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INTRODUCTION

Pre-accession Economic Programme (PEP) represents a comprehensive programme of the
economic policy of the Republic of Croatia, which is prepared within the framework of
multilateral fiscal surveillance. This year’s PEP, Croatia’s third in a row, examines in detail
the direction of the country’s economic policy in the period 2007-2009. In addition to
macroeconomic and fiscal policies, the document also analyses structural reforms planned to
be implemented as support of the overall economic policy and further development of a
modern, social market economy in the context of EU accession of the Republic of Croatia.

The 2006 PEP should be viewed as an independent document, building however, in a certain
way, on the previous PEP as it gives an assessment of the status of the Croatian economy and
the country’s performance in the implementation of the structural measures announced under
the 2005 PEP. Also, individual measures and the direction of policies that will remain
unchanged in the forthcoming period vis-a-vis their plans under the previous year’s PEP, have
not been analysed here in detail as greater emphasis has been placed on newer plans.

Croatia’s economic programme for the forthcoming three-year period is based on strategic
objectives and programmes of the Government of the Republic of Croatia and in terms of its
main characteristics it follows the guidelines and the priorities established under the Strategic
Development Framework 2006-2013. The PEP is also in line with the Economic and Fiscal
Policy Guidelines 2007-2009 as well as with a number of documents arising from Croatian
international economic relations with a special emphasis on the objectives and the activities
determined within the framework of negotiations with the EU. It should be stressed that this
document is a result of a joint effort of different line ministries, government offices and
institutions, the Croatian National Bank and unions’ and employers’ representatives.

The 2006 PEP consists of five chapters. Chapter 1 addresses current economic developments
while Chapter 2 presents a medium term macroeconomic programme which comprises
development forecasts in the real sector, inflationary developments, exchange rate and
monetary policies as well as development forecasts of external sector indicators. Chapter 3
deals with the medium term fiscal programme, deficit financing and public debt management
plans, risk scenarios in case of failure to achieve the planned deficits, i.e. net
lending/borrowing, as well as with the long term sustainability of public finance. It should be
noted that in this year’s PEP, the fiscal programme is analysed for the first time in accordance
with the European public finance methodology ESA 95. Following the presentation of the
medium term macroeconomic and fiscal policies, Chapter 4 gives a detailed overview of the
main structural reforms in the enterprise sector, financial sector, labour market, agricultural
sector, public administration, as well as the development of a knowledge-based society and
reforms in health care, judiciary, environment protection and public procurement system.
Finally, Chapter 5 gives an overview of structural reform agenda with a detailed analysis of
structural reforms and the time frame for their implementation. To provide additional
information and data, the 2006 PEP offers four annexes comprised of a matrix of policy
commitments, fiscal effects of projects financed by EU funds, statistical appendix and
structural reform agenda and achievements vis-a-vis the last year’s PEP.

The 2006 PEP shows the direction of economic policy of the Republic of Croatia over a
medium term with the aim of achieving sustainable economic growth over a long term and
maintaining macroeconomic stability with an emphasis on achieving increased
competitiveness of the Croatian economy and improved standard of living for the Croatian
citizens on the road to the European Union.

.



1 RECENT ECONOMIC DEVELOPMENTS

Croatia's real GDP grew 4.8% in the first half of year 2006. This, together with the fact that
real GDP growth in 2005 reached 4.3% (as opposed to estimate of 3.9% from 2005 PEP),
suggests that this year's growth will exceed the 4.0% projected under the 2005 PEP. Under the
2006 PEP, this year's growth is estimated at 4.6%.

In the first half of 2006, investments were the main generator of faster growth. They grew by
18.1% annually in the first and 8.4% in the second quarter. Monthly investment indicators in
the third quarter, including the volume of construction works, as well as output and imports of
intermediate and capital goods indicate that investments will continue to grow rapidly into the
third quarter. Private investment, particularly in the construction of buildings, was the most
dynamic investment component, while public investment, notably motorway construction,
declined slightly.

Government consumption also made a small contribution to growth acceleration in the first
half of 2006, standing at 1.4%, compared with 0.8% throughout 2005. In addition, the real
growth of government consumption of 1.7% in the second quarter was the strongest in the
past three years.

Exports of goods and services, as well as imports of goods and services grew fast in the first
half of the year. Exports were 9.0% while imports were 9.5%. With the main Croatian foreign
trade partners mainly witnessing faster growth in the first half of 2006 compared with 2005,
foreign demand was strong. This is particularly true of Germany, Austria, and Slovenia. At
the same time, faster economic growth in the country boosted imports. Rising oil prices also
made a significant impact on the value of imports.

Personal consumption grew 3.0% in the first half of the year, and is not expected to reach the
annual growth rate of 3.9% projected under the previous year's PEP. Personal consumption
growth was particularly slow in the second quarter (2.1%). However, available monthly
indicators for the third quarter, including retail trade, point to personal consumption recovery
in the second half of the year. In the first half of the year, employment growth was up while
the growth of real net wages stood at a low 1.2%. Bank placements to the households,
housing loans excluded, fell slightly from 19% in the third quarter 2005 to the still high
16.5% cumulatively in July and August 2006.

Speaking of GDP, note should be made of significant revisions made by the Central Bureau of
Statistics, which represent adjustments with the final annual GDP calculations for 2002 and
2003. Those revisions influenced the growth rates in those years as well as GDP levels in the
years that followed. Thus, though they had no direct impact on growth rates after 2003, the
revisions are included in all the calculations which are based on historic time series. They are
particularly important in terms of their effect on potential GDP calculation.

In accordance with economic activity in the first half of 2006, the labour market was marked
by positive developments. According to data which exclude seasonal effects, unemployment
fell 6.7% at end-August 2006, compared with the same month previous year. The downward
trend in registered unemployment led to a steady fall in the level of registered unemployment
for six consecutive months (February through July 2006). According to last available data
provided by the Labour Force Survey which is conducted in accordance with the methodology
and the principles of the International Labour Organisation, which are a precondition for



obtaining internationally comparable data in the area of labour market, the unemployment rate
in the first half of 2006 was 11.8%, which is the lowest unemployment rate in the last years.

Real gross wages recovered visibly in 2006, as seen in the annual rates of change. The annual
growth of real gross wages accelerated from 0.9% in 2005 to 2.3% in the first half of 2006.
The estimated unit labour costs in 2006 did not differ significantly from their averages over
the years while no strong price pressures are expected from the labour market.

Though wage growth pressures were toned down, consumer price inflation held steady
throughout 2006 at levels similar to those last year. Imported inflation, resulting mainly from
increased oil prices and prices of aluminium and light metals on the world market kept
inflation at a relatively higher level, a contribution to which was also provided by an increase
in some administrative prices. Consumer price inflation, which stood at 3.6% in December
2005, was 3.4% in August 2006, but was characterised by great variability in terms of
monthly growth rates during the observed period. Overall, consumer price index is expected
to rise from 3.3% in 2005, largely compliant with the 2005 PEP estimate, to 3.5% in 2006, an
increase of 0.3 percentage points compared with the projection under the 2005 PEP.

Crude oil prices on the world market rose 27.3% in the first eight months of 2006. In kuna
terms, this increase during the same period was only 16.0%, due to appreciation of the kuna
against the American dollar. Similarly, the annual growth rate of refined petroleum products
in Croatia fell from 15.7% in December 2005 to only 2.5% in August 2006, partly due to
Government decision to keep the price of Eurosuper 95 at HRK 8.0.

However, the year-on-year rate of change in administrative prices remained high, falling
slightly from 6.1% in December 2005 to 5.3% in August 2006. Increased health care costs
and higher price of water supply and waste collection and transport services partly
compensated for the slowdown in the growth of refined petroleum products prices. High
growth rates of administrative prices and the prices of agricultural products led to a growing
difference between consumer price inflation and core inflation. The latter fell from 3.0% in
December 2005 to 2.2% in August 2006, with the biggest contribution to core inflation
reduction coming from movements in the prices of meat. Their year-on-year rate of change
has been falling steadily since mid-2005 when it exerted significant pressure, due to
distortions on the meat market, on the level of domestic inflation.

In addition to oil prices, raw materials, particularly light metals also added considerably to
imported inflation. The annual growth rate of light metal prices on the world markets rose
from the already high 26.7% in December 2005 to 71.6% in August 2006. According to the
European Central Bank (ECB), this was the main factor behind the recent increase in producer
price inflation in the euro area. In contrast with the modest producer price inflation in Croatia
since the last PEP, (up from 2.7% in December 2005 to 3.1% in August 2006), the prices of
intermediate goods rose considerably, from —0.7% to 2.2%, during the same period, mainly as
a result of increased prices of light metals.

Continued stability of the exchange rate of the kuna helped keeping inflation under control.
During the first two quarters, the nominal exchange rate of the kuna against the euro
appreciated by 0.7% and 0.9%, respectively. Somewhat more pronounced depreciation
pressures were felt during the third quarter, with the exchange rate of the kuna depreciating by
a total 1.7% against the euro.



The variability of the exchange rate of the kuna against the euro was low during the summer
season, with average absolute change in the daily exchange rate of the kuna against the euro
in July and August standing at only 0.05% and 0.07%, respectively, compared with the last
year's average of 0.11%. However, the variability of the exchange rate of the kuna against the
euro rose to 0.12% in September, as depreciation pressures and market tensions caused by
central bank amendments to its decision on the minimum required foreign currency claims
strongly shifted the exchange rate of the kuna against the euro at mid-month and end-month.
For comparisons sake, exchange rate variability in September, though highest since March
2005, was much lower than its historical highs recorded in the turbulent August 2001, when it
stood at 0.32%.

The central bank intervened in the foreign exchange market to help mitigate strong
appreciation pressures in February, May and June, purchasing a total of EUR 582.8m from
banks. In September, the central bank first intervened to relieve strong depreciation pressures,
by selling banks EUR 125.5m and then intervened to slow down strong appreciation, this time
purchasing EUR 138.7m from the banks.

Holding steady against the euro (appreciating by 0.1%), the kuna appreciated against the
American dollar, the Swiss franc and the Slovenian tolar by 7.1%, 2.3% and 0.1%,
respectively, in September, compared with the end of last year, while it depreciated by 0.5%
against the pound sterling. Overall, the nominal effective kuna exchange rate index
appreciated by 2.0% in the first nine months of this year. Similarly, the real effective
exchange rate of the kuna appreciated by 2.7%, deflated by consumer price, and 1.8%,
deflated by producer price in August compared with the end of last year.

Somewhat more pronounced inflation in 2005 and 2006 compared with the previous years
prompted the central bank to keep a watchful eye on it. So far, no claims can be made that
inflationary pressures are coming from the demand side. However, rapid credit growth and
rising total external debt continue to be of central importance to the central bank. Since mid-
2006, loans granted to the corporate and the households sectors, exchange rate effects
excluded, grew by 23% annually. Total external debt of the Republic of Croatia rose by 5.0%
in the first eight months of 2006 and is estimated to reach EUR 28.5bn or 84.4% of GDP until
year-end, which is an increase of 1.3 percentage points compared with the previous PEP.

In an effort to address both problems, the central bank decided to tighten its marginal reserve
requirement instrument in December 2005. In addition to widening the instrument's
calculation base, the Croatian National Bank (CNB) raised the marginal reserve requirement
rate to 55% expecting to render foreign financing more expensive for the banks and thus
reduce the amount of funds available for loans. However, banks' external debt continued to
grow until May 2006, rising from EUR 9.0bn at end-December 2005 to EUR 10.4bn at end-
May 2006, when at end-August, it fell to EUR 9.0bn. The fall can partly be attributed to the
seasonal factors as banks commonly use foreign currency inflows during the summer months
to reduce their external debt. Therefore, it remains to be seen to what extent will the
tightening of the instrument of marginal reserve requirement help slow down foreign
borrowing and curb credit growth.

Both monetary aggregates, money (M1) and total liquid assets, grew rapidly in 2006. At end-
August, money grew 19.1% annually. Robust economic growth added to increased corporate
demand deposits, while strong credit growth led to increased corporate and household demand
deposits.



The annual growth rate of total liquid assets (M4) at end-August was 15.3%. The main
contribution to this growth was provided by fast growth of kuna non-monetary deposits,
particularly those with a euro currency clause. It would be desirable to be able to account for
such developments by growing confidence in the domestic currency. However, it was the
central bank instrument on the minimum required foreign currency claims which obligates the
banks to cover 32% of their total foreign currency liabilities by foreign currency claims that
unquestionably boosted the growth of kuna deposits with a currency clause. Given that these
deposits were not included in the base for the calculation of minimum required foreign
currency claims, the banks were able to generate greater returns on such funds than on foreign
currency deposits. Under the September amendment to the decision on the minimum required
foreign currency claims, this is no longer the case.

Unlike previous years, loans to the corporate sector grew faster than those to households in
2006. If the exchange rate effects are excluded, the annual growth rate of loans to the
corporate sector stood at 24.7% at end-August, while that of loans to households stood at
23.9%. Fast growth of loans to the corporate sector made a large contribution to investment
growth in 2006.

Strong domestic demand and import prices growth, mainly oil prices, were the main factors
which contributed to further worsening of the current account balance in 2006. Current
account deficit stood at EUR 3.3bn in the first half of 2006, which is an increase of 20.9%
compared with the first half of 2005. Significant worsening of the current account balance in
the first half of 2006 was due mainly to the growing imbalance in foreign trade in goods and
rising net factor income account outflows. Current transfers account also deteriorated during
the same period. By contrast, foreign trade in services performed well, largely due to tourism.

Owing to tourist income which led to the positive third quarter current account balance,
current account deficit could fall to EUR 2.5bn or 7.5% of GDP until year-end. Compared
with the year before, the estimated current account deficit widened by 1.2 percentage points,
and compared with the current account deficit expected under the previous PEP, it widened by
2.3 percentage points. Considerable departure of the present PEP from the previous PEP
version is largely due to the poor performance in 2005, when the current account deficit
outturn departed from the estimated 5.8% of GDP to a much higher 6.4% of GDP. This was
mostly due to growing foreign trade deficit, which continued into 2006.

Speaking of foreign trade, the first seven months of 2006 saw accelerated growth of exports
and imports. Total goods exports grew by 17.1% during that period, at constant exchange rate,
which is twice faster compared with their growth in the first seven months of 2005 when it
stood at 8.4%. Standard International Trade Classification (SITC) exports division other
transport equipment (mainly ships) grew by 34.7% annually. The growth of exports of oil and
refined petroleum products also accelerated, mainly due to price growth. Exports of ships and
oil and refined petroleum products excluded, exports grew 13.6% annually, which is a fall of
1 percentage point compared with the same period previous year.

The annual growth of total goods imports was up from 11.4%, at constant exchange rate, in
the first seven months of 2005, to 16.5% during the same period 2006. Oil and refined
petroleum products excluded the data point to an even more considerable acceleration in the
annual growth rate of imports of the remaining SITC divisions combined, from 6.8% to
15.0%. Such developments are indicative of the strong influence of aggregate demand on
current account balance deterioration.



In the first seven months of 2006, in terms of geographical structure of foreign trade, there
was a visible increase in the share of European Union (EU) countries in total Croatian
merchandise exports, and a simultaneous decrease of these countries' share in total imports.
Their share in Croatian merchandise exports in the first seven months of 2006 reached 65.8%,
compared with 64.0% in the same period previous year. These countries' shares in total
merchandise imports fell from 66.5% to 65.9% due to bigger imports from developing
countries, such as energy products imports from Russia.

In the financial account, net foreign direct investment in the first half of 2006 were EUR
1.1bn, which is an increase of 33.6% compared with the same period previous year. The
largest contribution to investment growth in Croatia was provided by growth in retained
earnings of foreign-owned domestic companies, bank recapitalisation and a sale of Pliva's
Research Institute to GlaxoSmithKline, a British-American pharmaceutical company.
Considerable equity investment was also seen in extraction of crude oil and natural gas and
various trade activities. The portfolio investment account saw a net outflow of EUR 406m in
the first half of 2006, largely due to reduced government sector liabilities associated with
bonds issued abroad. Thus the government, in addition to its regular semi-annual payment
obligation under the London Club, settled its EUR 300m worth bond and JPY 25bn worth
Samurai bond. During that period, there were no new issues of government bonds on the
foreign market. Other investment account saw a net inflow of EUR 3.5bn in the first half of
2006. There was a sharp fall in foreign assets mainly in the first quarter (EUR 1.1bn), while
domestic sector foreign liabilities rose by EUR 1.4bn during the same period and by
additional EUR 1bn during the second quarter. Foreign assets' fall mainly reflects currency
withdrawals and a fall in bank deposits abroad, whilst liabilities growth can be attributed to
increased long term borrowing of banks and the corporate sector.

According to balance of payments data which do not include cross-currency changes,
international reserves rose by EUR 673m in the first quarter of 2006 and by further EUR
697m in the second quarter. As stated previously, the central bank intervened several times in
the first half of the year with its foreign currency purchases from the banks. In addition,
international reserves growth also received a boost from the increased allocation of the
foreign currency reserve requirement, including the marginal reserve requirement. According
to monetary statistics data which includes cross-currency changes, international reserves rose
from EUR 7.4bn at end-2005 to EUR 8.7bn at end-June. The reserves kept growing steadily
throughout July until August when their growth came to a halt, mainly as a result of a fall in
foreign liabilities of banks, or lower allocations under the marginal reserve requirement.

Croatia's external debt at end-2005 was EUR 25.5bn or 82.5% of that year's GDP. Although
the debt's absolute amount was bigger than that expected under the previous PEP, the relative
indicator was down by 0.5 percentage points, which can largely be explained by a higher GDP
level resulting from GDP revisions for 2002 and 2003. The debt continued to grow steadily
throughout the first half of 2006 to reach EUR 27.5bn at end-June. This increase is mostly due
to banks' borrowing and a simultaneous considerable increase in corporate external debt
(direct investment included), while external debt of the government sector declined.
Following its increase in the first half of the year, external debt fell to EUR 26.8bn at end-
August mostly as a result of a decline in banks' debt. However, it remains to be seen whether
this summer decline is a short term seasonal occurrence or an indication of a new trend.
External debt of the government sector did not witness any considerable change during these
two months while corporate debt continued to grow sharply. The question is whether the
growing external debt of the corporate sector has come to replace the slowing banks' debt.
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2 MACROECONOMIC PROGRAMME
2.1 REAL SECTOR

The projections of real sector developments in the current year are based on the quarterly
gross domestic product (GDP) estimate for the first and second quarters, as well as on recent
monthly economic indicators available for the first seven months of 2006. The economic
growth projection for the coming years is based on the Economic and Fiscal Policy
Guidelines for 2007-2009. The medium term projection of fiscal developments in GDP
calculation has been harmonized with the state budget plan for 2006 and the state budget
projection for the period 2007-2009 according to the Guidelines. The foreign trade dynamics
has been projected on the basis of developments in goods and services exports and imports
included in the balance of payments projection.

