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ABSTRACT

In this paper capital movement as a necessary factor of economic development and especially foreign portfolio and direct investments in Croatia will be discussed. Even this has been of prior importance for involving Croatia in the world economic system, results are not on a satisfactory level and foreign investments didn’t give the required impulse to the domestic economy. 

In the focus of our research will be primarily portfolio investments in Croatia and other transitional countries, for example Slovenia. A comparative analysis will be carried out by calculating volume, structure and share of foreign portfolio investments in total foreign investments in transitional countries mentioned above. Importance of foreign portfolio investments will also be pointed by calculating all data as percentages of GDP.  The structure of portfolio investments is in favour of debt securities, especially government bonds. Equity capital (shares) and reinvested earnings are almost negligible. Foreign investments began to flow in a great volume since 1996¸ even they are still deficient in relation to Croatia’s GDP as well as in the case of Slovenia. In comparison to other leading transitional countries the importance of foreign portfolio investments could be much higher. 

Therefore an analysis will be done on the main reasons for such a trend. One of the factors involved is insufficient development of Croatia’s financial market and especially deficient breadth and depth of the secondary capital market. Also, the privatisation process didn’t meet all the expectations and it was delayed compared to other transitional countries. Country risk has also been taken into consideration.      

The main result of our research will among others be that Croatia has to encourage development of domestic capital market by attracting foreign investments and make itself to a profitable destination for portfolio and direct investors from abroad.
1. International capital movement

International finance has become a more important subject because of an increased globalisation of financial markets. The benefits of the increased flow of capital between nations include a better international allocation of capital and greater opportunities to diversify risk. Diversified international investment offers investors higher expected returns and/or reduced risks considering domestic investment. 

From the investor’s point of view, international capital movement can be defined as private or public capital. Private capital includes foreign direct investment (FDI), portfolio investment, deposits and loans. Public capital movement is represented by loans (bilateral and multilateral) and economic aid.

Investment activity in the Republic of Croatia started right after the independence and the beginning of transition process. However, international investment process was accelerated after the end of the war from 1996. 

The structure of international investment position of the Republic of Croatia is shown in the table 1.

Table 1 International investment in the Republic of Croatia (in million USD)     

	
	1998
	1999
	2000
	2001
	2002
	2003

	1. Direct investment
	1.902,6
	2.578,1
	3.560,3
	4.706,4
	6.710,7
	11.351,3

	2. Portfolio investment
	2.145,3
	2.700,0
	3.288,4
	3.880,0
	4.694,6
	6.312,6

	3. Derivatives
	0,0
	0,0
	0,0
	0,0
	0,0
	0,0

	4. Other investment
	7.284,7
	7.061,0
	7.248,6
	6.949,8
	9.708,2
	14.504,2

	4.1. Trade credits
	443,8
	390,9
	334,0
	294,8
	312,9
	321,7

	4.2. Loans
	6.226,3
	6.132,4
	6.481,8
	6.021,5
	7.419,6
	10.437,5

	4.3. Currency and deposits
	614,6
	537,7
	432,8
	633,5
	1.975,7
	3.745,0

	International investment

(In total)
	11.332,6
	12.339,2
	14.097,4
	15.536,3
	21.113,5
	32.168,1


Source: CNB, 2004
International investment increased threefold in period from 1998-2003. Growing importance of international investments is considered to be even faster in the future. Investment structure has significantly changed, with an increase of the share of the direct investment. This was at the expense of other investments and loans particularly (as relative portion). 

2. Foreign direct investment

Foreign direct investment can be defined as overseas investments where the investor has a measure of control. For accounting purposes, control is defined as 10 % or more ownership of voting stock. The control consists of production management, sale, profit sharing and all the important aspects of the company’s functioning. 

Foreign direct investment is a key channel through which Croatia will be able to intensify its economic integration process. The dynamic effects of trade will be largely achieved through FDI and from a macroeconomic point of view they will become an important source of aggregate investment and external financing. FDI flows are the most stable of all types of capital flows.

The Company Act regulates FDI in Croatia. Foreign investors have the same rights, obligations and legal status within an enterprise as domestic investors.  

Foreign direct investment per capita and cumulative data are analysed in chart 1 by comparing the figures for selected transition countries in the period from 1990-1999.

