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EXECUTIVE SUMMARY

Croatia continues to meet the conditions specified in Article 1 of the Agreement
Establishing the Bank.

On 3 October 2005 the European Council announced that negotiations for Croatia's
EU accession could begin forthwith and talks with the EU duly started. Croatia had
already had its candidacy application for EU membership approved at the EU leaders
summit in Brussels on 17 June 2004. However, in December 2004 the European
Council, while approving in principle the opening of official talks on Croatia’'s EU
accession, stipulated that the Croatian authorities should be deemed to be fully
cooperating with the International Criminal Tribunal for the Former Yugoslavia
(ICTY) at The Hague. The October 2005 decision reflected ICTY’s confirmation that
such cooperation was indeed forthcoming. The arrest in December 2005 of Genera
Ante Gotovina, the fugitive war crimes suspect, and his extradition to The Hague,
paved the way to the commencement of accession talks. Croatia may be expected to
join later in the decade depending on its own merits and ability to comply with the
conditions for EU membership, as well as EU’ sintegration capacity.

Getting EU candidacy status and the opening of EU talks represented a notable
political success for Ivo Sanader, Prime Minister since the victory of his centre-right
party, the HDZ, in the November 2003 elections. Sanader has continued the previous
centre-left government’s policy of improving relations with Serbia (as well as the
Serbian and other minorities in Croatia). Sanader’s minority government continues to
rely on the support of parties representing old-age pensioners and national minorities.

The economic outlook remains positive, although the fiscal deficit and high externa
debt pose continuing risks. Real GDP growth reached 4.3 per cent in 2005, and
increased to 4.8 per cent in 2006. Private investment more than offset the impact of
declining public investment and exports performed better than expected.

There was some upward pressure on prices in 2005, mainly due to rising energy and
food costs as well as higher excise taxes. This led to an increase in annual average
inflation from 2.1 per cent in 2004 to 3.3 per cent in 2005. The inflation rate dropped
dightly to 3.2 per cent in 2006. The Croatian National Bank (CNB) remains
committed to tight monetary policies, mainly aimed at exchange rate stability. The
general government deficit in 2005 was below the target of 4.2 per cent of GDP (it
was actually 4.0 per cent of GDP), and decreased to the target of 3.0 per cent in 2006
according to the preliminary estimates.

Sustained growth of between 3-5 per cent is forecast for the medium term, assuming
some improvement in the external environment. The fiscal consolidation programme,
as outlined in the Government’ s Economic and Fiscal Policy Guidelines 2007-2009, is
expected to help the government to strengthen fiscal discipline, further reduce the
current account deficit and cut the level of external indebtedness. The main risk to
growth stems from the strong expansion in domestic credit and the growing corporate
and commercial banks externa indebtedness. These may have a negative effect on
the already high foreign debt levels and may create appreciation pressures.



In the coming two years, the Republic of Croatia faces important challenges to
prepare for EU Accession. These include restructuring and privatisation of industries
which benefit from generous government subsidies. Small scale privatisation -
including the tourism sector - needs to be completed. Further reform is needed to
improve the effectiveness of the judiciary and to reduce corruption. Significant levels
of investment in public infrastructure will be necessary. To address such challenges,
the Croatian authorities should:

1. enhance regiona trade and development by investing in regional transport
infrastructure and continuing support for regional trade initiatives,

2. proceed with restructuring in sensitive sectors, e.g. agriculture and
shipbuilding;

3. privatise enterprises in the tourism sector and update and fully implement
the existing “Croatian Tourism Development by 2010” strategy adopted by
the Government in September 2003;

4.  promote private sector participation in infrastructure at national, regiona
and the local, municipal levels;

5.  promote investments in infrastructure to improve security and diversity of
energy supply, energy efficiency and put in place legidation to facilitate
development of the market for renewable energy;

6. strengthen efforts to enhance transparency and efficiency of the judiciary
and public administration to meet EU standards.

Since the last Country Strategy, the Bank's commitments in Croatia have increased to
an aggregate of EUR 1.74 billion, with nearly EUR 3 billion mobilised from the
Bank’s co-financiers and partners. Since 1999 the Bank has invested an average of
EUR 150 million a year in Croatia. Gross disbursements totalled EUR 1.3 billion
while the Bank's outstanding portfolio as of 31 December 2006 was EUR 840 million.
In line with the previous Strategy (2005-2006), the Bank has substantially increased
its involvement in the enterprise sector and in infrastructure, including at the
municipal level. The Bank's operations have had good transition impact through
continuous policy dialogue with the authorities, preparation of projects for ISPA co-
financing, improvement in corporate governance standards at enterprise level,
enhancement of regional economic integration, and support for capital markets
development. In 2006 the Bank supported the largest regional food and beverage
company, Agrokor, with an equity investment to assist its preparation for an initia
public offering.

Over the coming two to three years, the Bank has an opportunity to work closely with
the Croatian authorities, to support the country’s further transition to market
economy. Focus will be on investment in the following sectors, with the highest
priority given to regional support for Croatian corporates, commercial finance of
national and municipal infrastructure, SME finance, and tourism.

In the enterprise sector, the Bank will focus on privatisation and restructuring of
state-owned companies, including in the tourism sector. In addition, the Bank will
focus on supporting the further expansion and modernisation of Croatian companies
in the region, by providing debt or equity finance as needed. The Bank may also
finance acquisitions to support consolidation in local industries. The Bank will



continue to seek investment opportunities in economically-depressed regions of the
country.

In the infrastructure and environment sector, at the local level, the Bank will work
with a number of large and medium-sized municipalities to develop their
infrastructure projects for prospective IPA co-financing. The Bank will continue to
support national infrastructure projects, typically when such projects can be financed
on acommercia basis. The Bank will also work with local and regional authorities to
prepare regiona infrastructure projects. The Bank will finance infrastructure
investments, such as the Port of Gruz project in Dubrovnik, which support tourism. In
the energy sector, the Bank will promote energy efficiency and focus on infrastructure
needed for security and diversity of supply, including renewable energy projects.
Infrastructure financing will be closely co-coordinated with other IFIs, in particular
the European Investment Bank, the IBRD and the EU, leading to joint financing
arrangements and mobilisation of 1PA funds, where practicable.

In the financial sector, the Bank will pursue SME finance with the support of the EU
under the EU/EBRD SME Finance Facility. The Bank will further develop financing
for leasing companies and other non-bank financia ingtitutions, such as factoring
companies. The Bank will seek to introduce securitisation of assets, to help the
Croatian banks better manage their balance sheets. Finally, the Bank will aso
consider equity participation in the privatisation of the state-owned postal bank and
insurance company.



1. THE BANK’'SPORTFOLIO
11 Overview of Activitiesto Date

As of 28 February 2007, the Bank had made commitments in total of EUR 1,739.7*
million across all sectors of the Croatian economy, with a concentration in the
financia sector and in infrastructure. The portfolio currently consists of 78 operations
of which EUR 1,035.5 million are commitments in the private sector. Infrastructure
accounts for the majority of State sector commitments aa EUR 628.5 million.
Operating assets at EUR 840 million lag commitments due to the staged nature of
investments in many infrastructure projects.

1.2 Implementation of previous Country Strategy

The last Country Strategy, approved in March 2005, outlined the following strategic
priorities for the Bank in Croatia:

Q) financing of infrastructure with a focus on transport (including railways) and
municipa and environmental infrastructure with the EU ISPA programme;

2 target financing of micro and small enterprises through banks and leasing
companies with the introduction of the EU/EBRD SME Finance Facility.
Risk-sharing instruments and securitisation of receivables may be introduced,;

3 privatisation and restructuring of state-owned enterprises, in particular in
sensitive sectors, and tourism, as well as continuing support for strong local
enterprisesin their regiona expansion efforts.