According to quarterly GDP calculation, economic growth reached 3.6% in the second quarter
of 2006, or, taken cumulatively, 4.8% in the first half of the year. The current year projection
assumes real GDP growth of 4.6% for the entire 2006, reflecting an increase in economic
growth of 0.3 percentage points relative to the previous year.' In the second half of the year,
real GDP is expected to grow at a rate of 4.4% relative to the same period last year, with
somewhat stronger growth anticipated in the last quarter, mainly due to a larger contribution
of final consumption. The estimated economic growth rate of 4.6% for 2006, with anticipated
growth of implicit GDP deflator of 3.5% in the current year, would result in a rise in the kuna
value of gross domestic product of HRK 18.8bn, i.e. GDP at current prices would stand at
approximately HRK 247.8bn at the end of the year.

Favourable developments in the real sector are expected to continue over the coming years,
with GDP growth rates expected to reach 4.6%, 4.8% and 5.0% in the 2007, 2008 and 2009
respectively. The largest contributors to the stated growth will be personal consumption and
gross fixed capital formation. In addition, the above-average growth of government
consumption deflator in 2007, derived from the projection of nominal and real fiscal
developments, will stimulate the growth of implicit GDP deflator above the level of change in
consumer prices projected for the next year, despite the mildly negative contribution of export
and import price dynamics. However, a mild slowdown in implicit GDP deflator (to 3.4%) is
expected in the following year, and it is assumed that it will follow the trend in personal
consumption deflator or consumer prices in this period. The projection assumes a
continuation of these trends over 2008 and 2009.

Recent indicators of personal consumption suggest its mild slowdown during the current year,
but a recovery of its annual dynamics can be expected in the second half of the year. This is
confirmed by the outturns for the first seven months and trend estimates for regular and
irregular sources of financing in the rest of the year, according to which the real disposable
income of households should rise by over 4.0% in 2006. The stated acceleration of personal
consumption should also be observed in the next year, when the effect of government
transfers (including pensioners' debt palyments)2 is expected to be most pronounced. However,
in the second part of the projection period, as these effects wear off, personal consumption is

' The CBS data for 2004 and 2005 are preliminary and are based on quarterly GDP calculation estimates.

2 The projection assumes continued growth of wage bill and transfers to households, which will be supported by the
pensioners' debt payments. A total of HRK 1.2bn of these funds is scheduled to be used in the current year, HRK 2.4bn in
the next year, HRK 1.9bn in 2008 and around HRK 700m in 2009. The strongest effects of the anticipated noticeable
growth of disposable income of households, stimulated by the expansion of bank credit activity, should be observable in
2007.
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expected to slow down (to 3.8% and 3.7% in 2008 and 2009 respectively), particularly in the
latter year when wage bill is expected to grow at more moderate rates. Due an only slight
slowdown in personal consumption, the contribution of personal consumption to GDP growth
will remain stable throughout the projection period (the average annual contribution of
personal consumption is estimated at 2.2 percentage points).

Figure 1 Contribution of Aggregate Demand Categories (in percentage points) to Real GDP
growth
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According to the projections of real sector developments in 2006, real gross fixed capital
formation is expected to accelerate strongly, mainly as a result of heightened investment
activity in the private sector. However, the stated investment growth will be moderate during
the second half of the year, thus influencing the total investment trend towards year-end.
Thus, the projection forecasts a minor slowdown in gross fixed capital formation, from 8.4%
in the second quarter to 8.3% in the third quarter, and a significant one (3.8%) in the fourth
quarter. Such developments are partly due to the base period effects. In 2007, the real growth
of gross fixed capital formation is expected to slowdown mildly. The sharpest decline is likely
to be observed in the first quarter, owing to the high investment level achieved early in 2006.
It is expected that the anticipated mild acceleration of investment growth in the remaining part
of 2007 will again be subject to the private investment dynamics. A sharper increase in public
investment (approximated by the general government capital expenditure) might be observed
early in the year, but its trend for the entire 2007 will be stagnant. By contrast, investment
growth is expected to accelerate during 2008 and 2009, in line with an anticipated
improvement of the business and investment climate.’ Consequently, the contribution of this
aggregate demand category in the medium term will markedly exceed its long term average
and surpass the contributions of all other GDP components.

The government consumption projection is based on the nominal general government budget
data, taking into account the differences between the new GFS methodology and the national

3 Given the anticipated stable economic growth of 4.6% in 2007 and its strong acceleration during 2008, this projection
implies an assumed increase in overall production above the absorption capacity of the aggregate market in this period,
which has an impact on the change in inventories. (Such developments may also be accounted for by more moderate price
growth). In fact, in the final projection this gross capital formation category is therefore considered as residual.
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accounts compilation according to ESA* and incorporating the effects of the estimated trend
in the number of public administration employees and of the anticipated consumer price
dynamics. The number of public administration employees is expected to increase by some
1.0% in 2006, in parallel with more sizeable real growth of expenditures for the use of goods
and services. This should result in a positive contribution of government consumption in the
current year. Somewhat stronger government consumption growth over the second half of the
year (4.2% and 7.3% in the third and last quarters respectively) is accounted for by a large
increase in expenditures for the use of goods and services late in the year, as envisaged by the
state budget plan, which is determined by the utilisation of pre-accession funds. Such
developments will be accompanied by an only modest rise in compensation of employees.
The number of public administration employees should remain stagnant in the coming years.
Assuming this, and given the projected consumer price growth in the period, the contribution
of government consumption to real GDP is expected to be neutral or only slightly positive in
the period 2007-2009.

Foreign trade is expected to strengthen markedly over 2006 — it is estimated that the foreign
trade dynamics was particularly high at the beginning of the year (goods and services exports
were 14.0% larger in the first quarter relative to the same period last year, while goods and
services imports grew at somewhat faster rates). A considerable slowdown in total exports in
real terms recorded in the second quarter will continue into the third quarter at a rate of 1.5%,
while exports are expected to grow at a rate of 10.0% toward the year-end. Imports of goods
and services are expected to accelerate in the third quarter, while its considerable decline is
expected in the last quarter. As a result, the negative contribution of net foreign demand for
the entire 2006 will be -1.3 percentage points. In 2007, expansion of exports is expected to be
accompanied by stagnation in goods and services imports. This should reduce the negative
contribution of net foreign demand to GDP growth. However, the described imports dynamics
should be stronger compared with those in the second half of 2006, which can be accounted
for by the anticipated strengthening of personal consumption (these developments will partly
reflect the anticipated impact of the pensioners' debt payments). The growth of foreign trade
on account of further strengthening of the integration processes (the expansion of the Central
European Free Trade zone (CEFTA) is expected by the end of 2007), productivity growth and
the anticipated implementation of the Croatian export promotion project launched by the
Ministry of Economy, Labour and Entrepreneurship, will further reduce the negative
contribution of net foreign demand in 2008 and 2009.

Output (Sectoral Approach)

A medium term projection of gross value added (GVA) rests on the full compliance between
GDP calculations according to the expenditure and the production method, i.e. it is assumed
that there is no statistical discrepancy in the projection period. The projection is in line with
the fiscal projection specified in the Guidelines. It envisages faster medium term growth of
revenues from indirect taxes reduced by subsidies at current prices, which largely follows the
projected economic growth. It is also assumed that the structure of the economy will not
change significantly in the medium term. Industry and construction® are expected to be the

The CBS estimate of nominal government consumption according to GDP calculations in 2004 and 2005 is about HRK
9bn larger relative to the compensation of employees in public administration (including severance pays) and expenditures
for the use of goods and services. In the fiscal development projection, this amount serves as the adjustment factor (for the
calculation according to the average difference for the previous two years). The stated adjustment generally reduces the
volatility of the government consumption dynamics.

In 2006, all funds from the pre-accession ISPA programme, earmarked for infrastructural projects in transport and
environmental protection (EUR 35m) were used up in full, with a view of providing medium term support to the
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fastest-growing economic activities in the medium term, while gross value added in the
services sector is expected to lag slightly behind the growth in these divisions. However, the
services sector is still expected to be the largest contributor to overall economic growth.
Moreover, 2006 and the coming years are expected to see the recovery of gross value added in
agriculture, partly due to the utilization of the pre-accession SAPARD funds allocated for
agriculture and rural development (under this programme, Croatia has been allocated EUR
25m, while domestic investors participate with 50% in the project financing).

Figure 2 Sectoral Contributions (in percentage points) to Real GDP Growth and GDP and
GVA Growth
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According to forecasts, labour market developments are going to be favourable throughout the
projection period. Taking into account the preliminary nature of CBS employment data by
activity,” employment is expected to increase markedly as early as 2006. Given the growth of
real net wages, this will also have a beneficial effect on personal consumption developments.
It can be expected that the level of employment growth will remain below 2% in the period
from 2006 to 2009. Assuming the continued convergence of Labour Force Survey and
administrative unemployment rates, the latter rate may drop to 11.8% in the current year and
continue to decline towards the end of the projection period, thus following the trends
observed since early 2000. The projection implies a mild acceleration of real net wage growth
in 2006 (however, at a slightly slower rate than specified in the Guidelines), which is likely to
continue in the period ending 2009.’

reconstruction of railways, water supply systems, rehabilitation of waste dumping sites, etc. This relates primarily to local
government projects.

Favourable labour market movements over the first half of 2006, primarily the sizeable employment growth, suggest an
acceleration of the wage bill growth in the period. In estimating the current-year developments in the number of
employees, the CBS data on employment by activity were revised (based on the official revisions made by the CBS for the
previous two years), because the preliminary data underestimate the level of employment to a certain extent. This is
corroborated by the data on insured persons with the CPIA, which are considered as a more reliable short term indicator of
employment.

The developments in real net and gross wages, as well as implicit taxes and social contributions in the period from 2007 to
2009 are in line with the Guidelines.
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2.2 INFLATION

The year-on-year consumer price inflation rate decelerated slightly from 3.6% in December
2005 to 3.4% in August 2006. The slowdown was mainly due to a decrease in the year-on-
year core inflation rate (mostly caused by a drop in the year-on-year growth rate of meat
prices and clothing and footwear prices) and to a smaller extent to a decrease in the year-on-
year rate of change in administrative prices (mainly due to a slowdown in the year-on-year
growth rate of refined petroleum products prices). In contrast, the year-on-year rate of change
in agricultural products prices rose in the observed period.

Table 1 Consumer Price Index (average year-on-year rates of change)

2005 2006 2007 2008 2009
CPI, 2005 PEP 3,3 3,2 2,8 2,6 -
CPI, 2006 PEP 3,3 3,5 3,2 2,8 2,6

Under the 2005 PEP, compiled in September 2005, the average year-on-year inflation rate
was projected to drop to 3.2% in 2006 from 3.3% projected for 2005. However, consumer
price growth in early 2006 was higher than projected as a result of a higher-than-expected rise
in some administrative prices (primarily water supply and utility service prices). In addition,
with the Ordinance on Packaging Waste Handling coming into effect in January 2006, some
producers passed on additional expenses related to its implementation to consumers, which
lead to an increase in the prices of alcoholic drinks, non-alcoholic beverages and milk,
especially marked in the first quarter of 2006. Due to these developments, the average year-
on- year consumer price inflation rate advanced to 3.5% in 2006, exceeding the rate projected
under the previous PEP by 0.3 percentage points.

Table 2 Crude Oil Prices on the World Market (USD/barrel)

2005 2006 2007 2008 2009
MMF. GAS August 2005 54,2 61,8 60,0 58,0 -
MMF. GAS August 2006 53,4 69,2 75,5 74,3 72,3

The CPI projection for 2007 was based on the assumption of a relatively stable kuna/euro
exchange rate, slight appreciation of the kuna against the US dollar and a continued moderate
nominal wage growth, not significantly exceeding domestic productivity growth, as all these
factors facilitate maintaining a relatively low inflation rate. Due to the stabilising effect that a
stable kuna/euro exchange rate has on inflationary expectations and the prices of consumer
goods and raw materials imported from the eurozone, a stable kuna exchange rate policy will
presumably remain the main anchor for inflationary expectations and import prices in 2008
and 2009.

It is possible that mild inflationary pressures may stem from an upturn in personal
consumption growth in 2007 relative to 2006. However, it is also expected that administrative
prices will slow down in the pre-election year of 2007. The entry of foreign chain stores (such
as Lidl) will tighten competition in retail trade, which is likely to favourably affect
inflationary trends. In addition, it is anticipated that world market crude oil prices will drop
further. The inflation projection for 2007 was based on a forecasted increase in the average
daily price of crude oil from USD 69.2 per barrel in 2006 to USD 75.5 per barrel in 2007,
with the year-on-year price growth rate down to 9.1% in 2007 from 29.7% and 41.3% in 2006
and 2005 respectively. In addition, International Monetary Fund (IMF) analysts anticipate that
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the prices of other raw materials on the world market will drop from 22.1% in 2006 to a low
of -4.8% in 2007, with metal prices decreasing the most. Based on the above factors, the CNB
projection indicates that the average year-on-year consumer price inflation rate will decrease
from 3.5% in 2006 to 3.2% in 2007.
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2.3 MONETARY AND EXCHANGE RATE POLICY

The main objective of monetary policy is to achieve and maintain price stability. In light of
the openness of the country's economy, to achieve this objective the Croatian National Bank
relies on its policy of exchange rate stability. It is a managed float regime which involves
central bank interventions in the foreign exchange market to mitigate exchange rate volatility.
Though no limits have been set for the exchange rate fluctuations, this policy has led to a very
stable exchange rate of the domestic currency against the euro, ranging from +/-6% in the last
ten year period, and low inflation. Such flexibility has forestalled exchange rate speculation.
In addition to serving as a nominal anchor for import prices and inflationary expectations,
exchange rate stability is also important in terms of financial stability, given the high level of
euroisation of the Croatian economy. Despite domestic price stability in the past ten years, the
Croatian citizens continue to save in foreign currency. Over 80% of deposits in Croatian
banks are in foreign currency or are indexed to a foreign currency, mostly euro. To prevent
their exposure to exchange rate risk, the Croatian banks grant foreign currency-indexed loans,
shifting the exchange rate risk onto their debtors. Any considerable weakening of the
exchange rate of the domestic currency could thus, through its effect on economic entities'
balance sheets, negatively affect total economy, particularly the financial system. We find the
existing managed float regime used by the CNB to achieve the stability of the exchange rate
of the kuna through interventions in the foreign exchange market sustainable over long term
and most appropriate for Croatia during the country's EU accession process and subsequent
Economic and Monetary Union entry. This regime is also compliant with the ERM II
requirements and calls for no changes.

On account of the country's EU approximation processes, i.e. real and nominal convergence,
Croatia has witnessed large capital inflows in the past several years. Additional boost to
capital inflows came from a number of European banks which, driven by low interest rates in
the EU, shifted to the new fast-growing markets in the new Member States and candidate
countries with higher interest rates. Early in 2000, the Croatian banking system came into the
ownership of banks with registered offices in the EU. Since then, these banks have pursued a
very aggressive credit policy in Croatia, financed by funds obtained abroad. Such capital
inflows, coupled with appreciation pressures has led to current account deficit widening and
fast external debt growth which stands at over 80% of GDP. The bulk of the credit activities is
focused on the household sector and personal consumption and not investment that might
facilitate future repayments. The central bank has been trying since 2004 to curb such
activities through its instrument of the marginal reserve requirement that is calculated on any
increase in foreign liabilities of banks. In 2005, the CNB raised its marginal reserve
requirement rate on two occasions, first from 24% to 30% in March and then to 40% in June.
In early 2006 the rate was further raised to 55%, but this time the central bank also decided to
widen the requirement's calculation base. In 2006, the instrument of marginal reserve
requirement underwent several modifications which were to prevent evasion of the existing
measures by the banks. In addition to its measures aimed at restricting the growth of foreign
sources, the central bank also responded to the fast bank credit growth with prudential
measures which force the banks to improve their management of the risks associated with
rapid credit expansion. Thus, in 2003, it introduced additional provisions for fast-growing
banks. After several CNB warnings to the banks as regards the issue of currency-induced
credit risk (credit risk arising from foreign currency or foreign currency-indexed bank loans to
non-foreign currency income clients), since mid-2006, the central bank has increased capital
adequacy risk weights associated with foreign currency loans to unhedged borrowers. In the
context of its efforts to curb credit growth, the CNB encouraged banks to introduce a register
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of credit obligations with a view to facilitating credit risk management. The increase in the
rate of the marginal reserve requirement mentioned above (55%), together with the introduced
prudential measures, should lead to a significant slowdown in the growth of domestic
placements to other sectors which reached 22.2% year-on-year at end-August 2006. Domestic
placements' growth is thus expected to stand at 17.9% in 2007, as financed from an increase
in the domestic sources of funds. Placements' growth will nevertheless remain sufficient to
accommodate domestic demand and continued accelerated economic growth. The central
bank will continue to work towards preventing rapid external debt and domestic loans' growth
and if necessary, it will stand ready to introduce any additional measures that might be needed
to restrain their growth.

Large capital inflows from abroad create appreciation pressures. The central bank responds to
such pressures by large foreign currency purchases. The main instrument of surplus liquidity
sterilisation is the reserve requirement which is calculated at the rate of 17%. With the
country's EU approximation, the central bank plans to lower gradually the rate of this
requirement to facilitate future adjustment, i.e. the rate's reduction upon entry into the
eurozone. As concerns liquidity fine tuning, the central bank uses open market operations in
the form of regular weekly reverse repo auctions introduced in mid-2005. However, due to
foreign ownership of the banking system and the role of the exchange rate, the CNB cannot
use the interest rate corridor which is mainly influenced by the ECB interest rate.
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2.4 EXTERNAL SECTOR

The balance of payments projection for the 2006-2009 period indicates a deterioration in the
current account balance in the first two years, followed by its gradual improvement. Current
account deficit in 2006 is estimated at 7.5% of GDP, an increase of 1.2 percentage points
compared to the previous year, which can mostly be accounted for by unfavourable
performance of foreign trade of goods in the first half of the year. The projected current
account deficit growth in 2007 is largely influenced by strengthening of personal
consumption, large investment activities, and consequently, imports growth. This could be
followed by a gradual fall of deficit to 7.0% of projected GDP in 2009. The expected level of
current account deficit in the projected period differs, to a great extent, from the one presented
in the previous PEP, which is primarily a consequence of poorer results in 2005 and in the
first half of 2006. At the same time, a slower deficit contraction is expected in the projected
period due to a stronger domestic demand and a more pronounced strengthening of the
economic activity relative to the expectations in the previous PEP version.

In the projected period, a gradual improvement of foreign trade imbalance is expected, as a
result of a slower growth in both imports and exports. In addition, favourable developments in
foreign trade in services, especially in tourism, are expected, as well as an improvement in the
factor income account balance. Movements in the current transfers account could be largely
influenced by the expected economic growth in the EU Member States.

