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EDITORIAL
FINANCIAL STABILITY MAP IN ALBANIA

The assessment of financial stability remains one of the most difficult tasks for
all central banks that have included this objective among the main tasks of
their mandate. In early 2014, the Bank of Albania published for the first time
the Financial Stability Map', an important tool to assess developments in the
financial system and its exposure to infernal and external risks. The construction
of this instrument supplements the broad base of methodologies established in
the framework of assessing the financial stability in Albania, aimed at various
financial stability aspects, with a view to providing the necessary information
in this regard?

In the absence of a single indicator that would comprise financial system
developments and determine whether the financial system is under stress,
central banks have constructed a series of methods to assess financial stability.
Dalh et al. (201 1) summarises the main methodologies central banks apply in
relafion to indicators for financial stability assessment, according to the main
dimensions. They are defailed as follows:

a. Indicators which present the main developments in a given sector of the
financial market, such as data on banks' balance sheet in the case of
the bonking secfor, deve|opments in the foreign exchonge market, and
indicafors about the interest rate. The IMF summarises these indicators
in what is known as the Financial Soundness Indicators. In the case of
the Bank of Albania, these indicators are carefully monitored and serve
as the basis of the Financial Stability Report. They incorporate the main
developments in the financial system at home and its exposure to various
risks facing it, such as the credit, exchange rate, and interest rafe risks.
However, experience has revealed that, although these indicators largely
address the main developments in the financial system, the information
they provide is lagged, as it is processed affer 1-3 months.

b. The aggregated indicators, which are generally constructed based
on market data and summarise the main developments in some of the
markef segments in the form of a single index. In the case of Albania,
Kota and Sage (2011) present the Financial Systemic Risk Index (FSRI),
which measures the level of financial stress in the economy info a
single and comprehensive index. It assesses the interrelation between

"' The Financial Stability Map was first published in early 2014, analysing financial stability
developments until the end of 2013 (Financial Stability Report 2013 H2).

2 A comprehensive fechnical paper on the methodology used to construct the Financial Stability
Map will be published in the Bulletin of the Bank of Albania 2014 H?2.
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various financial segments by measuring their impact on economic
growth. Results show that the FSRI captures the pressures in the form
of the financial stress, not only from different market segments, but also
from their interaction. However, in the case of Albania, data suffer
from lack of frequent information from the market and are used only on
monthly basis. The Financial Strength Index is another tool, which, unlike
the Financial Systemic Risk Index, incorporates various banking sector-
related developments in a simple aggregation and provides rapid and
summarised information on the strength of the entire sector.

c. Stress testing is another way to assess the banking sector's stability in
the event of strong macroeconomic shocks. In this context, the Bank of
Albania is currently employing two approaches: a. top-down assessment,
whereby the central bank constructs suppositions about macroeconomic
developments according to various scenarios. Then it applies them on
data about the banks' balance sheet to assess their impact in terms
of capitalisation; b. bottom-up assessment, whereby the central bank
constructs macroeconomic suppositions. Then individual banks assess
the impact of such suppositions on their activity. In both cases, the aim
is fo assess the banks' resilience to such extreme shocks. Currently, the
impact of macroeconomic shocks on elements such as portfolio quality
(Shijoku and Ceca, 2011) is unilateral as there is no feedback from
financial indicators towards macroeconomic ones. Meanwhile, the
macroeconomic model MEAM (Dushku and Kota 2010) is the basis for

constructing the suppositions.

d. Several econometric models defermine how economic shocks affect
financial indicators. The construction of these models is currently in Bank
of Albania's focus and will aim at completing the framework for assessing
macrofinancial relations for stress fest, projections and simulations
purposes. The first version of a macrofinancial model is infroduced and
is being discussed internally at the Bank of Albania (Dushku and Kota,
2013).

The purpose of this material is o infroduce a new method of processing
the information stemming from various risks facing the financial system, in
a single tool. This tool is known as the Financial Stability Map (FSM| and
infroduces the conditions and main risks facing the financial stability in a given
country and beyond, through the use of a cobweb diagram. The purpose
of using such a diagram in financial stability analysis is to: summarise the
main fields, also called "categories" that constitute sources of potential risk to
financial stability; and, monitor over time how these sources of risk evolve.
Each category is based on a group of sub-indicators, which are considered
as more appropriate in reflecting risk or vulnerabilities to the financial stability.
Selection, and lafer, construction of cafegories and sub-indicators depend on
the structure of the economy and the financial system, and the discrefion of
authors. For that reason, the cobweb diagrams by various central banks differ
in shape and design.
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The Financial Stability Map, constructed as a cobweb-style model, is a
technical instrument that summarises in a single graphic representation the risks
arising in a given moment from factors inside and outside the banking sector.
To construct the Financial Stability Map (FSM) for Albania, we refer to several
works such as the introduction of the IMF's global map by Dattels et al. (2010)
and the construction of this map for a single country, as in the case of Norway,
by Dahl et al. (2011) and New Zealand by Bedford and Bloor {2009). To
construct it, we have defined the main sources of risks or vulnerabilities that
arise from the banking sector, as the most dominant part of the financial
system, and from outside this sector, related to overall economic developments
and main economic agents. Following this logic, eight categories have been
selected: 3 related to the characteristics and structure of the banking sector
("capitalisation and  profitability"; "liquidity and financing"; "banking sector
structure") and 5 categories outside the banking sector (developments in the
"domestic economy"; developments in the "external economy"; "households";
"businesses”; and "government'). These 8 cafegories make a full summary
of the domestic and external sources of risks and vulnerabilities facing the
Albanian financial system stability. Each category contains 4 or more sub-
indicators, tofalling 38 sub-indicators.

The map constructed for the case of Albania seems to perform overall well,
reflecting the effects of external shocks (such as the financial crisis of 2007-
2008 or domestic ones to the country's financial stability. The performance of
averaged indicators for the selected categories reflects accurately the impact
and key points where main financial and economic indicators undergo breaks
as a result of domestic or global crisis. Some of the categories react faster,
thus signalling elevated risk to stability, while others react more slowly. Since
the instrument measures the risk level based on the historical time series (sub-
indicators) included under each category, it helps improve our perception of
the financial stability situation. However, the moment of reaction is closely
relafed to the moment of reporting the dafa used for constructing the sub-
indicators for each category. Some of them are lagged by several months,
which is a drawback fo the model. Moreover, the performance of the model
depends highly on the type of sub-indicators used fo construct each category,
which leaves it open for discussion. In some cases, for some indicators the
experts’ judgment is necessary o determine the final position of the risk score.

Taking into account the above-mentioned remarks, the FSM should not be seen
as an instrument that judges whether the financial system is stable or not, but
as a practical tool to anchor discussion, and focus readers attention to actual
risks fo financial stability. The financial stability assessment requires a series
of factors that may be aggregated into a single model. For that reason, it is
imporfant to bear in mind that FSM results should be used together with results
of other analyses and instruments the Bank of Albania uses regularly fo judge
on the financial stability in the country.

While the financial environment is very dynamic and every crisis has a specific
nature, it is vital fo update and improve the map regularly, adapting to
domestic and external economic developments, for better and timely capturing
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the risks to our financial system. This may require incorporating new indicafors
or further elaboration of the existing ones.

Currently, the FSM is updated regularly every three months, and the results
are published in the halkyearly Financial Stability Report. FSM results serve
fo assess the performance over time of risks to which the Albanian financial
system is exposed. Moreover, it serves fo compare various results between
them and the main contributors to each risk. In this way, the decision-making
and economic analysis at the Bank of Albania may focus on discussing the
main elements affecting the financial system and its stability, enriching the
existing methodologies in this institution.

fo our financial system. This may require incorporating new indicators or further
elaboration of the existing ones.

Currently, the FSM is updated regularly every three months, and the results
are published in the halkyearly Financial Stability Report. FSM results serve
fo assess the performance over fime of risks to which the Albanian financial
system is exposed. Moreover, it serves to compare various results between
them and the main contributors to each risk. In this way, the decision-moking
and economic analysis at the Bank of Albania may focus on discussing the
main elements affecting the financial system and its stability, enriching the
existing methodologies in this institution.
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ADDRESSES AND
PRESENTATIONS
BY BANK OF ALBANIA'S
ADMINISTRATORS IN ACTIVITIES
IN ALBANIA AND ABROAD
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

On the Monetary Policy Decision of the
Bank of Albania’s Supervisory Council

29 January 2014

Today, on 29 January 2014, the Supervisory Council of the Bank of Albania
reviewed and approved the Monetary Policy Statement of the Bank of Albania
on the second half of 2013. Given Albania’s latest monetary and economic
developments and discussions on their outlook, the Supervisory Council of the
Bank of Albania decided to keep the key interest rate unchanged, at 3.0%.

