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In Croatia the year 2010 started with the election of the new presi-
dent at the regular presidential elections. The winner, Ivo Josipovi¢,
was a candidate of the largest opposition party, the SDP and an un-
usual candidate at the domestic political stage traditionally marked
by populism-prone candidates. Now that the elections are over
economic topics or rather the question of how to fight recession
returned to the foreground. The 5.7% fall in economic activity in Q3
2009 warned that economic recovery will not be achieved without
a more active economic policy. Therefore, the Government of the
Republic of Croatia set out to halt the negative trend in domestic
production and employment by adopting a series of overdue emer-
gency measures aimed at supporting companies that offer com-
petitive products or services and enabling better realisation and
protection of employment. The Governor of the CNB announced a
more active role of the monetary policy in the fight against reces-
sion, with the CNB being prepared to release additional liquidity
by speeding up to process of adjusting bank reserve requirements
with ECB target rates and thus help to restore corporate lending
at lower capital costs. Although desirable, these measures will not
suffice without a change in fiscal policy. The competitiveness of
domestic companies in a relatively small and open economy like
Croatia’s is inevitably compared with the competitiveness of foreign
companies, primarily in the region. Consequently, in comparison
with companies from the broader region, Croatian companies are
burdened with higher financial costs expressed through the aver-
age real interest rate on loans and relatively higher fiscal costs.
The measures announced by monetary authorities and government
interventions are aimed at reducing the financial costs for compa-
nies by reducing the regulatory cost (reserve requirement) and the
cost of funding (increasing system liquidity) as well as through the
reduction of credit risk (government guarantees). However, there
is a lack of measures aimed at reducing the fiscal and quasi-fiscal
burden on labour and capital, which requires painful but necessary
structural reforms. Without raising labour competitiveness, the fast-
est way being to reduce fiscal burden on personal income, there will
be no rise in employment and available income of households or
recovery in consumption. In other words, in order to overcome this
crisis we need a more effective and cheaper government, which is
to be achieved through lower public sector expenditures and paral-
lel reduction in tax rates and quasi-fiscal procedures and charges.
Structural reforms would also result in the lowering of country risk,
an extremely important category for a deeply indebted economy
like ours.
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Indicators

s | Ndicators

2002 2003 2004 2005 2006 2007 2008 2009e 2010f 2011f
GDP & production

Gross domestic product, % (constant prices) 5.4 5.0 4.2 4.2 4.7 5.5 2.4 -6.0 -0.9 2.6
GDP at current prices (EUR million) 28,110 30,014 32,759 35,720 39,102 42,832 47,390 44,860 45,342 48,038
GDP per capita at current prices (EUR) 6,327 6,763 7,380 8,041 8,807 9,675 10,729 10,182 10,320 10,955
Retail trade, % real annual changes 12.5 3.7 2.6 2.8 2.1 5.3 -0.5 -155 | 2.6 3.7
Industrial production, % annual changes 5.4 4.1 3.7 5.1 4.5 5.6 1.6 -9.2 0.6 4.1
Prices, employment and budget
Consumers prices, %, eop 1.8 1.7 2.7 3.6 2.0 5.8 2.9 1.9 3.9 3.2
%, avg 1.7 1.8 2.1 8.3 3.2 2.9 6.1 2.4 3.2 3.5
Producers prices, %, eop 2.3 1.0 4.8 2.7 1.9 5.8 4.7 1.6 3.9 3.2
%, avg -0.4 1.9 3.5 3.0 2.9 3.4 8.4 -0.4 3.4 3.1
Unemployment rate' (official rate, avg) 22.5 19.5 18.0 18.0 17.0 15.1 13.4 14.9 15.9 15.2
Average net wage, in HRK, avg 3,719 3,939 3,939 4,375 4,602 4,840 5,177 5,287 5,300 5,565
General government balance?, % of GDP -4.3 -5.4 -4.2 -3.5 -2.6 -2.0 —1.8 4.1 3.7 -2.8
Balance of payment and external debt
Good'’s export, EUR million 11,128 13,141 14,243 15,273 16,992 18,317 19,845 16,036 16,181 17,738
% change 3.0 18.1 8.4 7.2 11.3 7.8 8.3 -19.4 0.9 9.6
Good’s import, EUR million -13,801 -15,179 -16,199 17,473 -19,632 -21,485 23,742 17,790 17,593 20,191
% change 14.0 10.0 6.7 7.9 12.4 9.4 10.5 -25.1 | -1.1 14.8
Current account balance, % of GDP? -7.5 -6.3 4.4 5.5 -6.9 -7.6 9.4 52 -7.0 -4.9

Official international reserves, EUR millon, 5,651 6,554 6,436 7,438 8,725 9,307 9,121 10,800 9,800 9,400
eop

Official international reserves, in terms of 4.9 5.2 4.8 5.1 5.3 5.2 4.6 7.3 6.7 5.6
months of imports of goods and services, eop

Foreign direct investment, EUR million 1,138 1,762 950 1,468 2,765 3,667 3,330 2,100 1,500 2,500
Tourism — nightstays, % change 3.0 4.3 2.5 7.6 3.1 5.7 2.0 -1.3 2.5 2.0
External debt, EUR billion 15.1 19.9 22.9 25.7 29.3 32.9 39.1 43.8 44.5 46.1
External debt, as % of GDP? 53.9 66.2 70.0 72.1 74.9 76.9 82.6 97.6 98.1 96.0
External debt, as % export of good and 136.1 151.3 161.0 168.6 1723 1798 197.2 273.1 275.0 259.9
services®

Monetary and financial data

Exchange rate, eop, USD/HRK 7.15 6.12 5.64 6.23 5.58 4.99 5.16 5.09 5.44 5.36
avg, USD/HRK 7.87 6.70 6.03 5.95 5.84 5.37 4.93 5.28 5.14 5.32

Exchange rate, eop, EUR/HRK 7.44 7.65 7.67 7.38 7.35 7.33 7.32 7.31 7.45 7.50
avg, EUR/HRK 7.41 7.56 7.50 7.40 7.32 7.34 7.22 7.34 7.40 7.45

Money (M1), HRK billion, eop 30.9 33.9 34.6 38.8 48.5 57.9 55.2 46.2 47.1 49.2
% change 30.2 9.8 2.0 12.3 25.0 19.3 -4.6 -16.3 2.0 4.5

Broadest money (M4), HRK billion, eop 116.1 128.9 139.9 154.6 1825 2158 2250 227.0 230.0 233.9
% change 9.5 11.0 8.6 10.5 18.0 18.3 4.3 0.9 1.3 1.7

