 72 7.1 7.1 7.1
Contributions paid in pension Pillar 2 1.7 1.7 1.7 1.8 1.8 1.8
Total contributions paid 7.6 8.9 9 9 8.9 8.9

Source: Ministry of Labor and Pension System.

Note: Data for 2021 are presented in accordance with the realized revenues and expenditures for pensions in the
State Budget of the Republic of Croatia for 2021 and the GDP estimate for 2021 published by the CBS, while for
the period 2022-2070 GDP growth rates were used from the 2021 Ageing Report.
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AlllL Figure 7. Croatia: Long-Term Risk Analysis (concluded)

Age-Related Spending: Health Care, 2019-2070 Age-Related Spending: Pensions, 2019-2070
(Percent of GDP) (Percent of GDP)
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Source: European Commission. Source: European Commission.

The healthcare reform scenario includes reforms and investments under the NRRP: (i)
streamline the hospital system to optimize healthcare and reduce overspending; (ii) functional
integration of hospitals to improve the quality of healthcare and reduce expensive acute inpatient
hospital capacity; (iii) re-categorization of hospital healthcare institutions to improve human
resources; (iv) improve the system of joint public procurement of medicines and consumables and
the use of digital monitoring of medicines to achieve significant savings in the consumption of
medicines in hospitals. NRRP investments will strengthen preventive medicine and emergency
medical care. Moreover, the consolidation of social benefits in the social welfare system will be
carried out by merging the existing social benefits.

The pension spending projections are based on Croatia’s mixed pension system features
and recent pension adjustments (2019). From 2030 the number of retirees to receive a basic
pension from Pillar 1 and a supplementary pension from Pillar 2 will increase significantly. Hence
budget expenditure on Pillar 1 pensions will gradually decline. The forecast also considers the
pension supplement to the basic pension introduced in 2019 to improve adequacy, given that
pensions earned from Pillars 1 and 2 were lower compared to Pillar 1-only pensions. A key
measure to improve the efficiency of the pension system is to encourage a longer working life,
which has been initiated by allowing beneficiaries to work and receive a pension, and gradually
equalizing the age for early retirement for women and men to 60 and 65 respectively
(equalization achieved starting with 2030).
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Annex |IV. External Debt Sustainability Analysis

AIV. Figure 1. Croatia: External Debt Sustainability: Bound Test /%
(External debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
100 60 100
90 o Gross flnancmg need 55 90
under baseline 50
80 ﬁ_é - (right scale) 45 80
- X =
70 - W 70
N~
60 60
Baseline
50 50 56
40 40 Baseline: 0.8
io: 1.0
30 30 Scenario:
Historical: 18
20 20
2018 2020 2022 2024 2026 2028 2018 2020 2022 2024 2026 2028
Growth shock Non-interest current account shock
(in percent per year) (in percent of GDP)
100 100
90 90
80 80
70 70
60 60
Baseli Baseline
5 aseline 56 50 56
Baseline: 2.7 -
40 Scenario: 0.0 40 Baseline: 01
: io: -1.2
30 Historical: 26 30 Scenario:
Historical: 3.1
20 20
2018 2020 2022 2024 2026 2028 2018 2020 2022 2024 2026 2028
Combined shock 3/ Real depreciation shock 4/
100 120
90 110
100
80 Combined 90 S~ . 83
70 shock / -0
80 30%
okt | ==z 70 .~ depreciation
50 Baseline 56 60
50 Baseline 56
40
40
30 30
20 20
2018 2020 2022 2024 2026 2028 2018 2020 2022 2024 2026 2028

Sources: International Monetary Fund, Country desk data, and staff estimates.

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

2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the information is used to
project debt dynamics five years ahead.

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

4/ One-time real depreciation of 30 percent occurs in 2022.
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AlV. Table 1. Croatia: External Debt Sustainability Framework, 2018-2028
(In percent of GDP, unless otherwise indicated)

Actual Projections
2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 Debt-stabilizing
non-interest
current account 6/