Chart 1 FDI per capita and cumulative FDI for period 1990-1999 for selected transition 

             countries
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With a cumulative FDI inflow in 1994-2000 estimated at 1,187 USD per capita, Croatia ranks high among the transition countries.  For example, it is well above Slovenia, the Slovak Republic, Romania, Bulgaria and Poland although below the average of the Czech Republic and Hungary.

Croatian market is relatively small and has low purchasing power, but competitiveness on the market is minimal due to by the war-destroyed companies and unsuccessful privatisation process. A low level of competitiveness and high consumption preference after longer abstinence enables foreign investors to realise significant business results. The additional contribution for investing in Croatia could be found in satisfying economic growth, stable national currencies, attractive taxation policy and qualitative yet cheap labour.
 

Increased interest of foreign investors for investing in the Republic of Croatia resulted in the growing trend of the FDI inflow volume.

Structure of foreign direct investment in the Republic of Croatia is shown in a table 2.

Table 2 Foreign direct investments in Croatia (in million USD)

	
	Equity investments
	Reinvested earnings
	Debt securities
	Other capital
	Total

	
	Claims
	Liabilities
	
	Claims
	Liabilities
	Claims
	Liabilities
	

	1993
	0,00
	120,26
	n/a
	n/a
	n/a
	n/a
	n/a
	120,26

	1994
	0,00
	116,96
	n/a
	n/a
	n/a
	n/a
	n/a
	116,96

	1995
	0,00
	114,21
	n/a
	n/a
	n/a
	n/a
	n/a
	114,21

	1996
	0,00
	510,77
	n/a
	n/a
	n/a
	n/a
	n/a
	510,77

	1997
	0,00
	359,48
	40,35
	0,00
	0,00
	-7,95
	140,99
	532,87

	1998
	0,00
	635,57
	68,26
	0,00
	0,00
	-14,65
	243,24
	932,42

	1999
	0,00
	1.283,68
	47,08
	0,00
	0,00
	-0,61
	137,07
	1.467,22

	2000
	0,00
	711,38
	93,91
	0,00
	0,00
	0,01
	283,40
	1.088,70

	2001
	0,00
	814,97
	153,00
	0,00
	0,00
	0,13
	593,22
	1.561,32

	2002
	0,00
	664,88
	151,50
	0,00
	0,00
	-0,30
	307,91
	1.123,99

	2003
	0,00
	607,99
	670,33
	0,0
	0,00
	-1,76
	436,39
	1.712,95

	Total
	0,00
	5.940,14
	1.224,44
	0,00
	0,00
	-25,13
	2.142,22
	9.281,66


Source: CNB, 2004
While FDI inflows were slightly above 100 millions USD per year in the 1993-1995 period, they have increased to above 500 million USD in 1996 and 1998. After obtaining a sovereign rating in early 1997, and to large privatisation projects, mergers and acquisitions, FDI inflows rose to over 1 billion USD annually in 1999. In the period from 2000-2003 yearly growth of FDI were an average 700 million USD.
When observing the structure of Croatian FDI we can conclude that the largest portion or 64 % of FDI is represented by equity investments, for the  10 year period. The main reason for that is in the process of privatisation where a significant number of companies have been restructured. Other investments make 23% of whole investments while the reinvested earnings show growing importance with 13% of total FDI. 
The largest inflow of FDI in form of equity investments can be observed in 1999 because of the privatisation of «Croatian Telecom» – HT. In 2001 equity investment was also relatively high due to privatisation of three large banks - Privredna banka Zagreb, Riječka banka and Splitska banka. The privatisation process resulted in a high share of foreign ownership in many sectors including banking (28% of total foreign direct investment within 1993-2001 period), transport, storage and communication (21,1%). 

3. Portfolio investment

Portfolio investment is investment in bonds and in equities where the investor’s holding is too small to provide any effective control.
 Investor buys shares of a foreign company or bonds issued in a foreign country, often by specially established funds for a particular country. Portfolio investment often precedes foreign direct investment.

Table 3 compares portfolio investment position of  two transition countries – the Republic of Croatia and the Republic of Slovenia for the period from 1994-2000. Regarding more developed capital market in Slovenia it can be concluded that Slovenia has more foreign investment, but  the figures show very similar investment position in these two countries.