Credits, HRK billion, eop 97.5 111.7 1273 149.2 1834 210.8 233.0 2350 237.4 242.1
% change 30.0 14.6 14.0 17.2 22.9 15.0 10.5 0.9 1.0 2.0
ZIBOR 3m, %, avg 4.6 5.5 7.3 6.2 4.3 5.7 7.2 8.9 6.8 5.6
Treasury bills rate 12m, %, avg 3.7 4.8 6.5 5.0 3.9 4.2 6.0 6.7 6.3 6.0

! Survey of labor force by ILO methodology shows unemployment rate of 9% for Q1-Q3 2009
2 Without capital revenues (privatization), GFS 2001

3 In euro terms

e — estimate; f — forecast; eop — end of period; avg — period average

Sources: CNB, MoF, CBS

Forecasts: Economic Research Department — Raiffeisen Consulting
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GDP and inflation

messssss in the second half of the year

Gross domestic product, real annual The third quarter of 2009 was the third subsequent
growth rates quarter of a downturn in the Croatian economy on
annual level. Real GDP fall totalled 5.7%, which
was a slight slowdown of its trend. In contrast to
the first two quarters, in the third quarter GDP was
negatively affected by the reduction in govern-
ment spending (for the first time since forth quar-
ter 2003), while other components went down at a
lower rate than in the first half of the year (partly
due to the base effect). Real sector and labour
market data indicated a continuation of unfavour-
able developments so real economic downturn for
the year could reach 6%. In the first half of this

S oo ococodo Qo8 .o year, economic activity will continue to decline with
N ¥ — N O I — N O I — N M . .
cliclciRcRc R R IR IRC IR negative developments in the labour market peak-

ing. Foreign demand, without strong changes in
Sources: CBS, Raiffeisen Research the domestic sector, will not suffice for industrial
recovery and a start of an investment cycle. Positive
influences that thus far came from the reduction in

GDP, real annual growth rates trade deficit will wear off gradually as the rates of
year 2007 2008 2009e 2010f 2011f change in imports and exports equalise and the
Croatia 5.5% 2.4% -6.0% -0.9% 2.6% growing prices of raw materials and energy create
Bulgaria 6.2% 60% -40% 1.0% 3.0% upward pressure on the trade deficit. According to
Slovakia  10.4%  6.4% —4.5% 1.5% 4.5% our projections, recovery will start no sooner than
Poland 6.8% 50% 1.1% 1.3% 2.6% at the second half of the year, taking into account a
Hungary 1.2% 0.6% -6.5% 0.0% 2.5% successful tourist season, repealing of the crisis tax,
Slovenia 6.8% 3.5% —7.0% 05% _2.5% base effect and growing foreign demand.

Czech Rep.  6.1% 2.6% -4.0% 0.8% 2.5%
Romania 6.2% 7.1%  -7.5% 1.0% 3.5%
EMU 27% 0.6% -3.8% 1.4% 1.5%
USA 21% 04% -2.6% 2.0% 1.5%

After the inflation rate, measured by the consumer
prices index, followed a downward trend in third
quarter 2009 (predominantly due to last year's
Sources: WIIW, Raiffeisen research, Bloomberg high base), inflationary pressures slightly intensi-

fied in the fourth quarter. In addition to the base ef-

fect, the largest contribution to the price growth, as
Consumer price index, annual level expected, came from the rise in the price of energy.
Due to the decline in personal consumption caused
by declining available income of households, the
increase in the VAT rate and introduction of ad-
ditional excise duties were not transferred to the
end consumer since the already curbed demand
creates downward pressures on prices. The aver-
age inflation rate for 2009 is expected to be 2.4%.
In the forthcoming period, we expect inflationary
pressures to continue due to the increase in gas
prices which will lead to the upward movements in
the prices of other products, primarily the price of
electricity. However, energy prices are still below
real market prices so in the next two years, as part
of Croatia’s EU accession process, administratively
Source: CBS set prices will have to be aligned.
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Industrial production and employment

s industry restructUring?

Basic indicies of industrial production, The expected favourable impact of the last year’s
2005 = 100 base on industrial production fell out in the fourth
quarter, with relatively high annual rate of decline

120 continuing. In addition, the softening of the fall in
15 industrial production was affected exclusively by
the growth of energy production, which was ex-

110 pected in view of the start of the heating season.
105 In the first eleven months, the industrial production

100 volume was lower by a sizeable 9.5% relative to
the same period last year. Recession showed that

99 the problem of industrial production and its lack

90 of competitiveness was a structural problem whose

85 solving requires the implementation of necessary

IS 5535538338383 %333%3939% reforms. The sustainable economic growth requires
O T = B I dealing with structural problems of sectors with low
technological intensity, like shipbuilding and textile
Source: CBS industry, as well as promoting development in the
segments that rely on new technology and knowl-
Construction, yoy change edge with added value, i.e. promoting industries
that will contribute to better productivity and higher
25 employment. However, this requires the system of
20 education to be adjusted to the real sector. The de-
15 cline in industrial production might continue in the
10 first two quarters of this year. Recovery is not to be
Y 5 expected sooner then in the second half of 2010
° 0 when positive developments in foreign markets
-5 could have a stronger influence.

-10
-15 . , (. , : : The labour market is a segment of the economy
20 which is the last to reflect recession movements.
838888555533333333 Accordingly, it will be the last to benefit from eco-
S-¥Rh YN S N~NO S ¥ nomic recovery. The number of the unemployed
has been growing relatively fast over the last few
Source: CBS months, drawing close to the number of 300 000.
The strong growth in the number of the unem-
Unemployed persons, UnempIOymenf ployed is a reflection of numerous negative eco-
rates nomic trends. The reduction in industrial produc-

tion reduced the need for workers. Manufacturing
industry, trade and construction were hit the strong-

320

300 est so the number of layoffs in these branches of
5 280 the economy are the highest. In addition, some of
5 the companies have been trying to cut staff and
E 260 redistribute their own capacities in order to reduce
= 240

operating costs and avoid bankruptcy. This is con-
firmed by the fact that the unemployment growth is
the highest in the age group of 20 to 29, i.e. among

220
200

S 33 8338338338333 833 persons entering the labour market. In the forth-

n [ce] — o~ w0 [ee] — o~ n Q — . . o
- - - coming period, the unemployment growth will have
B Unemployed persons (left scale) negative effects on personal consumption due to
—— Unemployment rate, official (right scale) decreasing available income, which will in turn fur-