Baseline: External debt 824 741 818 81.1 740 66.4 63.3 60.9 59.0 57.3 55.5 -4.4
Change in external debt -6.2 -8.3 7.7 -0.7 -7.0 -76 -3.1 -2.3 -1.9 -1.8 -17
Identified external debt-creating flows (4+8+9) -113 -9.1 42 -199 -5.8 -4.2 -4.4 -37 -39 -4.1 -4.4
Current account deficit, excluding interest payments -37 -34 0.0 -2.1 12 -0.1 0.1 04 0.0 -0.2 -0.6
Deficit in balance of goods and services 0.9 04 70 27 5.7 43 44 37 3.1 26 20
Exports 50.2 515 415 50.0 60.2 60.2 59.5 59.7 59.8 60.0 60.1
Imports 511 518 48.5 527 65.9 64.5 639 634 629 62.7 62.2
Net non-debt creating capital inflows (negative) -16 -6.2 -1.1 -4.8 -5.6 -3.0 -34 -2.8 -2.5 -25 -25
Automatic debt dynamics 1/ -59 0.5 53 -13.0 -15 -1.2 -12 -13 -14 -14 -14
Contribution from nominal interest rate 19 0.5 0.5 04 03 04 04 04 0.2 0.2 0.2
Contribution from real GDP growth -23 -2.8 6.7 -89 -4.9 -16 -15 -16 -17 -16 -15
Contribution from price and exchange rate changes 2/ -5.6 2.8 -2.0 -4.5 30
Residual, incl. change in gross foreign assets (2-3) 3/ 5.1 0.7 35 192 -12 -34 13 13 20 23 27
External debt-to-exports ratio (in percent) 164.2 144.0 197.0 162.2 1229 1103 106.3 102.1 98.8 954 924
Gross external financing need (in billions of US dollars) 4/ 25.6 233 309 30.8 313 36.6 287 294 232 223 20.2
in percent of GDP 418 380 536 44.7 444 10-Year 10-Year 46.2 345 336 253 233 203

Scenario with key variables at their historical averages 5/ 66.4 63.0 59.5 56.4 53.6 50.9 -3.2

Historical ~ Standard
Key Macr A ptions Underlying Baseli Average Deviation

Real GDP growth (in percent) 2.8 34 -85 13.1 6.2 2.6 55 24 24 2.7 29 2.8 2.8
GDP deflator in US dollars (change in percent) 6.7 -33 27 58 -36 -0.1 6.7 9.6 2.6 23 18 17 11
Nominal external interest rate (in percent) 23 0.6 0.6 0.6 04 18 1.1 0.6 0.6 0.6 04 04 03
Growth of exports (US dollar terms, in percent) 109 25 -24.2 441 233 74 18.1 122 39 53 5.0 50 4.1
Growth of imports (US dollar terms, in percent) 14.3 1.5 -12.0 29.9 279 7.5 143 99 4.0 4.1 4.0 4.2 3.1
Current account balance, excluding interest payments 37 34 0.0 21 -12 31 25 0.1 -0.1 -04 0.0 0.2 0.6
Net non-debt creating capital inflows 1.6 6.2 11 48 56 29 2.1 3.0 34 2.8 25 25 25

1/ Derived as [r - g - r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate,

e = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).

3/ For projection, line includes the impact of price and exchange rate changes.

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels

of the last projection year.
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Annex V. External Sector Assessment

Overall Assessment: The external position of Croatia in 2022 is broadly in line with the level
implied by fundamentals and desirable policies. The current account (CA) balance turned negative
in 2022 reflecting a negative terms-of-trade shock and strong domestic demand. Over the medium
term, the current account is set to recover toward the positive range.

Potential Policy Responses: Building adequate fiscal buffers and structural reforms to raise
productivity and enhance competitiveness will help to improve the external position over the
medium term. RRF foresees investments and reforms in these areas and continued good
implementation will ensure the success.

Foreign Assets and Liabilities: Position and Trajectory

Background. Overall external indebtedness as a share of GDP decreased to 74 percent in 2022,
while the gross external debt in nominal terms stood at €49.6 billion. While the gross debt of all
sectors increased in nominal terms, the level as a share of GDP decreased due to the sharp rise in
nominal GDP. The NIIP improved significantly to -26.1 percent of GDP.

Assessment. External vulnerabilities have been reduced with the strengthening of the NIIP in
recent years. The NIIP is substantially stronger than in 2010 when the NIIP stood at around -97.3
percent of GDP. The improvement was due to sustained current account surpluses, EU funds
absorption, and strong GDP growth before the pandemic and during 2021-22. The current path
of the NIIP does not imply risks to external sustainability or a need for substantial adjustment.

2022 (% NIIP: - Gross Assets: Debt Assets: Gross Liab.:

GDP) 26.1 89.4 496 1155 Debt Liab.: 74

Current Account

Background. The overall current account (CA) balance turned negative in 2022 from a surplus of
2021. The overall CA deficit was 1.6 percent of GDP in 2022. The significant deterioration of the
goods trade deficit, driven primarily by the rising prices of energy products and other raw
materials and a surge of imports, was partially offset by the strong growth of net exports of
services, spurred by continued tourism recovery. The overall balance on goods and services
declined from -2.7 percent of GDP in 2021 to -5.7 percent of GDP in 2022, with exports of goods
(plus services) at 30.5 (60.2) percent of GDP and import of goods (plus services) at 57.4 (65.9)
percent of GDP in 2022. In 2023, the current account balance is projected to improve significantly
to about -0.3 percent of GDP, reflecting strong tourism revenues and improved terms of trade. In
2024 and 2025, the deficit is anticipated to widen slightly on the back of higher imports of goods
related to RRF implementation. However, over the medium term, the current account is projected
to move towards a small surplus, underpinned by a gradual increase in exports as trade and
tourism broadly benefit from the euro adoption and Schengen entry.

