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Introduction

The Management Board of Privredna banka Zagreb dd
has the pleasure of presenting its Annual report to the
shareholders of the Bank. This comprises a summary of
financial information, Management Board reports for the
Bank and the Group, the audited financial statements
and the accompanying audit report, supplementary forms
required by local regulation and unaudited supplementary
statements in EUR and other information. Audited financial
statements are presented for the Group and the Bank.

CROATIAN AND ENGLISH VERSION

This document comprises the Annual Report which also
includes separate and consolidated financial statements of
Privredna banka Zagreb dd for the year ended 31 December
2016 in the English language. This report is also published
in the Croatian language for presentation to shareholders
at the Annual General Meeting.

LEGAL STATUS

The separate and consolidated financial statements are pre-
pared in accordance with International Financial Reporting
Standards as adopted by European Union (hereinafter: EU)
and audited in accordance with International Standards
on Auditing.

The Annual Report is prepared in accordance with the
provisions of the Companies Act and the Accounting Law,
which require the Management Board to report to share-
holders of the company at the Annual General Meeting.

ABBREVIATIONS

In this Annual Report, Privredna banka Zagreb dd is re-
ferred to as “the Bank” or “PBZ" or as “Privredna banka
Zagreb”, and Privredna banka Zagreb dd, together with
its subsidiaries and associates undertakings are referred
to collectively as “the Group” or “the Privredna banka
Zagreb Group”.

The central bank, the Croatian National Bank, is referred
to as “the CNB". The European Bank for Reconstruction
and Development is referred to as “EBRD".

In this report, the abbreviations “HRK thousand”, “HRK
million”, “USD thousand”, “USD million”, “CHF thou-
sand”, “CHF million”, “EUR thousand”, “EUR million” and
“BAM thousand” or “BAM million” represent thousands
and millions of Croatian kunas, US dollars, Swiss francs,
Euros and Bosnian convertible marks respectively.

EXCHANGE RATES

The following mid exchange rates set by the CNB ruling on
31 December 2016 have been used to translate balances
in foreign currency on that date:

CHF1 = 7.036 HRK
usb1 = 7.169 HRK
EUR1T = 7.558 HRK
BAM1 = 3.857HRK
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1,812 tousan

9 2 5 thousand

HRK 84 n 8 billion

HRK 1 1 billion

531,337

248

We are a leading Croatian financial services group en-
gaged in retail and corporate banking, credit card op-
erations, investment banking, private banking, leasing,
investment management services and real estate activities.
We operate in the entire area of Croatia and in Bosnia
and Herzegovina and employ over four thousand people.
Our mission is to permanently and effectively utilize all
of the resources at our disposal to continuously improve
all aspects of our business activities, including human
resources, technology and business processes.

Our vision is to be a model company and centre of ex-
cellence in creating new value, as well as provision of
high-quality service in all of our activities for the benefit
of our clients, the community, our stakeholders and our
employees.

HRK 5 6 billion

HRK 9 n 7 billion

2,558 iousanc

33,464

811

120

*Comprises customers deposits, assets under
management and assets under custody
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Five year summary and financial highlights

Income statement and statement of financial position

Total gross revenue 5,439 5,198 5,355 5,234 5,468
Net interest income 2,624 2,515 2,454 2,257 2,406
Net operating income 4,518 3,975 3,938 3,726 3,761
Net profit for the year 1,587 370 989 821 1,014
Total assets 82,128 78,423 78,328 70,117 72,554
Loans and advances to customers 52,885 50,985 51,187 48,557 49,960
Due to customers 60,378 58,180 55,346 47,729 48,143
Shareholders’ equity 14,509 13,179 13,983 12,772 12,788

Other data (as per management accounts)

Return on average equity 11.39% 2.66% 7.19% 6.44% 8.14%
Return on average assets 1.85% 0.43% 1.17% 1.07% 1.29%
Assets per employee 19.4 19.7 18.9 17.2 17.4
Cost income ratio 41.35% 45.93% 46.72% 45.41% 43.63%

* Presented information does not include Intesa Sanpaolo Banka dd Bosnia and Herzegovina, a subsidiary acquired in 2015 in a common control transaction.