Following an accelerated exports growth in 2006, which was primarily pronounced in the first
half of the year, the following year could be marked by a somewhat slower, but still large
exports growth. Such an expectation is based on the weakening of foreign demand in the EU
Member States, where Croatia exports almost two-thirds of its products. In addition, the
projected slowdown in the price of crude oil on the world market could mitigate an increase in
the value of the exported oil and refined petroleum products, accounting for almost one-tenth
of the Croatian goods exports. However, the factors which will effect positively movement in
goods exports should be stressed at the same time. A further liberalisation of the foreign trade
relations in the neighbouring countries is especially pronounced, as well as a more intense
support to exporters provided by the Croatian Bank for Reconstruction and Development,
activities of the Ministry of Economy, Labour and Entrepreneurship and Export and
Investment Promotion Agency, which should result in an improved knowledge of exporters
about exports conditions and access to the world markets.

In the projected period, goods imports will, to a large extent, be influenced by the expected
movements in oil prices, which could contribute to a slowdown in the total goods imports.
Nevertheless, the growth intensity will remain at a high level, mostly on account of a strong
domestic demand and accelerated economic activity, which could be influenced, in particular,
by a growth in personal consumption, as a result of pensioners' debt payments and the
expected wage increase.

A stable net revenue growth is expected in foreign trade in services, especially in tourism. The
expected rise in revenues from tourism is mostly based on the assumption of consumption
growth due to a possible improvement in the tourist structure (tourists with a larger
purchasing power) and/or an increase in prices of tourism services after investments in
accommodation capacity and improvement in its quality. In addition, continued strong
promotional activities abroad could have a favourable influence, which, along with the
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stabilisation of the existing markets' performance, could also contribute to discovering of new
markets.

The projected movements in the factor income account for the 2006-2009 period follow the
projected interest payments on foreign liabilities, according to the data from the CNB's
foreign credit relation register, as well as the projected CNB income based on investment of
international reserves and the expected earnings of foreign investors. The expected
deterioration in the factor income account for 2006 is primarily a result of an increase in
retained earnings of foreign owners of domestic enterprises, which is recorded, for most of the
reference enterprises, in the first half of the year. In the forthcoming years, an improvement in
the factor income account is expected, as a consequence of smaller interest payments on
foreign liabilities, due to a slower external debt growth, and a further increase in the CNB
income based on investment of international reserves abroad. A slower growth in
expenditures based on direct equity investments (dividends and retained earnings) could have
a positive effect on the movements in the factor income account, on account of, among other
things, CNB measures which could have a negative impact on the banks' performance and a
strengthening of market competition in the telecommunications sector.

The projected decrease in net inflow in the current transfers account, in the 2006-2009 period,
primarily reflects the expected further increase in government expenditure, especially on
account of pensions paid abroad. Movements on the revenue side largely depend on the
expected economic growth in the EU Member States, where a significant portion of total
inflow in the current transfers account comes from.

Figure 3 Current Account Balance and Net Foreign Direct Investment
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According to the expectations, the balance of payment current account deficit in 2006 could
be covered, to a large extent, by foreign direct investments, as a result of sizable inflows at the
end of the year, arising from the takeover of the pharmaceutical company Pliva,
recapitalisation of individual banks and a continued privatisation of oil company INA.
Regardless of the fact that no significant privatisation projects are foreseen in the forthcoming
years, the Republic of Croatia's progress in the harmonisation of legislation with the EU
acquis is expected to influence positively the inflow of foreign investments. In addition, a
more developed infrastructure, relatively more qualified workforce and favourable geographic
position of Croatia, as well as the activities of the Export and Investment Promotion Agency,
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aimed at providing services to foreign investors in the realisation of their projects, will also
have a positive impact. Along with a further large capital inflow, the current projections also
anticipate a further growth in the CNB international reserves, which could, in the projected
period, suffice for more than 5 months of imports of goods and services and cover a double
amount of the projected short term debt (assuming a stable share of short term debt in total
external debt).

Figure 4 External Debt of the Republic of Croatia
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As regards the external debt projection, a slower external debt growth is expected in the 2006-
2009 period, relative to the results in the past three years, so that the annual growth rate of
external debt could gradually be reduced from 11.7% in 2006 to 7.1% in 2009. Along with a
slower growth of external debt, curbing of a deterioration of external debt to GDP ratio and its
stagnation can be expected. A reduction in external debt of the government sector by the
expected EUR 1.2bn in the said period, will contribute most to a slowdown of external debt
growth, which is in accordance with the government strategy to rely primarily on domestic
sources of financing, contributing thus to a deceleration of the total external debt growth. In
addition to the usual settlement of liabilities to the London Club (only on the basis of Series A
Bonds, since the liabilities arising from Series B Bonds have been fully repaid in the year
2006), Samurai bonds worth JPY 40bn fall due in 2007, Samurai bonds worth JPY 25bn
mature in 2008, while Samurai bonds worth 25bn and eurobonds worth EUR 500m fall due in
2009. Furthermore, monetary policy measures, which make external borrowing of banks, for
the purpose of credit activity financing, more expensive, will contribute to a slower growth of
total external debt.

On the other hand, enterprises are expected to make the largest contribution to the debt
growth in the forthcoming years, together with investment in enterprises. More specifically,
under the influence of more strict CNB measures and a slower growth in bank placements,
enterprises are expected to continue relaying, to great extent, on foreign sources of financing.
Nevertheless, the growth in their foreign liabilities is not expected to be as pronounced as in
2006, since many large enterprises, which have easier access to foreign capital markets have
already borrowed abroad to a large extent. Therefore, the same pace of external borrowing, as
the one estimated for 2006, is not likely to be maintained. Furthermore, a strengthening of the
domestic capital market can also be expected, as a result of which a number of enterprises
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could also turn to domestic non-bank sources of financing. In view of a further interest rate
increase abroad, a narrowing difference between interest rates at which enterprises can borrow
abroad and in the country can also be expected, which diminishes profitability of external
borrowing. A strong competition in the banking sector and a fight for market shares and
strong positioning of banks will effect considerably the domestic interest rate movements.
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3 PUBLIC FINANCE
3.1 MEDIUM TERM FISCAL FRAMEWORK

In August of 2006 the Government of the Republic of Croatia adopted the Economic and
Fiscal Policy Guidelines for 2007-2009 which defines main objectives, priorities and direction
of the fiscal policy and which will contribute to assurance of the macroeconomic stability and
to long term sustainable rates of growth. The main objective of the fiscal policy in the
medium term will be the continuing process of fiscal consolidation and the reduction of the
external imbalances. Reform aiming at rationalization and better spending targeting as well as
the simplification of the tax system and enhancement of the tax collection process are set as
high priority issues.

In coming years, special attention will be devoted to the reform of the education system and
science with the aim to achieve better coordination of the education system and labour
markets. Restructuring and privatization of the state owned companies, which generate losses,
especially in sectors of shipbuilding and ferrous metallurgy, will contribute to more efficient
use of budget resources in continuing regional development and capital investments. The
important objective will also be the continuing process of systematic reduction in subsidies to
enterprises which will contribute to the freedom of market competition and to enhancement of
entrepreneurship. Also, full scale reforms will be conducted in the health sector with the goal
to improve the fiscal discipline, and also in social care with the goal to enable better targeting
to socially most sensitive groups of citizens. It is also planned to continue with development
of the effective and fiscally acceptable public administration in line with best practice of the
EU. Further reform of judiciary will contribute to more effective functioning of the legal
system, which also will create positive environment for investment activities. The
enhancement of measures of the population and family policies as integral parts of an overall
development policy and policy of long term sustainability of the socio-economic development
is marked as important Government objective. It is also worth to mention that in period of
next ten years, expenditure side of the budget will substantially be affected with planned
projects of equipping and modernization of Arm forces of the Republic of Croatia, which is a
prerequisite of reaching the standards of NATO.

In the context of afore mentioned medium term objectives, the Government of the Republic of
Croatia is determined in consistent performance of the fiscal consolidation namely in
reduction of the general government deficit from 3.0% of GDP in 2006 to 2.8% of GDP in
2007, 2.6% of GDP in 2008 and to 2.4% of GDP in 2009.® Alternatively presented according
to ESA 95 methodology, which is used to present public finances in this PEP, the level of net
lending/net borrowing will be reduced form 2.2% of GDP in 2006 to 1.5% of GDP in 2009.
This reduction will contribute to the reduction of still very important role of government in
the economy and to creation of more favourable conditions for private investments which
have to become the main factor of economic growth.

In the same time, further reduction of public debt is envisaged, namely from 47.6% of GDP in
2006 to 43.4% of GDP in 2009. Also, it is worth to mention that it will be continued with
decisive measures aiming at the improvement of public debt management, especially in the
area of securing permanent software solutions for debt management and electronic system for

8 According to modified accrual principle best known to the general public in Croatia, which in its essence is the deficit
according to GFS 1986 methodology with elaboration of some revenue and expenditure categories according to accrual
system of accounting. Such level of deficit is much wider in coverage than deficit according to ESA 95.
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treasury bills auctions. On the other hand, government will continue to meet its financing
needs primarily on domestic market, which, together with the reduction of the fiscal deficit,
will contribute to a reduction of external debt.

The Use of ESA 95 Methodology

This year PEP is the first Croatian PEP using ESA 95 methodology. Up to now, it was not
possible to construct public finance statistics according to ESA 95 due to fact that this
methodology was not implemented in our system. It is worth to mention that the first step
towards the implementation of ESA 95 was taken within the CARDS 2003, when transfer
tables between the National chart of accounts and ESA 95 methodology were constructed.
These transfer tables were used as a basis for 2006 Fiscal notification and as an input for the
CARDS 2003 twinning project on Public finance statistics. The main objective of this project
is development of data bases according to ESA 95 methodology which will enable the
comparison of the public finance statistics with other countries and definition of sectors
according to ESA 95 principles. In other words, the final goal of this project is full
implementation of ESA 95 methodology. It is envisaged that the project will be finished by
the end of 2007. However, in this moment there are already certain results, which are
primarily the result of the hard work of the staff of the Ministry of finance, based on which we
use ESA 95 methodology for the first time to present public finance in the medium term.

The data for the consolidated general government refer to cash principle of accounting except
for transactions of Croatian motorways and Croatian Roads which are presented according to
accrual principle. Also, it is worth to say that modifications to accrual were done for certain
budgetary categories wherever it was possible.

Budget Management

Anticipation and control of the future spending is one of base instruments in the improvement
of the process of budget preparation, and also an important instrument for maintaining and the
reduction of the level of public expenditure in the envisaged macroeconomic framework. To
achieve this, it was crucial to secure, already in faze of drafting of legal proposals, the
projection of financial impact of their implementation to the state and other budgets. Namely,
central bodies of the state administration and technical services of Government are required to
present the Statement on projection of the impact of legal proposals on state budget, budget of
Local and Regional Self-government Units as well as on the number of civil servants and
employees when they present their proposals of regulations and other legal proposals which
are adopted by the Government of the Republic of Croatia. To speed up and to facilitate the
production and control of the Forms of standard methodology for projection of financial
impacts, during 2006 the web application was developed for the import of data concerning the
projection of financial impacts. The use of this application is envisaged to start as of the
beginning of 2007 which will enable a more transparent linkage between the financial impact
of legal proposals, state budget and medium term framework.

As of 1 January 2006, the coverage of the Single Treasury Account was expanded to
incorporate road charges of Croatian motorways and Croatian roads. Additional accounts of
the majority of ministries and other public administration bodies were closed by June of 2006,
while for the other budgetary users those will be closed until 1 January 2007. The
implementation of the Single Treasury Account did not present the loss of autonomy in use of
resources for the budgetary users given they still manage their revenues and expenditures with
the aim to conduct planned programs. With the implementation of the Single Treasury
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Account, the intention is to achieve the rationalization of use of public resources and it does
not represent the loss of rights to manage budgetary resources which is the autonomous right
of budget users defined by the budget. Since the beginning of the following year, the novelty
is the full incorporation of the social security funds’ in the state budget which will contribute
to an increased transparency and better control of the budget execution.

The state budget for 2006 is of expanded coverage. The budget incorporates the lottery
revenues, road charges, own revenues of budgetary users, revenues under the special
regulations (administrative taxes and other earmarked revenues), EU grants. Explanations
according to programs — activities/projects of the ministries were compiled as supplements to
the budget presented to the Parliament, for the purpose of better understanding and clearer
picture of goals and purpose of certain programs and work of the ministries. The control of
collection and the use of earmarked revenues are established. These activities will also
continue in 2007.

With the aim to upgrading the State Treasury, project documentation is completed for
development of the integrated accounting-financial system. After the implementation of this
system the Treasury will (during 2007 and 2008) move to the highest development level of
the accounting systems and will have complete access to data on due commitments and
maturities. Currently, commitments of the budgetary users are not monitored within the
system but in form of reports based on prescribed monthly reports on commitments. Prior to
the definition of the final solution for the integrated accounting-financial system series of
analysis were performed of which most important being “Study of rationalization”. Financial
and informational systems of the ministries were analyzed and the basis for their
incorporation in a unique system was defined.

Functionally independent units for internal audit were established in each ministry and in
other budgetary users as well as in the City of Zagreb. Financial management and control is
being implemented in each organizational unit and in all levels of budgetary users covering all
budgetary resources including EU funds and others. The Ministry of finance, with its Central
Harmonization Unit (CHU), has developed a system of education and certification of internal
auditors in public sector, and has set the basis for the development of the educational system
for financial control and management.

Tax Policy

In the following medium term period, initiated process of tax policy adjustment with EU
directives will continue, especially in tax laws. The process will focus on simplifying tax
system and reducing relatively high tax burden. This will have a positive impact on the
investment growth and will intensify the economic activity.

Since 1 January 2006 the Financial Police started to be operational. The main objective of the
Financial Police is financial supervision in order to strengthen the financial discipline of
budget users, restrain unofficial economy, and disenable tax evasion. Also, efforts have been
made on improvements in tax revenue collection, especially VAT, where the branch offices
for large taxpayers continue with enhanced control.

With the aim of more evenly distributed tax revenues among counties, communities and cities
the new Act on Financing of Local and Regional Self-government Units is adopted. With this

° Croatian Institute for Pension Insurance (HZMO), Croatian Health Insurance Institute (HZZO) and Croatian Employment
Service (HZZ).
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new act the total amount of corporate income tax will become the revenue of the state budget,
while the personal income tax will be the compensation to local and regional self- government
units for corporate income tax. The change in the Act is being carried out given the fact of
concentration of corporate income tax in company headquarters originating from Act on
Corporate Income Tax, and consequently a problem in allocation of this tax revenue between
the local and regional self-government units. With changes to the Act the fairer, more
efficient and more transparent system of financing local and regional self-government units is
accomplished and it is focused on more equal development of Croatian regions.

The amendments to the Act on Excise Taxes on oil derivates are also in preparation. With
these amendments the main goal is to restrain exploitation of blue diesel for unintended
purposes, and to stop the outflow of funds from the state budget. With this Act the intention is
to stop illegitimate use of blue diesel and all other form of criminal act, or at least reduce it to
a minimum. There will be a sanction for all legal and private persons, sellers, who sell blue
diesel above approved amount registered in brochure for oil. The maximum of total amount of
oil for individual category of blue diesel users is provided by the Government of Republic of
Croatia for current year.

Revenues of the Consolidated General Government

The projection of total consolidated general government revenue for the period 2007-2009 is
based on projection of previously described macroeconomic variables and expected trends of
certain revenue categories in 2006. Namely, in comparison with the budget plan for 2006, it is
expected that revenues will be higher than planned and total revenues of general government
budget will be around 45% of GDP in 2006. The main reason for that assumption is better
collection of personal income tax, corporate income tax, VAT, excises and social
contributions than expected. The property income will be a bit smaller than planned. Total
revenue projection for 2007 will be around 44.8% GDP, while in 2008 and in 2009 this
percentage will be 44% of GDP and 43.3% of GDP respectively. The main contribution to the
revenue collection will arise from real GDP growth, as well as the measures focused on
strengthening tax administration and more efficient collection of tax revenues.

Among the most significant items of total general government revenues, the most important is
VAT revenue which is planned at the level of 14.0% of GDP in 2007 and 13.6% of GDP in
2009.

Total social contributions will keep the level of 13.5% of GDP till 2009, primarily due to
nominal growth of gross wages and growth of number of employees. However, taking in
consideration specific developments in individual items of social contributions which are
present in the last few years, the different rates of growth of certain social contributions are
projected. Such as, pension insurance contribution rate of growth is lower then health care
contributions rate of growth. The reason for that is in the fact that health care contribution is
completely the revenue of the state budget, while the pension insurance contribution is only
partly state budget revenue, and these revenues partly outflow to the private sector, namely to
the second pillar of pension insurance. Additionally, the number of people who pay only the
first pillar of pension insurance is gradually decreasing, and the number of people who pay
the first and the second pillar of pension insurance increases. Due to explained, we expect
slightly lower rates of growth of pension insurance contribution in the future.
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Income tax revenue will be at the level of 3.3% of GDP in the observed three years period,
which is in accordance with the nominal growth of gross wages and growth of employees.
Corporate tax revenue will be at the level of 2.9% of GDP till 2009, and these revenues are
projected primarily with respect to the economic activity growth.

Taxes on international trade will record an average annual reduction of 3.2% of GDP in
period 2007-2009 in accordance with adjustment of custom laws and further liberalization.
Taxes on international trade and transactions are planned at the level of 0.6% of GDP in 2007
and 0.5% of GDP in 2009.

Taking into consideration the projected GDP growth and a reduction of the size of the
unofficial economy, excise tax revenues will be around 4.5% of GDP in 2007 and 4.2% of
GDP in 2009. The excise taxes on oil and oil derivatives, excise taxes on tobacco products
and excise taxes on cars, other motor vehicles, boats and airplanes have major contribution in
total amount of excise tax revenues. It is important to mention that road charges are included
in the amount of excises.

Property income is projected at the level of 0.5% of GDP for 2007 and 0.4% of GDP in 20009.
Expenditures of the Consolidated General Government

Fiscal consolidation on the expenditure side in medium term is planned to be continued. It
will be conducted with better control of total expenditures and further implementation of
structural reforms aimed at savings and achieving more efficiency in spending. The trend of
expenditures in medium term is determined with achieving of major goals such as stimulating
entrepreneurship, education, protection of social sensitive social groups respecting the
sustainable growth and development. Therefore, total expenditures of consolidated general
government are estimated to decrease from 47.2% in 2006 to 46.6% in 2007 and finally
44.7% in 2009.

Within the structure of the total expenditures of the consolidated general government, the
largest share refers to social benefits. Their share in GDP will show a decreasing trend from
15.1% in 2006 and 14.8% in 2007 to 14.3% in 2009. Pensions and health care represent the
largest component of above mentioned expenditures and their dynamics will be defined by
further conducting of structural reforms with maintaining of all rights in the same time.

The compensation of employees accounts for 11.4% of GDP in 2006 which is expected to
decrease in medium term to 11.2% in 2007 and 10.8% in 2009.

