MACROECONOMIC GROWTH AND FINANCIAL SECTOR IN THE REPUBLIC OF CROATIA

      Vesna Buterin, Bojana O. Draženović

University of Rijeka, Faculty of Economics Rijeka, I. Filipovića 4,

Rijeka, Croatia

E-mail: vesna.buterin@efri.hr, bolgic@inet.hr 

Abstract

A number of studies provide evidence that the size of financial sector is associated with macroeconomic growth.This is not only because financial development facilitates investment, which is important source of growth, but it also contributes to more efficient allocation and use of rare capital resources. Concerning these issues, a lot of questions arise, like what is the nature and direction of the relationship between the macroeconomic growth and financial development? Is there a correlation or causality relationship between these two figures? What is the optimal solution towards higher rate of macroeconomic growth: market-based or bank-based financial systems?For many emerging markets and developing countries, for example the Republic of Croatia, emphasis must be placed on improving the functioning of financial sector issues. The structure of the bank based financial sector in the Republic of Croatia is characterised by the growing relevance of the non-deposit financial institutions, especially after the start of the pension reform in 2002. Nevertheless, the banking sector is still dominant and bank loans represent the most important source of exterior financing the economy. The main result of our research will be, among others, that Croatia has to encourage development of financial sector and domestic capital market in order to enhance Croatian economy and to enable the higher rates of  macroeconomic growth.
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INTRODUCTION

The link between the economic growth and achieved financial development is of great interest for all national economies. The question like does financial development stimulate economic growth, or does the financial sector develops to meet the increasing demand for financial services is of great relevance especially for transition countries. These economies are still undergoing the process of reshaping their financial system in order to achieve higher economic growth. Therefore, this paper discusses the finance-growth nexus presented in the relevant literature.  

One of the intentions of this paper is to give a general overview of the financial system structure in the Republic of Croatia. Although Croatian financial system is bank-based, there is evident rapid development of non-banking financial intermediaries. This process resulted in enormous growth of capital market during last three years. 

These changes are the proof and empirical evidence of the causality between finance and growth. These will strengthened the view that the development of financial markets, as well as the development of banking and non-banking intermediaries may stimulate economic development.   

FINANCIAL SYSTEM AND ECONOMIC GROWTH – THEORETICAL FRAMEWORK 
Financial system can be defined as mix of financial instruments, institutions and markets. Financial systems channel household and foreign savings to the corporate sector and allocate investment funds among firms. They allow intertemporal smoothing of consumption by households and expenditures by firms. These channels are the sources which connect financial development and financial structure with macroeconomic growth.
 It is also important to mention that financial development involves the establishment and expansion of institutions, instruments and markets that support investment and growth process. 

Economic growth is one of the ultimate and the most important goals of any economic system. Long-term sustainable economic growth depends on the ability to raise the rates of accumulation of physical and human capital, to use the resulting productive assets more efficiently, and to ensure the access of the whole population to these assets. 

There have been different perspectives on the theoretical link between financial development and economic growth among economists. For instance, Schumpeter (1911) points out that the services provided by financial intermediaries are essential drivers for innovation and growth. The opposite view had Robinson (1952), who emphasizes that financial development follows economic growth as a result of higher demand for financial services.
 The literature, generally, stands behind Schumpeter’s viewpoint.

The more recent empirical and theoretical literature suggests that development of the financial system accelerates macroeconomic growth. Economists have found empirical evidence, that countries with developed financial systems have increased their economic growth. King and Levine (1993) emphasize, in their research, that growth is positively related to the level of financial development. From the evidence of 80 countries, from 1960 to 1989, they show that the relative size of the financial sector in 1960 is positively correlated with macroeconomic growth over the period.
    

Among others, the link between financial system and growth can be analyzed through the following theories of financial system: the bank-based, the market-based and the financial services.
 

The bank-based theory emphasises the positive role of banks in development and growth. It also stresses the shortcomings of market-based financial systems. It argues that banks can finance development more effectively than markets in developing economies, and in the case of state-owned banks, market failures can be overcome. 
 

The market-based theory highlights the advantages of well functioning markets. Big, liquid and well functioning markets foster growth and profit incentives, enhance corporate governance and facilitate risk management.
 Market-based financial systems reduce the inherent inefficiencies associated with banks. These financial systems are also better in enhancing economic development and growth.

The financial services view is consistent with the bank-based and the market-based view. In the financial services view, the issue is not the source of finance, but the creation of an environment where financial services are efficiently provided. The emphasis is on the creation of better functioning banks and markets rather than on the type of financial structure.
  

