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Figure 12
Seasonal
Employment

by Occupation,
January—July 2018

Source: Croatian

Employment Service.

Figure 13
Unemployment
Rate

Note: * represents
EIZ forecasts.

Sources: Croatian
Bureau of Statistics
and EIZ for forecast.
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for the occupations of a salesperson, waiter,
cleaner, and cook, while the data on seasonal
employment by the Croatian Employment
Service (CES) in the January—July 2018 period
suggest that only the demand for cooks
might have been satisfied (Figure 12). If the
situation concerning the lack of labor force in
tourism continues in the future, one has to
wonder about the viability of the dominant
source of the Croatian economic growth. The
government tried to overcome this issue by
increasing the number of working permits
for foreigners on two occasions, covering
also other sectors with insufficient labor
force such as construction, but it seems that
this was not enough to meet the burgeoning
labor demand.
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Upside risks to expected
unemployment decline

As we expect similar developments on the
labor market to continue in the near future,
we project registered unemployment rate
to fall further down ¢to 9.9 and 8.8 percent

in 2018 and 2019, respectively (Figure 13).
However, more weight in the continued
fall of unemployment rate should be put
on the employment growth, especially in
2019 when the private sector should be the
main source of job creation. Risks to these
projections are mainly on the upside given
the tentative situation with shipyards and
possible other restructuring considerations
(including Agrokor) that could lead to increasing
unemployment. Also, continued unmet labor
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demand could further hinder new employment
additionally deteriorating the size of the labor
force. This could actually hamper the entire
economic growth as it is highly unlikely to
experience longer-term growth rates in an
environment of no or low employment growth,
especially in an economy based on services
such as the Croatian economy.

Labor shortages drive wages up

The average gross wage stood at 8,441 kuna
(approx. 1,138 euro) in the first six months of
2018, which denotes a rise of 5.3 percent in
nominal and 3.9 percent in real terms year-
on-year, in part due to the effects from last
year's increase of public sector wages. As the
effects of the tax reform faded in this vear,
average net wages in the same period grew
by 4.7 percent and 3.3 percent in nominal and
real terms, respectively. In addition to mining
and quarrying and administrative and support
service activities, the highest growth of wages
in the first half of the year is observable in the
construction and wholesale and retail trade
sectors, suggesting that labor shortages
might also lie behind the rise of wages in
these sectors, thus driving the overall wage
growth in 2018.

Steady wage growth to continue

Although the details of the upcoming tax
reform are yet to be precisely determined,
announced changes in the tax system
are not likely to have a significant impact

% change, yoy

on wage growth. However, we do expect
a continuation of the wage growth trend
mainly driven by the private sector wage
increase. Public sector wages are expected
to remain more or less unchanged despite
the trade unions’ demand for the increase of
wages in the public sector, given that even
if an agreement between unions and the
government is eventually reached, it is not
expected to have its effect before 2020.
On another front, excessive wage growth
might lead to increased labor costs that could
endanger new employment, especially if rising
above the level of productivity (Figure 14).
Not only that, but wage growth could also
lead to higher inflation, not only because of
increased consumer demand, but also due
to increased prices by employers in some
sectors that would need to compensate
for increased labor costs. Nevertheless,
the expected rise of wages, coupled with
increasing employment, announced growth
of pensions, remittances from emigrants,
and a rather low inflation, should further
affect the increase of the overall disposable
income and thus the continued rise of the
private consumption in 2019.

Lower inflation in 2019

The consumer price index exceeded 2 percent
in both June and July this year, driven mostly
by increasing fuel prices, as rising political
tensions in the Middle East and Venezuela cut
the production and boosted world oil prices.

W Real labor productivity per hour worked

W Norinal unit labor cost based on hours worked

Figure 14

Labor Productivity
and Unit Labor
Costs

Source: Eurostat.
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Figure 15
Consumer Price
Index and the
Contributions
from Its Main
Components

Sources: Croatian
Bureau of Statistics
and Croatian National
Bank.

M Food inflation contribution {contribution in pp)
W Consumer price index (% change, yoy)

Food prices also had a positive contribution
to the consumer price index in this year, while
core inflation index mostly stagnated around
0.7 percent (Figure 15). For the remainder of
the year we expect abating energy inflation,
but core prices could pick up due to rising
employment, wages, and strong consumer
spending. Overall, we see consumer prices
up by 1.6 percent in this year, whereas for
the following year consumer price inflation
could be somewhat lower, in the 1.5 percent
territory, as private consumption and GDP
growth decelerate, and VAT cuts are put
into effect. Potential risks to this projection
come in the form of a possible prolongation
of the world energy prices hike, but also
from increased prices due to a further wage
increase on the domestic front.