Assessment. The current account in 2022 is broadly consistent with fundamentals and medium-
term policies. Adjusting for cyclical contributions, the adjusted CA is estimated to be -0.9 percent
against the EBA-lite derived CA norm of -1.4 percent. This implies a slight positive CA gap of 0.5
percent of GDP.
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Croatia: EBA-lite Model Results, 2022
CA model 1/ REER model 1/
(in percent of GDP)

CA-Actual -1.6

Cyclical contributions (from model) (-) -0.7
Adjusted CA -0.9
CA Norm (from model) 2/ -1.4

Adjustments to the norm (-) 0.0
Adjusted CA Norm -14
CA Gap 0.5 0.2

o/w Relative policy gap 2.0
Elasticity -0.3
REER Gap (in percent) -1.9 -0.7
1/ Based on the EBA-lite 3.0 methodology
2/ Cyclically adjusted, including multilateral consistency adjustments.

Real Exchange Rate

Background. In 2022, the CPI-based REER remains broadly stable around its 2021 level.

Assessment. The various models yield consistent empirical results regarding the real exchange rate
valuation. The REER gap implied by the CA model points to an undervaluation of 1.9 percent (after
adjustments). The REER index model suggests a slight undervaluation of 0.7 percent. Since the NIIP has
improved sizably and is considerably above -60 percent of GDP, staff does not view external sustainability
as a concern.

Capital and Financial Accounts: Flows and Policy Measures

Background. The capital and financial account stood at 3.8 percent of GDP in 2022. Rising disbursements
of NGEU funds have underpinned the capital account movements. Inward FDI flows reflect rising real estate
activities and profits of banks and non-financial corporations in foreign ownership. Nominal gross external
debt increased slightly.

Assessment. Owing to the significant growth in nominal GDP, the external debt decreased to 74 percent of
GDP and is projected to continue the downward trajectory. The government has been able to borrow on
favorable terms benefiting from its euro adoption and improved credit ratings. Croatia remains the position
of low financial vulnerability.

FX Intervention and Reserves Level

Background. In 2022 gross official reserves continued to increase gradually to €27.9 billion.
Assessment. This increase kept official reserves above the ARA metric in 2022 and improved the already
comfortable margins relative to short-term debt as well as the ratio of months of next year's imports of
goods and nonfactor services. With the euro adoption in 2023, Croatia’s currency now has the status of a

global reserve currency.
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Annex VI. Euro Changeover Effect on Inflation

Surveys revealed some concerns about the possibility of price increases related to the
euro adoption. A survey conducted by the European Commission (2022) found that about 62
percent of Croatian citizens were concerned that the euro adoption would lead to an increase in
inflation. Another EC survey conducted in January 2023 found that 56 percent of respondents
believed price rounding was correctly implemented, and 78 percent felt dual price displays were
correct, with a good level of satisfaction on the implementation.

Historical experiences have shown a mild impact on inflation after the euro adoption.
In the literature, estimates of effects are, on average, around 0.37 percentage points on HICP in
the period of a half year before and after the euro adoption (Pufnik, A., 2017)." Furthermore, as
the rounding of prices may center on a small group of products, mainly in the services sector,
the overall inflation impact would be mild. The European Commission (2017) found that annual
inflation rate in Slovenia fell after the euro adoption, suggesting that the rounding-up impact on
some prices, although noticeable, was too small to drive up overall inflation.

AVIL. Table 1. Croatia: Estimated Effect of the Conversion of National Currencies to the Euro on the
Inflation Rate
(Percentage points (p.p.))