During the past Strategy period, 11 direct investments were signed representing
commitments of EUR 332 million. Corporate financing included a EUR 110 million
equity investment in the food and beverage company, Agrokor, to facilitate its
preparation for an initial public offering, and a loan for the Serbian subsidiary of
Croatian dairy company Dukat (formerly Lura). Infrastructure operations included a
loan of EUR 10 million for the water treatment company of the City of Karlovac, for
which EU ISPA funding of EUR 22.5 million was committed, a loan to upgrade the
Port of Gruz in Dubrovnik, aloan to Croatian Roads for the Rijeka Bypass, a loan for
the completion of Zagreb-Rijeka Motorway, and a loan to Pula Promet to secure new
city buses. In the financial sector, the Bank’s operations included credit lines to
Hrvatska Postanska Banka (HPB) and to S-Leasing and Raiffeisen Leasing for
financing SMEs, as well as an increase in the capital of Privredna Banka Zagreb. The
Bank continued to focus on improvements in the corporate governance and financial
performance of companies where it is a shareholder. The proportion of equity in the
outstanding portfolio is large relative to many other markets at circa 40 per cent.

! The figure above excludes committed amounts which were subsequently cancelled. Gross commitments
amounted to EUR 1,922 million.



1.3 Impact of the Bank’s Portfolio and L essons L ear ned

1.3.1 Transition impact and lessons learned

The Transition Impact Retrospective 2 shows that the impact of the EBRD projects
has ranged from significant to minimal over the last review period. Transition impact
in each sector is reviewed below.

1.3.2 TheFinancial Sector

Banking

The Bank’s projects aimed at developing new financial instruments including capacity
building for lending to small and medium-sized municipalities. Mortgage lending was
supported via mortgage credit lines to three banks, Zagrebacka Banka, Privredna
Banka Zagreb and HVB Bank Croatia. The banking sector is largely consolidated
with 93 per cent of banking assets in foreign ownership and with only two small
commercial banks remaining in state ownership. One of the lessons learned from the
successful cooperation with HVB Bank is the need for a pro-active approach in the
field of mortgage reforms. The Bank is advised to address ingtitutional and
administrative inefficiencies that currently hinder local mortgage clients growing
needs (PE05-300).

NBFI

The Bank’s activities in Croatia have primarily supported pension reform, leasing and
insurance companies, with the investment in Erste Pension Fund to be mentioned in
particular. The Croatian pension reform was judged as a policy that should have
excellent demonstration effects in the Balkans and beyond. The lesson learned from
an evaluation in 2004 is that, despite initial delays in motivating and committing both
pension fund investors and subscribers, the Bank was right to support the reform and
to stick with it throughout this project (PEX04-222).

Private equity funds

The most notable operation in thisfield is the Croatia Capital Partnership, established
in 1997. It has contributed to the development of the local private equity industry and
training of locally based staff. In spite of these efforts, the private equity fund sector
remains small, the number of transactions lags behind the new EU member states, and
foreign financial investors have not yet shown considerable interest in investing in
Croatian equity funds.

SME & MSME

The Bank has provided substantial funds to several Croatian banks for financing
SMEs. However, it proved difficult to distribute and utilise credit lines effectively, as
was shown in the case of the Croatian Bank for Reconstruction and Devel opment
(HBOR) as well as Raiffeisen Bank. A lesson learned from the Bank’ s engagement at
Erste & Steierméarkische Bank points to the need for defining the target sub-borrowers
and the average sub-loan size in a more specific way (PE02-218). Another lesson is
that successful SME lending projects with new partners should involve technical
cooperation measures in order to improve the partners’ lending skills (PE05-306).

Overall, transition impact within the Financial Sector israted Sgnificant.



1.3.3 The Enterprise Sector

Agribusiness

The Bank’s operations targeted foremost SME promotion, the attraction of FDI and
corporate restructuring. The Bank’s project with Vetropack (the leading glass bottle
producer in the region) started in 2002 and has supported improved production of
glass packaging materials, abiding to best international environmental standards.
Vetropack also has strong business links to neighbouring countries, supporting
regional linkages in SEE. A lesson generated from this project is to conduct a more
thorough due diligence through direct contact with a number of the project’s
customers, which are also clients of the Bank. In the case of Vetropack, this has
definitely facilitated the assessment of credit risk and risk to transition impact
(PEX03-188).

Natural resources

After pursuing policy dialogue with INA, the state owned oil and gas company, about
the liberalisation of tariffs, the Bank signed a transaction with the company in 2001.
The sdles of a 25 per cent plus one share in INA to Hungary’'s MOL was an
unexpected transition impact indirectly related to the Bank’ s transaction.

I ndustry

The Bank provided continued support to Pliva, one of the largest pharmaceutical
firms in Eastern Europe, until the company was sold by bidding process to Barr
Pharmaceuticals in October 2006. By promoting the successful stock market listing,
associated transparency and governance and corporate development of this high-
visibility company, the Bank set standards for the corporate sector as a whole.
Another successful operation was with Nasicecement, designed to introduce new
financia reporting procedures and consolidated IAS. This project also had resulted in
substantial positive changes for the environment.

Telecommunications

The Bank’ s involvement in Croatia has mainly consisted of continuous support of the
second mobile operator - VIPnet - in order to enhance competition.” The telecoms
market has been successfully transformed with only small transition challenges
remaining. There was an important lesson learned pointing at the risk of creating a
duopoly market in the telecom sector (PE04-275). The risk eventually was mitigated,
when in 2005 athird mobile operator entered the market.

Property and Tourism

Croatia was a target country of the TUI Advanced Payment Facility® in the tourism
sector. The facility means to support upgrades and expansion of small hotels, bringing
them up to modern standards. Croatia has also become a target country for recent
regional property funds (Europolis II, TriGranit Il1). Investment activity in the

2 Cronet (now, T-Mobile Croatia) was for some period of time the only mobile operator in the country.
% The large Tourism Company TUI isinvolved as a key party.



country originating from these funds has been rather limited but is growing. In genera
property sector activities suffer from some legal framework deficiencies, the Secured
Transaction Law in particular, and lack of transparency within the real estate market.

TAM/BAS

The TAM Programme has operated in Croatia since 2001 and has carried out 10
projects, utilising EUR 0.5 million from multiple donors, including Switzerland, UK,
Sweden, Netherlands, Ireland, Greece and Finland. The BAS Programme has operated
in Croatia since 2000 and has carried out over 260 projects, which were financed by
the Central European Initiative, Austria, UK, Germany, and the Balkan Regional
Specia Fund. In recent years the TAM/BAS Programme has been concentrating its
efforts to make itself available to more rural communities, and to extend its services
to reach enterprises in the regions. Any continued funding will be utilised to reach
these underdeveloped regions, although TAM/BAS is slowing down its activities in
Croatia and redirecting its focus and resources to the ETC region and less advanced
Western Balkans countries.

Overall, transition impact within the Enterprise Sector is rated Sgnificant.

1.3.4 Infrastructure

MEI

The Bank has been involved in the water and transport sectors with a view to
eliminating cross-subsidies and raising tariffs to cost recovery levels. Activities
included solid waste management in Zagreb, rehabilitation of water infrastructure in
Karlovac, the BOT model in wastewater treatment (Zagreb) and urban transport in
Dubrovnik. The Bank was able to address several city finance issues successfully with
city creditworthiness enhancement programmes. In addition, the Bank facilitated the
attraction of substantial ISPA grant co-financing to the Karlovac project. Participation
of the private sector in public service provision can be further expanded, being limited
for now to Zagreb Waste Water Treatment plant.