THE ANALYSIS OF THE BASIC MACROECONOMIC INDICATORS IN CROATIA

In 2006, the main economic and financial indicators continued to improve. The Croatian economy accelerated further, unemployment decreased and inflation while continuing to rise, remained moderate. In spite of Croatian National Bank’s monetary policy measures, continued government borrowing in the domestic market and decrease of general government external debt, the increase of total external debt was not stopped. The main reason for this is continuing of enormous banks’ external borrowing. The significant role, in the external debt increase, has also enterprises which use foreign financing sources. At the same time, the current account deficit widened indicating a further worsening of the external imbalance. Still, the domestic currency failed to weaken due to these developments.
 

Table 1. The main macroeconomic indicators in Croatia

	Macroeconomic indicators
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	GDP, current prices, mil. EUR
	19,977
	22,171
	24,468
	26,232
	28,681
	31,263
	34,220

	GDP, per capita, EUR
	4,560
	4,997
	5,507
	5,905
	6,461
	7,038
	7,706

	GDP, real growth rates in %
	2.9
	4.4
	5.6
	5.3
	3.8
	4.3
	4.8

	Consumer prices - inflation
	4.6
	3.8
	1.7
	1.8
	2.1
	3.3
	3.2

	Current account balance / GDP, %
	-2.4
	-3.7
	-8.6
	-7.1
	-4.9
	-6.4
	-7.6

	Public debt / GDP, %
	48.2
	49.4
	48.6
	48.6
	48.9
	49.2
	46.6

	Unemployment rate, %
	21.1
	22.0
	22.3
	19.2
	18.0
	17.9
	16.9

	Gross external debt, mil. EUR
	12,109
	13,458
	15,055
	19,811
	22,781
	25,541
	28,998

	Gross external debt / GDP, %
	60.6
	60.7
	61.5
	75.5
	80.2
	82.5
	84.7


Source: HNB, MF, HGK

As it is shown in Table 1, in 2006 the real economic growth was 4.8%. GDP growth was primarily generated by goods and services export growth and by gross investments growth, in which the highest contribution had private investments.

After 2002, inflation rate decreased on 1.7%, in the next few years inflation rate increased, and in 2005 it was 3.3%. Global pressure on inflation increase, during the 2005 as like as during the 2004 when inflation rate was 2.1%, was the result of increasing and oscillating oil prices. The increase of oil prices on the world market directly influenced on increasing of prices of oil derivates on Croatian market, since the production of oil derivates is mostly dependable on import component, but also influenced on an overall increase of prices. During 2006 the average inflation rate in Croatia was 3.2% and it was above the average inflation rate in the European Union. Inflation rate in 2006 was slightly lower than inflation rate in 2005.

The annual deficit of the current account balance at the end of 2006 was 7.5% of GDP. It has increased in comparison with previous year, which was the result of faster increase of goods import than goods export. 

The level of public debt in Croatia is partially consequence of transitional process, but it is also the consequence of high government consumption during the 90’s. From 2002 till 2006 the structure of public debt is significantly changed. The share of external debt in total public debt is decreased from 56.6% in 2002, to 44.8% at the end of 2006. Decrease of external debt share in total public debt is the result of strong orientation on domestic capital market with the purpose of reducing the trend of external debt growth.

The unemployment was and remained the greatest problem of Croatian economy. Although, in period of 2002 up till 2006, the unemployment rate decreased, in 2006 it is still high and amounts 16.9%. The Croatian government performs active employment policy, and in 2007 intends to invest about 72 millions of Euro in different programs of decreasing unemployment.  

As it is shown in Table 1 and Chart 1, the external debt is constantly growing since 2000. In 2006, the external debt amounted 28,998 millions of Euro and it was higher for 13.5% compared to 2005. The portion of external debt in GDP was astonishing 84.7%. This portion of external debt in GDP, according to the World Bank criteria, aligns Croatia among highly indebted countries.
 

Chart 1. Gross external debt/GDP, %

[image: image1.emf]0

10

20

30

40

50

60

70

80

90

2000. 2001. 2002. 2003. 2004. 2005. 2006.


Source: www.hnb.hr
 The following chart shows the external debt as percentage of goods and services exports, which was 171.0% at the end of June 2006. It was below 220%, a level that would indicate potential external liquidity problems. It should be taken as a warning, because this indicator had risen sharply from 124.6% in 2001.
  

Chart 2. External debt as % of goods and services exports
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Source: www.hnb.hr
Relation between debt repayment (principal and interest) and exports of goods and services is considered as the important indebtedness flow indicator. It is supposed that there exists real insolvency problem when mentioned indicator is higher than 20%.