Paper Country Period Estimated effect on total HICP (p.p.)
Old Member States

Eurostat (2003) Euro area 12/2001-1/2002 0.09-0.28
Hifner and Koske (2008) Euro area 7/2001-7/2002 0.34
Sturm et al. (2009) Euro area 12/2001-1/2002 0.05-0.23
Attal-Toubert el at. (2002) France 12/2001-4/2002 0.2
Banco de Espafia (2003) Spain 12/2001-6/2002 04
Deutsche Bundesbank (2004) Germany 1/2002 0.3
Folkersma et al. (2002) Netherlands 1/2002 0.2-0.4
Mostacci and Sabbbatini (2008) Italy 12/2001-12/2002 0.1-0.6
National Bank of Belgium (2002) Belgium 6/2001-4/2002 0.2
Santos et al. (2002) Portugal 1/2002-3/2002 0.21
New Member States

Eurostat (2007) Slovenia 12/2006-1/2007 03
Eurostat (2009) Slovenia 12/2008-2/2009 do 0.3
Eurostat (2011) Estonia 12/2010-3/2011 0.2-0.3
Eurostat (2014) Latvia 12/1/2013-1/2014 0.12-0.21
Eurostat (2015) Lithuania 12/2014-1/2015 0.04-0.11
IMAD (2007) Slovenia 12/2006-2/2007 0.24
Room and Urke (2014) Estonia 7/2010-6/2011 0.0-0.5

Sources: given in the first column.

Estimates presented by Pufnik, A. (2017) using Hufner and Koske (2008) methodology. Research shows that a more
pronounced increase in prices due to conversion was registered for a small number of products, mostly in the
services sector, such as services in restaurants and cafés, accommodation services, hairdressing services, various
repairs, dry-cleaning services, recreational and sporting services, etc.
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https://europa.eu/eurobarometer/api/deliverable/download/file?deliverableId=81916
https://europa.eu/eurobarometer/api/deliverable/download/file?deliverableId=86176
https://www.hnb.hr/repec/hnb/survey/pdf/s-027.pdf
https://ec.europa.eu/economy_finance/articles/euro/slovenia_joins_the_euro_area_en.htm
https://www.hnb.hr/repec/hnb/survey/pdf/s-027.pdf
https://www.oecd.org/slovakia/41029725.pdf
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Analysis by the ECB and the Croatian National Bank suggests that Croatia’s euro
adoption only had a small impact on prices. Despite currently elevated inflation in the
eurozone, the rounding impact on inflation in Croatia is estimated at about 0.3 to 0.4
percentage points, in line with the literature. The ECB-CNB analysis using micro data from
Croatian retailers reveals that prices of %5 products did not change following the euro
conversion. The Croatian authorities have implemented effective measures to manage the euro
conversion process. Studies show appropriate information campaign and good communication
with the public as important measures to increase transparency about price developments and
to bring inflation perceptions closer to officially recorded inflation rates (Eife and Coombs, 2007
and Loli¢ et al. 2017). The recent survey (EC 2023) indicates that Croatian citizens found the dual
displays of prices useful (78 percent) and feel well informed about the euro adoption (88
percent).
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https://www.ecb.europa.eu/press/blog/date/2023/html/ecb.blog.230307%7E1669dec988.en.html
https://www.awi.uni-heidelberg.de/md/awi/forschung/dp435.pdf
http://journal.fsv.cuni.cz/storage/1387_221_-_249_lolic_final_issue_03_2017.pdf
https://europa.eu/eurobarometer/api/deliverable/download/file?deliverableId=86176
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Annex VII. Croatia’s Residential Housing Market

Croatian housing prices have increased well above headline inflation in recent years.
As in many peer countries, this should be seen in context of, until recently, increasing real
income, and more recently climbing construction costs. Housing appears to have a high income-
elasticity. This is underpinned by the high share of ownership—90.5 percent in 2021, compared
to the EU average of 69.9 percent—and some studies (e.g., Lovrincevi¢ and Vizek, 2008). The
highest price increases have been in the capital area and on the Adriatic coast. From mid-2021
to mid-2022, slightly more than a third of the transactions were related to non-residents, likely
furthered by the expected euro adoption and Schengen membership. In recent years, only about
half of the transactions have been financed by domestic banks and the rest is by foreign or
domestic savings. Low interest rates—even negative in the euro area—may have been one
among many contributing factors (according to Box 6 in the CNB 2022 Financial Stability
Report). Moreover, the tax regime favors real estate investments. Some observers expect the
market to temporarily pause, given lower disposable income and higher interest rates. They note
that recently, the number of transactions has slowed, an average home takes longer to sell, and
selling prices have occasionally been below asking price. The models used by the ESRB (Figure
3.12, Risk Dashboard, March 2023, based on Q3 2022 data) suggest that the evaluation of real
estate is broadly in line with fundamentals. The two main challenges appear to be: (i) possible
financial stability risks; and (ii) affordability.

In early 2022, house price developments made the ESRB issue a warning for Croatia.
The CNB followed up by announcing an increase of the countercyclical capital buffer from zero,
in two steps by each 0.5 percent effective on March 31, 2023, and December 31, 2023. The
communication of the announcement stressed concerns about real estate prices, although the
measure appear broad-based and modest amid the already high capital cushions.