Income statement and statement of financial position

Total gross revenue 4,532 4,087 4,052 4,351 4,489
Net interest income 2,335 2,193 2,132 2,145 2,213
Net operating income 3,839 3,161 2,944 3,039 3,035
Net profit for the year 1,605 193 643 615 846
Total assets 72,050 69,214 68,876 65,617 68,411
Loans and advances to customers 45,667 44,186 44,543 45,106 46,918
Due to customers 54,108 52,815 50,387 46,427 46,973
Shareholders’ equity 12,769 11,424 11,660 11,499 11,726

Other data (as per management accounts)

Return on average equity 13.44% 1.67% 5.57% 5.30% 7.49%
Return on average assets 2.13% 0.26% 0.88% 0.86% 1.19%
Assets per employee 21.3 21.7 204 17.7 18.1

Cost income ratio 38.36% 43.73% 48.01% 46.95% 41.93%
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Report from the President of the Supervisory Board

On behalf of the Supervisory Board of Privredna banka Zagreb dd, I am honored
to present you the business results of the Bank and Group for the year 2016.
2016 will be remembered as a year that pursued a very strenuous 2015
characterized by an adverse situation related to the forced conversion of
Swiss franc pegged loans. Additionally, 2016 was marked by modest yet still
existing recovery of Croatian macroeconomic environment. Once again, we
in Privredna banka Zagreb and its Group managed to cope exceptionally well
with this imposed external elements and by doing so to outperform our peers.
This achievement is a direct result stemming from our thoughtfully planned
strategy and its comprehensive execution along with momentous aide by our
long-term strategic accomplice: the parent bank Intesa Sanpaolo.

Although 2016 lacked political stability required for needed structural reforms,
Croatian economy backed by an increase of a foreign demand and simulta-
neous revival of domestic consumption and investment activities, grew by
2.6%. In addition, Croatia managed to reduce its general government and
public debt level.

Foreign economic environment was encouraging due to the expansionary mon-
etary policy of the European Central Bank. Locally, monetary policy continued
to be loose through generating further decrease in interest rates thus gently
increasing demand for loans, primarily in kuna. As clients still tend to display
currency risk aversion related to deposits, banks' liabilities are still dominantly
funded by foreign currency deposits, although kuna deposits are on a rise.
Despite positive trends, it is clear that without structural reforms a long-term
potential growth rates will remain absent. Although more than before, Croatian
fiscal position is still vulnerable, thus lacking investment grade rating. 2017
may bring new uncertainties to the table, i.e. impact of Brexit, the direction
of the new US economic policy, as well as the expectations that 2018 will
bring a change in the direction of the European Central Bank monetary policy.
In an environment where macroeconomic trends are positive, but lacking firm
foundations, PBZ Group managed to stabilize its business and to control risks
arising from its transactions far better than our peers. We coped more than
adequate, thus fully protected our capital base, deposits and liquidity and
earned notable profits for our shareholders. This good result was achieved by
application of our long-term strategy built around conservatism in identification
and measurement of all risks arising from our daily operations and full dedica-
tion to client-oriented approach in all stages of our activities. On top of all this,
the PBZ Group maintains a comfortable structural liquidity position, given its
stable customer deposit base, appropriate sources of long-term funding and
its shareholders’ equity. Mix of all those elements enabled us to be truly proud
of the strength and resiliency that have been proven in such circumstances.
We have succeeded in meeting our goals and were able to retain the value
of our Group. Total gross revenue for the PBZ Group amounted to HRK 5.4
billion. Consolidated net operating income equaled HRK 4.5 billion, whereas
net profit recorded HRK 1,587 million. Our cost/income ratio, an efficiency key
measure, closed once again significantly below 50 (41.4) percent, while the
return on average equity reached 11.39 percent. These are all very satisfactory
figures consistently representing strong performance throughout the years.
In 2016, the PBZ Group further reinforced its position as one of Croatia‘s
foremost banks in terms of productivity, returns and value creation for its share-




holders. We are the second largest group in the country
with a strong customer base. Looking ahead, the present
economic climate suggests that the respective environment
in 2017 will nevertheless remain challenging. Therefore,
a continued focus by management on overseeing asset
quality, maintaining optimal product mix as well as an
active monitoring of operating costs will be crucial. We
have the ability to overcome the near-term challenges.
Furthermore, we are well positioned to earn benefits from
the present and future trends in growing integration of the
Croatian market into the global financial markets. Given
our business model, these trends present a significant
growth opportunity for us.

On behalf of the Supervisory Board, | would like to express
my gratitude and appreciation to all the employees of the
Group for their commitment and valued contribution. |
would also like to thank the Management Board for its
strong leadership and outstanding performance. Finally, |
would like to express my great appreciation for the work to
my former and new colleagues on the Supervisory Board,
as well as to the Audit Committee members for their wise
counsel and contribution.