The Supervisory Council deems that the inflationary pressures from the real
and financial secfors of the economy are weak and will remain so. These
circumstances require maintaining a stimulating monetary policy over the
period ahead. The monetary stimulus, transmitted through the low key inferest
rate and ongoing liquidity injection, provides the proper conditions for meeting
our inflation target in the medium term.

Let me now proceed with an overview of the economic developments and key
issues discussed at today's meeting.

* k%

Year 2013 was a difficult one for the Albanian economy. Aggregate demand
and economic growth remained at low levels. Inflation fluctuated around Bank
of Albania’s lower targeted band, while the budget deficit and public debt
increased sharply. The unfavourable economic environment, both at home
and abroad, led fo this performance. Moreover, Albania’s June parliamentary
elections added uncertfainties to the economy and financial markets. As we
have already stated, consumption and investments continue to suffer from low
confidence and tight lending terms. Fiscal policy is faced with a high public
debt level, which has limited the possibilities for macroeconomic stimulus. On
the other hand, the external environment was characterised by ongoing euro-
area problems, hence limiting our export growth and making financial markets
pursue conservative policies in terms of lending to developing economies.

However, 2013 saw positive developments. Financial markets were
characterised by improved liquidity and downward interest rates, in response to
Bank of Albania’s easing monetary policy. Also, the introduction of new financial
agents and insfruments has further deepened these markets. The banking system
remains solid and well-capitalised, regardless of the increase in non-performing
loans. The current account deficit has narrowed, creating better premises for a
sustainable external position of the economy and sfable exchange rate. These
developments have confributed to maintaining macroeconomic stability.
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Analysing the specific developments in the second half of 2013, the official
data show a slowing economic activity and a sustained downtrend in inflafion.
Average annual inflation reached 1.5% in the fourth quarter, remaining
unchanged from the third quarter. In December, inflation rate edged up to
1.9%, almost entirely due to higher prices of foods, particularly unprocessed
foods. Prices of other CPI basket items were generally stable and affected
slightly on inflation.

From the macroeconomic viewpoint, the low inflation rate was defermined
by the sluggish aggregate demand, lower imported inflation and subdued
inflation frends.

Third-quarter gross domestic product dropped 2.3%, driven heavily by short-
term shocks arising from full fiscal stimulus withdrawal and postelection
uncertainties, which impacted negatively on consumption, investments and
fourism over this period. Excluding agriculture, the other sectors of the economy
dropped, in annual terms.

All the aggregate demand components performed poorly over the second
half of the year. Private consumption was at low levels, reflecting the low
consumer confidence and the decelerated income growth. The low inflafion
rates confributed fo maintaining the savings value. However, Albanian
households continue to show a cautious behaviour toward consumption. Also,
private investments deepened the downtrend in the second half of the year.
The performance of this component has reflected the weaker final demand,
the high uncertainty and the tight bank lending terms. Periodic surveys report
that the financial position of businesses remains difficult, restraining in turn their
ability fo invest.

Fiscal policy was stimulating in 2013, mainly concentrated in the first half
of the year. The fiscal stimulus was carried out by increasing spending and
reducing taxes. The latest fiscal data are as of November 2013. During the
first 11 months of the year, the budget deficit increased 7 1.5% in annual terms,
budget spending increased 4.7%, while fiscal revenues dropped 3.1%. The
revenue drop was due to easing fax policy and poor economic performance.
Fiscal developments in 2013 worsened the public debt dynamics. This debt
tends fo increase over the periods of economic slowdown, in response to fiscal
countercyclical policies and the impact of automatic stabilisers. However,
given the essential role of fiscal sustainability in the overall economic and
financial stability, and the high level of Albania’s public debt, the Bank of
Albania has supported and called for measures to control and reduce this debt
in the medium ferm.

In this context, we reiterate our message for anchoring this process to a fiscal
rule, which will orient the fiscal policy in the long term, and will be reliable
and fransparent for all Albanian and foreign economic agents.

Developments in the external sector of the economy signalled a sluggish
foreign demand in the third quarter of the year. Though trade deficit dropped,
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the external sector impacted negatively on the economic growth due to lower
tourism revenues. In October and November, the external trade data show
ongoing annual nominal confraction of the trade deficit, at 11.9%. This
contraction was due fo increase in exports by 12.0% and decrease in imports
by 2.0%, over this period. The Albanian economy’s capacity to maintain
and speed up the positive export growth rates will determine the country’s
medium-term and long-ferm economic growth. In the medium term, increasing
exports helps offsef the domestic demand sluggishness, while in the long term,
increasing competitiveness of the Albanian economy in the world markets
should be af the core of Albania’s new economic growth model.

The weak demand for consumption and investment, and banks’ conservative
lending policies, have slowed the monetary indicators. The increase in money
supply slowed down to about 2.5% in October and November due to private
sector's weaker demand for funding. lending to the economy continued fo
contract and in November, it was 2.4% lower than a year ago.

The above monetary and economic dynamics has exerted weak inflationary
pressures. The weak aggregate demand has expanded the negative output
gap. The labour market pressures have been subdued against a sefting
of unchanged unemployment rate, moderate wages, and partially-used
capacities. This performance has affected the control on output cosfs and
profit margins, and has reflected in low core inflation rates over this period.

Also, imported inflation has been downward due to lower primary commodity
prices in the international market and stable exchange rate.

Based on the economic outlook and aiming to encourage aggregate demand,
the Bank of Albania lowered the key interest rate by 0.5 percentage points, fo
3.0% in the fourth quarter. Also, Bank of Albania’s monetary policy decisions
have been associated with ongoing liquidity injections and orientations toward
the future monetary policy stance. This policy has managed to keep liquidity
premia and inflation in check, by contributing to lowering the inferest rates in
the inferbank, government debt security, lek loan and deposit markets.

However, the lek loan price has not fully reflected our monetary policy,
indicating the presence of high risk premia and containing the monetary
stimulus transmission fo the economy. These risk premia are also reflected
in other lending terms, unrelated to the loan price, and appear tighter as
compared to their historical performance.

* Kk x

Under the Bank of Albania’s baseline scenario, the economy will improve
slightly during the current year. Increase in exports and a better performance of
consumption and investments will continue fo support the aggregate demand.
The monetary policy will support the domestic demand, by maintaining
macroeconomic stability and ongoing injection of monetary stimulus in the
economy. Also, payment of arrears will help improve the balance sheets of
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firms and the private sector, and is expected to improve business borrowing.
Excluding the payment of arrears, the 2014 budget has projected a fiscal
adjustment needed against the backdrop of a rapidly increasing public debt.
Inflationary pressures are expected to be weak reflecting the weak economic
and monetary dynamics in the country.

After four quarters, inflation is expected to range 0.7% - 3.8%, with a Q0%
probability of occurrence. This will require mainfaining a stimulating monetary
policy even in the medium term.

* % %

At the end of discussions, the Supervisory Council decided to keep the key
interest rafe unchanged at 3.0%. Given the expected inflation developments,
the Supervisory Council deems that the monetary policy will remain stimulating
in the medium term. The monetary stimulus intensity may increase further over
the period ahead, in the event the economic and monetary developments
contfinue fo shift the balance of risks on inflation to the downside. In any
case, the Bank of Albania remains defermined to guarantee price stability, in
accordance with its inflation farget.

The Bank of Albania deems that 2014 will be a turning point for the Albanian
economy. Maintaining financial and economic sfability, improving external
environment, pursuing stimulating macroeconomic policies and continuing
structural reforms will open the way to Albania’s stable and longferm
development.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

On the Monetary Policy Decision of the
Bank of Albania’s Supervisory Council

26 February 2014

Today, on 26 February 2014, the Supervisory Council of the Bank of Albania
reviewed and approved the monthly Monetary Policy Report. Based on
Albania’s latest monetary and economic developments and discussions about
their outlook, the Supervisory Council of the Bank of Albania decided to lower
the key interest rafe by 0.25 percentage points, to 2.75%. The Supervisory
Council deems that increasing the monetary stimulus creates proper conditions
to meet inflation target in the medium ferm, by boosting aggregate demand
and anchoring inflation expectations.

let me now proceed with an overview of economic developments and key
issues discussed af foday's meeting.

* Kk x

Macroeconomic developments in 2013 were characterised by weak economic
growth and downward pressures on inflation. For 2014, the Bank of Albania
expects the economic activity to improve gradually but the Albanian economy
will remain below potential and inflation will be low. In particular, excise
tax increase will make lowerthan-expected impact on inflation. Against this
backdrop, easing of monetary conditions aims to create proper monetary
stimulus to push inflation back fo ifs target in the medium ferm.

