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Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions
with members, usually every year. In the context of the 2018 Article IV consultation with
the Republic of Croatia, the following documents have been released and are included in
this package:

¢ A Press Release summarizing the views of the Executive Board as expressed during its
February 8, 2019 consideration of the staff report that concluded the Article IV
consultation with the Republic of Croatia.

e The Staff Report prepared by a staff team of the IMF for the Executive Board's
consideration on February 8, 2019, following discussions that ended on December 7,
2018, with the officials of the Republic of Croatia on economic developments and
policies. Based on information available at the time of these discussions, the staff
report was completed on January 23, 2019.

¢ An Informational Annex prepared by the IMF staff.

A Statement by the Executive Director for the Republic of Croatia.

The documents listed below have been or will be separately released.
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The IMF's transparency policy allows for the deletion of market-sensitive information and
premature disclosure of the authorities’ policy intentions in published staff reports and
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February 13, 2019

IMF Executive Board Concludes 2018 Article IV Consultation with the
Republic of Croatia

On February 8, 2019, the Executive Board of the International Monetary Fund (IMF)
concluded the 2018 Article IV consultation! with the Republic of Croatia.

In 2018, Croatia continued its fourth year of positive economic growth supported by strong
private consumption, and exports of goods and services. Wages are growing, employment is
rising, and inflation remains benign. Over the next few years, growth is expected to
moderate, as the economy moves closer to its potential. The current account is projected to
decline but remain in surplus, while external indebtedness is expected to continue to decline.

Fiscal consolidation continued in 2018 but at a slower pace. While revenue performance
remained strong, public spending also grew, in part due to an increase in public sector
employment outlays. The activation of state guarantees issued for a troubled shipyard also
reduced the overall fiscal surplus. Public investment remained below programmed. The
government has reiterated its commitment to improving the quality of budgetary spending
and continue public debt reduction going forward.

Monetary policy has remained accommodative within the limits of the exchange rate anchor.
Intrabank liquidity has remained ample, and money market and commercial interest rates are
low. Bank lending to households has been growing. Credit to the non-financial corporate
sector, however, has remained subdued. The CNB has utilized the current conditions to build
reserves, and further accumulation may occur over the coming period as the country enters
ERM-II. The banking system is, on average, very liquid, well-capitalized, and has continued
to gradually reduce the NPL ratio.

Croatia is currently targeting ERM II entry (in 2020), joining the Banking Union, and
eventually the Euro Area.

! Under 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.
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Executive Board Assessment?

Executive Directors welcomed Croatia’s continued economic recovery, which has helped
further reduce indebtedness and build external buffers. Directors commended the attainment
of the first fiscal surplus in 2017 since independence. They encouraged the authorities to
seize the opportunity presented by favorable macroeconomic conditions to advance the
reform agenda by stimulating more inclusive growth, persevering with fiscal consolidation
and debt reduction, and fully implementing structural reforms.

Directors welcomed the authorities’ commitment to fiscal discipline, and stressed the
importance of pursuing growth-friendly fiscal consolidation, while improving the structure of
revenues and the quality of expenditure. To this end, they encouraged the authorities to
broaden the tax base and take measures to reduce the informal economy. To improve growth
prospects, they urged the authorities to shift the balance of expenditures toward public
investment. Directors welcomed the passage of the Fiscal Responsibility Law, and
encouraged the authorities to enact the Budget Act which would integrate the analysis of
contingent liabilities as part of the budget process and facilitate medium-term planning. They
considered that, as circumstances permit, further fiscal consolidation would be desirable to
rebuild fiscal space. Directors called for more ambitious restructuring of public
administration including by reducing high public employment outlays and reducing the
fragmentation in sub-national levels of government. While welcoming the passage of pension
reform, as well as recent measures to improve the efficiency of the healthcare system, they
underscored that the elimination of the healthcare system’s arrears as well as ensuring
long-term sustainability of the pension system would require further reforms.

Directors considered that monetary policy has been appropriately accommodative within the
limits of the exchange rate anchor. With preliminary discussions regarding ERM II about to
commence, they underscored the need to complete wide-ranging reforms to harness the
maximum benefits from envisaged euro adoption, as well as the need to retain strong buffers
to withstand any negative asymmetric shocks.

Directors commended the Croatian National Bank for its conservative prudential policies,
and encouraged the authorities to consider additional measures to prevent excessive
household borrowing if needed. They welcomed efforts to continue to reduce the stock of
non-performing loans, and stressed the need to closely monitor corporate indebtedness.
Directors encouraged continued improvements in bankruptcy legislation, and advised

a comprehensive review to ensure that the insolvency framework aligns fully with
international best practice.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views
of Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any
qualifiers used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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Directors highlighted the need to improve the business environment by further reducing
administrative and tax burdens, and welcomed recent initiatives to reduce parafiscal fees.
They advised rationalizing the state-owned enterprise sector, divesting under-utilized state
assets, and improving the efficiency of legislative and judicial processes. Directors
underscored the importance of pursuing a balanced approach to increasing labor market
flexibility that guards against the creation of a dual labor market which would further
encourage the emigration of the young, to the detriment of medium-term growth prospects.
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Croatia:

Selected Economic Indicators

2014 2015 2016 2017 2018 2019
Proj.
Output, unemployment, and prices (Percent change, annual average, unless otherwise indicated)
Real GDP growth -0.1 24 35 29 2.7 2.6
Contributions:
Domestic demand -14 2.2 37 3.6 3.6 3.0
Net exports 1.2 0.3 -0.1 -0.7 -0.8 -04
Unemployment 19.3 171 15.0 12.4
CPI inflation (avg.) -0.2 -0.5 -1.1 1.1 15 15
Saving and investment (Percent of GDP)
Domestic investment 18.8 20.0 20.8 20.9 20.6 20.6
Domestic saving 20.8 24.5 234 25.0 23.5 22.7
Government -0.7 0.3 2.4 40 42 34
Nongovernment 215 24.2 20.9 21.0 194 19.3
Government sector (ESA 2010 definition)
General government revenue 42.6 44.4 46.1 46.7 47.6 46.9
General government expenditure 48.0 47.8 46.9 45.8 472 46.9
General government balance -53 -33 -0.8 0.9 04 0.0
Structural balance 1/ -2.8 -2.1 -0.3 0.8 1.1 0.0
General government debt 2/ 85.7 85.3 823 777 73.9 71.1
Balance of payments
Current account balance 2.0 45 2.6 4.0 2.9 2.1
Capital and financial account -1.8 -1.9 -2.1 2.1 0.5 -1.1
FDI, net 1.6 0.5 4.1 24 2.8 2.8
Debt and reserves
Gross official reserves (billions of euros) 12.7 13.7 13.5 15.7 17.4 18.0
Percent of short-term debt (by residual maturity) 973 1138 1409 1646 1675 163.0
In months of imports in goods and services (based on
next year level) 8.1 8.0 7.6 7.8 8.0 7.6
Total external debt (percent of GDP) 1069 101.7 89.3 81.8 75.4 71.9
Money and credit (End of period, change in percent)
Broad money (M4) 3.2 5.2 4.7 2.1
Claims on other domestic sectors 3/ -2.2 -3.0 -34 -0.8
Interest rates
Average 12-month T-bill interest rate (in kuna) 19 1.5 1.0 04
Kuna credit rate (unindexed, outstanding amount) 7.5 71 6.5 6.0
Exchange rate
Kuna per euro 77 7.6 7.6 75 74
Real effective exchange rate (percent, "-" = appreciation) -1.1 -3.0 0.2 1.4 1.9
Memorandum items:
Nominal GDP (billions of euros) 434 44.6 46.7 48.6 50.6 52.7

Sources: Croatian authorities; and IMF staff estimates.

1/ In percent of potential GDP, excluding capital transfers to public enterprises and one-off investment retrenchment in 2015.

P/ Gross debt as defined by the EU under the Maastricht Treaty

B/ Comprises claims on households and non-financial corporations.
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REPUBLIC OF CROATIA

- STAFF REPORT FOR THE 2018 ARTICLE IV CONSULTATION
January 23, 2019

KEY ISSUES

Context: The economic expansion continues, driven primarily by private consumption
and exports of goods and services. Fiscal performance has been strong, but the
materialization of contingent liabilities from government guarantees is likely to reduce
the overall surplus. Low public and private investment, and continued emigration weigh
on medium-term growth prospects. Downside risks in the near-term stem from possible
changes in regional or global economic and financial conditions, and the further
realization of contingent liabilities.

Policies: As the country moves closer to ERM Il entry, focus needs to be on increasing
fiscal space, reviving the momentum of structural reforms, and boosting investment.

Reduce debt and invest more: Accelerating the pace of debt reduction would build
fiscal space and help reduce downside risks. To achieve this in a growth-friendly way,
increasing public investment, reducing the total public employment outlays, and
better targeting of social benefits to the most vulnerable in society are the top
priorities. Tax policy should aim at securing a more stable and progressive revenue
base over time to create room to reduce high and distortionary taxes in some areas.

Make the state more dynamic: Public service reform, reduction of red tape, better
use of scale economies at sub-national levels of government, and greater discipline
with state-owned enterprises will make the state more efficient. Lower parafiscal
fees, as well as more agile judicial and legal processes are key to enabling higher
private investment and more sustainable job creation. Labor market regulation
needs to be reshaped to increase the participation of the young and women, and to
incentivize on-the-job-training.

Anchor stability through monetary and financial sector policies: The CNB may
need to address potentially tighter external conditions while continuing with strong
bank supervision and macroprudential policies. Additional measures to prevent
excessive household borrowing could be considered if needed. Further corporate
sector deleveraging should be facilitated, including through further efficiency
enhancements to bankruptcy procedures.
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REPUBLIC OF CROATIA

Approved By Discussions were held in Zagreb from November 28-December 7,
2018. The team comprised Messrs. Seshadri (head), Sakr (former
head), Harrison, Lybek, Mulas-Granados, and Ms. Vtyurina (all EUR).
Mr. Josic and Mr. Doornbosch (OED) joined several meetings. Mses.
Batog and Samuel (EUR) assisted in the preparation of the staff
report.

Jorg Decressin (EUR)
and Yan Sun (SPR)

The staff team met with Deputy Prime Minister Tolusi¢, Minister of
Finance Mari¢, Minister of Labor and Pension System Pavi¢, Minister
of Demography, Families, Youth, and Social Policy Murgani¢;
Governor of the Croatian National Bank Vujci¢, the Fiscal Policy
Committee of the Parliament; and other officials and representatives
of the business community, banks and academia.
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