Transport

The Bank has had a large presence in the sector with projects for railways, roads, a
port, an air traffic control centre and a shipyard. The Bank conducted — among others
— the ARZ motorway project which helped to establish the Roads Council. The
Croatian government opened up the road sector to private investment, and there are
currently two private operators: Bina lIstra d.d. (majority owned by French
construction group Bouygues) and Autocesta Zagreb-Macelj d.o.0. (majority owned
by the German-Austrian construction consortium Walter Motorway). Motorways
managed by these two companies represent about 20 per cent of the total motorway
network in Croatia. Activities in the railway sector have focussed on the Croatian
Railways (HZ) with a view to its restructuring and modernisation accompanied by
continuous policy dialogue with the Government on the railway sector reform. A
lesson learned during the HZ operation is to undertake an assessment of the political
and social environment surrounding the sector reforms in order to design the required
actionsin amore realistic manner (PEX05-261).

Overall, transition impact within the Infrastructure Sector is rated Sgnificant.
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1.3.5 Financial Performance of the Existing Portfolio

The financial performance of the existing portfolio is excellent with 99 per cent of the
Bank’ s assets performing. The portfolio risk rating is 5.5.

1.3.6 Mohilisation of Co-Financing

Overall mobilisation of external co-financing for the Bank’s projects is 2.75;
however, financing raised later, on the back of the Bank’'s investments, is not
recorded, but leads to a higher real mobilisation rate. Going forward, the Bank
anticipates good opportunities for co-financing, provided that the Bank targets longer-
maturity and/or higher risk (mezzanine or equity) financing components.

14 Portfolio Ratio

Private sector operations comprise 72 per cent of total operations. Of the state
portfolio, municipal projects are growing in importance by number and for their local
impact, though they remain much smaller than the large sovereign-backed
infrastructure projectsin the transport sector.

2. OPERATIONAL ENVIRONMENT

2.1 The General Reform Environment

2.1.1 Poalitical Environment

The Republic of Croatia is a congtitutional parliamentary democracy with a
population of 4.4 million. Legislative authority is vested in the unicameral parliament
(Sabor), which has 152 deputies. (Both the Chamber of Representatives and the
Chamber of Counties, established in 1992, were abolished when their mandate
expired in April 2001.) President Stjepan Mesic, re-elected on 16 January 2005,
serves as head of state and commander of the armed forces, cooperating in the
formulation and execution of foreign policy and directing the operations of the
intelligence services, and nominates the prime minister, who leads the government.
Prime Minister Ivo Sanader was nominated by the President and confirmed by
Parliament in December 2003 following the parliamentary elections held in
November 2003. He heads a minority centre-right coalition government led by the
Croatian Democratic Union (HDZ) and supported by the Croatian Pensioners Party
(HSU), asmall Liberal Party (HSLS) and ethnic minority representatives. There are 8
parliamentary seats reserved for ethnic minorities. Eleven MPs out of the total of 152
belong to ethnic minorities, of whom 8 were elected as minority representatives. The
next parliamentary elections are due in November 2007. Croatia, as an official EU
accession candidate, is negotiating with Brussels with a view to joining in 2009 or
2010. Joining the EU is a popular objective with the Croatian public, while joining
NATO, another important government objective, is less so. Croatia is the strongest
candidate for the next round of NATO enlargement, possibly already in 2008.
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2.2  Progressin Transition and the Economy’s Response

2.2.1 Macroeconomic conditions for Bank operations

The macroeconomic environment has improved since the last Strategy. Growth in
2006 reached 4.8 per cent, an increase of 0.5 percentage points compared to both
2004 and 2005, and it is expected to continue at about that level in 2007. Private
investment more than offset the impact of declining public investment, and exports
performed better than expected. The important tourism sector (where more than 20
per cent of GDP is created) continues to develop, with the number of overnight stays
in 2006 up 3 per cent on 2005. Industrial output rose by about 4.5 per cent. After a
decreasing trend in the inflation rate from 2002 onwards, the average consumer price
inflation increased in 2005 to 3.3 per cent, decreased to 3.2 per cent in 2006 and is
expected to be around the same level in 2007. The IMF stand-by arrangement was
concluded satisfactorily in November 2006 following a third review in October 2006
and Croatia has opted not to draw down on its last three IMF stand-by deals; instead,
future consultations with the IMF over economic policy will take place in the context
of annual Article IV reviews. The IBRD approved a Country Assistance Strategy for
the period of up to mid 2007 in January 2005, but the funding levels have not yet
reached the plan due to the delays in implementing the required reforms
(privatisation, subsidy reduction, judicial reform, public administration reform).

Fiscal performance improved in 2005 with the general government budget deficit
reduced to 4.0 per cent of GDP, compared with 4.8 per cent of GDP in 2004. The
government is targeting a further reduction in 2006 to 3.0 per cent of GDP which is
considered to be realistic and to 2.8 per cent of GDP in 2007. The pensioner’s debt,*
the repayment of which is secured through the Pensioners’ Fund and should not be
included in current budgetary operations, is expected to amount to about 1.1 per cent
of GDP in 2006. The IMF believes that this is only a one-off debt which will be
mostly covered next year, but the government will need to do something about the
pension system in the following years. The pension system is designed in arestrictive
way: the replacement rate” should decline to 30 per cent in the next 10 years and it is
currently around 40-42 per cent. The total contribution rate of workers is 20 per cent
of gross salary, of which 15 per cent goes into the first pillar - mandatory PAY G (pay
as you go) system financed by contributions and state budget revenues and 5 per cent
goes into the second pillar - compulsory pension insurance based on individua
capitalised savings. The government does not want to reduce the contribution to the
mandatory PAYG pillar below 15 per cent, hence it is hard to increase the
contribution to the second pillar. This leaves the second pillar insufficiently strong,
and it is unlikely that this 5 per cent contribution will increase. New pensioners are
hence in a much worse position than the old pensioners. A political solution will need
to be reached to solve this problem, as a large proportion (40 per cent) of current
pensionersis less than 65 years of age.

* Pensioner’ s debt was accumulated in the period from 1993 to 1998 due to the failure of the government to adjust
the pension in line with the existing laws. The total debt has been estimated at around HRK 11 hillion. The first
payment of HRK 1.2 billion was made in June 2006 and the second payment of the same amount in December
2006. Pensioners, who chose the fast track, will receive half of their claims over the next two years, whereas the
others will receive their claims in full over the next six years. Close to 70 per cent of pensioners chose the fast
track of repayment.

® Replacement rate is the ratio between the level of pensions and previous individual earnings at the moment of
take-up of pensions.
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In addition, the government approved a “2006 Christmas bonus’ for the pensioners,
granted large wage increases to trade unions in the education sector for 2007 and
approved a population policy. While the latter proposal will not be implemented in
full, measures with a significant fiscal impact to be implemented in 2007 are child
benefits and maternity benefit increases, pro-natality allowance and free textbooks,
transport and dormitories for primary and secondary students. More of such measures
are likely in 2007, an election year. Health sector arrears have increased, and as the
Government has not resolved underlying problems in the sector, this problem will
continue to recur.

2008 is likely to be the crucia year for the public finances. The government has
ambitious plans of reducing the budget deficit further to 2.4 (or, according to IMF's
recommendations, to 1.5) per cent of GDP by 2009. However, this plan relies too
heavily on increasing the revenue collection instead of reducing government
expenditures, which — at about 47.4 per cent of GDP in 2006 — are among the highest
in the region. Savings are possible in implementing the health care reform fully,
reforming the civil service, improving the targeting of welfare, family, and health
benefits that take into account income and assets of recipients, and implementing the
existing medium-term subsidy-reduction plan. State aid itself represented 2.8 per cent
of GDP in 2005.