Summer depreciation

The Croatian National Bank (CNB) continued
with its expansionary monetary policy
reflected in abundant kuna money market
liquidity, and historically low short-term
interbank interest rates. Although we expected
the tourism-driven appreciation pressures
during summer months to continue in August
as well, the average HRK/EUR rate actually
depreciated by 0.3 percent when compared
to the previous month. There is a possibility
that the expectations of interest rate hikes
in the US could have affected capital flows
in emerging markets, thus contributing to
stronger foreign currency demand in Croatia
as well. Keeping in mind that this trend could

Energy inflation contribution {contribution in pp)
Core inflation {% change, yoy)

continue in the months to follow, we expect
the HRK/EUR exchange rate to depreciate
further for the rest of the year. Taking into
account our projection that the average
monthly rate will not exceed 7.45, we see
the average for the whole year at around 7.42.
On a different note, when compared to the
post-recessionary 2015-2017 period, the
band around the exchange rate seems to have
somewhat tightened. The absolute percent
deviation from the annual average exchange
rate was considerably smaller in the first
eight months of 2018 when compared to the
months in the preceding three years (Figure
16). If these are the signs of euro adoption
preparations, and if the tightly managed
exchange rate persists in the following year,
the exchange rate in 2019 could average at
just slightly above 7.40.

Smaller expenses on loss
provisions

The amount of nonperforming loans (NPL)
continued to decrease in the first half of
2018 and stood at 28.2 billion kuna, 5.6
billion or 17 percent less than the previous
year. While the bank profit was significantly
subdued last year due to Agrokor’s financial
restructuring, the normalization of expenses
on loss provisions in the first half of 2018
aims at a stronger bank profit in this year.
By the end of June net profits were already
up by almost three times or 1.9 billion kuna
from last year results (Figure 17). Regarding
the next year, the main threat to bank profit



In %, by months

January February March April
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stems from possible additional effects related
to losses from Agrokor suppliers.

Rising loans to households

Due to strong government debt deleveraging
in progress from February 2015 in the total
amount of 19.9 billion kuna or 33.5 percent
(up to end of July 2018), total loan growth
in year-on-year terms remained negative in
the first seven months of 2018 (Figure 18).
However, loans to households have been
recording positive year-on-year growth
rates as of September last year reaching
as high as 4.1 percent in July 2018. These
positive developments are mostly a result
of record low interest rates, improved
economic outlook, job market recovery, and
partially also of housing loan subsidies that
contributed to housing loan market recovery.

Eop, in million kuna

May June July August

W 2018

Although the recent Foreclosure Act and the
Decision on the additional criteria for the
assessment of consumer creditworthiness
and on the procedure of collection of arrears
and voluntary foreclosure significantly
tightened financial conditions, it seems that
the legislation changes affected only lower-
income households that were not overly
important for the credit growth in the first
place.

Government deleveraging
halts credit growth

Despite the fact that new loans to enterprises
have been rising lately (mostly in service
industries and manufacturing), outstanding
loans are still shrinking due to the sale of
irrecoverable claims on the secondary market.
Even with some positive developments on

Net interest income
M Net other noninterest income
W Total expenses on loss provisions

M Netincome from fees and commissions
Administrative expenses
B Net profit

Figure 16
Absolute Percent
Deviation from
the Annual
Average HRK/EUR
Exchange Rate

Source: Croatian
National Bank.

Figure 17
Bank Income and
Profit

Source: Croatian
National Bank.
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Table 2 Main Economic Indicators

2016 2017

ECONOMIC ACTIVITY

Real GDP (% change, yoy) 35 29 3.4 2.2 25 29
Real private consumption (% change, yoy) 3.4 3.6 3.7 35 3.9 3.6
Real government consumption (% change, yoy) 0.7 2.7 3.1 3.4 2.8 25
Real investment (% change, yoy) 6.5 3.8 3.7 1.9 3.6 3.1
Industrial output (% change, yoy) 5.3 1.4 29 -0.6 08 0.2
Unemployment rate (registered, %, pa) 14.8 12.1 10.5 11.7 121 9.4
Nominal GDP (EUR million) 46,664 49,008 13,761 12,111 11,298 13,009
GDP per capita (EUR) 11,179 11,740 - - = =