Third place in the total expenditure structure is reserved for intermediary consumption. This
category mostly refers to expenditures for use of goods and services. The trend of above
mentioned expenditures will be partly determined with usage of pre-accession funds of the
EU. By the end of 2006 they are projected on the level of 5.5% of GDP, while in the medium
term slight decrease is expected which will result with their level of 5.4% of GDP in 2009.

Subsidies will stay on the same level in 2006 as the year earlier; in other words they will
represent 2.6% of GDP. Never the less, in medium term subsidies will decrease from 2.5% to
2.3% primarily as a result of restructuring of Croatian Railways, privatization of its daughter
companies and lowering of subsidies to this company.
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Expenditures for property income which mostly refer to interests and amounts to 2% of GDP
in the medium term, will be determined by the dynamics of debt incurrence in the recent
years.

Other current transfers will amount to 1.6% of GDP in the medium term. This expenditure
category consists mostly of current grants and current donations. Capital transfers are
projected at the level of 2.4% of GDP in medium term and refer mostly to capital donations.

Gross capital formation expenditure will decrease in the medium term on the level of 3.2% of
GDP. This category represents net expenditures for acquisition of fixed assets, inventories and
valuables. Graduate decrease of above mentioned expenditures in GDP will primarily be
determined by dynamics of construction of roads and motorways in the medium term.

Social transfers in kind will stay at the level of 2.8% of GDP in the medium term. This
category of expenditures refers mostly to social security benefits in kind.

Table 3 Revenues, Expenditures and Net Lending/Net Borrowing of the General Government
2007-2009

ESA 95 % of GDP 2005 Projection 2006 Projection 2007 Projection 2008 Projection 2009
TR Total revenue 45,0 45,0 44,8 44,0 43,3
Main components of total revenue:
P.A Output 3,8 3,7 4,0 3,7 3,6
D.211  Value-added tax 14,1 14,2 14,0 13,9 13,6
D.61R Social contributions, receivable 13,9 13,8 13,6 13,6 13,5
D.5R  Current taxes on income, wealth etc., receivable 6.1 6.7 6.5 6.5 6.5
D.212 Taxes and duties on imports excluding VAT 0,7 0,6 0,6 0,5 0,5
Taxes on products, except VAT and import
D.214 taxes 5.3 5,0 5,1 4,9 4.8
D.214a - of which: excises 4.8 47 4,5 4.4 4,2
D.4R  Property income, receivable 0,9 0,6 0,5 0,4 0,4
TE Total expenditure 47,9 47,2 46,6 45,7 44,7
Main components of total expenditure:
P.2 Intermediate consumption 49 55 5,6 55 54
D1.P  Compensation of employees 11,7 11,4 11,2 11,1 10,8
D.3P  Subsidies, payable 2,6 2,6 25 2,4 2,3
D.4P  Property income, payable 2,2 2,2 21 2,0 1,9
Social benefits other than social transfers in
D.62P kind, payable 15,4 15,1 14,8 14,5 14,3
D.631 Social transfers in kind 3,2 3,0 2,8 2,8 2,7
D.7P  Other current transfers, payable 1,6 1,7 1,6 1,7 1,6
D.9P  Capital transfers, payable 2,2 21 2,3 2,4 2,6
P.5 Gross capital formation 3,9 3,4 3,5 3,2 3,0
B.9 Net lending/net borrowing 2.9 22 1.8 -1,7 15

Expenditures — War Effects

Expenditures which are caused by war are projected at the level of 2.2% of GDP for period
2007-2009. In 2006 they will keep the same level as in 2005 (2.5% of GDP) while they are
expected to decrease slightly to 2.1% of GDP in 2009. Indirect expenditures caused by war
present significantly larger part (four fifth of total expenditures caused by war) then direct
expenditures. In medium term decrease of direct expenditures is expected due to ending of
process of renovation and rebuilding of houses and other objects damaged during the war.

In this chapter, expenditures caused by war are specially emphasized because those are
specific expenditures not known to other European economies and because these expenditures
are unavoidable and represent major fiscal burden for many years ahead. Successful fiscal
consolidation which is being conducted continuously since 2004 and which decreased deficit
from the level of 6.2% of GDP (measured by GFS methodology) in 2003 to the level of 3.0%
in 2006 has even greater significance considering mentioned expenditures caused by war. On
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the following diagram decrease in fiscal deficit in period 2003 — 2006 can be observed in
comparison with deficits excluding effects of expenditures caused by war.

Figure 5 Fiscal Deficits and Expenditures — War Effects
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Net Lending/Net Borrowing

In 2007-2009 period, the reduction of net lending/net borrowing, namely net borrowing of the
general government, is envisaged from 1.8% of GDP in 2007 to 1,5% of GDP in 2009, while
for 2006 the level of 2,2% of GDP is expected. Observed according the levels of government,
the largest share in total planned net borrowing in the medium term will be that of the
budgetary central government, which will record the reduction of its net borrowing from 1.2%
of GDP in 2007 to the level of 1.0% of GDP in 2009. With the share in total net borrowing,
extrabudgetary funds follow. They will record a reduction of their net borrowing from 0.5%
of GDP in 2007 to 0.3% of GDP in 2009 primarily under the influence of the dynamics of the
motorways and roads construction envisaged in the medium term. The smallest share in total
net borrowing of the general government in the medium term will be that of local
governments which will keep their net borrowing at 0.1% of GDP in the medium term.

Described gradual fiscal consolidation, which will take place in the medium term, can be
characterized as a relatively conservative one. The reason for the more conservative reduction
of the fiscal deficit lies in the fact that certain reserves are taken into account regarding the
costs in the following years associated with the process of joining the EU and the NATO.
With further success in conducting of key structural reforms, efficient expenditure control and
even better revenue collection it is realistic to expect even stronger fiscal consolidation to take
place in the medium term which could additionally bring the level of net lending/net
borrowing of the consolidated general government to the level as low as 0.6% of GDP.
According to GFS methodology this transposes to reaching the deficit of 1.5% of GDP in
2009.
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Table 4 Revenues, Expenditures and Net Lending/Borrowing of the General Government
2007-2009 According to Government Level

ESA95 % of GDP 2005 Projection 2006  Projection 2007  Projection 2008 Projection 2009
Budgetary central government - unconsolidated

TR Total revenue 37,8 38,9 38,6 38,1 37,5

TE Total expenditure 39,4 40,1 39,8 39,1 38,5

B.9 Net lending/net borrowing -1,6 -1,2 -1,2 -1,1 -1,0
Extrabudgetary funds - unconsolidated

TR Total revenue 2,8 3,1 3,2 2,9 2,8

TE Total expenditure 41 4,0 3,7 3,5 3,1

B.9 Net lending/net borrowing -1,2 -0,8 -0,5 -0,6 -0,3
Local government - unconsolidated

TR Total revenue 53 52 5,1 5,0 49

TE Total expenditure 53 53 5,1 5,1 5,1

B.9 Net lending/net borrowing 0,0 -0,1 -0,1 -0,1 -0,1
Consolidated general government

TR Total revenue 45,0 45,0 44,8 44,0 43,3

TE Total expenditure 47,9 47,2 46,6 45,7 44,7

B.9 Net lending/net borrowing -2,9 -2,2 -1,8 -1,7 -1,5

Note on Projection of Cyclically Adjusted Primary Deficit

For the calculation of cyclically adjusted primary consolidated general government deficit in
the period from year 1995 to 2009 the method of European Central Bank'® has been used. In
doing so, it was assumed that cyclically sensitive elements of state budget are on the side of
revenues: personal income tax, corporate income tax, VAT, excises, social security
contributions and on the expenditure side: unemployment allowances. Adequate
macroeconomic bases are: the mass of wages for personal income tax and social security
contributions, gross operating surplus for corporate income tax, personal consumption for
VAT and excises and number of unemployed for unemployment allowances. It should also be
mentioned that all fiscal indicators were used in calculation according to GFS methodology.

Elasticity of cyclically sensitive elements of budget to their macroeconomic base is calculated
by estimation of error correction model with quarterly data'' where integration order for all
variables was previously determined. In order to determine the gap between potential and
realized values of macroeconomic bases and GDP gap, potential values were calculated by
implementation of Hodrick-Prescott filter which smoothing parameter A amounted to 300.

Quarterly data for the period from third quarter 2006 to the fourth quarter 2009 was obtained
on the bases of projections published in “Economic and Fiscal Policy Guidelines for the
Period from year 2007 to 2009”. Projections of primary deficit developments are based on the
assumption that the share of interest rates expenditures on the level of general government
will remain constant in the observed period and they will amount to 2.2% of GDP in each
year of observed period.

The results of calculation indicate that since year 2003 when structural primary deficit
amounted to -3.89% of GDP, constant decline has been recorded which should be continued
till the year 2009. Thus, in year 2006 structural primary deficit should amount to 1.0% of
GDP, in year 2007 to 0.60% and in year 2008 to 0.48% while its’ share should decrease to
0.42% of GDP in year 2009 according to the applied methodology and projections. Fiscal
policy in the period from year 2006 to 2009 is moderately expansive and in the same time anti
cyclical. Namely, this period is characterized by underemployment of economy measured by
GDP gap (where GDP gap is calculated as deviation of potential GDP value from real GDP

19 Bouthevillain et al., 2001, “Cyclically Adjusted Budget Balances: An Alternative Approach”, Working paper No. 77,
European Central Bank.
! From the first quarter of year 1995 to the second quarter of year 2006
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value). On the other side, in the period from year 1996 to 2003 fluctuations of economic cycle
are more pronounced and fiscal policy is, with exception of year 2001, pro cyclical.

Figure 6 Primary Deficit and Cyclically Adjusted Primary Deficit in the Period 1995-2009
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Comparison of 2005 PEP and 2006 PEP

The following table shows GDP levels of total revenues, expenditures and net lending/net
borrowing according to ESA 95 methodology for the consolidated general government. As
previously explained, during the time of finalizing the 2005 PEP it was not possible to present
public finance statistics in accordance with the ESA 95 methodology of the EU and hence for
the purpose of that document, GFS 2001 methodology of the IMF was used. GFS 2001
methodology of the IMF is in use for public finance statistics in the Republic of Croatia since
mid 2004. Since that time monthly and annual publications of the Ministry of finance and
longer time series data available on the internet are being developed, published and presented.
However, although the 2005 PEP could not meet the requirement to use ESA 95 methodology
for public finance statistics, the use of GFS 2001 enabled good preparation, and in the same
time good level of comparability with the presentation of the public finance statistics in 2006
PEP which uses ESA 95 methodology.

The table provides the information on the shares of revenues, expenditures and net lending/net
borrowing of the consolidated general government in GDP and elaborates differences in those
levels comparing 2005 PEP and 2006 PEP for same years observed. It can be seen that there
are quite significant differences in shares of GDP for all of presented categories in 2005-2008
period. These differences are the result of several important reasons which are explained
further on.

-28 -



Table 5 Comparison of Revenues, Expenditures and Net Lending/Net Borrowing of the
General Government for Period 2005-2008, According to 2005 PEP and 2006 PEP

Projection Projection Projection Projection
2005 2006 2007 2008 2009
PEP 2006 - 2008 (% of GDP)
Total revenue 46,1 45,9 44,9 44,2
Total expenditure 49,2 48,3 471 46,1
Net lending/net borrowing -3,1 -2,4 -2,2 -1,9
PEP 2007 - 2009 (% of GDP)
Total revenue 45,0 45,0 44,8 44,0 43,3
Total expenditure 47,9 47,2 46,6 45,7 44,7
Net lending/net borrowing -2,9 -2,2 -1,8 -1,7 -1,5
Difference: PEP 2007-2009 and 2006-2008 (percentage points)
Total revenue -1,1 -0,9 -0,1 -0,2
Explained by:

Revision of GDP -1,3 -1,6 -1,9 -2,1

Difference due to final outturn of 2005 0,1 0,1

Difference due to projection for 2006 0,6 0,7 ,

Increase in coverage of the single treasury account 0,1 0,1

Difference due to change in assumptions of main macroeconomic indicators 1,0
Total expenditure -1,4 -1,1 -0,5 -0,4

Explained by:

Revision of GDP -1,4 -1,7 -2,0 -2,2

Difference due to final outturn of 2005 0,0 0,0

Difference due to projection for 2006 0,5 0,5

Increase in coverage of the single treasury account 0,1

Difference due to change in assumptions of main macroeconomic indicators 0,8
Net lending/net borrowing 0,2 0,2 0,4 0,2

During last year, namely since the finalization of the 2005 PEP till now, a revision of the
nominal GDP for 2002 and consequently for years that follow took place. Correction of the
nominal GDP can be characterized as the most influencing factor and in the same time the
only one affecting the reduction of presented levels (revenues, expenditures and net
lending/net borrowing) expressed as a percentage of GDP.

Also, a number of factors influenced to the increase of the share of observed categories
expressed as percentage of GDP. In last year PEP, year 2005 represented a projection at that
time while the final figures showed somewhat higher level of both revenues and expenditures
than those projected at that time. The effect of higher revenues and expenditures is carried on
to years that follow due to base effect. Also, year 2006 is characterized with much better
general government revenue collection than originally planned so that in mid 2006
supplementary budgets of budgetary central government and extrabudgetary funds were
passed. With these supplementary budgets the overall expected level of revenues was
increased while in the same time expenditures were increased by only a half of the increased
revenues resulting with stronger fiscal consolidation than originally planned. Exceptionally
good revenue collection continued throughout the year and hence the new projection for 2006
was made and included in this document. These differences, namely the increase in revenues
and expenditures in 2006 also affect the levels of both revenues and expenditures in following
years due to base effects.

Further, since 1 January of 2007 the revenue side incorporates part of revenues of budgetary
users which in previous years were out of scope of the Single Treasury Account while
expenditure side incorporates expenditures in the same amount for which the abovementioned
revenues are the source of financing, all in sense of reaching the transparency and full
operability of the Single Treasury Account. In the end, it is worth to mention that revisions of
the main macroeconomic assumptions also took place due to stronger economic activity than
previously anticipated which also produced important impacts to the expected levels of
revenues and expenditures of the general government.
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3.2 MANAGEMENT OF PUBLIC DEBT
Institutional Framework for Public Debt Management

The legal and institutional framework for public debt management is set by the Budget Act
(Official Gazette 96/2003). The Act defines the coverage of public debt, the objectives of
public debt management, the conditions and authorities for borrowing as well as the reporting
obligations. The Budget Act defines the category of public debt as the debt of the
consolidated budget of the Republic of Croatia, i.e. the debt of the general government (which
includes the consolidated budget of central government and the consolidated budgets of local
and regional self-government units), plus the amount of issued guarantees.

The primary objective of public debt management is to ensure that the financial needs of the
government, including the settlement of due obligations, are met with minimum costs and a
prudent level of risk. The Budget Act also stipulates that the level of public debt cannot
exceed 60% of GDP. The Croatian Parliament decides upon the maximum level of
government debt and government guarantees based on a proposal from the Government, while
the Government (based on a proposal from the Ministry of Finance) brings the main decisions
concerning the public debt management, the types of borrowings and the types of collaterals
for repayments. The Government also decides upon the issuance of government guarantees,
except for those in the responsibility of the Parliament.

With a view to further improving the management of public debt, many reforms were carried
out during the last year. Most of the reforms were implemented with the technical and
financial support of the EU within the CARDS program, but also represent the extension to
the technical assistance projects of the World Bank and IMF. The new, modern public debt
management and recording system was introduced and the education and training of the
employees in charge of public debt management was carried out. The reorganization of the
Sector for Public Debt Management, segregating the issuing (front office), the recording (back
office) and the analyses and planning (middle office) processes, was carried out as well. The
planned activities, currently in the stage of implementation, include the introduction of the
electronic system of treasury bills auctions, the development of a strategy for public debt
management, potential proposals concerning the improvement of the legal framework for
public debt management and the development of a risk management model.

Current Level and Future Public Debt Projections

By the end of 2005, the public debt of Republic of Croatia amounted to HRK 113.3bn or
49.5% GDP, out of which 46% referred to external debt. The debt was largely (89%) created
by direct borrowing of the different levels of the government, while the rest of the debt,
equalling HRK 12.2bn referred to issued state guarantees.
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Table 6 Public Debt of the Republic of Croatia (2002-2005)

HRK million 2002 2003 2004 2005
General government debt 72.581 81.406 92.838 101.180
Foreign 40.367 45.861 50.284 45.477
Domestic 32.214 35.545 42.554 55.602
Guarantees 15.579 15.327 12.135 12.384
Foreign 8.155 8.530 7.592 7.115
Domestic 7.424 6.796 4.542 5.269
Public debt 88.160 96.733 104.972 113.564
% BDP 48,6 48,8 49,3 49,6

In the last couple of years, the public debt annual growth rate stabilized on a level around 8%
and shows the tendency of slowing down: the growth rate amounted to 8% in 2005, compared
t0 9.7% and 8.5% in 2003 and 2004. These tendencies were the result of the fiscal adjustment
carried out with the aim to reduce the fiscal deficit and the borrowing requirements, while at
the same time limiting foreign borrowing to relieve the pressure on the growth of external
debt. In addition, the issuance of new guarantees was restricted, resulting in a decrease of
issued guarantees by over 20% in 2004, while their growth rate stood something above the
level of 2% in 2005. The consequence was a considerable change of public debt structure in
the observed period: the share of the foreign component dropped from 55% in 2002 to 46% at
the end of 2005. This contributed to the decrease of the government’s share in Croatia’s
external debt from 39% to 28%.

Figure 7 Public Debt Trends (million HRK and % of GDP)
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The general government debt was by large created by bonds issuance (57%) and loans (30%),
while the rest relates to Treasury Bills and other instruments. The emphasis on borrowing
through securities as main instruments enabled transparent and long term borrowing and
contributed to the deepening of the financial market. The effect was an increased share of
Treasury Bills which carry a slightly higher risk of refinancing due to the short term nature of
such borrowing; but the level of risk is still acceptable. The orientation of the budgetary
central government to borrowing through issuing securities is somewhat limited by the
independent borrowing of extra budgetary users and local government, achieved largely
through loans. This independent borrowing contributed to the increase of the share of loans in
the general government debt from around 22% to 30%.
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Figure 8 Instrument Structure of the General Government Debt
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The budgetary government debt accounts for the largest share in the general government debt
(86%), followed by the extra budgetary users (12%), while the rest is related to the local
government. Regarding the currency composition, most of the debt is denominated in euros
(63%), while a total of around 80% of the debt is denominated in foreign currency. The
growth of kuna denominated debt share from an average of 4% in the previous period to 20%
at the end of 2005 was the consequence of the increased borrowing on domestic market which
is expected to increase even further. Moreover, the shares of dollar and yen denominated debt
are expected to decline in the observed period, as result of maturing obligations of the London
Club and the redemption of samurai bonds.