Table 3 Portfolio investments in the Republic of Croatia and the Republic of Slovenia (1994 – 2000)

	
	CROATIA
	SLOVENIA

	
	mil. USD
	% of GDP
	mil. USD
	% of GDP

	1994
	8,6
	0,05
	-32,5
	-0,23

	1995
	4,9
	0,02
	-13,5
	-0,07

	1996
	628,3
	3,16
	636,9
	3,6

	1997
	577,0
	2,86
	236,0
	1,29

	1998
	14,9
	0,06
	89,6
	0,4

	1999
	574,0
	2,85
	353,8
	1,64

	2000
	732,5
	3,64
	188,7
	0,9


Source: http://www.bsi.si, www.hnb.hr
From the available data it is evident that by the end of  1995 portfolio investment are almost negligible comparing to both countries GDP’s. Turnover occurred in 1996 when inflow of foreign portfolio investment noted strong increase. However, high growth of portfolio investment was a result of  incurring governmental debts instead of  foreign investment in domestic companies. Comparing to other transition countries, Croatia and Slovenia are lagging behind considering the importance of  portfolio investment. The reason for that is different. While Slovenia in the form of restrictive measures  and investment legislation restraints foreign investment, obstacles in Croatia are primarily in a scope of underdeveloped capital market. Therefore, Croatian capital market will be discussed in the following part of the article. 

International investment position for the Republic of Croatia is presented in table 4, as  difference between portfolio investment to foreign countries and portfolio investment to Croatia from foreign investors. 

Table 4 International investment positions – portfolio investments (in million USD)

	
	1998
	1999
	2000
	2001
	2002
	2003

	Portfolio investment (net)
	-2.115,6
	-2.674,0
	-3.274,1
	-3.857,5
	-4.668,3
	-6.252,3

	1. Assets
	29,7
	26,0
	14,3
	22,5
	26,3
	60,3

	1.1. Equity capital and reinvested earnings
	29,7
	26,0
	14,3
	22,5
	26,3
	60,3

	1.1.1. Banks
	2,3
	0,7
	7,2
	7,1
	8,5
	6,1

	1.1.2. Other sectors
	27,4
	25,3
	7,1
	15,4
	15,7
	51,4

	1.2. Debt securities
	0,0
	0,0
	0,0
	0,0
	0,0
	0,0

	2. Liabilities
	2.145,3
	2.700,0
	3.288,4
	3.880,0
	4.694,6
	6.312,6

	2.1. Equity capital and reinvested earnings
	87,3
	128,3
	108,8
	148,2
	169,8
	188,1

	2.1.1. Banks
	36,5
	61,5
	36,5
	36,5
	40,4
	49,2

	2.1.2. Other sectors
	50,8
	66,8
	72,3
	111,7
	129,4
	138,9

	2.2. Debt securities
	2.058,0
	2.571,8
	3.179,6
	3.731,8
	4.524,8
	6.124,5

	2.2.1. Bonds
	2.049,3
	2.554,4
	3.170,1
	3.704,4
	4,524,8
	6.082,7

	General government
	2.049,3
	2.523,2
	3.141,2
	3.677,1
	4,357,1
	5.646,5

	Other sectors
	0,0
	31,2
	28,9
	27,3
	167,7
	436,2

	 2.2.2. Money market instruments
	8,7
	17,4
	9,5
	27,4
	0,0
	41,8


Source: CNB, 2004
As can be seen in table 4 during the time period 1998-2004 net portfolio investment increased almost three times. On the assets side, Croatian investing abroad is very low and it only consisted of equity capital without any investing in bond securities.

On the liabilities side data shows high growth of portfolio investment, i.e. investment from foreign investors to Croatia. Portfolio investment is mainly represented by debt securities, particularly bonds issued by general government. Considering equity capital, 26% are referred to the banking sector. 

4. Capital market

In Croatia there are two parts that structured capital market: Varazdin Stock Exchange, and Zagreb Stock Exchange. Varazdin market, was founded in March 1993 as the first organized over-the-counter trading place in Croatia. It was introduced when liquidity was low and first shares were offered but demand for them was weak. In the year 2002 Varazdin Over the Counter Market was registered as the second stock exchange in Croatia.
Because the Zagreb Stock Exchange is the primary and more developed  securities trading institution, in this paper Zagreb Stock Exchange is analysed in the terms of  the organization, trading volume and structure.