Annual inflation was 1.7% in January, falling slightly from the previous month
due to lower unprocessed food inflation, as a consequence of lower prices in
Albania’s trading partners and higher domestic agricultural production. Excise
fax increase for certain product categories made additional impact by 0.5
percenfage points to headline inflation but the fall in food inflation fully offset
it. Prices of other CPI basket items fluctuated around past months’ levels.

Overall economic and financial environment transmitted weak inflationary
pressures over the last two years. The sluggish private demand continued to
defermine the cyclical vulnerability of the economy, being associated with
slight increase in employment and producer prices, and putting pressure on
profit margins. This chain of factors was further transmitted to weak pressures
on the rise of final prices of domestically produced consumer goods and was
reflected in low core inflation rates. In parallel, the low inflation global-wide
and exchange rate stability were reflected in low imported inflation rates. This
picture is likely to be present over the next quarters.
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The Albanian economy showed clear signs of slowdown in 2013. External
demand and fiscal stimulus were the main drivers of economic growth, while
private investments and consumption shrank. Incoming information on real-
sector developments over the fourth quarter has confirmed our projections for
a weak aggregate demand and below-potential economic growth. However,
it has shifted the balance of risks around the projection to the downside.

low business and consumer confidence, sluggish labour market and tight
lending terms continue to weigh on private demand. Disposable income
increased and consumer balances were liquid. However, consumers are
reluctant to spend and fend to save. On the other hand, lack of final demand
and unutilised capacities curbed private investments.

The lafest dafa on external frade show an annualised 13.5% widening of the
trade deficit for December. Exports of goods continued to trend up but import
growth at double-digit rafes led to a higher trade deficit for this period. Imports
widened as traders intensified their importing activity one month in advance,
awaiting the entry info force of the new fiscal package in January 2014.
Imports rose 15.8%, whereas exports rose 19.5%.

Fiscal policy was easing in 2013, giving 1.3 percentage points impulse to
economic growth. Fiscal stimulus was reflected in higher expenditures and
lower fiscal revenues. Thus, budget spending increased 4.7% in annual terms,
whereas fiscal revenues fell 0.5%. However, budget deficit was lower than
expected, reaching 4.8% of the gross domestic product, from 6.2% projected.

In 2014, the fiscal policy is expected to be cautious, reducing the budget deficit
and fiscal stimulus. In view of this policy, Government's payment of arrears will
improve the private sector balances and will create better conditions for the
recovery of demand.

The Bank of Albania has requested and supported measures to maintain
public debt sustainability. In spite of shortterm costs, maintaining public debt
at subdued and sustainable levels would lead to lower uncertainty, greater
room for the private sector and higher flexibility of public finances. In a longer
term period, we deem that an efficient and transparent fiscal rule should be
adopted.

In response to easing monetary policy and relaxed liquidity situation, financial
markets appeared calm in terms of trading and showed slight tendencies
of reduced interest rates. The interbank market was characterised by higher
volumes and low interest rates.

Following the seasonal increase at year start, the government security yields
tended to fall again in February but did not reach December’s levels. As
already expected, deposit and loan interest rates fell over the last months.

Monetary indicators performed in line with the real economy developments
and our analyses show weak monetary pressures on inflation. Money supply
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expanded at slow paces during 2013, supported mainly by the public sector
borrowing, which was concentrated in the first half of the year. lending
remained weak, reflecting economic agents” weak demand for financing and
banks’ conservative lending policies. The lower loan interest rafes in the fourth
quarter did not boost the credit demand. At yearend, the annual change in
the banks' loan portfolio seftled at -1.2%.

* k%

Our baseline projections for future economic developments show a gradually
recovered growth rate in 2014. Alongside the positive external demand,
private sector demand will improve this year. Government's payment of arrears
fo the private sector is believed to improve this sector’s liquidity and ease the
banks’ balance sheets. Also, the accumulation of financial savings and easing
monetary policy stimulus will materialise info better performance of private
investment and consumption. Despite the improvement, the Albanian economy
is expected to operate below potential over the period ahead. Below-potential
economic growth and weak inflation pressures from the external sector are
expected fo reflect in a low inflation rafe.

At the end of discussions, the Supervisory Council decided to lower the key
interest rate by 0.25 percentage points, to 2.75%. Given the available
information, the Bank of Albania deems that the expected economic and
financial outlook requires mainfaining an easing monetary policy over the
quarters ahead to help create the proper conditions for meeting inflation target
in the medium term.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

At the forum with the Albanian banking system on
"Recent regulatory amendments: causes and expectations”

28 February 2014

Dear bank executives,
Dear participants,

| would like to welcome you to this discussion forum between the Bank of
Albania and the banking system. The topic of discussion for this roundtable is
to inform you on the recent decisions of the Supervisory Council of the Bank of
Albania in more details. We are on the last day of the second month of 2014
and we are all witnessing an intensive period of discussion and suggestions
between the Albanian authorities on the one side, and international institutions
on the other. Recovery of economic activity, potfential structural reforms,
lending to the economy, and financial soundness have been at the core of the
discussions. Taking into account its role and significance in decision-making,
the Bank of Albania has been an important part of them, materialising its
confribution with a number of decisions relating fo both macroeconomic and
banking supervision.

Following, | would like to share with you in brief the reasons, expectations and
the way we will monitor this decision-making.

1 — Decision-making on monetary policy and money market operations

As we have constantly informed, the Albanian economy is facing cyclical
weakness. In response to the weak demand, the Albanian economy is growing
below its potential, inflation is low, public and private balance sheets show
difficulties, and the banking system has been facing upward non-performing
loans. These problems have been defected at an early stage by the Bank of
Albania and we have, therefore, taken relevant measures to tackle them.

The monetary policy of the Bank of Albania has been constantly on the easing
cycle. The key interest rate reached the record low 2.75% last Wednesday,
from 5.25% in 2011. In line with the best practices of central banking, we
have adopted a forward-looking communication strategy. | am convinced that
not only the financial market, but also the real economy has received our
message that the monetary policy is and will continue to be on the easing side
in the quarters ahead. Moreover, we have intensified our liquidity injection
operations, which have succeeded in meeting all the market liquidity needs,
by extending the horizon for injection and facilitating access to liquidity by
broadening the collateral base.
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Time has proven our monetary and operational policies successful. The Bank of
Albania has managed to contain and control the downward inflation pressures.
We are convinced that the steps we have taken will bring inflation back to our
3% target, in the medium term. We have managed to anchor the economic
agents’ expectations on inflation. This has enhanced the effectiveness of the
monetary policy and confributed to maintaining confidence in the national
currency and the Albanian financial system. The continuous liquidity injection
through transparent and time consistent operations has managed to relieve
pressures in financial markets. The key inferest rafe cut was followed by an
overall decline of interest rates in the financial market. Bank |ending costs,
government borrowing costs, and business and consumer borrowing costs
have dropped rapidly.

All these factors have laid a sound foundation for economic and financial
stability in Albania. Stability is a precondition for sustainable and long-
term growth, financial system deve|opmenf, fundioning market economy
that generates growth, employment and welfare for the country. | take this
opportunity to emphasise that this philosophy of prudence and stability will
guide our decision-making in the future, as well. The businesses, consumers
and financial system will find in the Bank of Albania an insfitution defermined
fo mainfain economic balances of the country, uphold the value of the national
currency, encourage financial markets and support sustainable and long-ferm
development for the country.

However, the monetary policy has not been transmitted in full to the real sector
of the economy. We are aware of the causes of this phenomenon, which is
not an isolated case in Albania, but a globalwide one.

Economic agents’ uncertainties, economic and financial problems in the euro
area, and problems with the balance sheets that characterise a part of the
economy are objective obstacles to the monetary stimulus fransmission to the
economy. Nevertheless, we are aware that within this reality, there is room for
a more positive approach fo consumption and investments, and more lending.
Uncertainties and reluctance are the main problems standing in the way of
the Albanian economy. The purpose of this forum is to identify, fogether,
ways to overcome this situation. In this context, | would like to quote President
Roosevelt: the only thing we have to fear is fear itself.

2 — Decision-making on banking supervision and financial stability

Recently, non-performing loans have been mentioned frequently. | will take this
opportunity o make the following necessary clarification:

First, I would like to underline that we have identified this problem at an early
stage and have been very scrupulous with the banking system to evidence
every penny of a loan that is not being repaid duly. This is why non-performing
loans increased rapidly in the first period, and have stayed at the current levels
for a long time. In contrast fo other counfries in our region, we have persisted
not fo conceal the non-performing loans, but evidence them accurately and
comply with our rules to make provisions for every loss penny.
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Second, we have adopted a rather conservative approach fo non-performing
loans classification. In our case, when we calculate the value of non-performing
loans, we do not take into account the value of collateral, as is the practice
in many countries. If we deducted this value from that of the non-performing
loans, the NPLs" value would be significantly down. | am confident we have
made the right choice as it has produced more security for the stability of both
the banking system and the deposits of Albanian citizens.