REPORT ON THE PERFORMED SUPERVISION IN
THE YEAR 2016

In 2016 the Supervisory Board of the Bank performed duties
in conformity with the law, the Bank’s Articles of Associ-
ation, and Rules of Procedure of the Supervisory Board of
the Bank. During 2016 the Supervisory Board held three
regular meetings and fifteen meetings by letter in order to
make decisions on the issues that had to be resolved with-
out delay. In order to prepare the decisions that fall within
its competence and supervise the implementation of the
previously adopted decisions, the Supervisory Board of the
Bank was provided with the assistance of Audit Committee,
which regularly reported on their work at the meetings of
the Supervisory Board. In 2016, the Audit Committee held
five meetings where it discussed the processes within its
competence. In accordance with its legal responsibility, the
Supervisory Board of the Bank has examined the Annual
Financial Statements and consolidated Annual financial
statements of the Bank for 2016, Report on the Operation
of the Bank and its Subsidiaries and Draft Decision on the
Allocation of the Bank’s Profit Earned in 2016, that were
all submitted by the Management Board of the Bank. The
Supervisory Board made no remarks on the submitted
reports. In that respect, the Supervisory Board established
that the Annual Financial Statements and Consolidated
Annual Financial Statements were prepared in accordance

with the balances recorded in the business books and that
they impartially disclosed the assets and financial status of
the Bank and the PBZ Group, which was also confirmed by
the external auditor KPMG d.o.0., Zagreb, the company
that had audited the financial statements for 2016. Since
the Supervisory Board has given its consent regarding the
Annual Financial Statements and Consolidated Annual
Financial Statements of the Bank for 2016, the respective
financial statements are considered to have been confirmed
by the Management Board and by the Supervisory Board
of Privredna banka Zagreb pursuant to the provisions of
Art. 300.d of the Companies Act. The Supervisory Board
of the Bank accepted the report of the Management
Board on the operation of Privredna banka Zagreb and
its subsidiaries and it agreed that HRK 481,525,731.68
of the Bank’s net profit totaling HRK 1,605,188,350.76,
earned in the year that ended on 31 December 2016,
should be distributed by pay-out of dividends (or HRK
25.33 per share) whereas the remaining amount should
be allocated to retained earnings.

Yours faithfully

g, » ;;,:S{:J
Giovanni Gilli
14 February 2017
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Distinguished shareholders,

I am honoured to present you the Annual Report and Financial Statements of
Privredna banka Zagreb dd and PBZ Group for the year ended on 31 December
2016.

After significantly prolonged period of gloomy economic conditions, 2016 turned
out to be a year that finally displayed positive signals to entrepreneurs. As we have
consistently been proving our operations to be resilient and sound, we remained
strong and agile and readily welcomed these positive tendencies. Therefore,
Privredna banka Zagreb dd and its subsidiaries, supported by our strategic partner
Intesa Sanpaolo, managed to substantially outperform our peers in most relevant
business aspects. We continued executing our predetermined business strategy built
around customer relations and well-diversified source of income, thus keeping a
steady course and reflecting the ability to strengthen our earnings power. All our
business segments managed to increase the size of its loan portfolio, especially
SME and Corporate segments of our portfolio, thus proving our commitment
to be one of the elements required to be put forward in the efforts to revitalize
our economy. Supplementary to this, we have been investing significant effort
into shaping ourselves into well-capacited, experienced and agile entity able to
conduct exceptional management of non-performing loans. Our proactive credit
risk management and execution of well-defined collection strategies are showing
continuous downward trends in non-performing loans stock and share.

OUTLOOK

Although the political environment in 2016 was not particularly encouraging from
the aspect of political stability (expiration of the terms of offices of the previous
government, a long-time coming formation of a new coalition government) the
economy, driven by a continuation of a solid foreign demand, but also a revival
of domestic consumption and investment activities, recorded a real growth of 2.6
percent. A considerable progress was also made in the area of fiscal policy, where
the general government deficit was reduced by 2 percent, with a simultaneous
decrease in the public debt level below 85 percent of the gross domestic product.
The international environment was particularly favourable given the expansion-
ary monetary policy of the European Central Bank. Similarly, domestic financial
market witnessed further monetary policy relaxation, which contributed to a
further fall in interest rates. Although the cleaning-up of balance sheets through
sales and write-off of non-performing loans, reduced the exposure to the private
sector, placements to this sector slightly increased. It is particularly important
to emphasise that in 2016 there was a significant increase in the demand for
kuna loans, due to which their share in total loans to the private sector rose to
40 percent. Currency risk aversion of clients remained disproportionate to kuna
savings, given the dominant share of foreign currency deposits in total deposits
of the private sector.