The Zagreb Stock Exchange was re-established in 1991 by 25 banks and insurance companies. It is organized as a non-governmental and non-profit institution. There are three quotations at the Zagreb Stock Exchange: regular Quotation I, Quotation TN and Quotation JDD. Table 5 shows turnover, trading volume and number of listed securities on Zagreb Stock Exchange.

Table 5  Trading Overview at Zagreb Stock Exchange 

(Turnover and Market Capitalization in millions of HRK)

	Trading Overview
	1997
	1998
	1999
	2000
	2001
	2002
	2003

	Turnover –Total
	2.094,7
	928,8
	548,7
	1.990,4
	1.684,9
	5.879,2
	12.331,0

	Shares
	1.532,1
	624,3
	527,2
	1.529,2
	968,5


	1.171,4
	1.495,1

	Bonds
	562,6
	304,5
	21,4
	460,8
	710,6
	4.669,1
	612,6

	Certificates
	0,0
	0,0
	0,0
	0,4
	5,8
	8,2
	12,3

	Rights
	0,0
	0,0
	0,0
	0,0
	0,0
	30,5
	12,9

	Volume – Total
	2.577.396
	1.787.311
	2.725.387
	68.108.016
	11.499.262
	658.098.905
	2.295.418.046

	Shares
	2.658.257
	1.643.805
	2.709.176
	6.229431
	3.675.775
	5.910.000
	5.617,912

	Bonds
	97.139
	143.506
	16.211
	60.820.132
	92.232.311
	597.087.864
	162,263,095

	Certificates
	0
	0
	0
	01.058.453
	14.591.176
	24.301.041
	35.444.140

	Rights
	0
	0
	0
	0
	0
	30.800.000
	13.100.000

	CROBEX
	1.002,1
	711,6
	715,3
	890,0
	1.034,7
	1.172,6
	1.185,1

	CROBIS
	
	
	
	
	
	101,2746
	101,0215

	Market Capitalization
	26.760,4
	18.275,8
	19.225,1
	22.178,6
	33.015,3
	38.451,3
	58.217,4

	Number of listed shares
	82
	54
	65
	64
	66
	73
	175

	Quotation I
	4
	6
	6
	4
	4
	3
	2

	Quotation TN
	78
	48
	59
	60
	62
	70
	43

	Quotation JDD
	-
	-
	-
	-
	-
	-
	130

	Number of listed bonds
	7
	6
	6
	38
	39
	42
	

	Number of securities traded
	52
	40
	43
	44
	60
	66
	143


Source: Trading Summary, The Zagreb Stock Exchange, 1997 - 2004
Even the Croatian securities market is still in its developing phase, the progress is evident especially from 2002-2003. Securities are listed in three Quotations:  the most demanding Quotation I with only 2 shares (Pliva and Podravka), Quotation TN with 43 shares and new established Quotation JDD with 130 shares. Until the year 2003, the most stocks are listed in quotation TN because of low listing requirements. The only requirement for listing in quotation TN is free transferability. Still, the number of listed securities doesn’t mean that there is a lot of trading in all these securities. Real trading in 1994 was only in 5 securities, in 1995 in 15 securities and in 1996 in about 20 securities. In 2002 more than 90% of listed securities were changing their owners. The percentage for following year was slightly lower (82%).  

Analysing this data poses a number of new interesting problems; there is often thin trading so that a share price may be unchanged for weeks as no trades occur and then it may rapidly change to a quite different value as trade occurs. In the early periods of trading market participants were not well informed as to both the particular shares being traded and the general process of operating a market.

Considering the trading volume of Zagreb Stock Exchange we can conclude that during the time period it was relatively low. The reason for that is low domestic capital supply or demand for securities, inefficient settlement system, low liquidity etc. In recent years the trading volume was increased because of two stocks are listed on the London Stock Exchange. These link between Croatian securities market and the European and World securities markets provide signals from world market to Croatian financial market. In that way crisis and development in world markets can affect Croatian financial market. For example, the turbulence in international capital markets had an impact on Croatian securities market, too.

By analysing the turnover and the structure of the Zagreb Stock Exchange it can be concluded that a severe illiquidity problem is present.

The Croatian market is an example of the problems with settlement procedures. That represents a very serious problem and risk for investors because they can’t act as quickly as they want or need to. An inefficient settlement system, as well as the electronic trading system TEST-1 that, until recently, has been off-line system, is also responsible for the illiquidity. Now trading at Zagreb Stock Exchange is done through MOST information channel (MOSTich) that provides real time feed from the Zagreb Stock Exchange available over Internet. 