Figure 9 Currency Structure of the Budgetary Central Government Debt
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The level of public depth in Croatia is a result of the high levels of government spending,
which was particularly pronounced during the war and post-war reconstruction, but also due
to the high initial level of debt created during the process of transition and the assumption of
part of the ex-Yugoslavia’s debt. Large part of domestic debt has initially been created by the
issuance of bonds for the blocked foreign currency deposits and of so-called “Big Bonds”
aimed for the restructuring of enterprises. The assumption of part of the ex-Yugoslavia’s debt
and the regulation of due obligations towards the London and Paris Clubs has enabled the
access to international capital markets, causing a surge of the external debt which reached
EUR 3.3bn by 1998. Borrowing on international markets increased even more after getting
the first credit rating in 1997 and it was used to finance the lack of domestic savings and
rising fiscal deficits.

For all the stated reasons it is necessary to insist on the fiscal adjustment measures and to
direct the public debt management towards cost and risk reduction. That is the reason why the
debt management strategy in the period 2007-2009 follows the borrowing policy from the
previous years and it accompanies the fiscal policy planed for the upcoming three year period.
The main goals of the debt management strategy are the further deceleration of general
government debt growth and public debt growth along with the reduction of risk related to
public debt, primarily foreign exchange risks. Complementary goals which are to be achieved
are: further development of domestic capital markets, an increase in transparency and security
of the debtor operations of Ministry of Finance and improvement in the public debt
management, particularly risk management. In accordance with the above mentioned, the
orientation to domestic financing sources is going to continue, alongside with increased kuna
denominated borrowing, primarily through the issuing of Treasury Bills and bonds.

In accordance with the above stated guidelines and planned measures of fiscal adjustment the
share of public debt in GDP should fall under 44%. The greatest contribution to that trend will
come from the reduction of the deficit and, congruently, the reduction of the general
government debt, while the guarantees are projected at an average level of around 5.4% of
GDP. Beside that, the share of the foreign component of public debt shall decrease from the
present value of 46% to around 30% by the end of the observed period.

Table 7 Projections of Net Lending/Borrowing, General Government Debt and Public Debt

% BDP 2005 2006* 2007 2008* 2009
Net lending (+) / borrowing (-) -2,9 -2,2 -1,8 -1,7 -1,5
General government debt 44,2 42,1 40,5 39,3 38,1
Foreign 19,8 17,0 14,7 12,9 9,8
Domestic 24,4 25,2 25,9 26,4 28,2
Public debt 49,6 47,7 46,1 44,8 43,4
Foreign 22,9 20,2 17,8 16,1 12,9
Domestic 26,7 27,6 28,2 28,7 30,5

Public Debt Sensitivity to Risks

Testing of the debt sensitivity to changes in main macroeconomic and fiscal assumptions
represents one of models for management of risks linked to the public debt. The purpose of
the test is to estimate how the projected developments of public debt depend on the assumed
macroeconomic and fiscal variables in the model, i.e. how the deviations from assumed
variables will affect debt and therefore help in the identification of the most pronounced risk
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factors. The test is carried out by setting a baseline scenario built on medium term
macroeconomic projections. Then, a series of alternative scenarios is performed in which the
assumed variables are kept at fixed (historic) levels or are submitted to different shocks. The
shocks are usually linked to the historic values of the observed variables and their volatility,
but can also be arbitrary. The applied sensitivity test is based on a model of the IMF and
therefore the primary deficit is used as one of debt-creating flows instead of the net
lending/borrowing.

The applied sensitivity test shows a significant sensitivity of Croatian public debt to domestic
currency exchange rate developments, in particular in relation to the euro. The reason behind
is the high share of debt denominated in foreign currency (about 80%) out of which about
60% is denominated euro. A 30% depreciation of the kuna raises the debt-to-GDP ratio over
60%. That is the reason why the reduction of foreign-currency denominated debt is set as one
of the main priorities in the public debt management strategy. The debt shows larger
sensitivity also to changes in contingent liabilities (guarantees), which draws attention to the
necessity to restrict their growth and to eliminate the need for their issuance, i.e. to restructure
particular sectors of the economy. Also, it doesn’t come as surprise that public debt shows
significant adverse medium term development in relation to changes of the primary deficit
since it is the main generator of debt with the effect of the initial shock dying slowly and
spreading to the end of the observed period.

Another type of impact is shown within the tests in which the assumed values are kept on
present or historical (average) values. In that case, the debt development trend changes and
the share of public debt in GDP displays increasing values. It means that keeping the
economic and, in particular, the fiscal policy at the present level or at the level of "average"
policy during last few years could lead to further debt growth and unsustainable debt.
Therefore, fiscal consolidation represents the priority of economic policy in next medium
term period and together with structural reforms and prudent public debt management it forms
the prerequisite for a sustainable fiscal policy.

The mentioned impacts can be divided in two categories: external and internal. Due to the
strong connection between Croatian economy and economy of the EU, the most important
external influence is linked to the economic activity of EU countries. A growth slowdown in
the EU would significantly affect the growth in Croatia, particularly in merchandise trade and
in tourism. Also, due to economic and proprietary relations of the Croatian banking sector
with parent banks in EU countries, it can be expected that the stronger growth of interest rates
in the Eurozone would be channelled to a larger extent in Croatia. On the other hand, internal
impacts to the largest extent depend on the implemented measures of economic policy, i.e. on
the pace of reform as well as on achieved fiscal adjustments, with the divergence from
planned strategy being the most important internal risk.

-34 -



Figure 10 Test of Public Debt Sensitivity (share of debt in GDP, %)
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Table 8 Results of Test for Public Debt Sensitivity (% GDP, if not defined differently)

2005 2006 2007 2008 2009
|. Baseli di term projection
Public debt 49,6 47,7 46,1 44,8 43,4
ofw: foreign-currency denominated 39,7 38,2 36,9 35,8 34,8
Change in public debt 0,3 -1,9 -1,6 -1,3 -1,3
Identified debt-creating flows -1,5 -2,1 -1,7 -1,4 -1,4
Primary deficit 1,5 0,7 0,7 06 0,5
Revenue and grants 45,0 45,0 44,8 44,0 43,3
Primary (noninterest) expenditure 46,5 45,8 45,5 44,6 43,7
Automatic debt dynamics 2,5 -1,2 -1,2 -1,2 -1,2
ibution from interest i ié -1,0 -1.3 -1,2 -1,2 -1,2
Of which contribution from real interest rate 1,0 0,8 0,8 0,8 0,8
Of which contribution from real GDP growth -2,0 -2,1 -2,0 -2,0 -2,1
Contribution from rate iati -1,5 0,1 0,0 0,0 0,0
Other identified debt-creating flows -0,6 -1,7 -1,2 -0,8 -0,6
Privatisation receipts (negative) -0,6 -1,7 -1,2 -0,8 -0,6
Recognition of implicit or contingent liabilities 0,0 0,0 0,0 0.0 0,0
Other (e.g. bank recapitalization) 0,0 0,0 0,0 0,0 0,0
Residual, including asset changes 1.8 0,2 0,1 0,1 0,1
Key ic and fiscal
Real GDP growth (%) 4.3 4.6 4.6 4.8 5,0
Average nominal interest rate on public debt (%) 6/ 55 54 54 53 52
Average real interest rate (nominal rate minus change in GDP deflator, %) 2,3 1,9 2,0 21 2,2
Nominal appreciation (increase of euro value of domestic currency, %) 4,0 -0,3 0,0 0.0 0,0
Inflation rate (GDP deflator, %) 3,2 3,5 3,4 3.2 3,0
Growth of real primary spending (deflated by GDP deflator, %) 1,3 2,8 3,9 28 2,9
1l. Debt-to-GDP ratio sensitivity analysis
1. Real GDP growth, realna interest rate and primarny deficit in 2007-2009 at historical average level 49,6 47,7 48,8 50,2 51,7
2. Real GDP growth in 2007 and 2008 at historical average level minus two standard deviations 49,6 47,7 46,4 453 43,9
3. Primary deficit in 2007 and 2008 at historical average level minus two standard deviations 49,6 47,7 471 46,8 45,4
4. Scenarios 2 and 4 combined using one standard devaition shocks in 2007 and 2008 49,6 47,7 51,8 56,1 54,4
5. One-off depreciation of 30% in 2007 49,6 47,7 50,9 54,4 52,8
6. Increase of other debt-creating flows (guarantees) by 10% of GDP in 2007 49,6 47,7 64,8 63,0 61,1
7. Revenue-to-GDP ratio in 2007 and 2008 at historical level minus two standard deviations 49,6 47,5 55,8 54,3 52,7
8. Shares of revenue and epxense in GDP and real interest rate at 2005 level 49,6 47,7 47,8 47,4 46,0
Historical Standard
Historical values of key variables (past 6 years) average deviation
Primary deficit 3,3 15
Real GDP growth (%) 4,4 1,0
Nominal interest rate (%) 57 0,3
Real interest rate (%) 1,9 03
Inflation rate (GDP deflator, %) 3,8 0,6
Public revenue in GDP (%) 46,3 1,6
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3.3 DEFICIT FINANCING

The planned process of further fiscal consolidation will reduce the total financing
requirements in the period 2007-2009. The liability redemption profile will also contribute to
that since the amount of due liabilities, according to the present situation, will constantly
decrease until 2009 when a larger amount comes due. The budget deficit will mostly be
financed by new borrowings, while the privatization receipts will contribute more
significantly to financing in 2006 and 2007, whereas their importance will subsequently
decrease by the end of the observed period.

Table 9 Financing of the Net Lending/Borrowing of the General Government

% BDP 2005 2006* 2007* 2008* 2009
B.9F Net lending (+) / borrowing (-) -2,9 -2,2 -1,8 -1,7 -1,5
B.9F(-) Total financingz 2,9 2,2 1,8 1,7 1,5
F.3L  Securities other than shares - liabilities 2,5 0,8 1,6 1,6 2,4
F.3LR Repayment 3,0 1,6 2,1 1,5 1,7
F.3LI Incurrence 55 2,4 3,7 3,1 41
F.4L  Loans - liabilities 0,7 0,2 0,3 0,4 -0,7
F.4LR Repayment 2,0 25 1,6 1,5 2,0
F.4LI Incurrence 2,8 2,7 1,9 1,9 1,3
F.7L  Other accounts receivable/payable - liabilities -0,1 0,0 0,0 0,0 0,0
F.7LR Repayment 0,1 0,0 0,0 0,0 0,0
F.7LI Incurrence 0,0 0,0 0,0 0,0 0,0
F.A(-) Netdisposal of financial assets -0,3 1,2 -0,1 -0,2 -0,2
F.5AD  of which disposal of shares and other equity - assets 0,2 1,3 0,8 0,5 0,4

(privatisation)
* Projection

The financing needs of the Government will mostly be settled on domestic markets, through
the issuance of bonds and with loans, while foreign financing will mostly include loans of
foreign financial institutions associated with particular programs (PAL) or projects. Short
term financing needs will be covered through treasury bills paying attention to the smoothing
of their maturity structure (91, 182, and 364 days). The orientation to domestic financing will
be additionally strengthened by means of stronger emphasis on kuna sources of financing.
The objective of such policy is to reduce the exchange rate risk exposure of the Croatian
public debt. Moreover, the timely structured and increased issuance of treasury bills and
bonds will result with the development of the referent yield curve which will contribute to
increased market liquidity and facilitate the price formation of other instruments leading
eventually to a stronger domestic capital market.

In the observed period, four bonds are maturing out of which three were issued on the
international market. In July 2007, the domestic euro-linked series VI bond issued in the
nominal amount of EUR 400m matures as well as the samurai bond of the series II in the
nominal amount of JPY 40bn. Both in June 2008 and 2009, the samurai bonds series IV and
V mature with a nominal amount of JPY 25bn, while in February of 2009 a eurobond in the
nominal amount of EUR 500m comes due. Beside mentioned, the regular repayments of
obligations towards the London club will take place concerning bonds of the A series given
that the bonds of the B series were completely redeemed during 2006.
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Table 10 Projection of Budgetary Central Government Debt Repayments

HRK million 2007 2008 2009 2010 2011

Foreign 4.139 3.380 7.007 5.184 6.842
Bonds 2.120 1.325 5.025 3.700 5.550
World Bank 466 478 493 582 618
EBRD 43 43 43 20 20
Eurofima 145 102 52 0 0
EIB 82 88 36 22 109
Council of Europe 59 90 134 168 206
London club 341 341 341 341 0
Paris club 373 423 457 0 0
Bank loans 510 491 428 351 339
Domestic 4.444 3.515 2.494 5.344 2.402
Bonds 3.556 2.953 275 3.288 2.212
Bank loans 225 200 2.049 1.949 84
HBOR loans 664 363 170 107 107
Total 8.584 6.895 9.502 10.527 9.244

Note: Projected as of 14/09/2006.

Does not include financing costs of future deficits and refininancing.
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3.4 FISCAL RISKS

Debt repayments and interest payments represent one of the fiscal risks since more significant
maturity amounts increase the refinancing risk, i.e. represent larger burden on the budget.
According the present debt outstanding situation, in the observed period 2007-2009 an
average of HRK 10bn or 3.5% of GDP of repayments it is expected each year at the level of
general government, whereas the burden is somewhat more expressed in 2007 and 2009. The
interest payments burden will be around the average level of 2% of GDP, with a decreasing
trend. Observing the longer term, the projections of the budgetary central government debt
repayment profile show that repayments burden will decrease along with somewhat more
expressed refinancing risk in 2010, 2014 and 2015, when larger maturing bond amounts are
due.

Figure 11 Projections of Budgetary Central Government Debt Repayments Until 2015
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The legal obligation for the repayment of pensioners’ debt is regulated by the Act on
Pensioners Fund (Official Gazette 93/2005). Besides the establishment of the Fund and the
modalities of the Fund’s asset formation, the Act stipulates the debt repayment method where
the repayment burden is completely transferred to the Fund and doesn’t represent a risk for
the budget, while the government has the obligation of ensuring the assets to the Fund. There
are two models provided by the Act between which the pensioners/users could choose: in the
first model 50% of the debt is repaid over the period of two years, where the annual obligation
amounts to approximately HRK 2.4bn; in the second model, the full amount of the debt is
repaid over the period of eight years, with a two-year grace period, where the instalments
amount to approximately HRK 700m. Since the first obligations were settled during 2006, a
somewhat larger repayment burden is expected only in 2007, while the rest of the obligations
are evenly allocated up to 2012.

The obligations for issued state guarantees are included into the public debt calculation
pursuant to the Budget Act. In the observed period, the expected level of guarantees will be
around an average of 5.5% of GDP, with slight decreasing trend at the end of the period. By
means of including guarantees into public debt, the scope for a debt increase was additionally
limited since, according to the Act, public debt cannot exceed 60% of GDP. As a measure of
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mitigation for risks resulting from guarantees, each year a guarantee reserve is planned in the
budget aimed for potential obligations for issued guarantees.

The developments of operating balance and net lending/borrowing as measures of fiscal
imbalances depend to a major extent on the developments of fiscal revenues and expenditures.
Depending on particular categories, the realization of revenues and expenditures depends to a
larger or lesser extent on economic (fiscal) policy measures, but also on external factors
(macroeconomic, demographic, social and political. The model of sensitivity test of net
lending/borrowing to the changes in different variables can help quantifying the impact of the
above mentioned developments.

In the presented model, the baseline scenario, which is built on medium term baseline
projection of macroeconomic indicators, is compared to different alternative scenarios which
test influence of possible shocks in real growth developments and revenue and expenditure
realization. The lack of longer fiscal data time series is the cause for using somewhat “rough”
definition of shocks which aren’t calibrated in the best way (absolute amounts, halved growth
rate), but the results still give a rather good picture of the nature and power of the impacts.
The possible risks which were identified are slower economic growth, lower revenues
realization, increase in expenditures for social benefits and increase in expenditures for
subsidies.

Slowing down of the economic growth may be possible as a consequence of slowdown in
growth in EU countries which are main trade partners of Croatia, manifested through lower
merchandise trade and decreased tourism revenues. On the other hand, slowing the pace of
structural reforms would create additional pressures on already high government expenses and
eventually end would definitely have a negative impact on growth. In the sensitivity analysis
to the change in the real growth rate, the assumed growth rate in 2007 and 2008 of the
alternative scenario is twice lower than projected in the baseline scenario. Slower economic
growth increases the share of net lending in GDP, which reaches the level of 1.9 percentage
points above baseline scenario in 2008, after which recovery follows.

By taking into account only the impact of revenues development, the assumption of a twice
lower growth in 2007 and 2008 results in even larger deviations from the baseline scenario.
The share of net lending in GDP increases to 2.5 percentage points above baseline scenario in
2008 and the impact of the initial shock persists until the end of observed period, with just
minor recovery.

The risk of accelerated expenses growth is primarily identified in a possible increase in social
benefits or subsidies. In both categories the risk is related to structural reforms performance:
in social benefits this is primarily connected to health and social welfare systems, while the
level of subsidies depends on the restructuring and privatization of state-owned enterprises.
The sensitivity analysis to the development of expenses assumes in the alternative scenario a
one-time increase of expenses in 2007, due to an increase of social benefits or subsidies in the
amount of HRK 1bn. This shock is propagated into next periods by assuming unchanged
fiscal policy as the expenses for mentioned categories grow according to the rates projected in
the baseline scenario, but with higher base from 2007. Despite different projected growth
rates of social benefits and subsidies and their different shares in total government expenses,
the total effect of initial shock is equal in both cases. The share of net lending/borrowing in
GDP increases by 0.4 percentage points in 2008 due to the shock, and the initial impact is
retained until the end of the period.
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Table 11 Assumptions of the Baseline Scenario and Results of the Sensitivity Test

2005 2006 2007 2008 2009
Assumptions (baseline scenario)
Real GDP, growth rate 4,3 4,6 4,6 4,8 5,0
Inflation (GDP deflator ) 3,2 3,5 3,4 3,2 3,0
Revenues, growth rate 7,0 8,3 7,6 6,2 6,4
Expenses, growth rate 6,3 6,9 7.4 6,4 6,3
Subsidies, growth rate 5,4 54 7,3 44 3,2
Social benefits, growth rate 3,5 5,6 5,4 6,1 6,2
Net lending (+) / borrowing (-) (% GDP)
Baseline scenario -2,9 -2,2 -1,8 -1,7 -1,5
Slower economic growth -2,9 -2,2 -3,0 -3,7 -3,2
Weaker revenue realisation -2,9 -2,2 -3,4 -4,5 -4,2
One-off increase in subsidies -2,9 -2,2 -2,2 -2,1 -1,8
One-off increase in social benefits -2,9 -2,2 -2,2 -2,1 -1,8
Figure 12 Results of the Sensitivity Tests
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3.5 LONG TERM SUSTAINABILITY OF PUBLIC FINANCES

Analysis of long term sustainability of public finances in this year PEP as opposed to the
previous year, takes into account long term population projections. Namely, in the previous
year long term population projections until the year 2050 weren’t available and were
published by Central Bureau of Statistics in year 2006. For the purpose of this analysis
projection of population in scenario with medium fertility and medium migration was used.