Regardless of the growth of the gross domestic product of almost 3 percent in
2016, and despite that fact that a similar trend is expected to continue in 2017,
it is clear that the current phase of our economic development is not sufficient
to guarantee a long-term growth rates aiming at faster convergence to EU
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average and a more considerable improvement in the
wellbeing of citizens. Although more stable than over
the previous years, the government fiscal position is still
relatively vulnerable, as seen in the credit rating which has
remained below investment grade. As already in 2017 we
may expect a new series of uncertainties in international
economic environment, a sustainable economic growth
has to be ensured by enhancing and strengthening the
domestic economy competitiveness through undelayed
structural reforms.

UNCONSOLIDATED FINANCIAL RESULTS OF
THE BANK

The Bank’s net result in 2016 was HRK 1,605 million, rep-
resenting a significant upsurge compared to the preceding
year. Again, this upsurge was achieved by gains form
extraordinary events as well as careful planning and en-
during execution of our business strategy. Defying the
fact that the economy is still in the process of the recovery
(although in its upward phase), net interest income rose
by vast 6.5 percent. It is noticeable that interest income
slightly declined, caused exclusively by the presence of
excessive liquidity pushing downwards reference market
rates. On the other hand, although volume of deposits rose,
interest expense contracted considerably proving that we
are widely recognized as steady and low-risk partner to all
our clients further affirming us to continue practicing our
dedication to fulfilment of overall client requirements. This
strategy was accompanied by efficient and omnipresent
cost management enterprise carried within all organiza-
tional units enabling us to successfully control the expense
side of our business. Hence, we were able to maintain our
cost to income ratio at 38.4 percent.

The overall Bank’s balance sheet eminently increased by
4.1 percent, reaching a level of HRK 72.1 billion. Although
it is difficult to recognize a notable increase in demand
for loans on the market, loans and advances to customers
rose by hefty 3.4 percent, amounting to HRK 45.7 billion.
Current accounts and deposits from customers increased for
notable 2.4 percent, reaching the level of HRK 54.1 billion.
Considering the total structure of the balance sheet, the
relative portion of customer deposits was increased and
now amounts to 75.1 percent. The total loan to deposit
ratio of the Bank equals 84.4 percent emphasizing the
stability and conservative nature of our ventures.

EXTRAORDINARY BUSINESS EVENTS

During the year, the parent company Intesa Sanpaolo
decided to alter its business model by disinvesting from
all card processing companies. Thus, it was decided to sell
Setefi Services S.p.A, a card processing company established
in Italy and to sell ISP card, a card processing company
established in Croatia. Based on this strategic decision,
Privredna banka Zagreb decided to sell all shares of our
associate ISP Card. This transaction generated a gain in
the gross of tax amount of 241 million HRK on the Bank’s
level and HRK 162 million on PBZ Group's level.

On international level, Visa Inc. decided to make a buyout
of Visa Europe Ltd. shares. Based on this decision, Privredna
banka Zagreb amounted a gain in the gross of tax amount
of HRK 150 million, both on Bank’s and PBZ Group’s level.

FUTURE DEVELOPMENT AND THE BANK'S
SUBSIDIARIES

In 2016, the PBZ Group members coped well with the
overall economic conditions that resulted in positive finan-
cial outcomes. Therefore, PBZ Card achieved a net profit
of HRK 133.5 million, PBZ Leasing HRK 17.8 million, PBZ
Stambena Stedionica HRK 3.2 million, whereas PBZ Croatia
osiguranje, our jointly owned pension fund management
company, earned a profit of HRK 24 million.

Intesa Sanpaolo Banka dd Bosna i Hercegovina, our subsidi-
ary established in Bosnia and Herzegovina, earned HRK 98.9
million attributable to PBZ Group. Their strategic objectives
are jointly planned on PBZ Group level - progressing with
multi-year plan of investments for the infrastructural and
technological modernization, organizational changes in
terms of increase of the competitiveness and faster re-
action to market changes and continuous assessment of
risk profile. Implementation of these objectives are already
bearing fruits in current business result but also represent
a solid foundation for the future events.