Unemployment rate (ILO methodology) .
ther slow down the recovery of our economy, highly
Sources: CBS, CES dependant on consumption.
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Trade and tourism

s fwo-digit fall in tourism revénues

Retail trade, real growth, yoy change
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Although the downward trend in retail trade was
expected to slow down at the beginning of autumn
due to the lower base, the opposite happened. Re-
tail trade continued declining at two-digit rates.
While the intensity of its fall was surprising, struc-
turally viewed, retail trade decline was in line with
expectations. The largest fall last year was regis-
tered by the sale of new and used motor vehicles,
while the sale of bread and bakery goods and
groceries went up. The strong fall in retail trade
was primarily linked to the decrease in available
income of households, which resulted from grow-
ing unemployment and increased fiscal burden
on wages. The said factor will again contribute to
modest retail tfrade results in the first half of 2010,
although the rate of fall will be much lower than
in 2009. Lower rates of decline will be strongly af-
fected by the base effect since retail trade saw two-
digit rates of fall throughout 2009. Since GDP is
largely dependant on personal consumption, that
is hit hard at times of crisis or recession, if reforms
are delayed, economic recovery will take as much
as retail trade recovery.

The physical indicators of the peak tourist season
and in September showed that the tourist season
exceeded bleak forecasts from the beginning of the
year. However, the CNB's latest data show that tour-
ism revenue fell 15.7% in the third quarter. Tourism
revenue for the entire year is expected to total some
EUR 6.4bn, down over one billion relative to 2008.
Real sector indicators showed that tourist spend-
ing will reduce, because retail trade went down at
two-digit rates even during the tourist season. In
addition, the average number of tourist overnight
stays per arrival went down. Furthermore, aiming
at attracting guests the prices of services were cut.
In the future, tourism needs to be positioned both
at the level of the domestic economy and at the
global level. While good results in 2009 (as far as
overnight stays and arrivals are concerned) is for
the major part a consequence of competitive prices
and Croatia’s geographic position, much more will
have to be done to attract guests in 2010 because
competition is bound to be more aggressive this
year. This year we expect tourist overnight stays to
grow by some 2.5% and revenues from tourism to
go up by 6.8% on annual level.
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Interest rates and monetary aggregates

s 0N thé monéy market in 2009.

Interest rates
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Loan growth, in %, annual level
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Monetary aggregates and domestic
loans (growth rates, annual level)
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The past 2009 will be remembered in the money
market by extremely high volatility, the highest and
the lowest interest rates on all maturities, low li-
quidity in the beginning and extremely high system
liquidity late in the year. Reduced kuna liquidity and
a period of historically highest interest rates in the
first quarter was followed by stabilisation in the sec-
ond and the third quarter, and extremely high kuna
liquidity in the last quarter with the lowest interest
rates in the past six years. In such circumstances
the central bank held its last regular reverse repo
auction in the middle of October, while additional
liquidity was created by foreign exchange interven-
tions aimed at preventing the appreciation of the
domestic currency against the euro. The CNB did
not use restrictive measures to reduce pressure on
the money price drop as despite the ample sup-
ply there were no increase in loans or inflationary
pressures recorded.

The foreign exchange inflow from the government
debt issued in dollars and new borrowings of pub-
lic enterprises abroad provided additional support
to high market liquidity until the end of the year.
Despite good liquidity, monetary aggregates, es-
pecially money (M1) continued falling, thus reflect-
ing developments in the real sector. Total liquid as-
sets (M4) were relatively stable exclusively thanks to
the growth of foreign exchange deposits. The CNB
repealed bank obligation to subscribe CNB-bills
if their annual loan growth exceeds 12 percent, a
tool used to slow down loan growth in the previous
three years. In the period ahead, the central bank
will continue its policy of maintaining a stable kuna
exchange rate, but with more experience from in-
tervening in the first quarter of 2009 and stronger
foreign exchange reserves. Therefore, we expect
stable kuna liquidity in a period of possibly rising
tensions in the foreign exchange market during the
first quarter of 2010. We expect kuna liquidity to
continue to be maintained at high level and interest
rates to range within a band usual for the period
of maintaining the reserve requirement. Neverthe-
less, the downward trend followed by monetary ag-
gregates should be halted. However, considering
the expectations in the real sector and the labour
market we do not se a basis for a more substantial
recovery, at least not in the first half of 2010. As
regards deposits, we expect the period of stagna-
tion to continue, being additionally spurred by sta-
bilisation and a mild decrease of interest rates on
deposits offered by banks.

RZB Group



Exchange rate

s on kuna marked the end of the 2009

Middle exchange rate of the CNB

The tourist season did not end with the usual EUR/

HRK exchange rate growth. To the contrary, the last
7.50 6.00 quarter was marked by appreciation pressures on
;jg 5.80 the domestic currency. The reduced risk perception
735 5.60 relating to developing markets slowly opened the
7.30 5.40 door to foreign sources of financing in the second
7.25 5.20 half of the year (although noticeably more expen-
7.20 5.00 sive than in the pre-crisis period) so in addition to
7.15 P P
710 4.80 the Government’s exit to foreign capital markets,
705 44.60 foreign exchange inflow was ensured by the bor-
700 T T o o o o o o o0 rowing of public enterprises and the corporate sec-
2222222223822 tor. This created upward pressures on the domestic
- - - currency. Demand for foreign currency was slightly
— EUR/HRK (left)  —— USD/HRK (right) lower amid the substantially lower foreign trade and
Source: CNB strong fall in import activities that marked 2009.
In addition, the relatively strong demand for the
Middle exchange rate of the CNB subscription of euro T-bills contributed to the lower
Middle Change compared to: EUR/HRK exchange rate. Even despite high kuna
exc::::ge EA2E2U08 liquidity, money surplus was mostly left unplaced
Currency 31.12.2009 Exch.rate  Move- % thus not allowing The kuna fo Iqse strength. In order
e to prevent excessive appreciation of the exchange
EUR 7.3062 73244 v _0.25 rate, the central bank intervened three times in the
USD 5.0893 5.1555 ) _1.28 foreign exchange market. The past year ended with
CHF 4.9094 4.9111 ) _0.03 the mid-point exchange rate slightly above HRK
GBP 8.0740 7.4845 1 7.88 7.30 for one euro.
Source: CNB . . o
A relatively large amount of foreign liabilities of
CNB operations and exchange rate both the corporate sector and the government sec-
tor is maturing in the first quarter this year, which
movements ar '
will influence the EUR/HRK exchange rate. How
8 7 45 the Government plans to finance the maturing Eu-
7 {740 robonds and HRK denominated government bonds
6 i\ | 7'35 is still largely unknown. In case of exit into foreign
v 5 B capital markets and possible conversion of foreign
4 17.30 ¥ . . ..
T 4 A B < exchange in the domestic market appreciation pres-
5 3 1725 ) sures will continue, although it is more likely that the
) 47.20 conversion into the domestic currency will be car-
1 I II | II I 7.15 ried out gradually through the central bank without
0 L -8 710 a major impact on the exchange rate. On the other
N IS 00 0O 00 @ O W O O O O O O . . . ofeqs
S0 00000b688&8 oS hand, the settling of foreign liabilities by the corpo-
O N AN ¥ 00O NN 0 00 O N . . .. .
- - - == rate sector, extremely high liquidity and low interest
W Creation(+)/Destruction(-) of kuna liquidity* rate create the possibility of depreciation of the do-
EUR/HRK average (right) mestic currency. Reduced import activity will have a