The gross debt of the general government stood at 40.8 per cent of GDP at the end of
December 2006 (2.9 percentage points lower than at the end of 2005), with external
public debt accounting for about 40.7 per cent of total general government gross debt.
The government has increased the proportion of domestically sourced financing and
the external portion of the general government debt has decreased by 3.0 percentage
points in December 2006 compared to December 2005, reached 16.6 per cent of GDP
at the end of December 2006 and is expected to decrease further in 2007. However,
the government is still contributing to the external debt indirectly, as around 70 per
cent of its T-hills are bought by the banks which in turn take loans from abroad.

The current account deficit increased to 7.7 per cent of GDP in 2006, owing to the
impact of higher international energy prices, which have aready pushed the current
account deficit to 6.3 per cent of GDP in 2005. If the current trend of high oil prices
and strong domestic consumption continues, the current account deficit might be even
larger next year. Exports surged by 24.0 per cent year-on-year in Euro terms in 2006
(growth of exports in 2005 was 9.1 per cent year-on-year), compared to a 20.9 per
cent year-on-year increase in imports in the same period. Inward current transfers will
rise as the EU accession process progresses. However, import growth is also expected
to remain robust: demand for investment goods is expected to stay strong, consumer
import demand will be underpinned by strong credit growth and a one-off increase in
disposable income from the government’ s payment of pension arrears.

At the same time, Croatia' s external debt stood at 82.5 per cent of GDP (in Euro
terms) at the end of 2005, and has since increased to almost EUR 29 hillion by the end
of December 2006, equivalent to 85.5 per cent of GDP. Thisis an increase of 13.5 per
cent year-on-year and is due to higher borrowing by companies. The mgjority of the
external debt is denominated in Euros, and short term debt represents 17.4 per cent of
total external debt. The government and the Croatian National Bank (CNB) are aware
of the risks of the large externa imbalance which |leaves the economy exposed to
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external shocks and have stepped up efforts to mitigate them in recent years. The
CNB increased the reserve requirements on banks' net increase in foreign liabilitiesin
2005 three times (the latest, in December, from 40 per cent to 55 per cent). In
addition, a 55 per cent mandatory reserve to be paid by commercial banks as a share
of issued securities was introduced in February 2006. In December 2006, a further
restriction was added. For credit growth in excess of 12 per cent per annum, banks
will be required to buy treasury bills from HNB in an amount equal to 50 per cent of
excess growth for 0.75 per cent interest per annum. As mentioned above, the
government has increased the proportion of domestically sourced financing, and its
share of external debt was 4.1 percentage points lower in December 2006 than at the
end of December 2005. However, this was more or less offset by the increase in the
share of other sectors (mostly corporates). The latter is largely a result of the CNB’s
decision to limit foreign borrowing by banks, which encouraged large private sector
companies to borrow abroad directly, in many cases from the parent banks of the
foreign-owned financia institutionsin Croatia. In sum, external debt due to banks and
other sectors has increased by 13.2 and 30.7 per cent year-on-year at the end of
December 2006, increasing the share of these two sectors in external debt to 67.4 per
cent, 4.2 percentage points higher than at the end of December 2005.

The CNB has targeted a broadly stable Kuna-Euro exchange rate for severa years,
which is appropriate given that about 80 per cent of bank loans and time deposits are
foreign-currency denominated or indexed. This framework has fulfilled the CNB’s
primary objective of low inflation: average consumer price inflation was 3.3 per cent
in 2005 and 3.2 per cent in 2006. The inflationary risks posed by rapid domestic credit
growth to private sector (23 per cent year-on-year in December 2006) and public
sector wage settlements will have to be managed by the authorities. Limited exchange
rate flexibility is favourable to unhedged borrowing in foreign currencies with
potentially negative implications for financia stability. The CNB intervenes regularly
in the currency market, usually purchasing foreign currency in order to ease upward
pressure on the Kuna, but occasionally also selling Euros in the market. It has aso
taken a number of appropriate measures aimed at improving banks' management of
credit risk, such as increasing risk weights on unhedged foreign-currency
denominated and indexed loans, quarterly reporting requirements for such loans, and
new guidelines to banks on managing household and currency-induced credit risk.
However, rapid credit growth is a cause for concern: Croatian households are building
up net liabilities that are sensitive to changes in exchange and interest rates. Higher
foreign interest rates may eventualy lead to higher domestic interest rates and
deterioration in the debt servicing capacity of firms and households. Banks are
exposed to foreign currency-induced credit risk which may be high.

2.2.2 Transition Success and Transition Challenges

I nfrastr uctur e and Envir onment

Telecommunications. Support the market regulator by ensuring appropriate
penalties are assessed for anti-competitive practices.

Competition in mobile telephony has increased with the entrance in October 2005 of a
third operator (Tele 2) in addition to VIP-Net (Vodafone) and T-Mobile (Hrvatska
Telekom/Deutsche Telekom). The regulator has implemented portability of mobile
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telephone numbers, which has facilitated movement by consumers among the
operators. Maobile coverage is extensive with 95 per cent penetration.

Despite liberalisation of the fixed line market with licenses issued to six operators, the
market share of the incumbent operator (Hrvatska Telekom, HT) is practically
unchanged. The market regulator, which was just created two years ago, can issue
significant fines (5 per cent of annual revenues) in cases where anti-competitive
behaviour is not remedied following a warning. Up to now, the regulator has started
two procedures against HT in response to complaints by competitors. These are now
being contested in court. New entrants to the market have complained that the market
regulator is not sufficiently proactive to ensure that there isalevel playing field for all
competitors. HT, which has Deutsche Telekom as a strategic partner with 51 per cent
shareholding, is slated for further privatisation through a listing on the Zagreb Stock
Exchange (and possibly another international exchange) by mid-year 2007, but this
depends on whether the dispute about the ownership of the underground fibre optic
cable network (DTK) will be resolved by then.

With competition beginning to heat up in the provision of broadband services, HT
purchased Iskon Internet, its main competitor in this field. The acquisition was
accepted by the anti-monopoly agency despite strong objections from other, smaller
competitors in the sector. However, Iskon Internet was required to reduce prices
considered as predatory. In addition, a license for WiMax, which had been issued
prior to Iskon’s purchase by HT, was revoked. Recently, Iskon has started a legal
proceeding against the market regulator to try to reverse this action.

Transport: Continue support for regional trade by investing in transport corridors,
proceed with restructuring of shipyards and railways, and involve the private sector
in the financing of revenue generating transport infrastructure.

As the leading economy in South East Europe, Croatia has made a significant
contribution to the improvement of regiona trade and development. Going forward,
the country should continue its support for the Centra European Free Trade
Agreement and proceed with further investments in regional transport infrastructure.
The substantial investment by the Government of Croatia planned for Ploce Port is an
excellent example. The Port of Ploce is the entry point for the trade route Corridor 5¢
to Bosnia and Herzegovina

Despite a commitment to start privatisation and restructuring of the state-owned
shipyards under the EU Stabilisation and Association Agreement (SAA), the
Government delayed reform in the sector until recently. During 2006, the Government
commissioned a restructuring study and is discussing its conclusions. In any case, the
Government has announced plans to commence privatisation of the strongest
performing shipyard, Uljanik, in the first half of 2007. The World Bank PAL 1I
envisages the privatisation of a magjority of the shares of Uljanik shipyard by the end
of June 2007. The Government intends to meet its obligation to apply the EU’s
competition policy rules for state aid to the industry, commencing in March 2007.
However, the strategy for reducing subsidies to the industry and consolidating, or
otherwise restructuring the operations of the weaker shipyards, has not yet been made
public.
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The restructuring of Croatian Railways started in 1998, while important steps were
undertaken during 2004 and 2005. This process was intensified specificaly in
preparation for the privatisation of subsidiary companies of the former public
company Croatian Railways d.o.0. in accordance with the accepted obligations of the
EU. A new legal framework for the liberalisation of the railway sector has been
established and is being applied. In 2006, the plan was to sell three (now increased to
Six) non-core subsidiaries to the private sector and to break up the Croatian Railways
company into five separate legal entities, in line with the EU acquis communautaire.
Subsidies, which exceeded EUR 340 million in 2005, will be reduced significantly.
Railways restructuring is also an important part of the IBRD’s PAL Il, which is
scheduled for Board approval in May 2007. The tenders for the first three subsidiaries
were published in the beginning of April 2007. The plan envisages they will be
followed by a tender for two additional subsidiaries by the end of June. The
improvement in the efficiency of the railways is important to ensure that significant
new investments planned for the sector are productive.