Third, in the recent negotiations with the International Monetary Fund and the
World Bank, under the conditionalities of the new arrangement that will be
approved today by the IMF Executive Board, we have agreed fo include the
write off of banks’ loss loans that are provisioned and have no hope of being
collected, having no financial effect on the banking system. Amendments are
formalised in a draft law that is expected to be passed by the Assembly in the
near future.

Fourth, the recovery of lending is considered one of the main instruments
confributing to improving the level of non-performing loans. | would like to
dwell a little longer on this aspect.

Despite some optimistic developments in terms of the increased number of
credit applications submitted for execution or resfructuring, the larger banks,
which have considerable potential to lend, are not using properly the
measures promoting the recovery of lending, as opposed to the smaller banks,
which appear more active. We believe the main reasons forestalling a more
significant effect of these measures are as follows:

First, actions taken to boost credit supply need to be complemented by other
actions fo boost credit demand. The latter remains unstable in the face of
sluggish economic growth and weak consumption and investments. As a
result, credit risk perception by banks remains considerable.

Second, in spite of a better reflection of the key inferest rate cut in the last quarter
of 2013, the credit price (including other related costs) is still considered
relatively high. For that reason, banks need to cut the credit price down,
having better control of their operational costs, especially foreign currency
funding costs.

Third, credit restructuring should be conceived as a broader process of deep
restructuring of the activity of borrowing businesses. Each non-performing loan
should be seen as a new opportunity. Our approach should extend to the
micro level, according to the motto: door to door and case by case. From
the bank's perspective, this would mean that credit restructuring is not merely
a rescheduling of credit instalments in agreement with the businesses, but an
in-depth analysis to assess the possibilities of its future existence in the market
and acknowledge on time the loss of a part or full credit value.

Fourth, infrastructure and legal practice concerning collateral execution remains
subject to adaptation to the new situation.
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Fifth, it may be necessary to allow longer time to see the effect of the
measures taken until now, and other measures that should further address the
abovelisted problems.

Despite the existing problems listed above, the Bank of Albania believes
that the circumstances are better for banks to be more active in this year
in fackling non-performing loans. Economic growth prospects are better,
mainly thanks to the improved foreign demand and eased monetary
conditions. Furthermore, Government's payment of arrears fo the private
sector will begin this year, accounting for a considerable amount. We
expect banks fo assist in this regard for a smooth and effective process,
and orient the cashed-in amount towards further lending to the economy.

From this process, we expect the business restructuring to ease and their
demand for borrowing to grow. Likewise, the fiscal policy will gradually orient
fowards a steady consolidation process, which will create more room for
lending to the private sector. The banking sector may serve as a cafalyser
to render the effect of such policies sustainable, and benefit maximally from
them in the form of expanded activity, improved asset quality and enhanced
income stability.

As you know, last November the financial system was subjected to the IMF and
WB appraisal. The banking industry was engaged in this process and | take the
opportunity fo thank you for this! Today, the IMF Executive Board is expected o
approve the evaluation report. Overall, the financial system and its supervision
infrastructure have managed to successfully weather the global financial crisis.

In the meantime, risks facing it are analysed and assessed, and a series
of actions that need to be taken are identified. For banks, the focus is on
strengthening their human and technical resources to assess operational risks
and undertake concrete actions to mitigate these risks. The need to improve
asset quality and maintain financial soundness indicators are also focal
issues. The Bank of Albania will support this process by cooperating with the
banking industry and improving the regulatory and supervisory framework.
For the supervisory authorities of the financial system, the recommendations
relafe to strengthening the preventive and management framework of risks
and, in this regard, improvement of the legal, operational and interinstitutional
cooperation infrastructure is recommended.

Concluding, | would like fo reiterate our message: the prospects for Albania’s
development remain positive.

The economic and financial stability, geographical position and natural
resources, and infegration with the European Union make us optimistic about
Albania’s future development. | invite you all to share in this vision and work
together to make it a reality.

| assure you that the Bank of Albania, as the supervisory authority, will undertake
all the necessary actions, under its scope of activity, to support the industry fo
successtully overcome these challenges and ensure that the sector remains well
capitalised and liquid.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE

BANK OF ALBANIA

At the Meeting with Agro-Business and
Banking Sector Representatives, Lushnja

13 March 2014

Dear guests,

It is a great pleasure for me to be here today fo discuss one of the most
important secfors of the Albanian economy - agriculture. Moreover, the fact
that this meeting takes place in one of the areas with extraordinary potential
for the development of this sector - | am referring here not only to Lushnja, but
the entire Fier district - is very significant.

| do not think | am surprising anyone, particularly those engaged daily with
entrepreneurship, when | state that the recent years’ global economic crisis
had an easily recognisable impact on the Albanian economy as well. The
pace of economic growth has slowed markedly, particularly in the past two
years. According fo the latest forecasts, the Albanian economy is expected to
pick up slightly in the next few years due to improved monetary and financial
conditions, and the fact that our trading neighbours are, similar to Albania,
showing the first signs of recovery after several years. However, we expect
growth fo remain weak for a while yet compared to the pre-crisis period.

Under these circumstances, the Bank of Albania has been promoting a public
debate around the new economic growth model, even before this global
financial crisis took hold.

The central bank’s stance has been clear and transparent to the public. We
have constantly stated that the main sources of economic growth in the two
decades of transition are reducing markedly, and the Albanian economy
needs fo be re-oriented towards new sectors in the very near future. The Bank
of Albania sees agriculture - and, in a broader sense, the entire agro-business
- as one of the main sectors standing at the front of this re-orientation.

My presence here today, and Bank of Albania’s presence, should serve as o
confirmation of our commitment fo discussing the new growth model and the
primary role that agriculture should play in it.

* x K

The Albanian economy had a very difficult year in 2013. Domestic demand,
and consequently economic growth, hit one of the lowest levels in history. The
inflation rate hit the lower bound of the Bank of Albania’s farget folerance
band, while budget deficit and public debt increased considerably.
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The economic performance was also accompanied by uncertainties surrounding
the external economy - Albania’s trading partners in particular -, but also the
domestic economy considering that 2013 was an election year. All the above
contributed to the deceleration and a more cautious behaviour of economic
agents. Some of domestic product indicators saw significant changes. Worth
mentioning is the construction sectfor, one of the top contributors to economic
growth during 2000-08, which has shrunk considerably in the past years.

Fortunately, the Albanian banking system remains solid and well-capitalised.
Despite the increasing non-performing loan portfolio, banks have sufficient
capital to address this phenomenon. | would like to elaborate more on this
latter point.

The performance of lending has become the focus of attention for policy-makers
and economic agents. The slower economic growth was followed by sharp
deceleration in lending. The reasons are quite understandable: on the one
hand, businesses have reduced their demand for loans due to uncertainties
relating to the sale of their own products; and on the other hand, banks have
been pursuing a more conservative approach fo lending, being uncerfain
about the success of different business plans.

Clobal theory and practice suggest that the investment and credit cycles
progress in line with the performance of aggregate demand. In other words,
we will see a stable recovery of lending only when economic growth recovers
at a steady pace.

However, as we have already stated, we believe that there is room within the
Albanian reality for a better performance of lending. Channelling savings into
profitable investments and supporting businesses with lending are the reasons
for the existence of the banking system. We have been constantly emphasizing
this message, and we have taken concrete steps, which have lowered the
banking system’s financing cost and provided incentives for lending through
an adequate regulatory environment.

The Bank of Albania expects the situation to improve in the next few months,
following the macro prudential measures we have faken to facilitate lending,
and banks’ cleaning up of balance sheets and credit restructuring. | did not
infend to make a random overview of the situation, but to show the Albanian
economic reality at this moment and present the future challenges. It is easily
understandable that the weak economic growth calls for innovative solutions
from other new secfors.

There is room for banks to lend fo profitable projects as they continue to
collect deposits and maintain sound levels of financial ratfios. It is now the
responsibility of all policy-makers to help entrepreneurship, in order to get a
clear view of the right investments for the future. VWe have stated in our reports
that the new sources of growth should originate from competitive sectors in the
domestic and, even further, in the external market, so that the trade balance
keeps on showing the improvements of 2013.
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Export growth is important in the long run fo offset the moments of
weakness in domestic demand, by diversifying the sources of income.
Although the economy benefits from the increase in the exports of mineral
products, the lafter are often exported without any sort of processing
in the domestic market and, consequently, make litfle contribution to
improving productivity and competitiveness of the Albanian economy.

Bank of Albania’s research and analyses show that traded goods’ sector has
shown increasing productivity compared to the nontraded one.