* Effect of FX interventions and reverse repo auctions of T-bills on money

supply. Source: CNB

Exchange rate forecast

much lower contribution to the EUR/HRK exchange
rate growth than over the previous years. In the re-
mainder of the year the exchange rate will stabilise
at some HRK 7.40 for one euro, seeing the usual

2010f 2011f | duri h h
EUR/HRK, avg 7 40 7 45 seasona .movem.em‘s uring the summer mon’r.s.
Finally, it is certain that the 2010 monetary policy
EUR/HRK, eop 7.45 7.50 . . . . .. .
will remain true to its main objective of protecting
USD/HRK, avg 5.14 5.32 . ..
the price and exchange rate stability.
USD/HRK, eop 5.44 5.36
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Balance of payments, trade and external debt

e fowards the GDP

Current account balance, % of GDP The balance of payments current account surplus
that is usual in the third quarter of the year went
down by 7.5% in 2009 relative to the same period
in 2008. Since GDP fall slowed down slightly dur-
ing the same period, the share of the balance of
payments current account deficit in GDP went up
to 6.2%. The main reason for the decline in surplus
lies in the expected two-digit decline in revenues
from the tourist season relative to the previous year.
The negative contribution from the goods account
to the balance of payments current account in the
period under view was much milder than in the pre-

-10 o N Mmoot oo~ s o= vious year since the import of goods declined much
S o0 © 9 O 0 O 8 @ & = =
S S35 3539553953839 faster than the export qf goods. We expect the bal-
ance of payments deficit for 2009 to amount to
Sources: CNB, Raiffeisen research 5.2% considering the economic contraction of 6%.
Since the last year’s two government exits to the
Foreign trade of goods foreign capital market indicated solid interest for
government bonds, deficit financing should not
25 pose a major problem amid reduced foreign di-
20 rect investments. In 2010, foreign trade in goods
15 should start recovering. However, since we expect
o 10 negative changes in foreign trade due to the ex-
Z s pected growth of the average price of energy and
5 raw materials in 2010, it will come to the widening
_5 , N E . . of the balance of payments current account deficit.
-10
15 In the last year’s third quarter, the total external
- N ®m ¥ v v N © & S = debt continued growing, reaching EUR 42.8bn or
§ § § § § § § § § S 3 93.6% of GDP, according to the latest CNB data.
. While in July it reduced mildly, partially thanks to
M Export W Import Balance of foreign frade the repayment of the 2004 bond, in August and
Sources: CBS, Raiffeisen research September the upward trend intensified as reflect-
ed by the monthly growth of more than one billion
External debt and ratios euros. The largest contribution to the growth of for-
IR Cxicrnal debt as % of: eign liabilities came from the growth of foreign di-
Quarters  debt Exports of  reserves (% of rect investments and greater activity of enterprises
(EURmn) PP g:::,sic:zd C el e O in foreign markets. The bank and government sec-
Q3.06 27,372 71.3%  165.9% 29.7% tor continued reducing their shares in total external
Q4.06 29,274  749%  172.3% 29.8% debt, which in September totalled 23.9% and 9.6%
Q1.07 30,149  75.4%  175.9% 31.6% respectively. We expect that foreign borrowing con-
Q2.07 31,058 75.9% 175.9% 29.5% tinued growing at a moderate rate in the last quar-
Q4.07 30,755  745% 172.2% 28.2% ter of the past year. By debt structure, the govern-
Q4.07 33,253 77.6%  181.5% 28.0% ment share is expected to have increased due to its
Q1.08 34,967 79.5% 188.3% 28.1% exit to the international capital market. In addition,
Q2.08 35409 78.3% 185.5% 28.1% at the beginning of this year the government will
Q3.08 36,259  77.9% 182.7% 27.1% have to refinance its existing liabilities, most likely
Q4.08 39,346 83.0% 197.7% 23.2% in the foreign market. Despite the slowdown in the
Q1.09 39,230  83.4%  200.8% 22.6% growth of external debt relative to previous years,
Q2.09 40,806  87.8%  220.9% 22.1% due to the economic contraction the share of debt
Q3.09 42,760 93.6%  242.2% 21.8% in GDP will rise.
Source: CNB
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Government budget
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General government expenses
according to budget 2010

. Other expenses
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Sources: MoF, Raiffeisen Research
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.
Public debt
General % in GDP % in GDP
mn without Total public  without
government Guarantees
HRK debt guarantees debt* guarantees
and CBRD and CBRD
2002 71,140 34.2 15,579 90,535 43.5
2003 79,846 35.2 15,327 100,126 441
2004 92,671 37.7 12,275 110,722 45.1
2005 101,061 38.2 12,223 120,419 45.6
2006 102,210 35.7 14,188 124,084 43.3
2007 104,069 33.1 17,399 131,131 41.7
2008 99,468 29.1 33,763 144,044 42.1
2009e 112,946 34.3 35,763 159,522 48.4
2010f 125,309 37.2 34,763 170,885 50.7

* including CBRD and guarantees
Sources: MoF, CBS, Raiffeisen Research

1 X

Considering the expectations in the real sector and
the labour market it is highly likely that the revenue
side of the planned 2010 budget will not be real-
ised, so the Government might revise the budget
already in the first half of the year. As a result of
planned expenditures, lower revenues and still
present risk of the government’s guarantees be-
ing activated, the 2010 budget deficit might reach
3.7% of GDP. However, the very size of the budget
deficit is not an issue, especially because we do not
expect problems with its refinancing. The problem
lies in the structure and the amount of expendi-
tures. In particular, the new budget again missed
the chance for important structural changes of
public finances that have once again been organ-
ised in a way which does not reflect a declining ten-
dency in expenditures or the implementation of the
necessary structural changes. In the medium term,
fiscal policy thus represents a growing burden for
sustainable growth and development. Recession
developments confirmed this view since in the cir-
cumstances of a declining economy expansive fiscal
policy and its anti-cyclical influence was hindered
by burdens from the past, i.e. delayed implemen-
tation of reform. Active fiscal policy is that much
more important if one takes into account that auto-
matic stabilisers of fiscal policy in Croatia are quite
weak. Fiscal policy should take up a pro-active role
in the reduction of overall public spending and the
improvement of its efficiency. The room for this is to
be found in public administration, health care and
pension systems, the system of state subsidies and
public procurement. The only thing that remains is
hope that fiscal and economic policy-makers will
disregard the fact that we are approaching an
election period and press ahead with painful but
necessary reform of the public sector and, together
with monetary policy, play an active role in finding
a solution that will start recovery and lay down new
foundations for economic growth.