PRICES, WAGES, AND EXCHANGE RATES

Implicit GDP deflator (% change, yoy) -0.1 1.1 1.6 1.7 0.4 09
Consumer prices (% change, yoy, pa) -1.1 1.2 1.1 1.3 1.0 1.9
Producer prices (% change, yoy, pa) -39 2.1 2.1 25 1.2 2.6
Average gross wage (% change, yoy, pa) 1.9 3.9 L4 L4 4.8 5.9
Exchange rate, HRK/EUR (pa) 7.53 7.46 7.42 7.53 7.44 7.39
Exchange rate, HRK/USD (pa) 6.81 6.62 6.32 6.40 6.05 6.20

FOREIGN TRADE AND CAPITAL FLOWS

Exports of goods (EUR million) 12,317 14,017 3,466 3,813 3,293 3,644
Exports of goods (EUR, % change, yoy) 6.8 13.8 13.1 9.3 -2.7 8.7
Imports of goods (EUR million) 19,712 | 21,891 5,594 5,391 5,657 5,951
Imports of goods (EUR, % change, yoy) 6.6 11.1 12.4 4.7 8.1 4.9
Current account balance (EUR million) 1,204 1,902 3,861 -584 -1,902 -
Current account balance (% of GDP) 2.6 3.9 281 -4.8 -16.8 -
Gross foreign direct investment (EUR million) 1,721 1,791 660 477 468 -
Foreign exchange reserves (EUR million, eop) 13,514 15,706 14,954 15,706 16,480 16,694
Foreign debt (EUR million, eop) 41,668 40,069 39,725 40,069 40,578 -

GOVERNMENT FINANCE?

Revenue (HRK million)® 158,057 = 161,907 42,577 41,309 38,027 -
Expense (HRK million)® 152,715 = 155,436 36,947 43,241 38,621 =
Net = Gross operating balance (HRK million)® 5,342 6,471 5,630 -1,932 -594 -
Net acquisition of nonfinancial assets (HRK million)® 8,086 7,216 1,572 2,935 1,297 -
Net lending/borrowing (HRK million)® -2,744 -745 4,058 -4,867 -1,891 -
Domestic government debt (EUR million, eop) 22,909 22,995 24,873 22,995 23,182 =
Foreign government debt (EUR million, eop) 14,369 14,712 14,025 14,712 14,625 -
Total government debt (eop, % of GDP) 80.2 775 = 775 = =

MONETARY INDICATORS

Narrow money, M1 (% change, yoy, eop) 18.1 19.1 210 19.1 238 22.8
Broad money, M4 (% change, yoy, eop) 4.2 29 39 29 5.1 5.7
Total domestic credit (% change, yoy, eop) -6.0 -4.7 -19 -4.7 -4.7 -2.0
DMBs credit to households (% change, yoy, eop) -5.5 1.2 0.4 1.2 2.2 3.9
DMBs credit to enterprises (% change, yoy, eop) -25 -19 03 -19 -1.4 -0.1
Money market interest rate (%, pa)° 0.5 0.4 0.4 0.4 0.3 0.3
DMBs credit rate for households, short-term, (%, pa)? 8.0 7.6 7.4 7.3 7.1 7.0
DMBs credit rate for enterprises, short-term (%, pa)? 4.7 4.3 L. 3.9 3.9 3.7

Notes: °Data refer to consolidated general government. ®On the cash principle. ¢Interbank demand deposit trading, one week interest rate.
9The weighted average interest rate on new kuna and foreign currency indexed loan agreements, revised data.

Conventional abbreviations: pa — period average, eop — end of period, yoy — year-on-year, HRK — Croatian kuna, EUR — euro, USD — US dollar,
DMB - deposit money bank.

Sources: Croatian Bureau of Statistics, Croatian National Bank, and Ministry of Finance.
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the household and corporate market, further
government deleveraging will put downward
pressure on credit growth in 2018, possibly
leaving the growth rate at -1.7 percent (Table
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1). Similar trends are expected for the next
year as well, with the additional risk to our
projection of -0.9 percent in the anticipation
of Agrokor-related second-round effects.
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Figure 18
Credit Sector
Developments

Source: Croatian
National Bank.
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