Future investments by the Government in transport infrastructure should take account
of whether projects will generate sufficient revenues to be financed by the private
sector. This is a sector which lends itself well to private-public partnerships. For
example, the Bank is interested to assist in the expansion and upgrading of Zagreb
Airport, which could be financed through a PPP or as a corporate loan without a
sovereign guarantee.

Municipal/Environmental: Srengthen implementation unit for EU funds, ensure
stable and predictable central-local fiscal relations, adopt new legislation on
concessions, and provide guidelines and support for the implementation of public-
private partnerships at local level.

Following the formal opening of EU accession negotiations, the Government opened
a Central Financing and Contracting Unit (CFCU) in the Ministry of Finance. This
unit is responsible for opening and managing the tendering process, contracting and
payments from the Phare and I1SPA programme grants, while the Ministry of Finance
is responsible for managing decentralised EU programme funds. In order to absorb
the larger volume of funds available in the future, the CFCU will need to be
strengthened, possibly by improving the terms of employment so as to retain
knowledgeable and experienced staff. This was highlighted by the European
Commission in its 2006 Regular Report, with the objective of ensuring that Croatiais
ableto fully benefit from the support available from EU.

In 2006, a new basis for central-local fiscal relations was announced by the
Government. The change in allocation of income and profits taxes has profound
implications for cities with large corporations’ headquarters, particularly Zagreb and
Rovinj. There are obvious benefits, especially for financially weaker municipalities,
to a wider distribution throughout the country of tax revenues. At the same time, all
cities need predictable, stable revenues to be able to plan their investments, especially
in long-term infrastructure. Therefore, a transparent and fair approach to central-fiscal
relations should be adopted and retained regardiess of which political party is
governing the country.
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New legidation for concessions is under preparation, and should be adopted as a
priority in order to facilitate the granting of concessions by both national and local
authorities.

The Government has indicated its interest to use public-private partnerships (PPPs) to
facilitate investments in municipa infrastructure, including schools and hospitals,
which are paid for by the Government rather than the users. It is essential to weigh the
costs and benefits to ensure that a PPP is the best approach for a given investment.
PPPs are best suited for revenue-generating projects such as water utilities, where
users pay the cost of the investment project. The Government has established a
specialised unit to be a centre of knowledge on PPPs. This unit should provide local
authorities with guidelines on the cost-benefit anaysis, legal advice (possibly
preparing some standardised agreements), and with support for the procurement
processes to ensure that the balance of risks and rewards in PPPs is fair for the public.
Up until now there has been little discussion with private companies and financial
institutions to confirm their interest in investing in PPPs. This should be a priority.

Energy: Invest to increase security and diversity of energy supply, in particular, by
implementing the secondary legislation for renewable energy investments. Encourage
households and companies to use energy more efficiently.

As Croatia uses considerably more energy than it produces, the Government should
prepare investments in infrastructure to improve security and diversity of energy
supply, including renewable energy. Secondary legidlation needed for investments
into renewable energy, such as wind power, to proceed has recently been adopted.
The Government has limited the level of the feed-in tariff subsidy according to the
proportion of “local content” in windmills. Given that such equipment is not currently
produced in Croatia, this can only delay project implementation. The Government
should also consider legidative or regulatory measures to encourage investments by
companies and private persons to increase the energy efficiency of their operations
and dwellings respectively. The restructuring of the state-owned power utility HEP is
underway but measures to ensure effective functional unbundling of the Transmission
System Operator and Distribution System Operators will still need to be put in place.

Enterprise Performance

Small and Medium-sized Enter prises: Improve the business environment.

The Government has a strong commitment to SMEs, demonstrated by financial
support provided through HBOR (the state development bank) in the form of interest
rate subsidies for loans and through guarantees offered by HAMAG (the guarantee
agency). This support can be further enhanced by administrative measures which
facilitate business. Among others, the establishment of the “one-stop-shop” (hitro.hr)
for opening a new business has reduced the number of days required to open a
business. In addition, the Government has agreed with the National Competitiveness
Council to put unnecessary laws and regulations to a “regulatory guillotine’
(hitrorez.hr) and prepare an electronic registry of all valid regulations, accessible to
al. This is a well-timed initiative which should reduce red tape. Another positive
development is the introduction of online VAT forms, and land and property
registration, although the coverage of the latter two is not yet complete.
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Looking forward, streamlining of licensing should be a priority, as thisis inordinately
burdensome for small companies. The reduction of case loads in commercial courtsis
also essential, as SMESs cannot wait some 12 months to settle a dispute; many can go
out of business while waiting on the courts. In addition, the “regulatory guillotine”
should also, as planned, be applied at the level of the local government.

Foreign Direct Investment: Put more political effort into attracting investors and
into educating the population on the benefits of FDI.

The Government has recently appointed a new director of the Agency for the
Promotion of Exports and Investment who is experienced in working with foreign
investors, having previously managed the successful business park established in
Varazdin (50 km north of Zagreb), and should improve the promotion of Croatia to
foreign investors.

The Government needs to better explain to the population the benefits of direct
foreign investment. Benefits include bringing capital to reduce the international
financing gap; know-how to increase growth; and expanded markets, among other
things. Y et recent opinion polls indicate that more than half of the population see FDI
as bringing no benefits to the country. Moreover, some influential public figures
frequently express the view that Croatian industry and business can develop well
without foreign participation. Interestingly, Croatian companies have been among the
leaders in investing in neighbouring countries, which has brought economic benefits
for both sides. These companies should be among the first to support direct
investment into Croatia.

Among other plans to attract more FDI is the Government’s intention to invest more
in education. Secondary education in Croatia is not yet mandatory and is necessary for
the country to promote itself as a knowledge-based economy. The Government may
look to Nordic countries for good models of relatively small but open economies,
where knowledge and an excellent business environment attract high levels of direct
foreign investment.

Business Environment: Reduce administrative barriers, limit opportunities for
corruption, and improve the judiciary.

Croatia has made great strides over the past two years to become a better place to do
business. It was ranked among the top 10 reformers in 2005-06 by the IBRD’s “Doing
Business 2007” report. Improvements were in starting a business, registering
property, and enforcing contracts. However, business licensing and protecting
investors remain areas where further reform is required.

The National Competitiveness Council, a group of leading local businesses,
developed a list of 55 recommendations which was presented to the Government in
2004. Many of these recommendations have been adopted or are in the process of
implementation. The country is now ranked at 51% place in the World Economic
Forum'’s global ranking.

Still, foreign investors remain concerned about corruption and the lack of
transparency and ineffectiveness of the judicial system. There are few prosecutions or
arrests following nationally publicised scandals. It isimportant for foreign investors to
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know that they can settle disputes before afair and impartial judiciary which enforces
the laws. The judiciary must clear up the backlog of old cases in order to
expeditiously adjudicate the new cases which continue to arise.

Privatisation: Croatia should proceed with the privatisation and restructuring of
remaining state-owned industries, including shipyards, steel, aluminium and
agriculture (Vupik).