To improve housing affordability, the government provides a housing subsidy scheme
for young families buying a residence for the first time. The Croatian Real Estate Agency
(APN) have since 2017 provided, once or twice a year, subsidized credit of first-time buyers, who
are Croatian citizens, not older than 45 years, and meet the banks’ qualification requirements.
The subsidy is for residence prices up to €1,500 per m?, the maximum loan amount is €100,000,
and with a loan maturity of at least 15 years. At the recent round, participating banks had to
commit that lending rate will not exceed 3.75 percent the first five years and 10 percent for the
following two years. Eligible borrowers can than apply for a loan from these banks within a
narrow window until the allocation is used (in the recent case €9.3 million or about 5,800
requests). The subsidy is only for the first five years but can be extended by two years for a live
born or adopted child during the subsidy period, and for one year if a family member gets a
disability of 50 percent or more. The subsidy depends on the development index of the location
of the property and ranges from 30 to 51 percent of the loan installment amount. Since 2017,
about 33,500 housing loans (including full use of the 2023 allocation) have been subsidized.
Many observers, underpinned by a CNB working paper, argue that the requests usually exceeds
the budget allocation and contribute to some pro-cyclicality. This law will expire by end-2023.
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https://www.imf.org/en/Publications/WP/Issues/2022/12/02/Don-t-Look-Up-House-Prices-in-Emerging-Europe-526281
https://hrcak.srce.hr/en/file/51733
https://www.hnb.hr/en/analyses-and-publications/regular-publications/financial-stability
https://www.hnb.hr/en/analyses-and-publications/regular-publications/financial-stability
https://www.esrb.europa.eu/pub/pdf/dashboard/20230411_rdb_external%7E45eb824db0..pdf
https://www.esrb.europa.eu/pub/pdf/dashboard/20230411_rdb_external%7E45eb824db0..pdf
https://www.esrb.europa.eu/pub/pdf/reports/esrb.report220211_vulnerabilities_eea_countries%7E27e571112b.en.pdf
https://www.hnb.hr/documents/20182/3596318/w-060.pdf/955d2e9e-76d7-8b3e-3c1a-8a8732ff326e
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FUND RELATIONS

(As of April 30, 2023)

Membership Status: Joined: December 14, 1992; Article VIII

General Resources Account: SDR Million
Quota 717.40
Fund holdings of currency (Exchange Rate) 717.04
Reserve Tranche Position 0.37

SDR Department: SDR Million
Net cumulative allocation 1,034.94
Holdings 991.95

Outstanding Purchases and Loans: None

Latest Financial Arrangements:

Date of Expiration Amount Approved
Type Arrangement Date (SDR Million)
Stand-By Aug 04, 2004 Nov 15, 2006 99.00
Stand-By Feb 03, 2003 Apr 02, 2004 105.88
Stand-By Mar 19, 2001 May 18, 2002 200.00

Projected Payments to Fund'’

%Quota
100.00
99.95
0.05

%Allocation

100.00
95.85

Amount Drawn
(SDR Million)
0.00

0.00

0.00

(SDR Million; based on existing use of resources and present holdings of SDRs):

Forthcoming

2023 2024 2025 2026 2027
Principal
Charges/Interest 1.18 1.63 1.62 1.62 1.62
Total 1.18 1.63 1.62 1.62 1.62

" When a member has overdue financial obligations outstanding for more than three months, the amount of such

arrears will be shown in this section.
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http://www.imf.org/external/np/fin/tad/exquota.aspx?memberKey1=227&date1key=2011-04-30
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=CURRHLD
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=EXCHRT
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=RT
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=SDRNET
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=SDRNET
http://www.imf.org/external/np/fin/tad/extarr2.aspx?memberKey1=227&date1key=2011-04-30
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Exchange Rate Arrangement:

The exchange rate arrangement of the euro area is free floating. Croatia participates in a currency
union (EMU) with 19 other members of the EU and has no separate legal tender. The euro, the
common currency, floats freely and independently against other currencies. Croatia has accepted
the obligations of Article VIII, Sections 2, 3, and 4, and maintains an exchange system free of
multiple currency practices and restrictions on the making of payments and transfers for current
international transactions, other than restrictions maintained solely for security reasons, which have
been notified to the Fund pursuant to Executive Board Decision No. 144 (52/51).

Anti-Money laundering and Financing of Terrorism:

The 5™ Anti-Money Laundering Directive of the EU was transposed in 2019. Measures are
continuously being made to strengthen enforcement and address the recommendations in the
December 2021 Moneyval Report. At the accompanying Plenary Meeting, it was decided to put
Croatia on enhanced-follow-up and that Croatia will report back by December 2023.