As a part of a regional ownership restructuring project
within Intesa Sanpaolo Group aimed at improving the
synergies within the ISP Group, Privredna banka Zagreb
has announced its intention to purchase 51 percent of
the share capital of Banka Koper d.d. (member of the ISP
Group), from the majority owner Intesa Sanpaolo S.p.A.
Risks to which the Bank is or might be exposed are ex-
plained in details within Corporate Governance section.
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(continued)

CONCLUSION

The PBZ Group is well-fitted not only to face up to chal-
lenges, but also to seize opportunities. We have a strong
capital base, liquidity and funding positions, preparing us
for potential market uncertainties and for tighter regulation.
We are continuously transiting to a better balanced, more
diversified and lower-risk business model.

In the end, I would like to take this opportunity to express
gratefulness to all my colleagues and all employees of the
PBZ Group for their dedication and true professionalism
that enabled us safely to sail through these troubled times.
Furthermore, | would like to thank all our acclaimed clients
and business partners for putting their trust in our hands.
Also, | would like to express my most sincere gratitude to
all the members of the Supervisory Board for their encour-
agement in conducting our business affairs.

Bozo Prka, M.S.
President of the Management Board

14 February 2017
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FINANCIAL HIGHLIGHTS OF THE GROUP

The consolidated net profits for 2016 amounted to HRK
1,587 million, representing a momentous increase com-
pared to 2015. This exceptional result came from carefully
planned and perennially executed business strategy that
encompasses execution of conservative and systematic
approach towards all risks arising from the business trans-
actions, dedication to client orientation and diversification
of income sources. Additionally, the Group experienced
notable gains from extraordinary events, i.e. sell of ISP
Card and Visa Europe Ltd. shares.

Backed by the present positive macroeconomic signals, that
eventually do reflect to the banking industry, we managed
to control risks arising from our operations in a far better
way than our peers. This achievement is stemming from
our commitment to manage non-performing part of our
portfolio in flexible, prudent and swift manner allowing
us to sell noticeable parts of non-performing portfolio,
increase collection and improve restructuring process.
This resulted in a decrease of non-performing loans ratio
from 11.9 to 9.6 percent, compared to the previous year.
Additionally, we managed to substantially control cost
of risk while simultaneously increasing the coverage of
non-performing portfolio, thus making us well-fitted to
meet all future challenges.

Itis also important to stress that in recent periods the validity
of our approach towards the measurement of the risk has
been tested and proven sound by detailed Asset Quality
Review exercise performed by joint home-host supervisory
team under the ECB's Comprehensive Assessment and
Stress Test which encompassed most significant European
banking groups.

The Group’s capital management policies and practices,
among other tools, are based on an internal capital ad-
equacy assessment process (ICAAP). In this process, the
Group regularly identifies its risks and determines the
amount of free available capital in stress scenarios. | am
pleased to report that the PBZ Group is one of the leading,
well-capitalized banking groups in the country, with more
than sufficient capital shield compared to internal capital
requirement in a stress scenario. Our Capital Adequacy
Ratio sits comfortably above 20 percent, which is signifi-
cantly higher than required by the regulation.
Additionally, the Group’s earnings per share amounted
HRK 83.2. Based on the methodology used for manage-
ment reporting, the Group’s return on average equity in
2016 was 11.4 percent, while return on average assets
stood at 1.9 percent. Assets per employee equalled 19.4
million, whereas the cost to income ratio, according to

the consolidated financial statements, was maintained
at 41.4 percent.

As a reflection of these events, the positive effect of our in-
built-long-lasting client orientation, aided by the existence
of the positive economic signals, had profound influence
on net interest income and net fee and commission in-
come. Equally important, despite still unstable surroundings
we have found ourselves in, our previously taken strategic
decisions enabled us to additionally strengthen our capital
base and secure stable liquidity sources thus reducing
our costs of funding and allowing us to adopt customer
driven practices that resulted in an improvement of our
products and services.

Aligned with the above and in more details, our net interest
income rose by 4.3 percent compared to 2015, though
affected by a decrease in interest income it was overly-com-
pensated by a stronger decrease in interest expense. These
effects were caused by high liquidity on the market and
by still restrictive and defensive nature of the economic
community towards consumption and investments. Net
fee and commission income increased by 1.5 percent.
Level of provisions and impairment, although increased
compared to the previous year, are direct evidence of the
quality of our non-performing loans management.