During the 2000s, the Albanian economy was most focused on non-raded
sectors like construction, and hotels and tourism, with a low share in the growth
of productivity. Improving them and successfully facing competition in the
international markets should lie at the core of Albania’s new economic growth
model. Bank of Albania’s analyses suggest that these structural changes will
contribute to recovering the economy at a faster pace in the years ahead and
restoring the previous growth rates.

The agriculture sector meets the above criteria to lie at the core of this
new model better than any other economic sector. On the other hand, we
must recognise that despite Albania’s vast natural resources, we have not
managed to fully ufilise these potential resources for the agriculture secfor to
face competition in the infernational markets. The Bank of Albania sees great
potential in agriculture, which, for a number of reasons, could not materialise
in the past years but can become more beneficial in the future. Unlike other
sectors, whose future benefits may be limited, agriculture may represent an
important source for a second period of dynamic economic growth.

The Albanian economy should be re-oriented towards those sectors whose
capacity fo compefe in the international markets is the best signal for the
development potential. The Albanian economy being a net importer of food
products hinfs af a low level of competitiveness and represents one of the
major future challenges. Lushnja is one of the main regions of the Albanian
agriculture the recovery of our economy should start from - and holding this
meeting here today is not mere coincidence.

Bank of Albania’s analyses have been paying increasing attenfion to
developments and related perspectives in this sector. As we speak, 47% of the
Albanian population and around 49% of the labour force lives in rural areas
and engages in agriculture-related activities. According to the latest data for
2012, around 24% of the land area is used fo cultivate different agriculture
cultures. However, despite the vast resources concentrated in agriculture and
the important role it plays as the main source of income for a considerable
part of the population, only 20% of gross added value comes from this sector.

The low share in economy in proportion to the considerable number of the
population involved in agriculture indicates the low productivity in this secfor.
The lafest data show that the exports of ‘Food, beverages and tobacco’
account for 6.2% of total exports. Livestock and agricultural products share
0.78% and 2.3% in total exports, respectively, whereas agro-industry shares
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3%.

Fier district represents a considerable part of production factors in agriculture.

The latest data show that Fier shares 18% in total agricultural land, thus being
classified as the district with the highest share in the country.

In 2012, more than 56 thousand farms were registered in Fier, the highest
number on a country-level. This number accounts for 16% of tofal farms in the
country, providing the highest share of income from the sale of agricultural
products, and about 20% of Albania’s total income. Related to livestock, Fier,
and mainly Lushnja district, have a considerable share in livestock products.
As a district, Fier produces 20% of tofal livestock production [milk), whereas
Lushnja produces 9%.

The above setting witnesses private efforts and entrepreneurship fo develop
this secfor. In order for this process to go ahead at o more accelerated
pace, policy-makers should identify the advantages and problems this sector
encounters, in order to address them quickly.

In 2012, the Oxford University published a book focused on economic
growth in South-Eastern European region. This book elaborates on a number
of structural problems and challenges facing the Albanian economy, in its
efforts to develop further. Agriculture has significant share in this analysis.

Some of these problems are acknowledged and frequently mentioned, such
as the imporfant infrastructure-related issues that include the road, watering,
draining, storage and processing systems. Problems with land ownership and
the transformation of its function for other activities continue fo remain a major
obstacle for the country’s normal development, and raise ongoing concerms
relating to the price and use of this important factor of production, and further
on, to the normal functioning of product markets and other land-related factors.

Agriculture is affected by other structural problems that need a longterm
solution. Average-size farms continue fo be relatively small, thus restricting the
development and growth of average productivity, or differently known as “the
economies of scale”. There are many reasons behind this. We can mention
the inheritance of the communist system and the separation of land after its
collapse. As it was stated above, the lack of a normal land market also due
to ownership problems, naturally plays an important role in establishing larger
farms and, consequently, more competitive ones. These problems also affect
the agricultural sector-bank relationship and the lending activity at home.

The recent data show that lending to the agricultural sector accounts for 1.25%
of total lending to businesses, on average. It is a considerably low figure,
which should raise our concern, considering that this sector confributes by
one/fifth to the gross domestic product.

| believe that there are two reasons driving the banking system to be
reluctant fo finance different projects in this sector. First, risk classification and
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categorisation for credit fo agricultural sector is a commitment different from
the other activities. The lack of formalisation, even for matters such as regular
maintenance of information and stafistics about ownership, and financial
statistics, damage the farmers’ credibility from the early steps of lending. |
find that there is room for prudential intervention by public institutions, not fo
condemn farmers, but to better prepare them and assist them in formalising
their business.

In light of this, the Bank of Albania has in the past years initiated a campaign to
improve the financial education of the Albanian people. The recent results of our
questionnaires indicate that the Albanian urban population shows increasing
and a more complete knowledge related fo various financial problems they
encounter. But the results on rural areas reveal that the education level remains
considerably lower.

Second, the Albanian agricultural sector suffers from the lack of information and
evaluation. As | nofed above, one of the reasons why banks hesitate to increase
their lending is the lack of complete information on farms and their products.
Further, the quality certification standards for Albanian products remain low.
One of the main reasons restricting higher exports and, consequently, higher
production, is the lack of certification in accordance with the highest standards
for all the Albanian agricultural products. This type of certification does not
only prove the elementary food security required by the European markets, but
also establishes a starting point for competition in the market.

The presence of these standards at a reliable level would lead to the
improvement of all market mechanisms, by helping bank lending in proportion
fo the quo|ity of products. In the framework of concems facing the agricultural
sector, the Bank of Albania has increased its interest in microcredit institutions.

In many developing countries, these insfitutions have led to an increase in
lending, particularly to the agricultural sector and the rural population in
general, thus trying to work out the formalisation and evaluation problems |
stated above. | find that the successful experience of microcredit insfitutions in
other countries could be imported to Albania. Consequently, all policy-makers
should get closer to these institutions and help them grow, as the microcredit
institutions are the ones that have great potential to become important lenders
to the private agricultural enterprises, better than any other intervention by
financial and public institutions.

let me conclude by saying once more that the agricultural sector should be
an important source for Albania’s further development. But the solution to the
problems facing this secfor calls not only for greater attention, but above all,
for a modern way of thinking and a more concrete cooperation between all
related stakeholders. |, therefore, hope that today’s meeting will contribute
fo drawing the affention fowards this important secfor and push forward the
required structural reforms, which would also encourage the cooperation
between agriculture and the banking and financial sector.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

On the Monetary Policy Decision of the
Bank of Albania’s Supervisory Counci

27 March 2014

Today, on 27 March 2013, the Supervisory Council of the Bank of Albania
reviewed and approved the monthly Monetary Policy Report. Given Albania’s
latest monetary and economic developments and discussions on their outlook,
the Supervisory Council of the Bank of Albania decided to keep the key
interest rate unchanged, af 2.75%.

The Council deems that inflationary pressures on the economy remain subdued.
Under these circumstances, the monetary policy will continue to be stimulating
in the period ahead fo provide the necessary conditions for compliance with
our inflation target in the medium run.

let me now proceed with an overview of economic developments and key
issues discussed af foday's meeting.

* k%

Annual inflation stood at 1.9% in February, slightly up from a month earlier. The
increase resulted from higher prices of agricultural products, fariffs of potable
water in some regions of the country, and vehicle insurance premiums. Prices
of other items of the consumer basket are stable and their inflation is low.

New information obtained during the last month is limited. It does not alter
our assessment that the overall economic and financial seffing is characterised
by weak inflationary pressures. Our projections have remained overall
unchanged, but shortterm downside risks are assessed as high.

Reflecting the weakness in aggregate demand, the output gap remains negative
and the Albanian economy s sfill characterised by incomplete utilisation of
production capacities. The lower economic growth and poor performance
of the employment index have led to weaker pressures on increasing wages
and production costs. Also, the sluggish aggregate demand keeps profit
margins low. Weak pressures from production costs and downward inflation
expectations were the main drivers lowering core and headline inflation
rates. In parallel, imported inflation was contained due to low inflation rates
internationally and the exchange rate stability. This situation is expected to
continue in the quarters ahead.

The macroeconomic analysis, updated with information for the first two
months of the year, suggests low economic growth during this period. Private
investments and consumption remained weak because of the low confidence
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of economic agents, slowdown of disposable income, fight lending terms,
and presence of spare production capacities.

Trade deficit expanded 3.6% in January, primarily as a result of declining
exports, in confrast to a month earlier, when it expanded due to unusual
import growth. 'Minerals, fuels and electric energy' were the main drivers of
confraction in exports of goods. On the other hand, exports of goods in the
category of 'Textiles and footwear increased.

In response to enhanced competitiveness and shifting of financial and human
resources fowards exporting sectors, export growth should be one of the main
pillars of Albania’s economic development in the period ahead. In the near
future, the exporting secfor of the economy is expected to be sustained by
improved demand in Albania's trading partners.

