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Zagreb,4 July 2019

THE GOVERNMENT OF THE REPUBLIC OF CROATIA AND THE CROATIAN
NATIONAL BAflK,

Having regard to the Treaty on European Union, in particular Article 3(4) thereof and the Treaty on

the Functioning of the European Union, in particular Articles 119(3) and 142 thereof

Having regard to the Act concerning the conditions of accession of the Republic of Croatia and the

adjustments to the Treaty on European Union, the Treaty on the Functioning of the European Union

and the Treaty establishing the European Atomic Energy Communityr, and in particular Article 5

thereof,
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Having regard to Council Regulation (EC) No 102412013 of l5 October 2013 conferring specific tasks

on the European Central Bank concerning policies relating to the prudential supervision of credit

institutions, and in particular Article 7 thereof,

Having regard to the Resolution of the European Council meeting in Amsterdam of 16 June 1997 on

the establishment of an exchange-rate mechanism in the third stage of economic and monetary union,

Whereas:

l) The Republic of Croatia has been successful in maintaining price and financial sector stability for
the last 25 years, by pursuing a monetary policy based on stabilizing the exchange rate of the kuna.

Currency stability has been supported by other economic policies, in particular by macro-prudential

policy. Such a policy mix is conducive to growth and macroeconomic stability.

(2) Since 2015 the Republic of Croatia has brought its public finances onto a more sustainable path.

Following the abrogation of the Excessive Deficit Procedure in June 2017, in 2018 the general

government balance recorded a surplus for the second consecutive year, in both nominal and structural

terms. Croatia is also estimated to have over-achieved the ERM Il-consistent Medium Term Objective
(i.e. -l% of GDP) since 2016. Because of this and the strong nominal GDP growth, general

government gross debt has declined by almost l0 percentage points between 2015 and 2018, to 74.6%

of GDP. In the European Commission 2019 Spring forecast the structural balance is expected to

exceed the Medium Term Objective throughout the forecast horizon, while the debt ratio is set to

continue declining strongly, in line with the debt reduction benchmark.

(3) The Republic of Croatia has also achieved a substantial reduction of external imbalances. Unlike in
the pre-crisis period, the Republic of Croatia has been reporting sizeable current account surpluses in

recent years, partly due to strong export growth following EU accession. Against this background, the

net intemational investment position improved considerably, by 40 percentage points of GDP between

2010 and 2018. Moreover, the unemployment rate fell from above 17 percent in 2013 to about 8
percent in 2018, which is in line with the EU average.

(a) The Croatian banking system is highly liquid, profitable and well capitalized, with the total capital

ratio standingat22.6 percent in March 2019. Non-performing loans have been reduced significantly
since 2015 and are adequately covered by provisions. The Croatian National Bank maintains a vigilant
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supervisory approach. It has been actively implementing recommendations by the European Central

Bank and the European Banking Authority, in particular when it comes to bank capitalisation and risk
management practices.

(5) In the context of the European Semester, the Commission and the Council monitor, assess and

issue recommendations on the Republic of Croatia's economic policy taking into account the need to

tackle structural weaknesses and reduce macroeconomic imbalances. It is worth noting that the

Republic of Croatia improved the insolvency framework in late 2015 by adopting the new Insolvency

Act. With the aim of strengthening corporate governance in state-owned enterprises, a new code of
corporate governance, based on OECD guidelines, has been adopted in all majority state-owned

enterprises, and medium term planning and performance reporting have been made obligatory.

(6) In the past few months, constructive discussions were held with the ECB, the Commission, the

euro area Member States and Denmark on the necessary elements for entry into ERM II.

Hereby we

STATE our firm intention to enter ERM II, and ultimately introduce the euro once the convergence

criteria in accordance with Article 140 of the Treaty on the Functioning of the European Union have

been assessed as being fulfilled.

COMMIT to implement in the coming months and in any event before ERM II entry, a number of
prior commitments in policy areas, which are of high relevance for a smooth transition to, and

participation in, ERM II, namely:

1. To further strengthen banking supervision by entering into close cooperation with the
ECB and undertaking necessary preparations in line with the prescribed procedures. This
relates to activities for carrying out comprehensive assessment as well as to legal adjustments
in order to ensure participation and well-functioning of the Republic of Croatia in the Banking
Union. The process for entering the Banking Union will fully respect the conditions specified
in the relevant legal framework. The letter of request to establish a close cooperation with the
ECB was sent on 27 May 2019.
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2. To develop the macro-prudential framework by providing the legal basis for borrower-
based measures, in addition to the existing capital-based measures, as recommended by the
ECB Governing Council for all euro area countries.

3. To strengthen the anti-money laundering framework through early adoption of legislation
which transposes and fully implements the fifth anti-money laundering directive (AMLS-
Directive).

4. To improve the collection, production and dissemination of statistics, by strengthening the
institutional and methodological capacities in relation to the quality of National Accounts and
GFS/EDP reporting. This includes reinforcing the capacities of statistical authorities
(including increased qualified personnel resources), improving the procedures for the
production and dissemination of statistics and their documentation, updating procedures and
obligations for timely data exchange between statistical and other relevant authorities, and
enhancing relevant data sources.

5. To enhance public sector governance through improved govemance of state-owned
propefty, intensified sale of stakes in companies and disposal of non-essential assets, increased
efficiency, rationalization, and further legal harmonization and depoliticisation across the
Croatian civil service.

6. To reduce administrative and financial burden through a reduction in the number and
overall burden of para-fiscal charges, alleviation of excessive administrative obligations for
entrepreneurs and liberalisation measures in selected professional services.
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Hereby we

EXPECT to simultaneously join ERM II and Banking Union by mid-2020, following a positive

assessment of the effective implementation of the above commitments by the Commission and the

ECB within their respective areas of competence.

E)(PECT the principle of equal treatment to be respected for the Republic of Croatia.

STAND READY to discuss further on this basis with the Eurogroup, Denmark, the ECB and the

Commission and, in line with past practices, to make further commitments at the moment of
joining ERM II with the aim of achieving a high degree of sustainable economic convergence by

the time of euro adoption.

For the of Croatia For the Croatian National Bank

/-

Minister

cc:

(i) President of the Economic and Financial Committee and the Eurogroup Working Group

(ii) President of the Council (ECOFIN)

AnnexA

The Republic of Croatia's Action Plan for foining the Exchange Rate Mechanism II (ERM II) and
the Banking Union
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