Chart 3. Debt service in % of exports of goods and services
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Source: www.hnb.hr
In Chart 3 is shown external debt service, measured as the ratio of debt repayments to goods and services exports. The continuous growth since 2003, amounted to 34.1% at the end of 2006. This indicated that Croatia allocated over one fourth of its total goods and services export revenues for external debt servicing.

1. BANK-BASED VS. MARKET-BASED FINANCIAL SYSTEM

Financial system can be defined as mix of financial instruments, institutions and markets. A country’s financial system can be characterized market-based as opposed to bank-based. 

Different studies and approaches reveal that financial development is important for economic growth, whereas the role of financial structure is unclear. A conclusion whether market-based or bank-based system were favourable for economic growth could not be drawn. 

Therefore, it is of major importance to ensure stable and secure market by establishing the most appropriate regulatory framework. This is because low inflation, unemployment and fast economic growth, as common objectives of monetary authorities, cannot be achieved in the modern economy without developed and stable financial system through which the effects of monetary policy measures can be effectively channelled to all economic sectors.

It is very important for the economy to take measures for developing both banking market and capital market. Furthermore, in times of crises in either system, the other system can perform the function of the spare wheel. Sophisticated and well-developed financial system makes national economy much more resistant to asymmetric shocks. Parallel development of capital market with the banking industry progress can result in benefits for the economy and investors, arising from the competitiveness and lower transaction costs. 

The structure of financial system in developed countries varies and depends mainly of investors tradition, while transition economies remain heavily bank-based oriented.

2. THE FINANCIAL SYSTEM IN THE REPUBLIC OF CROATIA

The financial system in Croatia in general is underdeveloped as compared with financial systems in developed market economies. Croatian financial system consists of almost all types of institutions which usually form an integral part of a developed market.   

The main features that characterise Croatian financial system are: bank-centralised financial system, underdeveloped but fast growing non-bank financial intermediation and underdeveloped capital market. 

Table 2. Relative Importance of Financial Intermediaries, shares in total financial intermediaries’ assets (end of period, in %)

	Financial institution
	2000
	2001
	2002
	2003
	2004
	2005
	2006*

	Banks
	87.0
	87.5
	85.0
	83.3
	81.4
	78.7
	76.0

	Open-end investment funds
	0.2
	0.9
	1.4
	1.4
	1.8
	2.8
	3.6

	Closed-end investment funds
	3.0
	2.3
	1.6
	0.4
	0.4
	1.2
	3.3

	Insurance companies
	6.8
	5.9
	5.7
	5.4
	5.2
	5.1
	5.0

	Housing savings banks
	0.4
	0.8
	1.1
	1.5
	1.8
	1.8
	1.5

	Mandatory pension funds
	0.0
	0.0
	1.1
	2.0
	2.9
	3.6
	3.8

	Voluntary pension funds
	0.0
	0.0
	0.0
	0.0
	0.0
	0.1
	0.1

	Savings and loan associations
	0.9
	0.6
	0.6
	0.6
	0.5
	0.5
	0.5

	Leasing companies
	1.7
	2.0
	3.6
	5.4
	6.0
	6.2
	6.2

	Total
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0


* for 6/2006

Source: www.hnb.hr (Macroprudential Analysis, Croatian National Bank, Zagreb, Number 4, 2007, p. 32)

In 2006, the banks possess most of the assets and have the greatest share of assets in the GDP. Because of the rapid growth of mandatory pension funds and open-end investment funds, domination of the banks has been slightly threatened. Banking sector appear to lose their relative importance in comparison to non-bank financial intermediaries. Therefore, it is expected that in the Croatian financial system savings will be to a lesser extent channelled through the banks. 

The data in Table 3 represent the proportion of financial institutions assets in GDP for Croatia and other figures concerning the degree of financial intermediation (total assets to GDP) and the degree of economic development (GDP per capita).