Privatisation has started moving ahead after a two year Iull in which only a few
notable companies were sold.® About 870 companies remain in state-ownership and
completion of privatisation is now slated for 2009 rather than 2007 as announced
earlier. Part of the delay has been in response to political pressures from interested
parties. In addition, delay was due to the interest of unions in gaining rights for
employees of state-owned companies to buy shares in the privatisation process.

Instead of a new law on privatization, incorporating the Employee Stock Ownership
Plan (ESOP), the Government has decided to make amendments to the existing
Privatisation Act and to regulate the organized employee stock holding in a separate
law after months of discussions with unions and with the IBRD. The Government will
review, together with the labour unions and the Employers Union, best practices in
employee share ownership programmes from different countries, to make a new
proposal. In making new legislative proposals, the Government should bear in mind
the need to ensure that a single investor can gain control of acompany. If large stakes
are allocated to managers and employees, the State may not find a strategic investor
for the remainder of its stake. Workers and managers usually lack capital to invest.
With a few notable exceptions, the companies which remain in state ownership are
neither financially strong nor commercialy successful. These firms would most
benefit from an outsider, whether domestic or foreign, to bring capital and know-how.
The tourism sector in particular would perform better if the Government would
complete privatisation of the sector.

Tourism: Develop and implement a national tourism promotion strategy,
encourage and support sustainable and environmental friendly investments.

For long-term development of the tourism sector, the Government should implement
all of its objectives for the sector identified in the “ Croatian Tourism Development by
2010" strategy adopted by the Government in 2003. While the Croatian National
Tourist Board Office has as its objective to increase the number of hotel beds relative
to accommodation in private houses, the latter could also be upgraded with
enforcement of an accreditation scheme setting standards for facilities including
cleanliness and basic training in hospitality for the owners. The majority of such units
remain in the informal sector, to avoid paying taxes, but tourists are becoming
increasingly demanding in the standards expected.

Increased investment is needed in existing tourism facilities — hotels, guest houses,
marinas, restaurants, bars and sports facilities - throughout the country. Croatia is
fortunate to have one of the most attractive natural environments in the entire

®1n 2005 14 companies, which included agrokombinats Pik Vrbovec and Belje, and four hotel companies,
were sold by public tender while no sale of a majority stake in a large state-owned company took place in
2006.
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Mediterranean region. However, the standard of service and quality of
accommodation and entertainment offered to tourists in state-owned hotels is low for
the price. Speeding up privatisation, and putting an emphasis on planned new
investment in the tender criteria, will help. New investments should be managed
carefully so as not to destroy the beautiful natural environment and village
atmosphere, and should be accompanied by the necessary infrastructure investments.
Planning is underway for development of Brijuni Rivierain Istria, an opportunity for
Croatia to demonstrate that it has learned lessons from other Mediterranean countries
on how best to develop its coastline in an environmentally-friendly and sustainable

way.

Financial Sector

Banking and non-banking financial institutions: Finish privatisation, and continue
to strengthen supervision of non-bank financial institutions.

The banking sector is among the best performing sectors in the country, with a low
level of loan losses and excellent range of services available to customers.
Approximately 93 per cent of banking assets are controlled by foreign owned
institutions, which have brought capital, expertise, technology, and transparency to
the sector. The Croatian experience reflects that described in EBRD’s 2006 Transition
Report. Foreign-owned banks have the technology and experience to successfully
lend to retail customers, e.g. households, and they tend to focus on retail lending
rather than on SMEs. In Croatia, the household share of domestic credit growth is
among the largest in Central Europe. Moreover, when measuring domestic credit to
the private sector as a percentage of GDP, Croatia was second only to Latvia of the
Bank’s countries of operation in December 2006. Meanwhile SMEs and small
municipalities have been less interesting to banks, due to the perception that they
require more work and are higher risk credits. Competition in the corporate sector
should eventually press the banks to address the SME sector more aggressively.

The high level of Euro-isation of bank balance sheets (nearly 80 per cent of assets and
liabilities), means that the entire sector is carrying a big foreign exchange risk which
would be borne primarily by the borrowers (households and corporations). However,
the National Bank is well aware of the risk and is taking measures to enhance the
banks' reservesfor risksin this area.

Finally, the high level of foreign indebtedness of the country has been a major
concern of the IMF and the National Bank. The latter has established a punitive level
(55 per cent) of mandatory reserves on net new foreign borrowings. Thus, banks are
trying to limit their credit growth from foreign sources, in part by transferring some of
their corporate lending to their foreign parents.

A new non-bank financia institutions regulatory agency was established in early
2006. HANFA isresponsible for overseeing the stock exchange and securities market
participants, leasing companies, and insurance companies. A new law on leasing took
effect on 1 January 2007. The law prohibits lending by leasing companies. Better
supervision of the insurance sector is a high priority of HANFA.

Generaly, transition is nearly complete in the financial sector with privatisation
remaining for Hrvatska Postanska Bank and Croatia Osiguranje, the latter of which
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has a large though declining market share. The Government is considering options for
their privatisation. Earlier, the Government reviewed the possibility of merging the
two companies; however, this has not progressed. The Bank is ready to assist with
either or both processes, although privatisation would be faster and more efficient
without carrying out amerger. The latter carries risks without definite rewards.

Capital markets. Move ahead with legislation to broaden the instruments in which
pension funds can invest.

During 2006 and early 2007, the Zagreb Stock Exchange has flourished. The take-
over battle for Plivaresulted in excellent returns for those who held onto the stock and
created a high level of interest in the stock market. This was followed in the late
autumn with the initial public offering (IPO) of 17 per cent of the shares of INA, the
national oil company which has the Hungarian company MOL as a strategic partner.
A significant portion of INA shares were set aside for purchase by the population at a
discount to the price offered to institutional investors. This has generated considerable
enthusiasm on the part of the public for further share issues, which should be met in
the first half of 2007 when the Government plans to sell part of its stake in Hrvatska
Telekom.

Croatia, like most transition economies, has a bank-dominated financial system.
However, as the National Bank has taken measures to restrict the growth of foreign
borrowings by commercial banks, companies are increasingly turning to the capital
market to raise finance through bonds and commercial paper programmes, in addition
to share issues. Still, pension funds are quite limited at present in the instruments in
which they are allowed to invest. In early 2007, the Government is expected to adopt
a new law broadening the instruments eligible for pension fund investments. At the
same time, HANFA, the capital markets regulator, will need to strengthen the
technical capacity of its analysts to understand new instruments and the risks they
carry. As a new regulator, HANFA is currently finding its way, sometimes taking a
very aggressive position vis-a-vis market participants. The agency will become more
effective as aregulator when it proves that its investigations lead to results.

The Bank has facilitated the introduction of a new Law on Securitisation which
should be approved by the Government and submitted to Parliament for passage into
law in 2007. The Bank provided a Senior Advisor from the Financia Institutions team
to work with the Securitisation Working Group established by the Croatian Banking
Association, with the participation of the Ministry of Finance, the National Bank and
HANFA. The capital markets would welcome the introduction of asset backed
securities and the banking sector would benefit from a more efficient allocation of
risk and capital.