Fiscal indicators were characterised by higher revenues and lower expenditures
during the first two months of the year. As of February, budget revenues
increased 4.9%, year on year, whereas expenditure and budget deficit fell
9% and 82%, respectively. Expenditures decreased mainly due to downward
capital spending, while revenues upped thanks to increase in tax revenues.

These developments have determined a consolidating frend of the fiscal
policy and have kept its impact on aggregate demand and economic growth
subdued. Excluding the effect of payment of arrears, the consolidating trend
of the fiscal policy is expected to be maintained over the medium-term period.
As always, the Bank of Albania endorses and encourages measures for fiscal
consolidation, considering them as necessary for reducing risk premia in
the economy and maintaining the country’s medium and longterm stability.
Moreover, the Government will pay a part of its arrears to businesses within
this budget year. This development is expected to improve the private sector’s
balance sheets and demand.

In response to the easing monetary policy and the liquidity situation, financial
markefs have been calm, in terms of trading, showing a tendency to cut inferest
rates. The lafest key interest rate cut in February was transmitted to shorterm
interest rafes in the money market. The vyields of government securities and
inferest rates on lek deposits have also fallen, whereas the interest rafe on lek
loans continues to move in line with a medium-term downward trend. Overall,
while downward, the credit cost takes info account high risk levels arising from
loan default.

Monetary indicators have reflected developments in the real economy and
exerted weak inflationary pressures. Broad money expanded 2.8% in January,
from 2.3% a month earlier, in annual terms, driven mainly by the expansion of
the foreign exchange component.

Credit to the private sector maintained the annual contraction rates in January,
standing at -1.4%. The banking system continues to be well capitalised, with
sound financial parameters. But, the banking system’s lending continues to
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reflect the private sector’s weak demand for funds, resulting from the downward
credit demand and added prudence by banks when lending.

* k%

New available dafa support our assessment for gradual growth of the economy
in the quarters ahead. The transmission of the monetary stimulus, Government's
payment of arrears to businesses, and improvement of confidence are expected
to boost consumption and investments in Albania.

Also, the steady recovery of the global economy is expected to boost foreign
demand and its contribution to aggregate demand. The Albanian economy,
however, is expected to operate below its potential in the period ahead.
Below-potential economic growth and weak inflationary pressures from the
foreign sector are expected to be reflected in low inflation rates, in the short-
term period.

At the end of discussions, the Supervisory Council decided to keep the key
interest rafe unchanged, at 2.75%. This policy will help provide the requisites
for complying with the inflation target and is consistent with our projections for
inflation rafes refumning to within the target band in the medium ferm.

In this context, | avail myself of this opportunity to underline that the Bank
of Albania expects a better response by the banking system with regard to
lending. This response should take info account, among others, the positive
prospective of economic development in Albania and the stimulating policies

applied by the Bank of Albania.

Based on the available information, the Bank of Albania deems that expected
economic and financial development requires maintaining the easing monetary
policy stance in the quarters ahead.

28 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

At the meeting with the banking sector, intfroducing the bilateral SVWAP
agreement on national currency exchange between the Bank of Albania
and the People’s Bank of China
2 April 2014

Dear bank executives and representatives,
Dear guests,

| would like to welcome you to this round table between the Bank of Albania
and the banking system in Albania. Today's discussion will focus on the
bilateral agreement signed by the Bank of Albania and the People’s Bank of
China (PBoC), and the opportunities the agreement offers.

On 12 September 2013, in Yerevan, Armenia, together with the Governor
of the People’s Bank of China, Mr. Zhou Xiaochuan, we signed a SWAP
agreement on the bilateral national currency exchange between the Republic

of Albania and the People’s Republic of China.

For the Bank of Albania, this important financial instrument will have a positive
impact on widening and deepening trade exchanges between the two
countries. Most importantly, this agreement will have a positive impact on
another aspect: expansion and deepening of the financial market in Albania.
The economy, its agents, including financial institutions, are provided with an
additional opportunity fo contribute together to the quick recovery of economic
activity, lending more to the economy, and the country’s financial soundness.

The agreement is reached in the light of the considerably increasing share of
the People’s Republic of China in both the global economy and international
financial system. The financial cooperation between the two central banks
reconfirms the excellent relations between the two institutions, which peaked
with the landmark visit of PBoC’s Governor Zhou Xiaochuan to the Bank of

Albania in 2011.

This cooperation materialises the increasing share of trade exchanges between
Albania and China. Moreover, it precedes the potential increase in financial
and capital transactions between the two countries.

Despite quantitative differences between the economy of Albania and the
economy of China, we expect the trade exchanges with China fo increase in
the period ahead. Potentially, financial fies will also be strengthened. China is
Albania’s third trading partner, by origin of imports (behind ltaly and Greece),
and is an important station of our exports. In the last year, 5% of Albanian
exports targeted the Chinese market and 6.7% of our imports originated from

China.
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Strong trade relations provide the foundations for strong financial relations.
History has proven that trade has always been a forerunner of financial
exchanges. As trade relations increase, corporations, enterprises and
businesses will have to rely on a safe financial services network. On the other
hand, a sound financial relation helps businesses in both countries fo identify
and boost their investments.

Aware of the existence of these opportunities, we believe that an economy
may be developed and well integrated, only if its markefs are open, efficient,
fransparent and supervised. Our ambition to establish a solid financial
infrasfructure fo support longterm and sustainable development for the country,
with the ultimate goal to boost employment and enhance welfare, means
necessarily becoming part of global markets, wherein the People’s Republic of
China is a key actor. For this purpose, we negotiated and signed a bilateral
SWAP agreement on the bilateral exchange of respective national currencies.

In other words, the SWAP instrument implies an opportunity to exchange our
national currency with the Chinese national currency, renminbi, to the amount
equivalent of EUR 250 million, which may be set higher in the future. | would
like to inform you that the Albanian banking system may access renminbi funds
with the only goal to further boost trade and financial relations between the
fwo countries.

This agreement is an important element of financial infrastructure that the Bank
of Albania is establishing to atiract more Chinese foreign direct investments
info Albania. Market participants from both countries, especially Chinese
investors, should feel secure about adequately meeting their needs for liquidity.

Dear bank representatives, your confribution is therefore indispensable. | would
kindly advise for immediate measures to be taken to build a solid platform that
would provide for higher volumes of frade and financial exchanges between
you and your Chinese counterparties, and consequently between Albania
and China. On our side, we will take all the necessary measures to facilitate
the flow of funds in both directions. Furthermore, the Bank of Albania will
fransmit no additional cosfs to the banking system, which may arise from
intermediation.

Dear bank executives and representatives,

In addition to the cautious pursuit of primary ob]ecﬂves, the Bank of Albania
proactively provides a new stimulus to reinvigorate the country’s economic,
trade and financial activities. Thus the Bank of Albania joins an increasing
group of central banks in this regard, becoming one of the few European
central banks that have entered into such an agreement.

| would like to draw your atfention on some of the elements of the agreement.

First, by easing the lending terms, the agreement stimulates the deepening
of trade relations between the two countries. It enables the local banking
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systfem to access the renminbi. This is translated info a possibility to lend in
this currency for Albanian importers or exporters that frade with their Chinese
partners, providing, therefore, an impetus fo exports.

Second, the agreement promotes Chinese foreign investments in Albania. The
SWAP mechanism establishes the necessary basis and stimuli for Chinese
investors o expand their activity, which would eventually bring about direct
positive effects on the Albanian economy.

Third, the foreign currency SWAP agreement can substantially improve risk
assessment of a country, because, through this mechanism, a central bank can
easily access external foreign currency funds even in case of market shock.

Most essentially, the existence of a SWAP agreement implies a strong
commitment on behalf of the central bank to ensure the system’s financial
stability, because it can be supported by other central banks in the event of
shocks. Even this information in itself can send calming signals fo financial
markefs.

Along the same lines, it is clearly understood that the efforts made by all of us
for a successful implementation of this agreement bring about benefits to all the
parties: the overall economy, the banking system, and the Bank of Albania.

Dear bank executives and representatives,

The Bank of Albania regards the successful implementation of this
agreement as a process that requires our constant commitment, which
would vyield tangible benefits to all of us. Deepening and expanding
the financial market through this agreement will facilitate, also, the
government's access fo a new debt and funding market, providing for
a new base of buyers by diversifying the government's funding sources.

| would like to invite you, following the presentation, to share your views and
opinions in an open and fruitful discussion about the appropriate ways to

implement the agreement.
P 9

Thank you!
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

At the launching ceremony of the Needs Analysis
for the Bank of Albania project
17 April 2014

Dear Mr. Mersch,

Dear Mr. Hamza,

Dear Mr. Bajrami,

Your Excellencies Ambassadors,
Dear guests,

The purpose of the programme we are launching today is to support the Bank
of Albania in the process of approximation with the EU central banking rules,
procedures and standards. This is another step forward in the increasingly
closer cooperation between the Bank of Albania, the European Central Bank
(ECBJ, and the Eurosystem. | am delighted we have here today the Governor
of the Central Bank of Kosovo and Vice Govemnor of the National Bank of
Macedonia, as co-beneficiaries under this project.