Table 3. Financial Market Structure (in 2005)

	Financial institution


	Assets 

(in millions of HRK)
	% of total assets
	Number of institutions
	Assets as % of GDP

	Banks
	260.6
	78.7
	34
	113.8

	Open-end investment funds
	7.1
	2.8
	49
	3.1

	Closed-end investment funds
	2.0
	1.2
	5
	0.9

	Insurance companies
	16.6
	5.1
	25
	6.7

	Housing savings banks
	5.8
	1.8
	3
	2.5

	Mandatory pension funds
	12.0
	3.6
	4
	5.2

	Voluntary pension funds
	0.3
	0.1
	14
	0.1

	Savings and loan associations
	1.7
	0.5
	116
	0.7

	Leasing companies
	20.2
	6.2
	17
	8.8

	Total
	326.6
	100.0
	267
	141.8

	GDP            229,031 mil. HRK; 30,950 mil EUR


Source: www.hnb.hr, www.crosec.hr, www.hanfa.hr
The proportion of total banking assets in GDP is considered to be one of the basic indicators of the degree of the financial intermediation through the banking sector. As it can be seen from Table 3, more than three quarters of financial intermediation in Croatia is performed by bank institutions. Croatian banking sector is in terms of financial intermediation with 113.8% of GDP clearly in the leading position among transition economies and at the moment in the best position to catch up with the banking sectors in the «old» EU member countries.
 Although in 2005 bank possess most of the assets and have the greatest share of assets in the GDP, the relevance of other financial intermediaries is rapidly expanding. Besides leasing companies and insurance sector, the most propulsive financial intermediaries are open-end investment funds and mandatory pension funds. Banks are almost three times smaller in number than savings and loans associations, and there are roughly as many banks as insurance companies and investment funds. 

The structure of financial markets can be seen from Table 4, presenting the relative relevance of different types of financial instruments. 

Table 4. Financing in the Republic of Croatia (in millions of HRK)

	Financing in the Republic of Croatia
	Amount
	% of total amount
	% of GDP

	Bank loans
	151.9
	56.9
	66.2

	Market capitalisation – shares 
	80.7
	30.2
	35.2

	Market capitalisation – bonds
	34.4
	12.9
	15.0

	Total
	267.0
	100.0
	116.4


Source: www.hnb.hr, www.crosec.hr, www.hanfa.hr
The next important indicator of financial intermediation is bank loans/GDP ratio. From data in Table 4 it can be seen that non-credit financing is rarely used. Relationship between credit activity and the degree of economic development again appears to be quite strong. Croatian banking sector is in the leading position (after Estonia) in the group of recent and forthcoming new members of the EU.
 The bank loans are prevalent, however not to the extent in which the banks’ assets dominate the total assets of the financial system. The reason for that is that banks in their portfolios also have large portfolios of shares and bonds.

Croatian capital market is still underdeveloped and it cannot be compared to that of the developed market economies. The primary market confirms the still negligible role of the capital market in financing the Croatian economy. In 2005 there was only one share issued by public offering and only two such issues of corporate bonds. The secondary market is much more developed, but some securities market segment such as derivative markets do not exist. However, Croatia’s capital market in 2005 was marked by the rapid growth in almost all aspects of trading figures, to the greatest extent as s result of the rise in liquidity of institutional investors, particularly pension funds and open-end investment funds.

5.1.  The banking sector

The deposit sector in Croatia consists of several types of institutions: commercial banks, housing savings banks, the savings and loan co-operatives
 and a special state institution – the Croatian Bank for Reconstruction and Development. More than three quarters of total assets of Croatian financial system is in banks favour. Therefore, the Croatian financial system is characterised by the domination of banking financial intermediation. 

The basic characteristics of Croatian banking system are:

1. Decreasing in the number of banks due to a consolidation process after 1998 i.e. second banking crises in Croatia. The number of banks decreased after 1998 as a result of consolidation, take-overs and the bankruptcy of some banks. At the end of the first half of 2006 the banking market comprised 34 commercial banks (and 5 housing savings banks).
2. Foreign ownership of Croatian banking system. Although most of the banks (20 in total) remained under majority domestic ownership, foreign persons control 90.5% of total banking assets in the first half of 2006.
3. High market concentration indicates a high degree of oligopolistic behaviour. At the end of June 2006, the two largest banks hold 42.0% of total assets and the four largest banks hold 65.0% of the market.

4. High profitability indicators. Croatian banks achieved a high profit in 2005 (only three small banks reported losses) with a substantial rise in the capital base and further reduction of the estimated credit risk. Return on average equity (ROAE) and return on average assets (ROAA) after 1999 remain on high level. At the end of first half of 2006, ROAA for banks was 1.76 %, while ROAE value was 15.7%. 

5. Increasing non-interest income in the bank income structure.

6. High but declining interest margins indicators.

7. Prevalence of universal banking. Croatian banks are statutorily authorized to offer a wide range of financial services.

8. High liquidity of Croatian banking sector. 

9. Capability of Croatian banking sector to absorb considerable losses in case of asset deterioration, i.e. in case of a negative shock in the macroeconomic environment.