The balance sheet of the PBZ Group increased notably
by 4.7 percent, amounting to HRK 82.1 billion. The most
significant portion of our assets are loans and advances
to customers which experienced an increase in the out-
standing amount by 3.7 percent in spite of still prevailing
lack of demand for loans caused by the unstable eco-
nomic situation that affected our clients, both corporate
and retail. We continue practicing a well-diversified loan
portfolio policy, having remotely higher volume of place-
ments to retail customers on one side than placements to
public and corporate clients on the other. Given our firm
commitment to apply a prudent approach in risk identifi-
cation and measurement and by conducting sale actions,
non-performing loans fell below 10 percent threshold,
additionally indicating the quality of our non-performing
loans management. As we are well aware that the excel-
lence in customer orientation can only be accomplished
if one stands by its customers during troubled times, we
have embedded such approach in all our business pro-
cesses. Therefore, we continue developing comprehensive
initiatives aimed at helping our customers during crises.
From the liabilities perspective, customer deposits mainly
fund our balance sheet, where the retail segment plays the
most significant role. In 2016, we experienced an upsurge
in customer deposits by 3.8 percent caused by both high
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liquidity observable on the market and our reputation of
being one of the most stable and client oriented financial
group on the market. Capital adequacy ratio remained
stable and it is by far exceeding the prescribed threshold.
Below we provide an overview of business results of the
Bank's subsidiaries and associate. Presented business re-
sults are on a stand-alone basis, before intercompany and
consolidation adjustments.

PBZ CARD

In 2016, PBZ Card’s business results indicate the continu-
ation of stable business and confirm its leading position
in the domestic card market.

The Company’s profit before tax amounted to HRK 179.8
million and HRK 133.6 million after taxation. The financial
results for the year 2016 were influenced by the impair-
ment of the goodwill in the amount of HRK 40 million.
Company's goodwill was recognized during the purchase
and takeover of the company for credit card transactions
Atlas American Express by Privredna banka Zagreb in 1998.
Impairment of goodwill was the result of prudency caused
by the fact that American Express Ltd reached the business
decision about changing the current business model in the
countries of the European Union.

Total net operating income of the Company in 2016
amounted to HRK 584.8 million, which is 0.9 percent more
than the result achieved in 2015. Net fee and commission
income amounted to HRK 534.1 million, that is 5.2 per-
cent more than last year. This increase is mostly caused by
the changes in the regulation on the European level that
reduced interchange fees.

Net interest income amounted to HRK 25 million, which
is 46.6 percent less than previous year. This was caused by
the measures taken in the area of collection of receivables
during 2015, including the sale of part of the claims. The
decline in interest income on overdue payments was fur-
ther influenced by the decrease of the maximum statutory
penalty interest rates prescribed by the regulation.

The total operating expenses for 2016 amounted to HRK
354.1 million, which represents a decrease of 7.8 percent
compared to the year 2015. This decrease is mainly the
result of the reduction in other operating expenses in the
part of the legal costs due to changes in the non performing
portfolio after the settlement and sale of the part of the
portfolio. Another significant factor related to the lower
operating expenses in 2016 is the reduction of the costs
of advertising.

Total assets of PBZ Card as of 31 December 2016 amounted
to HRK 2,555 million, which represents an increase of 4

percent compared to the end of the 2015.

These results make PBZ Card the second most profitable
segment of the PBZ Group. PBZ Card will continue with
business transactions aimed at creating income by further
boosting cards consumption, both physical and virtual,
launching new products, focusing on innovative, modern
digital technology and investing in value-added services
for cardholders and merchants. By doing so, PBZ Card
shall maintain a leading position in the market, which will
further strengthen the position of the PBZ Group in the
field of card business.

INTESA SANPAOLO BANKA BOSNA |
HERCEGOVINA

The 2016's net profit of HRK 103 million shows a 5.5
percent increase compared to the previous year. Despite
the continuous decrease of lending rates, which more than
offset the growth of total loan portfolio, the net interest
margin recorded a 2.7 percent year-on-year improvement
thanks to savings in interest expense achieved through
further compression of cost of funding from customers,
banks and international financial organizations. The total
operating income was also sustained by continuously
increasing contribution of commission income.

Total operating costs recorded a yearly increase by 2.0
percent mostly due to the significant infrastructural, tech-
nological and organizational investments strategically
implemented to support the Bank in facing the stricter
and more demanding domestic and international regu-
latory framework and in sustaining the expansion of the
business activities.