Article IV Consultation:

The previous Article IV consultation with Croatia was concluded on September 10, 2021 (IMF
Country Report No. 2021/205: Republic of Croatia: 2021 Article IV Consultation-Press Release; Staff
Report; and Statement by the Executive Director for Croatia (imf.org). Croatia is on the 12-month
consultation cycle.

FSAP:

An FSAP Update mission took place in October—-November 2007. The FSSA Update was published
(IMF Country Report No. 160: http://www.imf.org/external/country/hrv/index.htm).

The original FSAP was concluded with the completion of the 2002 Article IV consultation on
August 5, 2002, on the basis of missions that took place in April 2001 and September 2001. The
FSSA was published (IMF Country Report No. 02/180:
http://www.imf.org/external/country/hrv/index.htm).

Technical Assistance 2000-present:2

Department Timing Purpose

FAD April 2000 Implementation of Single Treasury Account
May 2000 Tax Policy
September 2001 Fiscal Decentralization
March 2002 Fiscal Management (with STA)
September 2003- A Resident Advisor on Fiscal Reporting
March 2004

2 Technical assistance during 1992-99 is listed in Annex | of IMF Country Report No. 03/27.
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https://rm.coe.int/moneyval-2021-24-mer-hr-en/1680a56562
https://rm.coe.int/moneyval-2021-40-plen62-meetingreport-en/1680a60d34
https://www.imf.org/en/Publications/CR/Issues/2021/09/10/Republic-of-Croatia-2021-Article-IV-Consultation-Press-Release-Staff-Report-and-Statement-465424
https://www.imf.org/en/Publications/CR/Issues/2021/09/10/Republic-of-Croatia-2021-Article-IV-Consultation-Press-Release-Staff-Report-and-Statement-465424
http://www.imf.org/external/country/hrv/index.htm
http://www.imf.org/external/country/hrv/index.htm
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February 2004
May 2004
May 2004
April 2005

June 2006

February—March 2007,
July 2008, February—

March 2009
April 2007
May 2007

January—February 2008

February 2010
October 2010

March 2011
June 2011

June 2012

October 2012

October 2012

April 2013
April-May 2013
June 2013
December 2014

October 2019

September 2021
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Public Debt Management Program (with World
Bank)

Public Expenditure Management

Fiscal ROSC

Review of Indirect Tax Performance and Tax
Administration

Regional Public Financial Management (PFM)
Advisor

Revenue Administration (with World Bank)

Public-Private Partnerships

Tax Policy (with World Bank)

Short-Term Expenditure Rationalization

PFM (long-term advisor visit)

Regional expert participation on seminar on
Croatian budget management and fiscal policy
Short-term expert visit on Tax Administration
Reform

Short-term expert participation at OECD
meeting

Options for Modernizing the Property Tax
Government Opportunities for Strengthening
the Tax Administration (HQ mission)
Short-term expert visit on phasing in a modern
Compliance Risk Management Model
Short-term expert visit on improving tax
administration governance and organization
structures

Public Financial Management: Budget
Procedure

Fiscal Rules

Strengthening Tax Administration Governance
Workshop on Public Expenditure Review
(Expert visit)

International Public Sector Accounting
Standards Gap Analysis and Budgetary
Linkages

Public Investment Management Assessment
(PIMA) and Climate-PIMA pilot



STA

MCM

LEG

March 2000
September 2000
October 2000
April 2001
November 2001

October 2002, June 2004

September 2006
December 2007

May-June 2000

March—April 2001
December 2001
April 2003

February 2004
January 2007-
continuing

May 2007

June 2007
September 2007
October 2007
November 2007
March 2008
August 2008
February 2009
July 2009

May 2010
November 2011
March 2013

January 2010-April 2011
May 2011-April 2012

December 2011-April

2013
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Quarterly National Accounts

Balance of Payments

Real Sector Statistics

Monetary and Banking Statistics
Regional Visit on Reserves Data Template
Government Finance Statistics

Monetary and Financial Statistics

LTE: Government Finance Statistics

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

Central Bank Accounting

Monetary Policy Instruments

Stress Testing and FX Reserve Management
Monetary Policy Instruments

Macro-Financial Modeling and Forecasting

Macro-Financial Modeling and Forecasting
Modeling and Forecasting

Modeling and Forecasting

FSAP Update

Modeling and Forecasting

Modeling and Forecasting

Macro-Financial Modeling and Forecasting
Macro-Financial Modeling and Forecasting
Macro-Financial Modeling

Monetary Policy and Modeling
Macro-Financial Modeling and Forecasting
Macro-Financial Modeling and Forecasting
Macro-Financial Modeling and Forecasting
AML/CFT—RIisk based supervision in non-
financial sectors

AML/CFT—Strengthening the FIU and risk-
based supervision in non-financial sectors
AML/CFT—Preliminary National Risk
Assessment
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B WORLD BANK RELATIONS

Croatia has been collaborating with the World Bank Group.