In the presented prognostic scenario it was assumed that there will not be changes in
regulation and policies which regulate public expenditures for pensions and health services
and no changes in calculation and collection of social contributions. It is assumed that all
other public revenues, except contributions, will be unchanged as GDP share and it is in the
same way assumed that that all other public expenditures, except pension, health and interest
rate expenditures, will not change their share in GDP. Concerning participation rates, it is
assumed that economic agents will keep their behaviour pattern i.e. it is assumed that
participation rates by characteristic age groups (15-24, 25-49, 50-64) and gender will remain
constant. As a result of these assumptions, it can be seen that total participation rates will
decrease as a result of higher share of population in older age groups.

For labour productivity growth is assumed to amount 3.8% at the beginning of period and that
it will gradually decrease in time. This assumption and rate values are derived from the
projections of Economic Policy Committee of the EU (2006) for the EU countries, where the
projections of 10 new member states were taken as referent for Croatia. Unemployment rate
was projected as decreasing until the year 2020 when it falls down to the level of 7% which is
considered as structural unemployment and which will be kept at this level until 2050. Such
assumption is aligned with assumptions for 10 new member states from mentioned study. The
growth of GDP per capita is result of population projections (taken from CBS 2006), labour
productivity, participation rate and unemployment rate projections.

On the bases of described assumptions slight decrease of revenues from pension contributions
is forecasted from 6.9% of GDP in 2005 to 6.5% of GDP in year 2020 and stabilization in
extended horizon. The main reason of decrease in starting years is increase of share of
employed with pension insurance in both obligatory pillars where part of contributions (5%)
goes to private obligatory pension funds. Namely, older employees are to the higher extent
insured exclusively in the firs pension pillar where total amount of their contributions (20%)
goes to public fund. As older employees will become retired, there will be more employees
which pay to the public fund only part of contributions (15%). Stabilization of pension
insurance contributions at 6.5% of GDP after year 2020 is result of assumptions that real
growth of wage per employee is equal to labour productivity growth and of contribution rate
definition as constant wage share, where by the pension insurance contributions higher
contributions for the first pillar at older employees are taken into account.

Projections indicate significant decrease of public expenditures for pensions from 10.1% in
2005 to 7.1% of GDP in year 2050 where pensions and permanent rights of war veterans re
excluded from analysis. Public pension expenditures include only expenditures of public
pension insurance fund (Croatian Institute for Pension Insurance) but not expenditures of
private retirement schemes (obligatory or mandatory). Projected decrease of public
expenditures is primarily the result of relative pensions decrease (pensions and wages ratio)
paid from the first pillar. This result is certain to the high extent if current parameters of
pension calculation will be retained i.e. if indexation of pension will be done according to the
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formula which takes into account 50% of wages growth and 50% of inflation. It is expected
that payments from the second pillar will compensate or alleviate decrease of relative
pensions. It should also be mentioned that projections took into account decrease of retired
persons share to which the whole pension is paid from the first pillar and increase of retired
persons to which pensions are paid partly from first and partly from second pillar.

Growth of public expenditures for health is projected from 6.3% of GDP in 2005 to 7.9% of
GDP in year 2050. This growth is a result of estimated effect of ageing population and
increase of health expenditures in line with productivity growth. Increase of expenditures on
the bases of ageing population effect is a result of higher share of population in older age
groups which absorb relatively higher share of health expenditures. Beside the effect of
ageing population, it is additionally assumed that health expenditures for each age and gender
group will grow like GDP per employee. Namely, the wages of medical personnel are the
main component of health expenditures and it can be assumed that health expenditures will
grow at the same pace as costs for wages in health sector which will by assumption grow like
average wages in the whole economy.

Figure 13 Ageing of Population, Health and Pension Expenditures
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Described developments of individual revenue and expenditure categories will determine
developments of total revenues and expenditures. In line with gradual reduction of share of
public expenditures in GDP, it is expected that primary deficit will slightly become primary
surplus. In this way financial requirements of government will decrease, borrowing will
decrease and share of public debt in GDP will decrease. Lower public debt will have positive
implications on interest payments and it is expected that share of interest payments in GDP
will decline from 2.2% in 2005 to 0.4% in year 2050. Decline in interest payments will result
in change of total government deficit to government surplus. Taking into account all
mentioned assumptions it turns out that the share of total public revenues in GDP will
decrease from 45.0% in 2005 to 43.1% in year 2050 while the share of total public
expenditures will decrease from 47.9% in 2005 to 43.0% in year 2050.
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4 STRUCTURAL REFORMS
4.1 ENTERPRISE SECTOR
4.1.1 Privatisation

Results Achieved in 2006

Privatisation dynamics in 2006 in terms of quantitative indicators was in line with the
obligations assumed under PAL 1 and PAL 2 programmes, which serves as a certain
benchmark for assessment of the achievements in the implementation of this part of structural
reforms. The ultimate objective remains to be fast completion of the process of privatisation
either through company sale or winding up (“sterilisation”) in cases where company sale is
not possible. In accordance with PAL 2, until end-August this year, Croatian Privatisation
Fund (CPF) sold on the stock exchange or wound up 327 companies in minority ownership
and privatised a total of 52 companies in majority ownership, of which shares of 26
companies were sold through a public tender procedure while 26 companies wound up."?

Table 12 Achieved Results

\I;Ir /iggtizg}i/gg No. of companies sold Nomir:;llc\j/,aiI;JeHcg;takes Price achieved, in HRK
Stock exchanges 327 361.706.906 194.100.093
Public tenders 52 2.337.117.390 447.620.741
Total 379 2.698.884.296 641.720.834

In early November 2006, CPF portfolio included 896 companies of which 675 were available
for sale (the remaining 221 companies are those which at present cannot be subject of sale due
to legal proceedings or because they are dormant and are subject to bankruptcy or winding
up). CPF still holds majority stakes in 101 companies.

In addition to quantitative progress made in 2006, this year also saw some qualitative
changes, notably those involving heightened activities on the preparation of “complex
sectors” for privatisation. As concerns the agricultural sector, the privatisation of large
agricultural conglomerates was successfully completed with only one agricultural
conglomerate being currently held in CPF portfolio, Vupik d.d., Vukovar, whose privatisation
is underway.

In the black metallurgy sector (iron, steel and other metals) a National Restructuring
Programme for the black metallurgy has been drafted and submitted to the European
Commission (EC) for opinion. The process of agreeing with the EC upon the elements
envisaged under the National Restructuring Programme is underway. Following discussions
with the EC and the adoption of the National Restructuring Programme for the black
metallurgy sector, the possibilities as well as the relevant conditions for this sector’s

2 In accordance with the obligations assumed under PAL 2, as well as economic policy matrix defined under the 2005 PEP,
the basic objective of CPF privatisation until the end of the first half of 2006 was the sale and/or winding up of 45
companies which fulfil the necessary conditions, and a simultaneous sale/winding up of 300 companies in minority
ownership.
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privatisation will be defined. Due to extremely difficult situation in this part of the industry, it
has been decided, and agreed with the EC, that the process of privatisation of the country’s
both ironworks should run parallel with the adoption of the National Restructuring
Programme. Conditions for privatisation tender'® have been prepared in cooperation with the
recommended consultants from the EC and the Croatian Competition Agency. In drafting the
tender documentation, the criteria determined under the Stabilisation and Association
Agreement (SAA) regarding market competition rules and Protocol 2 regarding steel products
were taken into account.

Therefore, privatisation of the metallurgy sector has commenced with tenders announced for
the sale of ironworks, Valjaonica cijevi Sisak and Zeljezara Split, and an aluminium factory
TLM, Sibenik. The privatisation of Zeljezara Split is expected to be completed by the end-
2006 while the privatisation of Valjaonica cijevi Sisak and TLM will be completed in the first
quarter of 2007.

In 2006, preparatory activities were undertaken for the drafting of the National Restructuring
Programme of the shipbuilding sector. In the context of these activities, Strategic guidelines
for further development of the Croatian shipbuilding industry were drafted as well as a Study
on the state of the Croatian shipbuilding industry which was prepared for the Government by
an international consultant. The process of privatisation of the shipbuilding industry is
directly dependent upon enactment and adoption of the National Restructuring Programme for
the shipbuilding sector, which will be subject to verification by the EC and then adopted by
the Government of the Republic of Croatia. The National Restructuring Programme, whose
adoption is expected until end-March 2007, will also contain the planned privatisation of the
shipbuilding sector (including its sequence and dynamics).

In 2007, announcement of the privatisation of three subsidiary companies of Croatian
Railways is expected, which will depend on the resolution of property law issues which is the
condition for the privatisation tender announcement.

Main Privatisation Objectives 2007-2009

In accordance with the adopted Strategic Development Framework 2006-2013, the main
objectives in the area of privatisation generally include:
® use capital market privatisation as the main method for the forthcoming privatisation
of public companies to strengthen their efficacy and competitiveness,
complete the process of privatisation of the shipbuilding industry until 2010,
e complete restructuring of Croatian Railways and its transformation into a financially
sustainable railway company until 2010,
e enable exit from the market of companies with no future and to provide appropriately
for the employees through labour market institutions and social policy,
e urgently complete privatisation of companies in the state portfolio managed by the
CPF,
¢ transform CPF into an institution that will ensure efficient and active management of
State property.

'3 Prospective owners are expected to prepare separate business plans for each ironworks, demonstrating their sustainability
under normal market conditions at the end of the restructuring period (in accordance with the accepted sustainability
criteria of the EC).
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In the context of creating the preconditions for the achievement of these objectives, and in
connection with CPF portfolio, the Government of the Republic of Croatia has intensified its
efforts to prepare appropriate legislative solutions that will aim primarily at removing
detected system limitations for fast completion of the privatisation process and transformation
of CPF into an institution in charge of the management of the remaining state property.

In this context, activities are underway for the drafting of a new legislative framework for the
resolution of the issue of privatisation and total state portfolio management'* that envisages
the introduction of new additional sales models (apart from the existing models, it provides
for a model that enables sale in the process of public take-over), abandons the rigid initial
price setting procedure for companies to be sold through public tenders (by making it
possible for a company to be offered, already with its first announcement for sale, at a price
estimate based on international standards), and ensures speeding up the procedure for
obtaining the necessary approvals for the sale of shares entrusted for management to CPF by
other government institutions.

Furthermore, a new proposal is being prepared for a future organisation that will join CPF and
the Central State Administrative Office for State Property Management of the Government of
the Republic of Croatia into a single institution with the aim of managing the remaining state

property.

4.1.2 Competition Policy and State Aid
Competition Policy

In 2006, the Croatian Competition Agency (the Agency), in accordance with the objectives
and implementing measures determined under the 2005 PEP, continued with its efforts to
ensure a more efficacious application of the competition rules and strengthened its
cooperation with other regulatory bodies in Croatia, notably the Croatian Telecommunication
Agency, the Croatian Financial Services Supervisory Agency and the Croatian Postal Services
Council. The Agency has concluded agreements on cooperation with these bodies, thus
creating additional preconditions for ensuring efficacious competition in the
telecommunications, financial services, and postal and courier services markets.

The Agency was not able to achieve the planned increase in the number of expert staff'” in the
area of competition and state aid in 2006.

Following substantive harmonisation of legislation with the acquis which marked the
previous period, to achieve a higher level of protection of market competition in the country,
in the forthcoming period new appropriate legislative solutions will be required that will
promote Agency and judiciary procedures. In practice, this will ensure the entrepreneurs in
Croatia the same level of protection as that enjoyed by entrepreneurs in the EU where the
protection of market competition is one of the basic determinants of common market
functioning.

' This portfolio is comprised of companies and real estate in Republic of Croatia ownership. However, companies which are
pursuant to Article 13 of the Privatisation Act defined as companies of strategic interest for the Republic of Croatia (such
as the postal service, telecommunications, railways, road transport, Croatian Radio and Television (HRT), the national oil
company (INA) and Croatian forests (Hrvatske Sume) are excluded from this portfolio. Their privatisation is the
responsibility of the Government and their privatisation procedure is governed by special laws.

" Planned under the 2005 PEP
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In accordance with the objectives and implementing measures defined under the 2005 PEP,
the Agency has continued to monitor changes in the EU acquis in the area of competition, and
has, in accordance with the findings of the screening process in connection with the
Competition Policy Chapter, found that it will be necessary to supplement Croatian
competition rules in certain branches of transport, most notably land, maritime and air
transport, in light of the forthcoming changes in EU regulations governing these areas. In
view of its current status and its activities so far in terms of promoting the system of
protection of competition, the Agency will need to continue its cooperation with the Ministry
of Justice on the implementation of measures needed to achieve efficacious implementation of
competition rules in the manner detailed out in the 2005 PEP.

In this context, and with the aim of promoting Agency activities and efficacy, efforts will be
made to:

¢ find solutions that would provide for the Agency’s involvement in the procedure of
pronouncing punishments for violations of the Competition Act or enable the Agency
to have the authority to set free or mitigate punishments of entrepreneurs taking part in
cartel agreements who first inform the Agency of cartel existence or provide evidence
of cartel existence in accordance with EC and most EU states’ practices,

e act towards identifying adequate judicial system for decision-taking on the legitimacy
of Agency decisions, that will, while taking into account professional complexity of
the issue of competition, ensure economic and efficient court protection. This also
includes the transfer of real competence from the Constitutional Court to commercial
courts, an effort that will require not only changes in the Competition Act but possibly
also changes in other laws, which will be determined by an expert study presently in
the making.

In the context of Agency capacity strengthening, hiring of additional expert staff is a conditio
sine qua non for the fulfilment of the obligations assumed under the country’s stabilisation
and association process with the EU, given that competition efficacy is one of the most
important criteria for the completion of negotiations in the area of competition policy.

For the objectives in the area of competition policy outlined above and implementation of the
relevant measures to be achieved, the Agency needs to strengthen its administrative capacities
thus requiring appropriate financial resources. This implies reaching a sufficient number of
expert staff in the Agency and their continuous training in order to achieve higher efficacy of
the Agency in fulfilling the set tasks, which asks for steady increase of Agency’s budget
allocations. For this purpose an increase of the Agency’s budget of 64% is ensured for 2007.

State Aid

With the adoption of the new State Aid Act (Official Gazette 140/2005) towards the end of
2005, with the Ministry of Finance as the responsible institution, and coming into effect of a
new State Aid Decree (Official Gazette 50/2006) in May 2006, the most important parts of
legislative harmonisation of the Republic of Croatia in the area of state aid and in connection
with competition policy were completed.

Among others, the new Act provides for more efficacious solutions in the procedure of
granting state aid in accordance with the recommendations from the EC. The Decree provides
for the procedure of Croatia’s legislative harmonisation in the area of state aid which
prescribes the publication of original EU state aid rules in the Official Gazette based on the
decision of the Government of the Republic of Croatia.
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So far, the work on state aid in the Republic of Croatia has produced the expected results as
seen in raised awareness of both state aid providers and state aid users about state aid policy,
preparations underway for thorough restructuring of major economic activities, and in
numerical indicators of developments in state aid in GDP of the Republic of Croatia over the
past years presented in Agency’s annual reports.

The 2005 Annual Report on Sate Aid in Croatia shows that the level of state aid in GDP in
2005 was similar to that in 2004, while that in 2004 fell compared with the level of state aid in
2003. However, if agriculture, fisheries, and transport are excluded, the total state aid to GDP
ratio fell in 2005 compared to that in the previous year.

In 2005, according to the Agency’s data, state aid stood at HRK 6.5bn, while its share in
Croatia’s GDP was 2.8%, the same as in 2004. However, if the amount of state aid granted to
agriculture, fisheries and railways is excluded from the total amount and only state aid granted
to industry and the services sectors are taken into account, state aid was HRK 2.7bn, with its
share in GDP standing at 1.2%, which is an indication of further positive trend of decline in
the share of aid in GDP, present since 2003 when the state aid accounted for 1.6% of GDP.

In 2006, a comprehensive state aid computer database was set up with CARDS support.
Preparations are currently underway for its launching.

In the context of efforts to strengthen and promote knowledge in the area of competition and
state aid, continuous training is provided for government administration employees working
in the area of state aid through seminars and conferences within the framework of the
twinning project carried out by the Agency. Administrative capacity strengthening in
government administration and ongoing training in the area of state aid are among the most
important factors which will help achieve the planned progress in the area of competition,
improve discipline of state aid providers and produce other positive effects that will follow
the adoption of the concept of competition for all market participants, and lead to a more
efficacious and more competitive economy.

Within the framework of the twinning project, a Practical Guide has been prepared for units
of local and regional self-government in the Republic of Croatia with a view to better
acquainting the professionals on the local and regional self-government levels with the
procedure for granting state aid proposals as well as the content of the most common forms of
state aid granted on those levels of the government.

To achieve the objectives set under the PAL programme, additional efforts are needed in the
forthcoming period. Preparations in that context, such as those concerning the restructuring of
individual previously mentioned economic activities, are already underway.

Therefore, efforts to prepare these activities for sustainable EU competition on an equal
footing with all other market participants through restructuring and privatisation and to
provide a methodical and an individual approach to the companies in difficulties, while
respecting the rules on state aid will undoubtedly produce positive fiscal impacts in the end.
In addition, the process of harmonisation of the existing state aid is also expected to give
positive results in terms of their contribution to the use of state aid for objectives harmonised
with the state aid rules.

Further harmonisation of the Croatian legislation in the area of state aid will take place in the
manner prescribed under a new State Aid Decree. Decisions on the publication of a list of
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rules and state aid rules prescribed by the acquis in the Official Gazette are issued by the
Government upon proposal from the Minister of Finance. This creates the preconditions for
comprehensive harmonisation of the Croatian state aid rules with the relevant EU acquis.

The scope and the intensity of the forthcoming reforms in the Croatian economy which
largely involve state aid policy and control, require further strengthening of administrative
capacities both in the Agency and in bodies of government administration, in particular in
view of the relevant preparation of the competent departments for the implementation of
structural reforms.

The most important elements of structural reforms involve restructuring of sectors such as
shipbuilding, metallurgy and railways, further privatisation, and harmonisation of fiscal
regulations. To achieve that, great efforts will be needed as well as good understanding of the
competition and state aid issues on the part of the Agency and staid aid providers.

In addition to the procedure of state aid proposals evaluation within the framework of
restructuring, also important is the alignment process of the existing state aid programmes and
their harmonisation with the State Aid Act pursuant to March 2006 Resolution of the
Government of the Republic of Croatia, which will be carried out in accordance with the
dynamics determined under the National Programme for the Integration of the Republic of
Croatia into the EU - January 2006, i.e. the dynamics or time frames proposed to the
Government by the competent bodies.

One of the horizontal instruments which help ensure the implementation of structural reforms
in the economy and create the preconditions for more efficacious implementation of
competition and state aid policies is a new PHARE project intended for strengthening
professional and administrative capacities of the Agency and other entities, scheduled for
launching in 2007.

The project covers both the area of competition and state aid and its completion is planned
until end-2008. In the area of state aid, the project is planned as a continuation of the twinning
project, whose completion is scheduled for end-2006, and is directed towards further
development of the system of state aid control and further training of Agency staff and state
aid providers, both on central government and local and regional self-government levels.