The widening budget deficit and maturing liabilities
will lead to the growing financing needs and a rise
of public debt. Although we are still far from the
Maastricht criteria, in a small and open economy,
at the development stage that Croatia is at, one
should ask whether such a growth dynamics is sus-
tainable. In addition, the expansion of state guar-
antees and inadequate structure of state subsidies
reflects all the problems faced by the public sector.

Raiffeisen
RESEARCH
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Croatian Financial Sector, structure
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Financial system

In the Q4 2009, liquidity of the Croatian financial
system finally reached a high level. Tensions relat-
ing to the beginning of the monthly period of al-
locating the reserve requirement disappeared and
excess of supply in the foreign exchange market
maintained continued appreciation pressure on the
kuna, enabling monetary authorities to maintain
the exchange rate stability as one of the key an-
chors of financial stability. Following the shocks that
the financial industry was exposed in the first half of
the year, stable operating conditions and high com-
petitiveness of financial institutions remained an
ideal framework for the development of financial
services supply. Nevertheless, recession forced the
finance industry to face a new challenge — a reduc-
tion in demand for financial services. The process of
demand simplification is at hand, as part of which
clients avoid using complicated financial products,
which include more complex financial services, thus
narrowing the revenues of the financial industry. As
a result, competition among financial institutions is
being transferred from the revenue side to expendi-
tures side. The predominant struggle within the fi-
nancial services sector is going on in the segment of
reducing operating costs and achieving lower price
per transaction. Recession also faced the financial
industry with losses in portfolio values. While loss-
es on equity portfolios were primarily incurred in
2008, losses from debt securities were seen in the
H1 2009 due to the growth of government risk and
in the second half of the year due to the growth
of corporate risk. They led to the reduction in the
share of investment funds in the financial market
and strengthening of bank market shares despite
the slowdown in the growth of loan portfolios. How-
ever, the crisis is reflected in the growth of losses in
the loan portfolio with a time lag. Thus, in the first
three quarters of 2009, bank losses arising from
loan value adjustments were twice higher than in
the whole of 2008 with a rising trend continuing
into 2010. With the reduction in loan demand by
households it is expected that loan supply to cor-
porates will continue. The continued growth in the
non-performing loans will have the greatest impact
on bank operations in 2010. Due to the need to
finance government spending interest rates on do-
mestic deposits and loans received several growth
impulses over the past year. It has been announced
that in 2010 monetary policy and a package of
measures for state incentives to economy will have
a more important role. Under these conditions, we
may expect interest rates o go down.

RZB Group



World trends

s demand brings rise of oil prices

Oil price and EUR/USD rate After the turn of the year 2008 to 2009 was marked
by relatively low prices of oil, they started rising to-
wards the end of 2009. In the period from October
to December the price of WTI crude oil, which is to
be delivered the following month, on the New York
Mercantile Exchange ranged between USD 69 and

90
80
70

[ o)
_g 60 ﬁ USD 81 per barrel. At the beginning of December
a = the International Energy Organisation (IEA) once
2 50 . again made an upward correction of the world’s
40 expected demand for oil in 2009 and 2010. Ac-
cording to their forecasts crude oil demand in 2009
O o o o o oo oo o was expected to reach 84.9 mb/d and 86.3 mb/d
cegeeagegoee in 2010. The reasons for this should be sought pri-
"_O” orice WTI left — EUR/L'J_SD'_rig'_hT marily in the positive movements of economic in-

dicators which point to a recovery of the US and
Sources: Bloomberg, CNB Chinese economies, the world’s two largest crude
oil consumers. The overall oil supply in November

went up to 85.8 mb/d (from 84.9mb/d in Septem-

ber) and was generated primarily by the increase

World oil demand and supply, mnb/d in s)upply fromgnon-OPECp memb);rs),l while supply
2006 2007 2008 2009e 2010f

OECD 49.6 492 476 455 455
— OECD Europe 15.7 153 153 14.6 15.4
— North America 20.7 20.7 19.4 19.0 19.2

by OPEC members has been growing at low rates
since the beginning of 2009. The latest forecasts
showed that the last quarter of 2009 could see an
annual growth in the global crude oil demand for

Clilie N /> BEEE S4 B the first time in the last six quarters (since the sec-
| izl etz o0 R %40 I ond quarter of 2008). Until a few months ago it
OECD 200 198 193 190 19.0 was not quite clear whether the growth in the price
— OECD Europe 52 50 47 42 _ of oil was a consequence of the growth in crude
~ North America 8.3 85 85 89 9.1 oil demand or market speculations since the dol-
TOTAL Non-OPEC  51.2 50.1 49.8 50.8 51.2 lar lost a lot of its value against the euro in the last
OPEC 358 354 357 287 354 quarter of the past year. The strengthening of the
Total supply 87.0 855 849 861 873 dollar paired with the growth in the price of oil at
Source: IEA the end of the year showed that positive develop-

ments in the price of oil do indicate a recovery of
the global economy. According to the IEA's latest
medium-term forecasts for the period from 2008 to
Crude oil price (Brent), quarter average 2014 Nigeria and Iraq, bofh O.PEC membersf have
the greatest growth potential in the production of
oil. The forecasted production growth in Nigeria is

130
120 based on large quantities of unused natural wealth
110 and creation of positive business conditions in this
_ 100 country over the past few months when the Govern-
() . . . . .
£ 90 ment succeeded in signing a ceasefire with rebels
_BQ 80 and implementing a series of measures aimed at
o 70 attracting foreign investors. The expected growth
60 of production in Iraq has to do with US investments
50 . . .
10 and interest in this extremely wealthy area. Never-
30 theless, it is noteworthy that all production growth
N 0 ® 0 0o 5SS S estimates relating to these two countries should
O O O O O O O O O — — — — . .y . o .
¥ - d O F — N O F — & 0 < take into account political and security risks which
[CNCANCACANCENCANC RN CRICANCENC NG NG/

render all estimates less reliable.