The official Zagreb Stock Exchange share capitalization weighted index is called CROBEX and it was introduced in 1997. The base date of the index is July 1, 1997 and the base value is set on 1000. As we can see from the Table above CROBEX in the first three years after introduction wasn’t at the base value. The index first fell by about 20% in October following the Asian financial crisis. Than, it fell by about 50% between April and September 1998, following the Russian crisis, reaching an historic low on September 1, 1998. After that it recovers, and in the last two years it is raising continuously. In 2003, CROBEX recorded 11,8% positive change considering the previous year. 

In Table 6 below we can see the stock market development indicators.

Table 6  Stock market development indicators (in millions of HRK)

	Years
	GDP
	Market

Capitalization/GDP
	Turnover/GDP
	Turnover velocity

	1996
	107.980,6
	15,2%
	1,1%
	6,0%

	1997
	123.810,7
	21,6%
	1,9%
	5,7%

	1998
	137.603,7
	13,3%
	0,7%
	3,4%

	1999
	142.700,1
	13,5%
	0,4%
	2,7%

	2000
	157.511,4
	14,1%
	1,3%
	5,0%

	2001
	168.971,7
	19,5%
	1,0%
	2,3%


Source: Trading Summary, The Zagreb Stock Exchange, 1996-2001 

By analysing this data we can conclude that market capitalization represents about 13% of GDP during those years and that the greatest ratio was in 1997 (21,4%), because the market capitalization was than 26.760,4 millions of HRK. Since only a small number of shares are traded, market capitalization is relatively high, due to the large size of listed companies. Total turnover in 1997 was high representing a tenfold increase since 1995. Turnover share in GDP declined since than, just like turnover velocity, because the market was going down. In 2002, the ratio was rising again, and it has reached 20,3%, primarily because of increase in traded bonds. Moreover, bond trading dominated the total volume of trade in 2002. 

The main reasons for low turnover and liquidity of the Zagreb Stock Exchange can be summarized as follows: 

a) companies can get cheaper bank loans than issue corporate bonds;

b) the government did not succeed to induce privatised public companies to list on  the Zagreb Stock Exchange;

c) the management of Croatian companies tries to maintain control by avoiding listing on the secondary capital market;

d) existence of two stock exchanges in a small financial market.

5. Conclusion

International finance has become a subject of immense and growing importance because of the globalisation process in financial markets.  

The volume of foreign direct investment in the Republic of Croatia is constantly growing and the importance in restructuring and emerging of Croatian economy is more relevant every day. Yet the foreign direct investment should in future provide even larger contribution to the economic growth of Croatia.

Portfolio investment in the Republic of Croatia also isn’t on a satisfactory level.  Reasons for low volume of  foreign portfolio investments are various, but the main is non-developed financial market and especially insufficient breadth and depth of the secondary capital market in Croatia. Also possible reasons are in the delayed privatisation process as well the relative high country risk.

In spite of  underdeveloped capital market in Croatia, some positive tendencies can be recognized. After a decade of practically non-existing bond market, at the end of 2002, 42 bonds were listed in the domestic capital market and 73 shares. Also, pension system reform is creating a great demand for shares and debt securities.

The main problem is the lack of high quality financial instruments and their low liquidity. Also, debt securities after years of neglect have been recognized as a possible instrument of trading. 

A regulatory environment is generally a precondition to the efficiency and transparency of securities market. Basic functions need to be well defined by laws and regulations and by commonly accepted practices. 

To reach these goals it is necessary to develop the capital market as a basic precondition for a satisfactory level of portfolio investment in Croatia especially by:

a) improving the efficiency of the capital market (one stock exchange, not two), b) regional cooperation of the capital market (merger or cooperation between regional stock exchanges, alliance with one EU stock exchange), c) external financing rather by issuing equity than debt securities (tax incentives, capital gain, dividends etc.), d) raising the supply of equities and bonds (incentives for companies to list on the secondary capital market), e) further developing and improving of market regulations (EU legislation, international standards, CROSEC), f) changing the restrictions concerning portfolio diversification of pension funds (approaching the EU several investment restrictions could be loosened or withdrawn), h) withdrawing some restrictions for foreign investors to invest in the domestic financial market.
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