Despite improvements in the investment climate, Croatia continues to be under-served
by private equity and venture capital funds. Three or more real estate funds are now
present in the country and competing for projects. But there are very few equity funds
which are active and they tend to focus on very small firms. This leaves a gap of
finance in the range of EUR 2 — 5 million, small for the Bank, but a niche that needs
to be filled. Until there is a better representation of private equity funds, the Bank will
exceptionaly consider small investments with promising companies, with strong
management.
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2.3  Accessto Capital and Investment Requirements

e Domestic credit: Local banks are very liquid and offer very competitive
conditions to local borrowers, particularly households and corporates. The
Government provides generous interest rate subsidies for loans extended by the
Croatian Bank for Reconstruction and Development (HBOR) to SMEs. However,
small companies which do not qualify for these loans from HBOR face relatively
high rates of interest and inflexible collateral requirements from commercial
banks.

e Capital markets. The Croatian capital market is small, and offers limited
liquidity. Pension funds have been limited to investing in the shares of six
companies in the first quotation of the Zagreb Stock Exchange's two-tier system.
INA, the nationa oil company, was listed in December 2006. The Government
and several local corporationsissued bondsin local currency in 2006. Government
bonds make up the vast mgjority of traded instruments and pension fund holdings.
New rules on investments permitted for pension funds will be implemented in
2007, increasing demand for corporate offerings.

e Foreign direct investment: In 2006, FDI reached a record high of EUR 2.7
billion due to Societe Generale s acquisition of Splitska Banka, the sale of Plivato
Barr Pharmaceuticals, the IPO of INA and re-investment of earnings or capital
increases by investors already present on the market.

e Local currency funding: As mentioned earlier, the central bank has targeted a
broadly stable exchange rate vis-avis the Euro, an objective that is in part
motivated by the prevailing currency substitution in the financial system, in which
about 80 per cent of both deposits and private sector credit are denominated in
Euros or indexed to the Euro. This stability has in turn reinforced incentives for
unhedged borrowing in Euros, and the authorities incentives to develop money
and bond markets in local currency are therefore limited. The EBRD's Treasury
consulted with the Croatian authorities and financial sector participants in the
second half of 2006 in order to determine appetite for local currency funding.
Generally, counterparts expressed limited interest in Kuna funding, pointing to the
relatively small size of the market, the high degree of Euro substitution, and the
unreliability of ZIBOR as areference interest rate index.

24  Legal Environment

The prospect of Croatia joining the EU and the commencement of accession talks
have been significant driving forces behind recent legidative reforms in Croatia.
Amendments to the Bankruptcy Law in July 2006 are expected to expedite and
increase transparency of bankruptcy proceedings as well as boost protection of
employee rights. Amendments to the Enforcement Act in July 2005 introduced
measures to improve creditors rights and efficiencies in enforcement proceedings. As
to secured transactions, a new Law on the Register of Pledges over movable property
and rights introduced the concept of floating liens and a register for recording security
interests on movabl e assets and contractual rights.
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Areas of commercial laws remain that need to be further upgraded in line with
international standards to foster foreign and domestic investment (as detailed in
Annex 6 - Assessment of Croatia's Commercial Laws). In the area of corporate
governance, particular attention should be paid to improving disclosure and
transparency and protection of minority shareholders. Laws governing concessions
need to be dramatically improved in order to meet the requirements of a modern legal
framework facilitating private sector participation, as the existing laws lack clarity on
anumber of fundamental matters.

An inefficient judicial system has continued to undermine the enforcement of
commercial laws. According to Transparency International Global Corruption
Barometer 2006 — Report, the judiciary is identified as the most corrupt sector in
Croatia. Judicial reforms are undertaken in a number of fronts with technical
assistance from the international community, including technical assistance from the
EU for the training of judges. Recent and ongoing reforms include the establishment
of ajudicia inspection team to monitor court and judicial administration under the
new Law on Courts, defining the minimum criteria for practicing law, consolidation
of the municipal court system and reform of the land register. In order to improve the
implementation of Croatian commercial laws overall, further advancement of reforms
to establish a fair and predictable judicial system is essential. The legal environment
has improved, particularly with respect to opening a company. However, obtaining
necessary licenses remains very difficult.

25 Environment

The Croatian Government has approached its environmental challenges by
undergoing legal reforms; policy development; and investment planning. In the period
1998 to date Croatia changed many laws and is now in the process of fully
harmonising its legal framework for environmental protection to comply with the EU
legal requirements.

The Croatian National Parliament adopted the Report on the State of Environment in
Republic of Croatiain 1998. The second Report on the State of the Environment was
done in March 2007 and is currently in the Government procedure, after which it will
be adopted by the Parliament. A National Environmental Strategy has been prepared
in co-operation between the Ministry of Environmental Protection and Physica
Planning and the IBRD through the projects on Environmental Policy Development
and Regulatory Capacity Building. The Croatian Environmental Protection Agency
was established in 2002 with the role to collect, put together and process information
on the environment. In the process of the National Environmental Action Plan
preparation, a Priority Action Plan (PAP) was developed, containing priority projects
presented at the Donors Conference in Zagreb in 2001. The priority projects have
been defined (total number of 61), some of them have been completed and some are
currently being implemented taking into consideration that priority projects identified
in 2001 made the base out of which other new projects evolved.

Croatia is oriented towards a dynamic tourism industry that depends on a clean
coastal environment, implying considerable investment in waste and wastewater
management. The availability of funding for environmental investments has been
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enhanced by the Parliament’s approval of the Government proposal to establish the
Fund for Environmental Protection and Energy Efficiency in 2003. The Fund was
established to enable preparation, financing, implementation and development of
programmes and projects in the fields of protection, sustainable use and improvement
of the environment, as well as energy efficiency and use of renewable energy sources.
The Fund is financed by the environment pollution fee, motor vehicle environment
fee and waste production fee. In addition, it benefits from grants from donors and
revenues from investing its own funds. The Fund provides grants and/or loans for
priority environmental investments in the public and private sectors based on the set
criteria

In the area of wastewater treatment (WWT), investment highlights include: the first
phase of WWT for Zagreb (financed by EBRD), to reduce a major source of pollution
for the Danube/Black Sea basin; investments for the coastal areato prevent the further
pollution and decline of Adriatic coastal water quality; and the projects to improve the
situation in the protected areas of Plitvice and Mljet National Parks, which are of
major concern to the Government. Currently, the Fund is considering 13 projects for
municipal wastewater treatment with EBRD taking part in financing Pula, Karlovac
and Sisak municipal wastewater management projects. Municipal solid waste
management is another area where substantial investment is needed (EBRD has
provided financing of the solid waste landfill rehabilitation in Zagreb). In the period
2005-2008, the Fund intends to finance rehabilitation of more than 229 unattended
landfills across the country. The total investment is estimated to be HRK 2.3 billion,
of which the Fund’s part would be HRK 1.5 billion or 48 per cent. EBRD is currently
considering taking part in financing the Primorsko-Goranska regional and Istria
regional waste management programmes.

The cost of implementing the PAP in full were estimated in 2001 to be over USD 1.0
billion or an average of USD 200 million per year for the five year period under
consideration. To be able to fully finance these projects, the Croatian authorities have
identified international financing, State budget, municipality/city budgets, public
financing of infrastructure projects, as well as investments provided by GEF for the
financing of pollution reduction.

Croatian international cooperation in the implementation of environmental and nature
conservation projects on a multilateral and, particularly, on a bilateral basis has been
increasing for the past few years. Projects in co-operation with Germany, Denmark,
Hungary, the Netherlands, Italy, Monaco, Norway and Japan have been or are
currently being implemented. In addition, the grants of the Global Environment Fund
(GEF) and UN bodies, such as UNEP, UNDP, UNIDO and the IBRD are being
utilised. Croatia works with the Stability Pact on the Regional Environmental
Reconstruction Programme for South-East Europe. The environmental projects are
also financed by loans of IFIs, such as the IBRD and the European Investment Bank
(EIB). The main projects financed by the IBRD are the following: Karst Ecosystem
Conservation (GEF); Coastal Cities Pollution Control; Energy Efficiency; and
Renewable Energy Resources Project.

EBRD has confidence in the Croatian Government’s planning process which
identifies specific environmental investment needs and considers EBRD as an
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important financial source. The Bank will continue to support Croatian initiatives in
environmental investment.