Double digit lower net impairment costs on portfolio ex-
posed to credit risk is the result of effective processes for
collection of non performing positions, appropriately high
level of coverage of defaulted exposures already achieved
in previous years and advanced processes for monitoring
the risk profile of the debtors, which enables anticipating
and minimizing the risk of new defaults. The above allowed
further decrease of the non-performing to total loans ratio,
reaching a level of 8.35 percent, significantly lower than the
industry’s average, while maintaining a prudent coverage
ratio for defaulted exposures (72 percent).

Total assets increased by 14.1 percent at HRK 6,836 million
with net loans in the amount of HRK 4,610 million and cus-
tomer deposits in the amount of HRK 4,894 million. Loan
portfolio growth was sustained by Retail and Corporate
segment, where lending to private customers increased
by 6.5 percent and lending to legal entities increased by
4.9 percent. Positive performance was confirmed also by
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(continued)

INTESA SANPAOLO BANKA BOSNA |
HERCEGOVINA (CONTINUED)

improvement in collection of retail deposits (7.4 percent)
and corporate deposits (35.2 percent). The Bank's position
in terms of available liquidity remains comfortable and
safe, even if we were to assume worsening macro-eco-
nomic scenarios, thus ready to sustain expected further
expansion of credit.

The Bank’s capital adequacy ratio further improved to 14.1
percent (excluding the net profit for the year).

Strategic objectives of the Bank for 2017 are planned in
coordination with Privredna banka Zagreb - progressing
with multi-year plan of investments for the infrastructural
and technological modernization of the Bank, organiza-
tional changes in terms of increase of the competitiveness
of Bank’s commercial offers to clients, improving support
in decision-taking for faster reaction to market changes
and continuous assessment of risk profile of Bank’s assets.

PBZ LEASING

PBZ Leasing had a successful business year, earning net
profit of HRK 18.1 million. In 2016, the Company signed
new lease contracts in the total value of HRK 284 million,
thus retaining one of the leading positions in the Croa-
tian leasing industry in terms of the number of realized
placements.

At the end of 2016, the Company’s total portfolio included
net fixed assets under operating leases in the amount of
HRK 374 million and net receivables under finance leases
in the amount of HRK 586 million.

In 2017 the business activities of PBZ Leasing will be focused
on maintaining a stable balance sheet, retaining the Com-
pany’s market share and achieving product diversification
through introduction of new distribution channels.

PBZ STAMBENA STEDIONICA

In 2016 profit before tax of PBZ Stambena Stedionica
amounted to HRK 4.1 million and net profit to HRK 3.2
million. During the year, the Company was faced with
significant fall in interest rates on the market that had
more pronounced effect on the assets side. In 2016 PBZ
Stambena Stedionica introduced HRK deposits and loans
and significantly improved lending activities. Using the
large network of PBZ branches, as well as its own sales
channels, PBZ Stambena Stedionica increased its deposits
by HRK 107 million and the balance of housing loans by
HRK 180 million, having more than 100,000 thousand
customers. As at 31 December 2016, total assets of PBZ
Stambena Stedionica amounted to HRK 1,766 million.
In 2017 business operations of PBZ stambena Stedionica
will be focused on increase in lending activities and on

retaining the existing customers as well as attracting the
new ones.

PBZ NEKRETNINE

In 2016 PBZ Nekretnine continued to be affected by the
economic developments in Croatia, especially in the real
estate market. Nevertheless, PBZ Nekretnine maintained
its presence on the real estate market by realizing more
than 6 thousand appraisals.

During 2017 PBZ Nekretnine will continue to promote its
activities with the aim of becoming the centre of excellence
for real estate operations not only within the PBZ Group
but in the whole country.

PBZ CROATIA OSIGURANIJE

PBZ Croatia osiguranje continues to achieve positive fi-
nancial results. In 2016 the Company reached net profit
of HRK 24.9 million. At the same time, the cost income
ratio stands at 50.9 percent. Total assets as of 31 December
2016 was HRK 142.7 million.

Net profit was influenced by the statutory change of
management fee from 0.45 percent in 2015 to 0.419
percent in 2016.

PBZ Croatia osiguranje is a well-recognised and high-
ly respectable pension fund management company in
Croatia. Development strategy for 2017 will be oriented
at maintaining its status within the general public in the
country as well as successfully managing the funds’ assets.