Further information can be obtained from the following hyperlink.

International Financial Institution

Hyperlink

The World Bank Group

https://www.worldbank.org/en/country/croatia

6 INTERNATIONAL MONETARY FUND



https://www.worldbank.org/en/country/croatia

REPUBLIC OF CROATIA

STATISTICAL ISSUES

Croatia: Statistical Issues
(As of May 2023)

I. Assessment of Data Adequacy for Surveillance

General: Data is broadly adequate for surveillance purposes.

National Accounts: The national accounts have strengthened in recent years, but further
improvement is needed. The Central Bureau of Statistics (CBS) publishes constant and current price
data compiled in accordance with the ESA 2010 standard. However, a breakdown of gross fixed
capital formation into private and public components is not published as this is not required by
Eurostat. Minor discrepancies exist between nominal government consumption in national
accounts and government consumption reported in government ESA 2010 accounts; but they are
being resolved.

Wages and Employment: The CBS produces data on average net and gross earnings per person
and employment by sector. Currently, the CBS is in the process of reviewing the data series.
Earnings data include bonuses (in sums that are subjects to contributions, taxes, and surtaxes), sick
pay, and meal allowances. They are based on data from the report on Income, Income Tax and
Surtax as well as Contributions for Mandatory Insurances (JOPPD form).

The number of registered unemployed overstates the actual level of unemployment. However, the
discrepancy has significantly diminished in 2014. A preliminary Labor Force Survey, which meets
ILO standards, was conducted for the first time in 1996 on 7,200 households. The sample was
subsequently expanded and the survey is now being conducted on a regular basis. Semi-annual
results have been released since 1998, and quarterly results since 2007, with a lag of about four
months.

Price Statistics: The CBS produces a monthly consumer price index, with expenditure weights
derived from the 2019 Household Budget Survey. These weights are price-updated annually to
December of the previous year. A flash estimate of the CPl is produced within one week of the end
of the reference month, with the final results provided within three weeks of the end of the
reference month. The price collection is confined to nine metropolitan areas, but the weights are
based on a sample of households in the whole country.

A harmonized index of consumer prices (HICP) is also calculated in line with Eurostat methodology.
The CBS releases a monthly industrial producer price index (PPI), with weights based on the 2021
Survey of Industrial Production. A quarterly house price index is also disseminated.
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Government Finance Statistics: The authorities have started presenting some budget plans based
on the ESA 2010 framework. However, the State Budget and the local budgets are based on the
national Chart of Accounts. Historical general government data based on ESA 2010 definitions are
published nationally by the Croatian Bureau of Statistics and by Eurostat, but are frequently revised
due to methodological and data source improvements. Additional analysis has been initiated in
order to assess whether some enterprises owned by local government units should be included in
the government sector according to the ESA 2010 criteria.

Budget execution (cash) data are produced on a monthly basis on the GFSM framework (GFS 2001)
and are available in the monthly Statistical Review of the Ministry of Finance (MOF) and in the time-
series database, both published on the website of the MOF. Central government data normally
come with a lag of about six weeks, but end-of-year data often with much longer lags. Revenue
data are reliable, and expenditure data on a cash basis are available according to GFS classifications
(economic and functional) for the central budget and extra-budgetary funds. However, changes of
institutions included in the central government are not always clearly indicated, hence central
government figures are not fully comparable over time.

Cash data for the operations of local governments and the consolidated general government are
available on a quarterly basis, but for end-of-year data with long lags. Starting from the January-
March 2015 period, data for local and regional self-government units (local units), instead of
former 53 largest, include all 576 local units and the local units' extra-budgetary users - county
road administrations.

According to the latest Agreement on cooperation in the field of national accounts of general
government and related statistics (signed on January 31, 2020 between the Croatian Bureau of
Statistics, Croatian National Bank (CNB), and Ministry of Finance), the CNB is responsible for the
compilation of general government debt statistics. The CNB is compiling general government debt
according to ESA 2010 and EDP definitions and publishes these data on the CNB website. Data
showing the level of general government guaranteed debt are presented as a part of the reporting
table I.3 on the same website.