All EBRD programmes/projects in Croatia are subject to the Bank's Environmental
Policy and incorporate, where appropriate, Environmental Action Plans into the legal
documentation in order to address issues raised during environmental due diligence,
in line with the Bank's mandate to actively support environmentally sound and
sustainable development through its investment projects.

3. STRATEGIC ORIENTATIONS

3.1 Bank'sPrioritiesfor Strategy Period

Key Short Term Operational Priorities

In the coming two year Strategy period, the Bank will continue to work closely with
the Croatian authorities and the business community to support the country’s
preparation for EU Accession. Focus will be on privatisation and restructuring,
investment in infrastructure, SME finance, regional expansion of local companies,
consolidation of industry, and tourism. Foreign direct investment and strengthening
the capital and corporate governance of local companies are priorities to be pursued
through equity investments, as opportunities allow. The Bank will demonstrate
additionality on a case-by-case basis. The main priorities for the period are the
following:

e Enterprise Sector - the Bank is committed to assisting the Government with
privatisation and restructuring of sensitive industries, in particular the
shipyards, heavy industry, and the tourism sector. The Bank will continue to
finance promising Croatian corporate customers in their regional growth and
consolidation. The Bank will offer equity finance to small and medium-sized
companies, provided they have strong management and good growth prospects.
The Bank will seek opportunities to finance both new and existing operators in
the tourism sector. The Bank will seek investment opportunities in regions of
the country where the economy was damaged by the war and has not recovered.

e Infrastructure and Environment - the Bank will focus on projects which can be
financed on a commercial basis, without support of a sovereign guarantee. At the
level of local and regional governments, the Bank will introduce new instruments
and will facilitate development of more efficient regional projects where feasible.
The Bank will continue to support the preparation of projects which may benefit
from IPA co-financing. The Bank will promote energy efficiency through new
mechanisms, including credit lines through banks and energy audits. The Bank
will also seek to support improvements in security and diversity of energy supply,
with a priority on renewable energy projects.

e Financial Sector - the Bank will pursue SME finance with the support of the EU
under the SME Finance Facility, focusing on leasing companies. The Bank will
seek to finance factoring companies under the TFP. The Bank will promote new
products, if possible, securitisation, to assist banks in managing their balance
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sheets as well. Finally the Bank will consider equity participation in the
privatisation of the state-owned postal bank and insurance company.

During the coming two year period, the Bank’s commitments will vary with market
demand. However, annual commitments can be expected in the range of EUR 100 —
250 million, with an expected average of around EUR 150 million.

Policy Dialogue

The Bank has regular contacts with the Government and engages in policy dialogue in
particular with respect to (1) privatisation and restructuring of enterprises, (2) the
financial sector, especially with regard to the Law on Securitisation and on non-bank
credit ingtitutions, (3) the handling of concessions (specificaly in the case of the
ports) and other issues concerning involvement of the private sector in public
infrastructure, (4) proposals for handling the development of tourism facilities in the
National Parks, (5) the investment climate for SMEs and FDI and (6) laws which
impact the competitive environment for business.

3.2  Sectoral Challenges and Bank Objectives

3.2.1 TheEnterprise Sector

Based on the analysis in section 2.2.2, the following Transition Goals are relevant for
the Enterprise Sector.

Transition Goals

e Privatise and restructure remaining state-owned enterprises, in particular
shipyards and tourism assets.

e Modernise and improve services offered by locally-owned tourism companies,
and encourage leading foreign operators to establish operations in the market.

o Facilitate access to capital of leading local companies by providing equity in
preparation for IPOs or capital markets products (e.g. as an anchor investor in a
bond issue).

e Support regional expansion of Croatian companies and consolidation in local
industry through long-term debt or equity, as needed by the clients.

e Seek and develop investment opportunities in economically depressed regions of
the country.

Operational Priorities

e There are severa industries, owned by the State, which are at the start of the
privatisation and restructuring process. Key among these are the ship-building
industry and tourism companies. The Bank is ready to work with the
Government, new investors and the companies to facilitate this process, either
through debt or equity finance, provided that restructuring plans are agreed in
advance. Moreover, recently privatized heavy industry companies, such as the
steel works in Split and Sisak, will need new investments for energy efficiency
and environmental improvements. The Bank is ready to finance such investments.
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e The Bank is planning to support well-managed local tourism companies with a
good track record. To encourage FDI in the sector, the Bank will also seek to
support experienced international tourism operators entering Croatia where the
Bank’s financing is additional and where the Bank’s participation facilitates
political acceptance of the foreign investment. Finally, the Bank is ready to
support the privatisation of tourism properties owned by the State. Many of these
properties are in need of substantial investment and balance sheet restructuring,
which the Bank can provide. Management will also need to be strengthened for
the Bank to proceed with such investments. In addition the Bank welcomes the
opportunity to support the redevelopment and upgrading of tourism facilities on
Brijuni 1sland and the Brijuni Riviera project, provided that such development is
carried out in accordance with applicable legislation and best practices with
respect to preservation of natural parks.

e The Bank will continue to develop its good relations with leading Croatian
companies, in particular clients in the retail and agribusiness sector, by facilitating
their access to capital markets and supporting their expansion and consolidation as
regiona players. The Bank will seek opportunities to invest equity into growing
companies with strong management.

3.2.2 TheFinancial Sector

Based on the analysis in section 2.2.2, the following Transition Goals are relevant for
the financial sector.

Transition Goals

Broaden and deepen financial services available to SMEs.

Facilitate efficient balance sheet management by local banks.

Support privatisation of state-owned financial institutions.

Encourage consolidation in the sector by investing in small institutions with a
view to merging them with others.

e Finance experienced private equity fund managers.

Operational Priorities

The Bank continues to be active in the field of SME finance in Croatia. During the
past Strategy period, the Bank has signed SME Finance Facility loans with Raiffeisen
Leasing and S-Leasing as well as Hrvatska Postanska Banka (HPB). Leasing
companies are particularly interested in developing their operations with SMEs and
appreciate the TC offered under the Facility. HPB, which is owned by the State, has
new management and is growing its SME business as a top priority. All of these
projects reflect the Lessons Learned in the sector, with precise definitions of eligible
beneficiaries and with TC to improve the performance of the intermediaries in
managing their SME operations. The larger foreign owned banks, in contrast, are
limiting the growth of their balance sheets in response to the measures undertaken by
the National Bank. Given the limited interest in borrowing by many of the leading
banks, the Bank will offer to share the risk on their SME loan portfolios. This could
reduce the capita allocation of such SME loansin their balance sheets. The Bank will
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consider finance for factoring companies under the Trade Facilitation Programme.
Factoring increases liquidity by making timely cash payments available to SMEs.

As Croatian banks have developed sizeable portfolios of similar assets (e.g. mortgage
loans, auto loans), there is a need for legislation on securitisation. A draft law is under
discussion by interested parties at present, and is expected to be passed into law later
in the year. The Bank is prepared to assist Croatian banks with securitisation of their
receivables if and when the lega environment, regulatory treatment and market
conditions are supportive of securitisation transactions.

The Bank would consider participating in the privatisation of HPB, the postal bank
and the national insurance company, Croatia Osiguranje. The Bank maintains regular
dialogue with the Ministry of Finance on their plans for the State shareholding in
these companies.

Though market share is concentrated among the largest foreign owned banks, there
are still severa locally owned banks with small market share. The Bank will explore
opportunities to invest in these banks, with a view to merge with other institutions to
give them the critical size needed to be competitive.

The Bank continues to seek out experienced fund managers, with a good track record,
who are interested in investing private equity in Croatia. The Bank signed four
regional private equity funds in 2006 which include Croatia in their investment
guidelines; however, no investments have been made to date.

3.2.3 Infrastructure and Energy

Based on the analysisin section 2.2.2, the following Transition Goals are relevant for
the infrastructure sector.

Transition Goals

e Introduce new financing 