The part of the project that covers competition issues envisages the inclusion of other bodies
of government administration, the judiciary and the State Attorney’s Office in further
education and professional training processes. Under the project, the funds have also been
secured for the upgrading of the Agency's IT system in accordance with the standards of
modern office operations.

4.1.3 Railway Restructuring

Structural reforms in the railway sector in 2006, in terms of institutional reforms, mainly
involved the beginning of implementation of two new "railway acts". They are the Railway
Act (and the ensuing ordinances) and the Act on the Division of Croatian Railways (HZ -
Hrvatske Zeljeznice d.o.o0.). The basic characteristic of the new legal framework is the
application of the first package of railway EU directives and preparations for the introduction
of the principle of liberalised transport market. For the new restructured railway to become
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operative it is necessary to complete the process of division of the national railway company
and to set up new independent railway companies. The Act on the Division of Croatian
Railways envisages the division of Croatian Railways into four separate limited liability
companies, one for management, maintenance and railway infrastructure development, one
for passenger transport, one for freight transport and one for train traction. There are also
plans to set up a fifth company, a holding company, of owners of the four companies. During
the division stage, the Government of the Republic of Croatia has issued two decisions.
Registration of these companies with the commercial court is now pending and its completion
is expected until end-2006.

Business results from end-2005 and in the first quarter of 2006 point to an increase in the
natural indicators of work. There was an increase of 39 842 000 passengers in passenger
transport (+8.4%) while freight transport rose by 15 830 000 tons (+15.5%), with heavy co-
financing still being provided by the state budget (accounting for around 60% of total income
of Croatian Railways).

Restructuring activities concerning Croatian Railways continued. They are related to the
improved financial efficacy of the company measured by a fall in the operating ratio (from
242% in 2004 to 220% in 2005), while the number of employees of Croatian Railways was
reduced by a net 607 employees, achieved exclusively through voluntary employment
termination and natural fluctuation. The process of non-core business privatisation has
commenced successfully with the preparation and drafting of the necessary documentation for
the resolution of property law issues which is the condition for the privatisation tender
announcement. By the Decision of the Government of the Republic of Croatia from 9 June
2005, concerning the privatisation of dependent companies of Croatian Railways, three
contracts were concluded between Croatian Railways and CPF for the privatisation of
dependent companies in the ownership of Croatian Railways. The measures concerning the
restructuring of Croatian Railways are being implemented in accordance and within the
agreed guidelines of the PAL programme.

Pre-accession Strategy of the Railway Sector

The strategic development document for the pre-accession period is being prepared in
cooperation with the Faculty of Transport Sciences. It is estimated that this document will
cover the period from 2006-2009, i.e. the period until Croatia’s EU entry. The basic
objectives of this document will be:

e further harmonisation of the railway sector with EU rules and the sector’s preparation
for liberalisation,

e setting up a regulatory body and other administrative bodies as prescribed by the 1%
package of EU railway directives, necessary for the smooth functioning of a
liberalised transport market,

e preparing a document entitled “Network Report” and defining the criteria for the
beginning of line allocations on the basis of a study prepared by the Institute of
Transport Sciences, entitled “Examination and Determination of Fees for the Use of
the Railway Infrastructure”.

Instruments envisaged for the implementation of these objectives are the funds obtained under
pre-accession EU programmes (CARDS and PHARE). The implementation of the PHARE
project for the Croatian railway system restructuring and development in the framework of
EU legislation is expected in the period 2007-2009, given the project has already been
approved by the EC. Besides further successful cooperation with EC bodies, main benefits are
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expected in terms of further legislative harmonisation and the introduction (setting up) of new
administrative bodies in the railway sector important for the proper functioning of a
liberalised transport market.

The planned deadline for the adoption of the Pre-accession Strategy of the Railway Sector is
end-2006.

Restructuring Process

Even though the need for railway restructuring has been present since 1998, concrete steps
made in that direction were only discernible after 2004 when the authorities intensified the
existing reform efforts in the sector, mainly through efforts to meet the obligations assumed
under the PAL matrix of measures.

The main and the ultimate objective of restructuring is to create a railway sector that will be
commercially viable, competitive, and less and less dependent on budgetary sufinancing.

Continuing with the initial restructuring efforts in the context of PAL, the authorities plan to
solve the main problems of the railway sector, with the expected benefits that would follow
such restructuring involving: improved financial efficacy of the company, as measured
through a fall in the operating ratio, solution to the problem of surplus workforce, reduction of
passenger transport services that are not economically justified, solving the problem of highly
uneconomical local railway lines, finding a solution to the issue of the status and the treatment
of real estate with a status of public good for general use, and privatisation of dependent
companies (subsidiary companies of Croatian Railways).

In the context of the railways restructuring process, measures are being implemented in
accordance with the concluded arrangement with the World Bank, within the PAL II
framework. In 2006, the following has to be achieved:
e further reduction in the operating ratio, reaching 190% until end-2006,
e further reduction in the number of employees by net 500 workers,
e further privatisation and preparation of the next seven dependent companies
(subsidiaries of Croatian Railways) for privatisation.

The Government of the Republic of Croatia adopted on 4 August 2005 a plan for reducing
subsidies in the economy for the period 2005-2007, in accordance with the guidelines
determined under PAL. Within the budget divisions three different subsidies are realised:
railway infrastructure management and traffic regulation, promotion of passenger and
combined transport and severance pays. Observing the period 2004-2006, abovementioned
subsidies recorded a decreasing trend, which is in compliance with the plan of the
Government of the Republic of Croatia to reduce subsidies in the economy.

The preparation and the alignment of the last stage of restructuring with the new legislative
and institutional framework, or the completion and adoption of the restructuring plans of
railway companies for the period 2006-2010, will pave the way for and redefine the main
guidelines for action with a view to achieving planned restructuring effects, with a
simultaneous achievement of growth trends in operating own transport income of railway
companies, operating costs reduction and decreasing financial dependence on public
(government) funds.
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Implementing Measures

Intensifying the structural reform of the railways rector implies the implementation of
different complex measures, most notably in the two main segments: further harmonisation of
domestic legislation with EU acquis and further restructuring. The specific steps to be taken
involve:

e legislative harmonisation

e liberalisation of the railway transport market

e restructuring and modernisation of the national railway companies

® adoption of the National Railway Infrastructure Programme.

The plans under this document for the first five-year period (2007-2011) involve investment
of HRK 9.6bn (budget funds) for the construction of new and modernisation of the existing
railway network and HRK 4.9bn (budget funds) for the maintenance of the existing railway
network (a five-year period total standing at HRK 14.5bn of budget funds). This document
will also offer solutions for two sub-segments: the resolving of the issue of railway-road
crossings and the resolving of the issue of management and financing of local railway lines.

The forthcoming period will see the realisation of the project of rehabilitation of Corridor X,
from Vinkovci to Tovarnik. The basis for the realisation of this project is the memorandum of
financing between the EC and the Government of the Republic of Croatia concerning grants
provided under the Instruments for Structural Policy for Pre-Accession for the Vinkovci-
Tovarnik project.

Table 13 Structure of Financial Resources

; 2006 2007 2008 2009
(in HRK) BUDGET BUDGET BUDGET BUDGET
Modernisation and construction of railway
lines on X corridor - ISPA project - 44.000.000 215.000.000 286.000.000 286.000.000
rehabilitation of Vinkovci - Tovarnik line
Budget funds 44.000.000 150.000.000 210.000.000 210.000.000
Pre-accession funds ISPA 65.000.000 76.000.000 76.000.000

According to available data and projections, estimates of the impact of the process of
restructuring on budget expenditures for the period 2007-2009 are provided in the annex. The
amounts presented in the tables in the annex equal budget projections for the same period and
reflect a trend of decline in financial resources planned for subsidies and increased investment
in the restructuring activities and investment in modernisation of fixed and mobile capacities
of the railway sector.

4.1.4 Restructuring of the Shipbuilding Industry

The Croatian shipbuilding industry is sector of strategic importance to the Croatian economy,
and in light of its export orientation, as reflected in the fact that it builds ships for the common
world market in which it accounts for 1.4%, it is an important factor which contributes to the
country’s foreign trade balance. In terms of its national strategic importance, the shipbuilding
industry employs almost twelve thousand own workforce and up to 7.5 thousand contractors
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in the country’s 5 largest shipyards.'® In terms of their regional importance, the Croatian
shipyards represent a core activity which is associated with a line of manufacturers of ship
equipment. On average, in 2005, the shipyards had business relations with around 1850
business entities with a financial turnover of HRK 3bn. Compared with the previous planned
period (2006-2008), the shipbuilding industry has maintained more or less the same level of
orders and ensured full employment for the next three years.

The State of the Shipbuilding Industry and Measures Taken in 2005 and 2006

Due to unfavourable conditions on the international ships markets and own weaknesses as
reflected in technical obsoleteness, high production costs, poor personnel structure and
inadequate hedging mechanisms against negative influences of changes in input prices, most
shipyards are faced with lack of financial resources for production monitoring, cumulating
losses for many years now. To resolve business uncertainties in Croatian shipyards, the
Government of the Republic of Croatia issued a Decision in December 2005 on the
establishment of a Committee for drafting a proposal of the National Restructuring
Programme of Croatian shipbuilding industry '’ with an aim of preparing a National
Shipbuilding Restructuring Programme.

Towards the end of September, a consultant (HVB Global Shipping) prepared a draft National
Restructuring Programme which outlines the actual state of the Croatian shipbuilding industry
and strategic options and measures to be taken with the aim of achieving efficient
shipbuilding industry and halting negative trends through individual stages of Croatian
shipbuilding restructuring. After guidelines have been determined and draft National
Restructuring Programme, to be verified also by the EC and the Croatian Competition
Agency, adopted, measures and strategic options will be determined for the shipbuilding
sector that will prepare this industry for independent, no loss-generating operations, and
remove all the detected drawbacks. With the adoption of National Restructuring Programme,
future state aid policy in the shipbuilding industry will be determined that will be harmonised
with the State Aid Act and the State Aid Decree. Following its harmonisation with the EC, the
Government of the Republic of Croatia will adopt the National Restructuring Programme and
carry out restructuring of the shipbuilding industry in accordance with the envisaged
measures. The adoption of the National Restructuring Programme, together with its previous
verification by the EC and the Croatian Competition Agency, is expected in the first quarter
or at the latest until the end of the first half of 2007, depending on the quality of the suggested
programme and EC harmonisation process.

Objectives and Measures of Croatian Shipyards Restructuring

The objective of the National Restructuring Programme is to prepare the five largest Croatian
shipyards in state ownership for their autonomous and successful performance on the world
market. The measures and the activities envisaged within the framework of restructuring will
be aimed at eliminating external risks and promoting internal resources management
processes in each individual shipyard, through individual restructuring plans for each of the
five shipyards. Success in achieving viability of the shipbuilding sector through the
implementation of the National Restructuring Programme will contribute greatly to regional
and social stability, which will in turn, in light of its significance, make a positive impact on

'S The shipbuilding industry accounts for 12-15% of the country’s total goods exports, 1.4% of the country’s GDP, 1.8% of
net wages and around 2% of contributions.

' Five shipyards in majority state ownership are Brodogradevna industrija 3. maj d.d. Rijeka, Brodogradiliite Kraljevica d.d.
Kraljevica, Brodosplit d.d. Split, Brodotrogir d.d. Trogir and Uljanik d.d. Pula.
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entire economy of the country'®. In the framework of the above-mentioned basic objective of
restructuring of the Croatian shipbuilding industry, plans for the shipyards involve the
following:

® improve competitiveness through business rationalisation, including outsourcing and
other operative measures that should lead to more efficacious and sustainable
operations,

e the process of production modernisation (investment in technological renewal and IT
support, leading to, together with the former, increased productivity),

e raise productivity and efficacy of business operations to a level that enables
independent and successful performance on the world market in accordance with the
principles of competitiveness,

e increase business flexibility by ensuring that production programmes respond to
market requirements and win new markets (taking account of production programme
optimisation in terms of financial results and the share of the domestic component in
the value of the ship),

® raise management quality (various measures to stimulate the execution of business
plans and restructuring programmes) and improve production process management,

® raise management responsibility and responsibility of the competent supervisory
boards of the shipyards, achieve that the line ministry plays an active role in the
supervision of shipyards’ business decisions and their overall performance in terms of
meeting the set shipbuilding industry restructuring targets,

e raise the level of innovation and investment in product development (in accordance
with Programme LeaderShip 2015, which also implies participation in EU research
and development projects and the use of state aid and relevant EU funds),

e preserve optimum level of employment and employee structure needed to ensure
efficacious business processes, taking care not to jeopardise successful market
performance of the shipyards.

State Aid Policy in the Shipbuilding Industry

With successful implementation of the National Restructuring Programme, the Croatian
shipbuilding industry will create the conditions for its further viable operations and their
alignment in the area of state aid, in accordance with the Sate Aid Act and State Aid Decree
and regulations applicable in the Community. The present framework of state aid policy in the
shipbuilding sector and the extremely high dynamics of state aid allocations which is the
result of business uncertainties in the Croatian shipyards over the years are not compliant with
the EC regulations and operating conditions applicable in the EU. At present, state aid is
provided in the form of direct subsidies on the ship’s sales price and in the form of
government guarantees which provide ship construction coverage.

In 2005, further harmonisation in the area of state aid has been achieved by the adoption of
the State Aid Act (Official Gazette 140/2005) and in the first quarter of 2006 by the adoption
of the State Aide Decree (Official Gazette 50/2006). The adoption of competition rules in the
context of the said Act has prevented the issuing of government guarantees without previous
approval from the Croatian Competition Agency. Without this approval, the banks cannot
grant loans against the issued guarantees, as such state guarantees are illegal. Towards the end
of the third quarter 2006, the Croatian Competition Agency, on proposal from the line

'8 Involving around two thousand Croatian companies with which they generate HRK 2.5bn in annual turnover. In addition,
the Croatian shipyards also have significant business relations with EU companies, given that import equipment and
material are largely supplied from the EU market.
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ministry, approved a HRK 4.2bn worth aid package, granted on the basis of company
restructuring and winding up directive and in accordance with the applicable State Aid
Decree'. In the context of the operationalisation of the National Restructuring Programme,
the authorities have provided for a gradual state aid policy alignment with the policies
applicable in the EU. The dynamics of state aid policy harmonisation and implementation of
the measures relating to the granting of state aid will depend on the final version of the
National Restructuring Programme harmonised with the EC.

Privatisation

The preparation of shipyards for privatisation is a strategic objective of the Government of the
Republic of Croatia, which will ensure, together with current economic policy measures,
measures compatible with the economic policy of the EU, preconditions for their further
successful performance. The implementation of the process of privatisation is planned to take
place simultaneously with the implementation of the process of restructuring. In the context of
the mentioned restructuring objectives, the choice of the majority owner is shipyard
privatisation as soon as the necessary conditions for that are met. When making privatisation
decision, efforts will be made to maximise privatisation proceeds and choose a strategic
investor who will ensure long term sustainability of the Croatian shipyards and increase
production programme competitiveness, compared with the world market.

4.1.5 Restructuring of the Metallurgy Sector and Aluminium Industry
Steel Industry

Analysis into this sector's conditions has revealed many problems, mainly due to large-scale
war-related destruction and suspension of production during the Homeland War.

Massive technological and financial problems facing domestic ironworks require
comprehensive restructuring efforts. Given that such restructuring requires large financial
resources, the Republic of Croatia has decided to carry out the rehabilitation and restructuring
of its ironworks (Zeljezara Split and Valjaonica cijevi Sisak) through privatisation. The
process of privatisation and restructuring will be carried out in accordance with the
Agreement and Protocol 2.?° The main objective of restructuring and privatisation of the
country's ironworks is to ensure their long term sustainability and profitability and equal
conditions for competitiveness such as those in the EU.

In the first half of 2006, the authorities prepared a programme proposal for the restructuring
of Croatia's steel industry and submitted it to the EC, DG Enlargement, which gave its
recommendations and suggestions. The completion of this National Restructuring
Programme, the drafting of which involved cooperation with EU consultants and open
harmonisation with the EC, is expected until the end of the year.

! The amount of aid is granted under the following conditions: the guarantee and a loan would be granted under market
conditions; a loan would be repaid in the period of 12 months after the payment of the last instalment; the aid is granted
because of serious social problems; the aid is limited to a needful amount which enables the operation of the business; it is
granted for the period needed for the preparation of the restructuring plan, maximum for six months; it is granted only
once.

2 With the entering into force of the Interim Agreement on trade and associated issues between the Republic of Croatia and
the European Communities and Protocol 2 of the SAA, the Republic of Croatia has assumed the obligation to prepare a
Programme of Restructuring and Adjustment of its steel industry in order to achieve the sector's sustainability under
normal market conditions.
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Simultaneously with the adoption of the National Restructuring Programme, the authorities
will continue with the process of privatisation of both ironworks. Tender conditions®' for
privatisation have been prepared in cooperation with EC consultants and the Croatian
Competition Agency, in compliance with the criteria determined under the SAA regarding
competition rules and Protocol 2 regarding steel products. The completion of privatisation of
Zeljezara Split is envisaged for end-2006, while the privatisation of Valjaonica cijevi Sisak is
envisaged for the first quarter of 2007. The adoption and enactment of the National
Restructuring Programme for Croatia’s steel industry is expected until 1 March 2007 at the
latest.

State Aid and the Process of Steel Industry Restructuring

Aid for restructuring in the process of privatisation will be allocated in accordance with the
criteria laid out in Article 5 of Protocol 2 of the SAA between the Republic of Croatia and the
European Communities and the State Aid Act and the State Aid Decree.

State aid for restructuring will be granted under the condition that:
e they lead to the sector's sustainability after restructuring,
e they are strictly limited to what is absolutely necessary to attain sustainability,
e they are related to the overall capacity reduction.

State aid will be granted by writing off claims arising from liabilities associated with issued
government guarantees and other due liabilities towards government creditors. The amount of
state aid in the process of privatisation of Zeljezara Split and Valjaonica cijevi Sisak cannot
be estimated at the moment, given the fact that the public tender for the sale of the ironworks
is currently underway, pursuant to the provisions of the Privatisation Act. The amount of aid
involved in the process of restructuring will depend on the completion of the process of
privatisation. As envisaged by Protocol 2 of the Agreement, no state aid will be provided for
the steel industry after 1 March 2007.

Future State Aid Policy in the Steel Industry Sector

Following the completion of ironworks privatisation and restructuring, future aid will be
granted in accordance with the rules applicable in the EU and Member States relating to aid
for:

new product development,

introduction of new technology,

improvement of the quality of the existing production programme,

achieving high environment protection standards,

employee education and training schemes, as a precondition for modern and
competitive steel industry in the Republic of Croatia.

For the said objectives to be achieved, continuous investment in research and development,
environment protection and employee education and training will be needed.