The Project addresses 13 different fields of central banking, as identified by
Bank of Albania and ECB experts, wherein the Bank of Albania needs to
make progress fo reach comparable benchmarks to an EU central bank. These
fields relate to all the main functions of the Bank of Albania, such as monetary
and financial stability, operations, financial infrastructure, transparency,
accountability and human capital.

For the first time, information technology is also incorporated in the project
scope, hence reflecting the impact of technology's evolution on central bank
operational systems over the past decades.

The cooperation programme will be implemented with the support of experts
from 11 central banks in the EU, with the ECB being the overall coordinator.
Only two years ago, the Bank of Albania successfully concluded a twinning
project with two of them: Banca d'ltalia and Banque de France.

During the six months of the project implementation period, central banks of
the Eurosystem will provide expertise through fraining, conferences, seminars,
study visits and support to strengthen administrative capacities, and regular
technical missions. This form of cooperation will aim af fostering the existing
relations and building a broader network of cooperation between the Bank of
Albania, central banks of the region and the Eurosystem.

The Project is funded by the European Commission, in the framework of
support policies for the central banks of the Western Balkans, to promote
macroeconomic and financial stability in the region. This form of technical
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assistance has been partficularly successful in the past, creating strong
institutional ties between the central banks of the Eurosystem and those of our
region. The twinning is based on a detailed plan of action for achieving a
series of concrefe and measurable objectives.

This means that upon conclusion of the project, having benefited from the
technical assistance, the Bank of Albania will be able to discharge its institutional
duties and responsibilities in the relevant fields more effectively and more
efficiently. | believe the main factor of success for such technical cooperation
programmes is closely related to having clear goals and objectives, set jointly
with our European pariners.

Twinning agreements are an important instrument for ensuring Albania’s
compliance with EU legislation. This agreement is reached at a convenient
fime, taking info account that only two months from now, a decision will be
made by the Council of the European Union on the candidate status with
regard to Albania’s EU membership.

The ultimate objective of this cooperation will go beyond the assistance. It
will confribute to achieving high levels of professionalism, independence
and fransparency. It will also contfribute to promoting the monefary and
financial stability in Albania. Moreover, the assistance will be an impetus
fo the counfry’s European infegration, with special focus on compliance
with criteria for legal and economic convergence with the European
Union. This underlines, once again, the role of European integration
as a driver fo economic and social modernisation in our countries.
Today's agreement comes at a moment when the commitment of the European
Cenfral Bank to our region is focused not only on the field of technical
cooperation, but also on the political one.

In addition to the close monitoring of the economy of Albania and other
countfries in our region, the European Central Bank plays an active role in the
Vienna Initiative 2.0, which aims at identifying and mitigating systemic risks in
the countries where European banks operate. This inifiative is experimenting a
new coordinating mechanism between the European Union and our region,
bringing together representatives from parent banks, subsidiaries, home and
host supervisory authorities, infernational financial instfitutions and the European
Commission.

Moreover, the European Central Bank is assuming a new supervisory role for
130 systemic banks in the euro area, some of which operate in Albania or
other countries of the region through their branches or subsidiaries. This role,
which is expected to become functional in the field as of November this year,
will be exercised in cooperation with the national supervisory authorities and
will have implications for Albania and other countries of the region, given the
presence of euro area-based banks in our banking secfors.

With the establishment of the Single Supervisory Mechanism, the European
Central Bank will become the home supervisor for a number of banks operating
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in Albania. In addition to improving the quality of banking supervision, this
mechanism has the potential to facilitate cooperation between home and host
countries, hence fostering cooperation between the European Central Bank
and central banks in the region on financial stability.

Dear participants, the common challenges that lie ahead of us are numerous
and should be solved within a short period of time.

On behalf of the Bank of Albania, | would like to assure you that we will
continue to be in close contact with the European Central Bank and Eurosystem
cenfral banks, furthering our existing open and sincere communication.

Approximation with best EU central bank standards and practices is a crucial
process for a central bank not only for the effective discharge of the duties, but
also for the efficient and stable functioning of the financial system, and benefit
of the economy, overall. I am confident that the imp|emenfoﬁon of this project
will be characterised by the cooperative spirit between the Bank of Albania
and central banks in the region, on the one hand, and the European Central
Bank and Eurosystem, on the other.

| would like to conclude with a heartfelt appreciation and gratitude for all the
stakeholders having an active role in the launching of this project:

® The European Central Bank for coordinating all the activities;

*  Member central banks for providing a large number of experts to assist
us with the project implementation;

® Delegation of the European Union in Tirana for funding it.

We highly appreciate the Commission’s assistance with regard to adopting the
implementation of the European Union legislation and are seriously committed
fo continuing with the successful cooperation, established with the Delegation
in the last twinning project.

In this context, | would like to reiterate my message that the road to European
Union integration passes through regional integration. The financial system
and central banks spearhead this process. We expect public and private
economic agents to determinedly follow this step we are taking. In my view,
regional cooperation can and should serve as a forerunner to European
infegration.

Lastly, my special thanks and highest appreciation for Mr. Mersch for the fruitful
cooperation between our institutions during his mandate as the Governor of
the Central Bank of Luxembourg, and now as an Executive Board member of
the European Central Bank and, above all, as a friend of ours.

Thank you for your attention!
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

At the Parliamentary Committee on Economy and Finance,
presenting Bank of Albania’s Annual Report 2013
23 April 2014

Honourable Chairman,
Honourable Committee members,

| avail myse|f of the moment to thank you, on behalf of the Bank of Albania,
for this annual opportunity fo present the economic and financial developments
over the past year, as well as to report on central bank’s progress and results
conform fo ifs mission and objectives.

As se have mentioned on several occasions, 2013 was a very difficult year for
the Albanian economy. It posed serious challenges to both economic agents
and policy makers. As one of the key institutions that design macroeconomic
policies, as well as the supervisor and regulator of the banking system, the
Bank of Albania has been fully committed to addressing these challenges.
Overall, I am confident we have been successful in fulfilling our objectives,
although the problems facing us may not be considered as overcome, and
require even greater affention in the future.

First, | will briefly present the main developments during 2013. Then, | will
make a summary of the work of the Bank of Albania. Lastly, | will share some
issues | believe should be addressed with priority in the future.

* Kk *

1. Albanian economy during 2013

Economic activity in Albania slowed down significantly in 2013. According
to preliminary data from INSTAT, the Albanian economy grew 0.44% in
2013, from 1.2% in 2012. The economic activity dynamics reflected the
confraction in the services sector, especially fourism, whereas the production
sector contributed positively, driven by investments in infrastructure, further
growth of exports and rise in agricultural produce.

Aggregate demand was weak, reflecting the weak private sector demand
for consumption and investments. This component continued to be negatively
affected by the low economic agents’ confidence, slower income and relatively
fight financing conditions. The general elections held last year elevated the
uncertainties in economic agents and financial markets, hence decelerating
their consumption and investments in the postelection period. Foreign demand
and public expenditure confributed positively to economic growth, but they
did not manage to fully offset the sluggish private demand.
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The external sector was characterised by relative stability of the current account
deficit and increase in the country’s foreign exchange reserve. Exports of
goods surged 13.5%, reflecting the improved economic situation in Albania’s
neighbouring countries and the structural improvements in certain sectors of the
economy. Furthermore, imports of goods were 1.8% lower from a year earlier,
as a result of the weak domestic demand. These developments materialised
in the correction of the trade deficit by 13.5% in annual terms. Moreover, the
balance of services deteriorated significantly, due to the fall of net exports in
fourism. Main foreign currency inflows during 2013 were in the form of net
foreign investments. These foreign inflows were sufficient to cover the current
account deficit and provided the premises for a sfable exchange rate. During
2013, the gross foreign exchange reserve hiked by about EUR 42.5 million,
seffling ot EUR 2,015 million, sufficient to cover 4.6 months of imports and
170% of the shortterm foreign debt. In spite of improvements, the balance
of the external sector remains fragile. | would like to reiterate our appeal for
taking the measures to boost the competitiveness of Albanian products and
creafe a favourable climate to affract foreign investments.