Sources: Bloomberg, Raiffeisen Research
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Focus on

messs———— EXpensive, scarcer but more needed

The collapse of one of the world’s five largest in-
vestment banks, Lehman Brothers, on 15 Septem-
ber 2008 pushed up risk perception to extreme
heights, causing an exacerbation of the global fi-
nancial crisis. The increase in the risk perception
paralysed the interbank lending market and con-
sequently bank lending to other clients. Distrust in
the interbank market destroyed the possibility of
maturity transformation so banks shortened the
maturities of new loans. Government consumption
went up to compensate for private consumption
and budget deficits of developed countries grew,
which finally resulted in the backward movement of
capital in the global market. At the same time, for-

Yields on 10-year Government Bonds
over Bunds (in basis points)
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eign capital inflow to higher risk markets (develop-
ing markets) was halted. Those were markets that
up to the onset of the crises financed their growth
primarily through foreign borrowing. Therefore,
the problem of refinancing debts that were due in
2009 came to the foreground. International trade
balance narrowed, personal consumption, produc-
tion, investment and employment declined and the
world went into recession. From that point onward
the crisis has been felt ever more strongly in CE and
SEE countries and spilled over to equity and bond
markets, foreign exchange and currency markets,
leading to substantial strengthening of borrowing
conditions and a halt in foreign borrowing. Central
banks of developed countries reacted with extreme-
ly expansive monetary policies, releasing liquidity
to the system, with such monetary policy being ac-
companied by expansive fiscal policy. Economic
policy measures in developed markets that were
directed at reviving the financial markets, increas-
ing liquidity and solvency of financial institutions
slowly started seeing results in the second quar-
ter of 2009. Benchmark interest rates on interbank
money markets were in decline but it came to the
increase in risk premiums which raised the price of
borrowing for riskier borrowers. The growth of the
risk premium charged for investments in CE and
SEE countries outstripped the decline in interest
rates in the market, which substantially increased
financing costs in the world’s financial markets.
Equally important as the price of borrowing until
the middle of 2009 was the scarcity of foreign capi-
tal assets. While risk premiums for CE countries at
the onset of the crisis in 2007 grew gradually from
35-40 basis points to 50-100 basis points, and
that of SEE countries to 100-150 basis points, fast
spillover of the crises starting from the third quarter
2008 resulted in an extremely strong risk premium
growth. The additional growth in risk perception
(especially prominent in countries with greater ex-
ternal imbalance) was spurred by problems in the
Hungarian foreign exchange market and by the
strong depreciation of the Hungarian currency. The
majority of countries faced liquidity shortages, high
interest rates and depreciations of their currencies
against the euro. Last but not least, risk premium
was also under strong influence of speculations on
high exposure individual euro area banks to SEE
countries. The eurobond market reacted with the
strong widening of spreads on government bonds
relative to benchmark German bonds, i.e. with the
strong growth of risk premiums. All this contributed

RZB Group



Focus on

to the rise in the cost of borrowing. In addition, as
a result of high financing needs at time of crisis
paired with reduced liquidity and capital outflow to
safe havens capital became scarce. In the circum-
stances of increased risk, spreads in the yield curve
of government bonds of EU 15 countries also went
up substantially, while investors redirected their as-
sets to relatively safer financial instruments, seek-
ing a safe haven in US and German government
bonds. Prior to the crisis, the differences in yields on
government bonds compared with reference bonds
(like German or US government bonds) were not
great. Spreads of 100 basis points (bp) were more
of an exception. However, since the onset of the
crisis spreads of 100bp are no longer an excep-
tion, because spreads have been rising to up to as
much as 300bp. Strong growth of financing costs
generated concerns that market risk of individual
countries is not correctly assessed. Assuming that
market mechanisms are functioning the question
arises to what extent the widening of the spreads
may be explained by higher budget deficit and
higher public debt, and to what extent it is a con-
sequence of the growth of risk aversion in general.
Empirical data showed that interest rate spreads
positively correlate with the growth of budget defi-
cit and public debt since the said indicators indicate
a fiscal laxity and a probability of (partial) default.
Further, the mentioned spreads increased together
with the increase in global risk aversion so assets
are redirected into high quality and safe financial
instruments, such as the highest rated bonds. Af-
ter Lehman collapsing, the influence of deficit and
public debt on yield spreads went up. According to

Budget balance (% of GDP)
2008.  2009. 2010.f 2011.f

Austria -0.4 -4.3 -5.5 -5.3
Germany 0.0 -3.4 -5.0 -4.6
France -3.4 -8.3 -8.2 -7.7
Netherlands 0.7 -4.7 -6.1 -5.6
Italy -2.7 -5.3 -5.3 -5.1
Spain 4.1 -11.2 -10.1 -9.3
Eurozone -2.0 -6.4 -6.9 -6.5
UK -5.9 -12.6 -12.0 -9.0
Poland -3.6 -6.3 -6.9 -4.6
Hungary -3.7 -4.0 -6.5 -4.7
CzechRep. 2.1 -5.7 -5.2 -4.6
Slovakia -2.3 6.4 -5.5 -4.0
EU-27 -2.6 -7.2 -7.5 -6.8
USA -5.7 -12.0 -10.0 -7.0

Sources: Thomson Reuters, EU-Commission, Raiffeisen Research

some estimates, the growth of budget deficit rela-
tive to GDP of a country by one percentage point
(relative to German or US ratio) now raises the
price of borrowing (interest rate) by some 12 basis
points. Prior to the onset of the crisis and under the
same conditions the cost of borrowing would go up
by 3.5 basis points. At the same time, the growth of
public debt in GDP of a country by one percentage
point (relatively to the German or US ratio) raises
the price of foreign borrowing through government
bond issues by 1.2 basis points relative to 0.2 ba-
sis points prior to the crisis. The reduction in the
availability of foreign capital relative to the pre-cri-
sis period and the increase in sensitivity of the risk
premium to changes in the creditworthiness of the
borrower will have a lasting impact on the global
financial market. Although market liquidity is cur-
rently very high, insecurity and risk are still present.
Therefore, when deciding on venturing to foreign
markets countries should bear in mind that this
year is expected to see record government bond is-
sues. The Hungarian government announced bond
issues worth EUR 1.5bn in the first half of the year,
to be used for refinancing its due liabilities. Poland,
which raised euros, yens, Swiss francs and dollars
in the foreign capital market in 2009 announced
two new issues, one in dollars and one in euros.
One should not forget Romania, which postponed
its exit to the foreign capital markets to 2010 due to
the political situation and high costs of borrowing.
Not to mention Russia, Bulgaria and a number of
less developed countries.