INTESA SANPAOLO CARD

In December 2016, PBZ sold its 31.2 percent stake in the
company Intesa Sanpaolo Card Ltd. to a wholly-owned
subsidiary of Mercury UK Holdco Limited. For details on
the transaction, please refer to Note 23 Investment in
subsidiaries and associates.

Risks to which the Group is or might be exposed are ex-
plained in details within Corporate Governance section.

Bozo Prka, M.S.
President of the Management Board
14 February 2017
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Macroeconomic developments in Croatia in 2016

ECONOMIC GROWTH IN 2016 - YEAR OF
THREE PRIME MINISTERS

Although the political environment in 2016 was not par-
ticularly encouraging from the aspect of political stability
(expiration of the terms of offices of the previous govern-
ment, a long-time coming formation of a new coalition
government and its brief duration and, eventually, early
elections and a formation of a new government again),
the economy, driven by a continuation of a solid foreign
demand but also a revival of domestic consumption and
investment activities, recorded a real growth of 2.6%. A
considerable progress was also made in the area of fiscal
policy, where the general government deficit was reduced
to approximately 2.0%, with a simultaneous decrease in
the public debt level below 85% of the gross domestic
product. The international environment was particularly
favourable given the expansionary monetary policy of the
European Central Bank, and also mostly calm with the
exception of slightly more turbulent movements following
the UK referendum in June and the US presidential elections
in November. At the same time, the domestic financial
market saw a continuation and further monetary policy
relaxation through structural repo operations conducted
by the Croatian National Bank, which contributed to a
further fall in interest rates and a gradual strengthening
of the credit activity, especially one denominated in kuna.
Although the conversion of housing loans in Swiss francs
(conducted in early 2016) and the cleaning-up of balance
sheets through sales and write-off of non-performing
loans (throughout the year), reduced the exposure to the
private sector by around 5% (November 2016), transaction
data indicates that placements to the private sector over
the first eleven months cumulatively increased by 1.7 %,
with a stronger increase in placements to corporations
(3.0%) compared to retail loans (0.8%). It is particularly
important to emphasise that in 2016 there has been a
significant increase in the demand for kuna loans, due
to which their share in total loans to the private sector
rose to 40% compared with 32% recorded at the end
of 2015. Currency risk aversion of clients has remained
disproportionate to kuna savings, given the dominant
share of FX deposits in total deposits of the private sector
(around 67 %), although a stronger fall in deposit interest
rates on FX deposits from those on kuna slowly increases
the inclination to kuna savings.

Regardless of the growth of the gross domestic product
of almost 3% in 2016, and we expect a similar trend to
continue in 2017, it is clear that without structural reforms
a long-term potential growth rates will remain insuffi-

cient for a faster convergence to EU average and a more
considerable improvement in the wellbeing of citizens.
Although more stable than over the previous years, the
government fiscal position is still relatively vulnerable,
as seen in the credit rating which has remained below
investment grade. As already in 2017 we may expect
a new series of uncertainties over the impact of Brexit,
the direction of the new US President economic policy,
but also the expectations that 2018 will bring a change
in the direction of the European Central Bank monetary
policy, after the US FED has already strengthened its pol-
icy at the end of 2016, a sustainable economic growth
has to be ensured by enhancing and strengthening the
domestic economy competitiveness through undelayed
structural reforms.

2016 IN REVIEW

After a growth of 1.6% in 2015, a real growth rate of the
gross domestic product in 2016 accelerated, according
to our estimate, to 2.6%, where the largest contribution
came from a recovery of domestic demand with a stable
growth of the exports of goods and, particularly, services.
According to the available data for the first three quarters
of 2016, the largest contribution to GDP growth came
from the exports of goods and services which rose at
the rate of 5.8%, mainly as a result of the exports of
services, i.e. excellent tourism results (9% more arrivals,
8.3% higher income), while the exports of goods grew
at a slower pace compared with the previous two years
(when two-digit growth rates were recorded on average),
which is mainly a consequence of the diminishing positive
effect of the entry into EU. Over the same period, the
imports of goods and services rose by 6.5%, driven by a
recovery of domestic demand. According to the foreign
trade statistics, a faster growth in the imports of goods
led to a deterioration of 3% in the foreign trade deficit
over the ten months of 2016 versus the same period of
2015. As a result of a stable foreign demand and a recov-
ery of domestic demand, the industrial production, after
its growth of 1.2% in 2014 and 2.7% in 2015, rose by
4.1% yoy