The Republic of Croatia will promote further development of the steel sector through a
system of state aid that is compliant with the State Aid Act and relevant EU and Member

2! Future owners are expected to make separate business plans for each of the ironworks, demonstrating their sustainability
under normal market conditions at the end of the restructuring period (according to the accepted sustainability criteria of
the EC).
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States' practices in that area. Below in the text, an overview is given of the conditions and the
envisaged privatisation dynamics.

Zeljezara Split

The Government of the Republic of Croatia has issued a Decision on announcing a public
invitation for bids for the purchase of shares of Zeljezara Split under special conditions. The
terms of the tender and bidding documents were prepared in cooperation with EC consultants
and the Croatian Competition Agency.*

Valjaonica cijevi Sisak

The Government of the Republic of Croatia issued a Decision on the sale of a stake in
Valjaonica cijevi Sisak at nominal value. Since the sale in the first round has not been
realised, the Government of the Republic of Croatia has issued a Decision on the sale of a
stake in the company with the discount (the tender is underway).

Aluminium Production

TLM Sibenik deals with the manufacture of rolled, pressed and drawn aluminium products
and pressed products finalisation in construction. Employing 1593 workers, it is the most
important economic entity in the sector and in the region. Despite rehabilitation and
restructuring measures taken so far, TLM continues to be a highly indebted company unable
to service the existing debt and create the conditions for sustainable operations without new
investment and a strategic investor that will guarantee sustainable development free of loss
generation and state aid in business rehabilitation and consolidation. The extremely high level
of indebtedness prevents new investment needed for new capital investment in equipment and
technology in order to improve efficacy and achieve business sustainability.

With a view to ensuring long term sustainability of the company and its future profitability,
the Government of the Republic of Croatia has decided to privatise the company, with the
future investor assuming the business risks and the associated company restructuring that
would enable the company to achieve business sustainability without generating losses. The
Government of the Republic of Croatia has issued a Decision on the announcement of public
invitation for bids for the purchase of company shares in the government portfolio (80.2%) at
nominal value.*

In view of the extremely difficult situation in the company, its privatisation is expected to
generate a certain amount of state aid in the form of government claims write-offs. Given the
high level of the company’s losses and debts, any sale to potential investors would be very
difficult without state aid. With its sale, the intensity of state aid will diminish while the

22 The bidder is bound, among other things, to submit a Business Plan for the next 5-year period and an Investment Plan
which contains structural and financial provisions which are compliant with the restructuring conditions provided for in
Article 5 of Protocol 2 of the SAA and ensure long term profitability of the company; to invest the amount deemed
necessary by the bidder for restructuring in accordance with the supplied investment plan by means of recapitalisation over
a 5-year period; to offer a discount for the purchase of all due liabilities of the company towards government creditors
(which, as at 30 June 2006 stood at HRK 194.3m); the discount offered must be absolutely necessary for the re-
establishment of the company's long term profitability; to assume all other existing liabilities of the company (which, as at
30 June 2006 stood at HRK 116.4m, liabilities covered by government guarantees excluded) towards other creditors;
assume all liabilities covered by government guarantees amounting to HRK 173.8m or offer substitute guarantees issued
by a first-rate bank.

2 If the shares are not sold in the first two rounds as envisaged under the Privatisation Act then the sale under special
conditions will apply.
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company itself will in the future be able to operate on its own without state aid which distorts
market competition and violates market competition rules.

The process of privatisation and the associated restructuring will be carried out in accordance
with the principles of the models formulated for the steel industry (Zeljezara Split and
Valjaonica cijevi Sisak). Future state aid in the aluminium sector will be defined following
privatisation and restructuring and it will be compliant with EU competition rules and
domestic legislation in the area of state aid.

4.1.6 Small and Medium Size Enterprises

Small and medium size enterprises (SME) account for around 99% of all economic entities
and around 60% of employment in the Republic of Croatia. According to data provided by the
Court Register, the year 2005 saw a significant increase in the number of newly established
companies (8,920). Such positive and qualitative developments in the area of SMEs are also
confirmed by the Global Entrepreneurship Monitor (GEM) which points to Croatia’s
significant improvement in rising from 32" place of the total of 37 countries in 2002 to the
19™ place of the total of 35 countries in 2005.

The achieved progress is the result of the measures taken to speed up the process of
development of SMEs by the setting up of HITRO.HR service which helped reduce the
number of documents needed for registration and by the effects of more efficacious
implementation of incentives. In the Republic of Croatia at the beginning of 2006, the total
number of registered small and medium size companies stood at 70,729, number of crafts was
105,274 and cooperatives 1,292.

Efficacy of the Incentives for SMEs Development

With the aim of strengthening SMEs, the Government of the Republic of Croatia, launched in
2005 its One Stop Shop project, i.e. its HITRO.HR service with a view to improving and
establishing IT-based communication between entrepreneurs and citizens and government
administration. HITRO.HR service provides to future entrepreneurs all the necessary
information in one place from where they can carry out further communication with
government administration bodies.

One of the strategic measures adopted by the Government of the Republic of Croatia to
strengthen SMEs is the Programme of Incentives to Small and Medium Size Enterprises
2004-2008 together with an Operative Plan for incentives to SMEs for the year 2006,
formulated in the context of this programme. All the measures planned for 2005 under this
programme were implemented®*. A total of 2,961 non-refundable incentives were granted,
totalling HRK 138.4m.

In compliance with the EU Charter, in the context of measures for cheaper and faster
registration of economic entities in small businesses, an e-crafts service was introduced in
June 2006, providing electronic craft registration services.

** The 2005 PEP, page 61, the measures planned under the programme were as follows: education in entrepreneurship,
entrepreneurship financing, business infrastructure, competitiveness, entrepreneurship marketing and promotion, target
groups, cooperative-specific and crafts-specific projects.
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As one of the measures aimed at removing administrative barriers for entrepreneurs, in June
2006, a WEB portal entitled ,,Business navigator” was launched, comprising information
subsystems credit guide, business network, investment in Croatia and business centres.

The projects to improve competitiveness in 2006 were designed with a view to achieving
faster and more successful transformation of research results and technological innovation
into internationally competitive products. The functioning of the Croatian innovation system
is encouraged through a set of integral measures with a view to achieving the effects which
are compliant with the guideline providing for the knowledge-based economy.

It should be noted that Croatia boasts a well-branched business related infrastructure
involving development agencies, entrepreneurship centres, entrepreneurship incubators,
technological parks/technological centres, business zones. Such a framework for SMEs
development provides a good-quality basis for further SMEs development which is expected
to make a large contribution to value added generation and improved competitiveness of the
Croatian economy.

Improving SMEs Sector Efficacy

The Government of the Republic of Croatia is committed to its development policy
implementation as seen in continuous implementation of incentives through its line ministry
(Ministry of the Economy, Labour and Entrepreneurship) and the strategic document of the
Republic of Croatia: “Strategic Development Framework 2006-2013” adopted in mid-2006.
Such a comprehensive and thorough approach to SMEs sector development points to an
unambiguous orientation of the country’s economic policy towards development and
improved competitiveness of the national economy, with SMEs as one of the most significant
generators of the Croatian economic development.

The incentives are focused on a number of areas such as:

the setting up of new entrepreneurial zones,

different tax relief schemes,

removal of administrative barriers,

measures aimed at raising competitiveness of the country’s economy (investment in
development, training, and new technology),

a change in activity structure in favour of production,

e export orientation strengthening,

e creation of positive business environment (developing entrepreneurial culture).

The Government of the Republic of Croatia has been pursuing a proactive policy directed
towards promoting SMEs development on local and regional levels and through the activities
of the Croatian Agency for Small Business, Agency for Exports and Investment Promotion
and institutional support provided to the SMEs by chambers, associations, entrepreneurial
centres, technological parks and incubators and development agencies.

Business policies of the financial institutions (mainly commercial banks) also play an
important role in determining the dynamics and the quality of SMEs development. In 2005
and 2006, qualitative improvements were seen in the financial follow-up of SMEs
strengthening programme, mostly through Croatian Bank for Reconstruction and
Development but increasingly also through commercial banks. This is the result of a well-
designed framework for SMEs development as well as qualitative improvements in the sector.
In the period 2007-2009, financial institutions can be expected to make an even greater
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contribution to further SMEs development, particularly in view of the high level of stability
and development of the Croatian banking system and further financial system deepening.

In the context of PHARE 2006 programme, a grant scheme project has been devised intended
for the SMEs sector with the aim of increasing competitiveness and exports of the Croatian
SMEs. This pilot project, whose launching is planned for mid-2007 will finance consulting
services, promotion activities, market research, product development and participation at
international fairs and events. The project also presents an opportunity for the adoption of the
procedures and the establishment of institutional structures which would manage the grant
scheme system in the pre-accession period, thus preparing the Republic of Croatia for the use
of future structural funds.

The joining of economic entities for the purpose of creation of economic and interest
associations or other contractual forms, and promotion of the already formed clusters with the
view to achieving a higher level of joint product finalisation is one of the efficient measures
taken that is expected to add to the SMEs sector quality in the Republic of Croatia.

The areas of SMEs development incentives in the future period are in line with the general
objective of the knowledge-based economy and principles of the EU Charter for small
businesses and they include:

education in entrepreneurship,

competitiveness,

entrepreneurship financing,

business related infrastructure.

It will be possible to make a concrete and methodologically based assessment of the fiscal
impact of the projects of SMEs incentives after the setting up of a monitoring system within
the Ministry and the implementation of the PHARE 2005 project entitled “SME Institutional
Strengthening and Policy Alignment” which envisages the setting up of a SMEs observatory.
The implementation of SMEs incentives projects is analysed by users and by counties and is
processed on an annual basis, in the context of a budget year.

4.1.7 Public-Private Partnership
The Objectives of Public-Private Partnership (PPP) Model Implementation

The Government of the Republic of Croatia has adopted a concept of PPP to promote further
economic development and private entrepreneurship with the view to:
e contracting and building a larger number of public constructions;
® ensuring that risks are spread among private entrepreneurs and the public authorities,
all with the aim of achieving a more efficacious and effective use of tax payers’ funds;
® benefiting from greater efficiency of private entrepreneurs, for whom it has been made
possible to build efficiently and effectively and to manage the completed projects
more efficiently and effectively than the bodies of public authorities,
e creating value added through the pooling of resources, efforts and knowledge of the
private and the public sectors,
® increasing productivity, competition, rational use of economic capacities of private
and public entities;
¢ achieving transparency in selection and contracting,
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¢ finding new solutions for public infrastructure construction and maintenance;
e providing medium term to long term boost to economic activities;
e ensuring rational use of the public resources to the benefit of all public services users.

The Guidelines for the Use of Contractual Forms of PPP Models

The Guidelines for the Use of Contractual Forms of PPP Models® lay down:

e the conditions that a PPP project has to meet as well as the procedures governing
cooperation between public and private partners in the context of PPP,

¢ rules for PPP establishment and implementation that will reduce the risks to the public
budget,

e the powers of the bodies of public authorities to conclude agreements within the legal
framework of PPP,

e clements commonly characterising PPP.

Any decision for or against PPP projects has to be based on the consideration of the fact
whether there exists for the public sector the so called “value added”. Value added is reflected
in savings made, higher standard of service or lesser damage to the environment, and may be
achieved through PPP:
* by means of more efficient projects which involve creative and innovative approach to
problem solving,
®* by not exceeding the amount of planned investment funds from the government
budget,
* by optimising the project throughout its entire life cycle, by integrating the project
phase, the construction phase, financing and construction maintenance.

The Guidelines define the persons that can conclude PPP contracts on behalf of the public
sector and the obligatory elements of PPP contracts. With a view to further PPP model
development and supervision over the bidder selection procedure, bids preparations and
submissions, contracting and the implementation of the agreed projects, the setting up of a
Department for Private Public Partnership within the Agency for Investment and Export
Promotion is envisaged. Control of the fiscal capacities of the units of local and regional self-
government will also be ensured through the activities of the Ministry of Finance. For that
purpose, it has been provided that a public partner, in the context of the defined Guidelines,
may conclude a PPP contract (PIF model) only if the total annual amount of all fees that the
public partner pays, based on all PPP contracts, to private partners, does not exceed 35% of
the generated budget revenue in the previous budget year, net of capital revenue. PPP models
may be applied in different sectors. The time frame for the implementation of the Guidelines
has not been determined, but it may involve the time period until other legislative acts or
regulations are adopted which will define differently the elements defined under the
Guidelines.

With respect to fiscal impact assessment, at this moment it is not possible to assess the impact
on the budget or the economy, given a large-scale use of contractual PPP models for the
realisation of public constructions projects and communal infrastructure in the Republic of
Croatia. So far, contractual PPP models have aroused much interest, particularly among the
units of local and regional self-government, with a number of PPP pilot projects already being
in the phase of realisation.

* The Guidelines are adopted by virtue of Resolution of the Government of the Republic of Croatia at its session on 1
September 2006.
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4.2 FINANCIAL SECTOR
4.2.1 Banking system

Banks contiue to represent the most important segment of Croatia's financial system.
However, in December 2005, for the first time in the past ten years, the share of total banking
sector assets accounted for less than 80 % of total assets of the financial sector.

Table 14 Shares of Financial Institutions in Total Assets, End of Period?®

2001 2002 2003 2004 2005 VI 2006
Banks, consolidated assets, in gross terms 87,5 85,0 83,3 81,4 78,6 77,6
Open-end investment funds, net assets 0,9 1,4 1,4 1,8 2,8 3,6
Closed-end investment fund, net assets* 2,3 1,6 0,4 0,4 1,2 1,2
Insurance companies 5,9 5,7 5,4 52 51 51
Housing savings banks, consolidated, gross 0,8 1,1 1,5 1,8 1,8 1,6
Compulsory pension funds, net assets 0,0 1,1 2,0 2,9 3,6 3,9
Voluntary pension funds, assets 0,0 0,0 0,0 0,0 0,1 0,1
Savings and loans associations 0,6 0,6 0,6 0,6 0,5 0,5
Leasing companies™™* 2,0 3,6 5,4 6,0 6,2 6,4
Total 100,0 100,0 100,0 100,0 100,0 100,0

*of which PIF's and War Veterans' Funds
**preliminary dana

Banking sector consolidation continued through 2005 and 2006, with the number of banks
further declining. At the end of 2005, the banking sector of the Republic of Croatia comprised
34 banks and 4 housing savings banks. Banking sector assets totalled HRK 266.4bn at the end
of 2005. Banks accounted for 97.7% of total banking sector assets, while housing savings
banks accounted for 2.3%.

The consolidation proces continued in the first half of 2006, with the number of banks falling
to 33 early in July due to one merger. The number of housing savings banks increased by one
to a total of five housing savings banks.

Table 15 Number of Banks (Domestic/Foreign Ownership) and Their Share in Total Banking
Sector Assets

In domestic Share in total assets In foreign Share in total assets
Year ownership (%) Ownership (%)
2002 23 8,7 23 91,3
2003 22 9,0 19 91,0
2004 22 8,5 15 91,5
2005 20 8,7 14 91,3
VI 2006 20 9,5 14 90,5

The decrease in the number of banks in (majority) foreign ownership had no influence on the
share of their assets in total banking sector assets.

26 Sources: CNB, MF, Croatian Financial Services Supervisory Agency (HANFA).
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Table 16 Total Banking Sector Assets (in million HRK)

Xil 2002 Xil 2003 Xil 2004 Xil 2005
amount amount change amount change amount change
Total assets 174.139,2 204.115,0 17,2 229.305,2 12,3 260.285,2 13,6

There are 6 banking groups operating in the country, with the reporting requirements set by
the Croatian National Bank being met by the superordinate banks in accordance with the
Decision on Consolidated Financial Reports of Banking Group. In 2005, two new banking
groups became obligated to deliver consolidated financial reports, while one banking group
ceased to exist. Superordinate banks continue to dominate the operations of all groups.

The second half of 2005 and the first half of 2006 saw substantial changes to prudential bank
regulations. The greatest number of changes resulted from the revision of International
Accounting Standards (IAS) and the implementation of new International Financial Reporting
Standards (IFRS), which entered into force on 1 January 2005, thus prompting the CNB to
amend a great number of its subordinate legislation”’.

The Decision on Limitation of Banks' Exposure to Foreign Exchange Risk was amended in
the second quarter of 2006 prescribing the requirement for banks to report their foreign
currency exposures on daily bases for every day of the year.

Due to substantial euroisation of the balance sheets of Croatian banks, the Croatian National
Bank adopted Currency Induced Credit Risk Management Guidelines. These Guidelines are
aimed at helping banks to adopt policies and procedures required for determining, measuring,
monitoring and controling currency induced credit risk as well as ensure regular reporting and
raise additional capital for placements to such (unsecured) clients. The application of these
guidelines as well as of the amended regulations in the segment of capital adequacy has
affected the movement of capital adequacy ratio of banks since mid 2006. In addition, the
CNB published Guidelines Adequate Externalisation Risk Management in October 2005 and
Guidelines for IT Management Aimed at Reducing Operative Risk in March 2006. Aiming at
improving the quality of bank loan portfolio, espcially with regard to household placements,
the CNB issued Guidelines for Managing Credit Risk Arising from Placements to Households
(Natural Persons) in October 2006. Banka should use this document as guidance in adjusting
and improving their own policies and procedures for managing credit risk that arises from
household placements.

Work on further alignement of laws and subordinate legislation with EU directives continued
in 2006, with plans for the 2006 to 2009 period involving the adoption of the following
banking regulations:

e Act on Credit Unions (by the end-2006)
Deposit Insurance Act (third quarter 2007)
Financial Collateral Act (third quarter 2007)
Credit Institutions Act (first quarter 2008)
Domestic Payments Act (first quarter 2008)
Act on Reorganisation and Liquidation of Financial Institutions (first quarter 2008)
Financial Conglomerates Act (third quarter 2008)

" Decision on the Capital Adequacy of Banks, Decision on the Classification of Placements and Contingent Liabilities of
Banks, Decision on Consolidated Financial Reports of a Banking Group, Decision on the Chart of Accounts for Banks,
Decision on the Statistical Report for Banks and Decision on Supervisory Reports of Banks.
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In the course of 2006, special attention has been given to the implementation of the Capital
Requirements Directive (CRD), aiming at transposition into national legislation of the new
methodological framework for capital requirements calculation (Basel II). The Governor of
the Croatian National Bank adopted an Action Plan for the Creation of the Credit Institutions
Act, which is to implement the CRD, in June 2006. In accordance with the Action Plan, the
adoption of subordinate legislation for the implementation of the CRD is envisaged in the
fourth quarter of 2008.

Parallel with preparations for the implementation of the CRD contacts have been established
and mamoranda of understaning signed with home supervisors from Austria, Italy and
Hungary as well as with host supervisors from Bosnia and Hercegovina, while memoradum of
understanding between the home supervisors from France and the CNB is being prepared.
Aiming at efficient supervision of the banking and financial sector of the Republic of Croatia,
the CNB and HANFA signed a Memorandum of understanding in October 2006.

Taking into account the regulations in preparation the CNB, in its capacity as bank supervisor,
continues to improve its supervisory approach pleacing the gr