Finally, it should be noted that the growth in risk
premiums, i.e. in financing costs and the scarcity of
capital once again pointed to external imbalance
and the dangers inherent an economic policy that
relies on consumption mainly financed through the
foreign borrowing. At the same time, this stress-
es the need for structural changes in the growth
model of transitional countries and presents all the
participants with the challenge of adjustment to the
new growth model that should be based on do-
mestic, and not external, saving sources.

Sources:

Mihaljek, D., 2009. “The financial turmoil in central and eastern Europe
and fiscal policy in Croatia” [online]. Newsletter, No. 40.

Schuknecht , Ludger, Jirgen von Hagen and Guido Wolswijk (2009),
“European government bond spreads in the current crisis”, VoxEU.org, 21
December.
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Forecasts
Q1.2010 Q2.2010 Q3.2010

USA

Key rate 0.1 0.1 0.1
3M LIBOR 0.3 0.3 0.4
5Y 2.2 2.2 2.6
10Y 3.5 3.5 3.8
Eurozone

Key rate 1 1 1
3M LIBOR 0.8 1.2 1.4
5Y 2.4 2.5 3.1
10Y 3.3 3.3 3.7
Spread 20 20 10

Source: Raiffeisen Research
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Real sector data that indicate the recovery of the
Eurozone in Q3 2009 has continued throughout
the year, showing that slow and gradual but still
positive trends could continue in the Q1 2010.
However, money supply and credit activity directed
at the private sector (enterprises in particular) con-
tinued on the downward path, reflecting the still-
present insecurity and risk. This segment is not ex-
pected to stabilise and then recover until the middle
of the year. However, despite high system liquidity,
money is mostly directed at relatively safe finan-
cial instruments, government and corporate bonds,
and since this situation could last for months prior
EURIBOR forecasts were corrected downwards.
The movements of German government bonds
are therefore expected to grow only slightly, with
spreads on the yield curve of government bonds
of euro area countries narrowing. Relatively high
volatility of yields on US government bonds that
has been going on since May 2009 will continue
in the first half of 2010. If it comes to clearer an-
nouncements from the labour market of a recovery
in this segment of the economy, paired with more
prominent inflationary pressures in the first quar-
ter, we expect that the market will start speculating
on the increase in interest rates already in the sec-
ond quarter. Consequently, yields on 10-year US
government bonds could easily reach (or even ex-
ceed) 3.70%. However, as soon as worse economic
indicators come in, doubts will arise as regards
the sustainability of an economic recovery and ex-
pectations of increased interest rates will fade or
be delayed to the end of the year, in line with our
expectations. Consequently, yield levels could (at
least temporarily) decrease to some 3.2%. One of
the key influences on developments in the govern-
ment debt markets will be ample supply of new
government issues not only by developed econo-
mies but also by the so-called peripheral European
markets and CEE countries. This year’s announced
new issues in the European market will exceed EUR
900bn. Investor focus on the eurobond market of
CEE countries in the last quarters of 2009 turned
out as relatively good investments. Although at a
slower pace, risk premiums continued declining
and a similar trend can be expected in the first
quarter of this year. While the forecast for the en-
tire 2010 is relatively optimistic, expecting spreads
to narrow towards their pre-crisis levels, the first
quarter could see increased risk aversion, under
the influence of a possible correction in the de-
veloped equity markets amid speculations on the

RZB Group
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rise of benchmark interest rates and still-prominent
insecurity as regards economic recovery. Fiscal
policy will remain in the investor focus throughout
2010. Apart from Croatia, the Czech Republic, Po-
land and Lithuania came out with new issues in the
last quarter of 2009, and some countries already
announce new eurobond issues in 2010 (Hungary,
Poland, Romania, Russia, Bulgaria and several oth-
ers less developed countries.)

Croatia once again ventured to the foreign capi-
tal market in November, issuing a new government
bond worth USD 1.5bn. Investor interest was rela-
tively high but borrowing conditions deteriorated in
line with the current situation in the global market,
thus reflecting increased risk perception of foreign
investors. The reported trading volume in the do-
mestic bond market remained modest in the last
quarter. High system liquidity in the last quarter
was one of the main generators of activity in the
domestic bond market, increasing the attractive-
ness of HRK denominated government bonds and
creating pressure on yields. Relative to benchmark
German bonds spreads of euro denominated gov-
ernment bond issues and eurobonds, as well as
CDSs continued reducing. The Government’s (re)
financing needs will remain strong in the upcom-
ing period, even more so because two bonds, a
HRK denominated bond and a eurobond, are due
in the first quarter of the year, worth almost one bil-
lion euros. Further, recession movements will lead
to deterioration in the inflow to the state budget
and all reviewed factors corroborate expectations
of new government borrowing through new bond
issuance. Despite high system liquidity, it is more
likely that the Government will once again venture
to the foreign market. State short-term debt that
totalled some HRK 20bn at the end of 2009 will
continue growing. Nevertheless, ample demand
for T-bills paired with reduced supply could lead to
a spillover of a share of assets to the bond market
so, with moderate demand for bonds, yields could
continue ranging around current, relatively low,
levels.
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Regional indices - Q4 2009
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Shares turnover (Q4 2009)

Others 17.2%

Luka Ploge 1.2%
Zagrebatka b. 1.3%
Konéar Ei 1.3%
Podravka 1.4%
Viro 2.4%
Jadroplov 1.8%
Ericsson NT 1.9%
Uljanik pl. 2.0%

Atlantic 1.0%
Tehnika 1.1%

Janaf 2.3%

Ledo 2.9% /

Institut IGH 5.6%
4.3% Ingra 5.1%

INA 3.9%
Adris grupa

Petrokemija 4.5%

HT 25.4%

Atlantska plov.
8.4%
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Sources: ZSE, Raiffeisen Research
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Regional returns. The majority of regional equity
markets saw negative returns in the last quarter of
2009. On the other hand, favourable macroeco-
nomic situation in Poland, recovery in oil prices and
optimistic outlook for the Russian market contribut-
ed to the positive sign of the MSCI EMEE index. The
Romanian BET continued rising in the last quarter
of the year, growing by as much as 62% in 2009.
The two-digit decline of CEE equity indices was reg-
istered on stock exchanges in Belgrade and Sofia.
The Serbian BELEX15 lost 14% during the last year
due to the withdrawal of foreign investors from the
market, who accounted for more than a half of the
turnover in the last quarter.