5.2.  Non-bank financial institutions

In Croatia there are present various types of non-banking financial institutions. By the figures of relative importance of financial intermediaries (Table 2), the three most important non-bank institutions in Croatian financial system are investment funds, mandatory pension funds and insurance companies.

Chart 4. Non-bank financial institutions in Croatia (assets/GDP ratio)
[image: image4.emf]0,11

0,78

1,36

1,49

2,13

3,86

0,001

2,36

3,71

5,11

5,64

5,83

5,81

6,39

6,77

7,25

0

1

2

3

4

5

6

7

8

2000 2001 2002 2003 2004 2005

Open-end investment funds Mandatory pension funds Insurance companies


Source: www.hanfa.hr,www.crosec.hr, www.dinados.hr, www.regos.hr
The first investment fund was founded in 1997. The largest increase in the number of newly founded investment funds was recorded for open-end investment funds. The reasons for a larger share of open-end funds compared to close-end funds are twofold: firstly, it is simpler to enter or leave an open end fund, and secondly, it is banks that most frequently found open-end investment funds in order to expand their range of services and meet the demands of the market.
 In the last five years, open-end investment funds have grown strongly and they accounted for 3.86% of GDP in the 2005. Total assets of open-end funds at the end of 2006 amounted to 16.04bn HRK.

Mandatory pension funds are the most propulsive financial institutions in the Republic of Croatia. Pension reform started in 2001 when seven (mandatory) funds were formed to attract participants.
 In the past five years, pension funds assets were growing rapidly. Predictions show that pension funds assets will account in 2015 for 15% of GDP and by the 2030 even up to 21.6% of GDP. Pension funds assets in 2006 was 15.92bn HRK, of which majority of investments were in bonds and shares in the domestic market. The highest share was invested in debt securities, mainly in bonds issued by the Republic of Croatia (71.92%). The main problems of pension funds performing their business today are as follows:
 

a) Their size related to the whole market (huge demand for “blue chip” securities where only a few listings (shares and bonds) in the first quotation on the stock exchanges are available, 

b) Existence of conservative investment restrictions, especially in foreign securities to prevent portfolio losses, and 

c) They are exposed to currency risk since most of government bonds
 are indexed in foreign currencies,  

     mostly in Euro while the pension benefits are to be paid in HRK.

The insurance system has a strong impact on the economical development of any country and is the substantial factor of the stability of the financial system. Most of the 26 insurance companies in Croatia are in the domestic ownership. The market is very concentrated, with the first five insurance companies covering about 70% of market and the first ten covering more than 90% of the market. Considering the dominant type of insurance, structure is in favour of non-life insurance in spite of the much higher growing rates of life insurance segment. 

6. CONCLUSION

Croatian financial system is heavily bank-oriented and therefore the development of financial sector is mainly determined by trends in the banking sector. By the structure of its financial institutions it is still undeveloped and not enough diversified. Hence, it is necessary to pay special attention to development of non-bank financial intermediaries and capital market.

Croatian financial sector is characterised by the significant growth indicators, even higher than the registered annual rate of growth in the Republic of Croatia. Still, growth dynamics has been defined especially by the banks figures. 

It is expected that in the near future, parallel to the strengthening of economic power, the growth of Croatian financial system will continue. However, it is not very likely to expect that the size and the degree of development of the banking sector, and especially the non-banking intermediaries, in the developed market economies would be reached soon. 
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� Leasing companies took the second place with a share of 6.2%. However, this significant share and rapid growth is a result of Croatian central bank (Croatian National Bank) monetary restrictions considering regulation of credit activity and acquiring the necessary liquidity of banks. Majority of these institutions have tight connections with banks, because banks are establishers of leasing companies with main goal of giving up part of their credit activities to less regulated and supervised leasing institutions.


� http://www.crosec.hr/eng/izvjesca_en.asp


� Croatin pension reform exist in the form of a «three pillar» system. The «pay-as-you-go» public pension system is complemented by two privately-managed pillars – one mandatory (the second pillar) and one voluntary (the third pillar). These pension funds receive and invest a share of pension contribution. 


� Prohaska, Zdenko, Olgić Draženović, Bojana, � HYPERLINK "http://bib.irb.hr/prikazi-rad?&rad=159615" \t "_blank" �The Role and Development of Non-deposit Financial Institutions in the Republic of Croatia�,  Business and Economic Development in Central and Eastern Europe in the period of joining to the European Union, Kolenak, Jiri, Skapa, Stanislav (ed.), Brno : Brno University of Technology, Faculty of Business and Management, 2003. 


� This remark account for all government bonds issued till 2002. In the past three years central government issue bonds on domestic capital market.
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