Monetary and Financial Statistics: Beginning 2023, the CNB started publishing monetary statistics
in line with ECB guidance. Before, beginning in 2015, the CNB published monetary statistics using
the ESA 2010 framework and the national residency approach, with some backward revisions of
historical data series. The IMF's Statistics Department receives monthly monetary statistics on
Croatia using the standardized report forms (SRFs) for the CNB and other depository corporations
(ODCs) directly from the European Central Bank since July 2013. Prior to this date, data were
reported by the CNB. Data on other financial corporations (OFC), are currently not available. The
CNB reports data on some key series of the Financial Access Survey (FAS), including mobile and
internet banking, and the two indicators (commercial bank branches per 100,000 adults and ATMs
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per 100,000 adults) adopted by the UN to monitor Target 8.10 of the Sustainable Development
Goals (SDGs).

Financial Sector Surveillance: The CNB is the banking sector supervisor and reports quarterly
financial soundness indicators (FSls) to the IMF's Financial Soundness Indicator Database. The
reported FSIs comprise the core (12) and 7 encouraged FSls for deposit takers and 11 additional
FSls for other sectors. A general description of the stress testing methodologies used on the
Croatian banking system is included in the Financial Stability Report, published by the CNB once a
year.

The Croatian Financial Services Supervisory Agency (HANFA) publishes monthly reports and
monthly summary statistics on the sectors it regulates and supervises (capital markets, investment
funds, private pension sector, insurance, leasing, and factoring companies).

External Sector Statistics: Quarterly balance of payments and international investment position
data are compiled broadly in accordance with the sixth edition of the IMF's Balance of Payments
Manual (BPM6). Data are generally available with a lag of three months and are subject to revisions
in subsequent releases. Net errors and omissions have ranged from -2 to +1 percent of GDP

since 2005. The coverage and quality of portfolio investment data are reasonably complete and
accurate.

Croatia participates in the Coordinated Direct Investment Survey (CDIS) and plans to participate in
the Coordinated Portfolio Investment Survey (CPIS) after the new security database becomes
operational. Data on the International Reserves and Foreign Currency Liquidity (Reserves Data
Template) are available with a lag of one to two months.

Croatia compiles external debt data according to the requirements of External Debt Statistics: Guide
for Compilers and Users, 2013.

Il. Data Standards and Quality

Croatia subscribed to the Fund'’s Special Data No data ROSC has been published.
Dissemination Standard (SDDS) on May 1996
and has met all SDDS requirements since
March 2001. Croatia publishes data on its
National Summary Data Page (NSDP). Metadata
are posted on the Dissemination Standards

Bulletin Board.
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Croatia: Table of Common Indicators Required for Surveillance
(As of May 22, 2023)

Date of latest

Date received

Frequency of

Frequency of

Frequency of

observation data 6/ reporting 6/ publication 6/
Exchange Rates May 19, 2023 May 19, 2023 D D D
International Reserve Assets and Reserve April 2023 May 15, 2023 M M M
Liabilities of the Monetary Authorities 1/
Reserve/Base Money March 2023 May 5, 2023 M M M
Broad Money March 2023 May 5, 2023 M M M
Central Bank Balance Sheet March 2023 May 16, 2023 M M M
Consolidated Balance Sheet of the Banking March 2023 April 28, 2023 M M M
System
Interest Rates 2/ April 2023 May 10, 2023 M M M
Consumer Price Index April 2023 May 17, 2023 M M M
Revenue, Expenditure, Balance and Composition 2022Q4 April 2023 Q Q Q
of Financing 3/—General Government 4/
Revenue, Expenditure, Balance and Composition 2022Q4 April 2023 Q Q Q
of Financing 3/- Central Government
Stocks of Central Government and Central January 2023 April 28 2023 M M M
Government-Guaranteed Debt 5/
External Current Account Balance 2022Q4 March 2023 Q Q Q
Exports and Imports of Goods and Services February 2023 May 2023 M M M
GDP/GNP 2022Q4 April 2023 Q Q Q
Gross External Debt 2022Q4 April 2023 Q Q Q
International Investment Position 2022Q4 April 2023 Q Q Q

1/ Reserve assets that are pledged of otherwise encumbered are specified separately. Data comprise short-term liabilities linked
to a foreign currency but settled by other means as well as the notional values of financial derivatives to pay and to receive
foreign currency, including those linked to a foreign currency but settled by other means. Gross international reserves are
available on a weekly basis on the National Summary Data Page (NSDP).

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

bonds.

3/ Foreign, domestic bank, and domestic nonbank financing.
4/ The general government consists of the central government (budgetary funds, extra budgetary funds, and social security

funds) and state and local governments.

5/ Including currency and maturity composition.

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