Returns on the domestic market. Although of all
indices in the CEE region daily returns of CROBEX
correlated the most with the Polish WIG-20, real-
ised returns of these two indices in the last quarter
of 2009 differed substantially. Although most mem-
ber shares in CROBEX saw a two-digit rate of de-
cline, CROBEX fell only 8.8% due to positive return
of HT (+5.4%) that accounts for 17.1% of the index.
Shares of construction companies in the index fell
by 32.0% qoq on average, while shares of ship-
ping companies decreased by 16.4% on average.
Except HT, only shares of Ledo, Podravka and Luka
Ploge went up. At the end of 2009, the market capi-
talisation of all shares traded on the ZSE totalled
HRK 135.4bn, down 4.7% yoy. The share of market
capitalisation in estimated GDP reduced qoq, from
44.8% to 41.2%, and stands just below end 2008
levels when this share was 41.5%.

Turnover. Since there were no clear indicators of
economic recovery, turnovers on the stock exchange
were lower than in previous quarter, as expected.
The total share turnover in the last quarter of 2009
was HRK 1.6bn, down 9.1% goq and down 52.9%
yoy. Average daily shares turnover was HRK 25.5m
and even declining to below HRK 20m in Decem-
ber. As usual, the most liquid shares were HT (HRK
408.6m) and Atlantska plovidba (HRK 135.1m),
followed by Dalekovod with HRK 97.7m. The ten
most liquid shares participated in total turnover
with 68.4%, which, compared to 71.7% in the previ-
ous quarter, indicates that investors were spread-
ing their interest to a larger number of shares. In
order to account for 75% of the total share turnover
14 shares were required, 2 more than in the third
quarter 2009. A total of 176 shares were traded in
the last quarter of 2009. Again the most traded sec-
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Performance of CROBEX constituents in
Q4 2009
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tors were shares from the transport, storage and
communications sector with a total turnover of HRK
693.6m, followed by shares from the construction
sector with HRK 308.7m and shares from the food
and beverages sector with HRK 188.7m.

Corporate indicators. At the end of 2009, the
medians of P/E and EV/EBIT ratio of CROBEX con-
stituents totalled 9.92 and 19.22, respectively. The
analysis of industry valuation multiples indicates
that construction companies underperformed (P/E
4.73, EV/EBIT 18.71). These shares also lost the
most value in 4Q 2009. Index valuation was sup-
ported by components from the food sector. We
expect the performance of most companies to dete-
riorate in 2010 relative to their 2009 results. Export-
oriented companies might perform better profiting
from earlier recovery of western economies. On the
other hand, the domestic market growth could be
achieved through acquisitions and consolidation
within sectors. Few companies published their ex-
pectations of 2009 results. Thus, the management
board of Dalekovod expects sales revenues of HRK
2.2bn (+17.6% yoy), with a decline in operating
margin from 7% to 5% and flat net margin of 4%.
Kon&ar expects net profit of HRK 142.7m (+10%
yoy), while Atlantska plovidba expects its loss to
decline to USD 4-6m. Atlantic group keeps earlier
guidance of 7% revenue growth yoy, while operat-
ing profit is expected to stand at HRK 147m, exclud-
ing the one-off impact of HRK 7.6m realised in the
first nine months of 2009.

Corporate actions. The Government and MOL
signed an annex to the agreement on natural gas
operations in November, stipulating the deadline for
taking over the gas segment to December 1, 2010.
In addition, the sale of INA's retail petrol business,
Crobenz d.d. is under way. The sale of Crobenz was
a condition set by the Croatian Competition Agency
in the process of INA takeover. Crobenz, with its
14 petrol stations, generated income of HRK 1.2bn
in 2008 (+22% yoy), while its net profit was HRK
700 thousand. Anheuser-Busch InBev sold its op-
erations in nine CEE countries to the private equity
fund CVC Capital Partners for USD 2.3bn. Hence,
CVC Capital Partners became the owner of 71.92%
in Zagreba¢ka pivovara. In December, Agrokor is-
sued bonds worth EUR 400m. The issue was sup-
ported by guarantees from daughter companies.
Two transactions were completed at the very end
of the year: Konzum sold its 100% share in the
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Market cap. of CROBEX constituents company Kozmo d.o.o. to the private equity fund
CROBEX member issuer MCap (in bn HRK) NEXUS ALPHA; while HT merged T-Mobile Croatia.
HT 22,478.40 Overall, the last quarter of 2009 went by without
Zagrebatka banka 16,640.46 substantial M&A transactions. In 2010 we expect to
INA 16,500.00 witness more activity in this field, i.e. consolidation
PBZ 10,778.72 within some sectors.
Ericsson NT 1,764.37
Adris grupa (P) 1,757.08 Market valuation and outlook. Although the ex-
Atlantic Grupa 1,677.22

pected growth of CEE equity markets in the previous

EEtmE )25 quarter did not happen, in the following quarter we
el . U Ul still expect a negative correction. Our expectation is
Aﬂ“?“‘“’ eletlel ool Uoll7:5) based on growing risk aversion amid expected rise
ionkcmslek:mmdusm'o ]’0?2'73 of interest rates on global level. In addition, growth
Donl irs Odp ov. 32857’1 potential of US indicators is uncertain, which will
V.oe ove 499'20 negatively affect equity markets. However, fears of
PI:° — 454’39 interest rates growth have been softened by Fed’s
Ié: Gl 407.64 recent decisions to keep key rate low. Nevertheless,
e o 339’49 the negative sentiment could be much milder in the
Ulanik plovidba 336.52 Polish market due to the relatively favourable valu-
Dc|>m hoICI)ding 292‘]0 ation of the WIG 20 index and in the Czech mar-
Ingra 274.60 ket since the index is mostly composed of defensive
Jadroplov 261.88 sectors’ stocks with higher dividend yields relative to
Tehnika 247'35 other indices. The CROBEX10 could also see a mild
Viadukt 125.29 fall, predominantly due to the positive perspective
Puro Dakovié Holding 115.89 of EU accession and favourable valuation based on

expected earnings of its constituents in FY 2010. In
contrast, a larger negative correction is expected to
hit the Russian index, whose nature is more volatile,
as well as the Hungarian BUX due to weaker macr-
oeconomic fundamentals. Defensive sectors’ stocks
are still a better choice. The recovery that is coming
after the first quarter is expected to be slow and
conditioned by leading macroeconomic indicators.

Note: as at 31.12.2009
Sources: ZSE, Raiffeisen Research
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