During 2013, the Government pursued an expansionary fiscal policy,
providing a positive impulse to economic activity. In annual ferms, budget
expenditure increased 4.7%, whereas revenues fell 0.5%, from a year earlier.
Government's fiscal behaviour increased the budget deficit to ALl 65.4
billion, standing 42.7% higher than a year earlier. Last year's fiscal expansion
increased the public debt and public finance’s fragility, adding thus concerns
over fiscal sustainability in the medium and long run. Considering the public
debt as one of the biggest structural weaknesses of the Albanian economy, we
have called for measures to be taken for ensuring the longferm soundness of
public finances, and eventually welcomed such measures. In this confext, we
think that there is still much to be done, especially with regard to adopting o
transparent and efficient fiscal rule.

Financial markets were characterised by good liquidity conditions and low
inflation risk premia. This enabled a fast transmission of monetary policy signals
fo the interbank and deposit markets. Also, the increase in deficit and public
debt was absorbed by the liquidity generated in the domestic financial market.
Against the backdrop of a high demand for investment in government securities,
their vyields dropped significantly for all maturities. All these developments
creafed premises for credit interest rates o decline in 2013,

Monetary indicators were largely in line with the realeconomy developments.
The annual money supply growth slowed down during the year. This slowdown
reflected the weak demand for borrowing by the private sector, especially
businesses. Llending fo the private sector sfarted fo contract in the second half
of the year. At the end of the year, the loan portfolio stood 1.4% lower than
a vyear earlier. Similar to developments in the other countries in the region,
this performance was influenced by economic agents’ reluctance to spend
and invest, and banks' more conservative lending policies. The following
elaborates on lending issues and measures taken by the Bank of Albania to
boost lending.
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Summing up the performance of the economy for 2013, aggregate demand
remained weak and economic growth was low and below potential. This
economic slowdown had serious implications for the economy’s soundness
and balances. It affected public finances, which saw increase in budget
deficit and public debt. Albanian businesses faced financial constraints and
banks’ balance sheets suffered from worsened non-performing loan portfolios.
It also led to a higher unemployment rate and slower rise in wages and prices.

let me now inform you further on the monetary policy implemented by the Bank

of Albania.
2. Bank of Albania’s monetary policy

The primary objective of the Bank of Albania is to achieve and maintain
price stability. In quantitative terms, the Bank of Albania aims fo keep the CPI
inflation at around 3.00%. The inflation farget is sef to be achieved in the
medium-term period, while the actual inflation may be subject to shortterm
deviations from the targef, due fo unexpected shocks or shocks independent
from the monetary policy. Monetary policy decisions are forward looking and
in line with market principles.

In 2013, the weak inflationary pressures were reflected in lower annudl
inflation, which averaged 1.9%, ranging close fo the lower bound of Bank of
Albania’s tolerance band. It pursued a downward trend during the year, being
more pronounced in the second half of the year. Unprocessed foods inflation
accounted for around Q0% of the headline inflation, hence determining the
direction and fluctuation of the CPl inflation.

From the viewpoint of macroeconomic factors, consumer prices have reflected,
first of all, the weak demand for goods and services, a factor that has
generated low inflation over the last two years. Increase in demand, which was
significantly below Albania’s production capacity, generated weak pressures
for rise in the labour and production costs, and in the profit margin. Supply-
side factors also influenced inflation on the downside. Imported inflationary
pressures fell due to lower inflation in Albania’s trading partner countries,
weak increase or fall in primary commodity prices, and stable exchange rate.
On the other hand, economic agents’ expectations for inflation have been well
anchored, limiting inflation’s sharp deviation from the Bank of Albania’s farget.

Against the backdrop of weak inflationary pressures, the Bank of Albanio
pursued a stimulating monetary policy in 2013. It cut the key interest rate
four times during the year, lowering it from 4.00% to record low 3.00%. In
parallel, the Bank of Albania continued to supply the financial market with
the necessary liquidity. So, in addition to the standard instrument — the 7-day
reverse repurchase agreement — longerferm instruments have been used to
better adapt to the needs of the banking system for liquidity. The easing
monetary policy was further reinforced by unconventional measures. The
aggressive key interest rate cut was accompanied by the announcement of the
future monetary policy direction. This type of communication is considered by
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central banks as a monetary policy instrument, in the context of interest rates
ranging close to minimum values. It aimed and was successful in orienting
financial market expectations, and helped reduce the interest rates even further
in the financial market. Monetary policy signals were transmitted quickly and
interest rates dropped across all market segments.

Overall, the monefary policy implemented by the Bank of Albania proved
successful in containing the downward trend of inflation and in anchoring
inflation expectations, hence confributing fo maintaining monetary stability.
The latter is a prerequisite for the country’s economic and financial stability,
and the Bank of Albania has accomplished its mission in this regard.

However, our monetary stimulus was not transmitted in full to the real economy.
As we have mentioned before, the monetary policy transmission mechanism
faces problems, as a result of uncerfainties of both the private sector and
the banking system, for the future. In this framework, in March, the Bank of
Albania adopted a package of measures to stimulate lending. In broad terms,
these measures sought to: i) boost lending by reducing regulatory requirements
for capital and liquidity; (ii] encourage intermediation in foreign currency
by discouraging foreign currency activity abroad; and, [iii] promote credit
restructuring to support businesses in temporary difficulties. Similar to other
countries, where such measures have been taken, their success was partial.
This fact shows that creditrelated problems are very complex and, oftentimes,
structural. Dwelling longer on creditrelated problems, | would like to underline
that its poor performance is a phenomenon that is present in all the European
economies, including those of the region. This phenomenon reflects mostly
the added prudence of large European banking groups against credit risk
and poor economic performance. In this regard, the asset quality evaluation
process by the European Central Bank, in June, will serve to give insight info
the financial soundness of banking groups and may become a premise for a
more positive attitude towards lending. In the domestic context, lending would
benefit from the reduction of risk present in the Albanian economy. Therefore,
all policymakers should work harder to improve the business climate, develop
a new economic growth model, based on producing and exporting activities,
and solve legal issues sfill present in the area of collateral execution.

Once the monetary policy easing reinforces, the external setting improves,
and optimism in the economy increases, we expect a fuller fransmission of
the monetary stimuli o the real economy during the current year. However, as
proven by world practice, boosting lending cannot and should not be an issue
of concern and scope of work only of the central bank.

I would like now to elaborate on issues pertaining to banking supervision and
financial stability.

3. Banking supervision and financial stability

The law on the Bank of Albania sefs out a series of rights and obligations,
which serve to safeguard the country’s financial stability. The Bank of Albania is
responsible for licencing, regulating and supervising the activity of the banking
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sector, which dominates the financial system in Albania. By implementing
macro-prudential policies, regulating and supervising the banking  sector
prudentially, playing the role of the “lender of last resort”, and regulating
and overseeing the payments infrastructure, it aims at sustaining an effective
and sfable banking system, by providing direct confribution to safeguarding
the country’s financial stability. The legal framework also establishes the
responsibility of the Bank of Albania to communicate its assessment on the
financial system's stability.

Despite challenges produced by economic realities both at home and abroad,
the Albanian banking system is solid, liquid, and well capitalised. At the end
of 2013, its financial profit was positive and stood higher than in 2012.
The capital adequacy ratio and liquidity indicators were significantly above
the minimum regulafory requirements of supervision. Banking secfor assets
increased, albeit at lower rates from a year earlier, as a result of slower
increase in deposits and decrease in lending.

Overall, the banking system is considered as stable. It is litle exposed to
direct market risks, but credit risk has been upward and af the focus of Bank of
Albania’s attention during the past two years. In order o reduce the negative
effects of this risk to the financial system and the real economy, the Bank of
Albania has intensified banking supervision. Moreover, in March, we adopted
some regulatory amendments fo address the rising non-performing loans. In
constant communication with the banking sector, the Ministry of Finance and
the legislative authority, the Bank of Albania initiated amendments to the Code
of Civil Procedure and the Civil Code. These amendments aim fo alleviate the
banks’ balance sheefs by improving the collateral execution process. They
have started to yield positive results with regard to decelerating the rise in non-
performing loans and reducing credit cosfs. As at end-2013, non-performing
loans accounted for 23.5% of the loan portfolio, rising at much lower rates
compared to the recent years.

During the past year, the Albanian financial system and its supervisory
framework were subject to an appraisal by the International Monetary Fund and
the World Bank (FSAP programme). This process consisted in the performance
appraisal for all the segments of the financial system, the supervision method,
and approximation with international standards. It evidenced, among others,
the capacity of public authorities to identify and manage diverse risks and the
inter-institutional cooperation to maintain the stability of the country. From this
perspective, interconnection of financial system segments that are supervised
by different institutions was underlined as very important. Similarly, it was
pointed out that the responsibility to safeguard financial stability depends on
policy coordination by all relevant authorities.

The process concluded that the financial system is able to withstand the
international financial crisis and that the actions taken by the authorities
to identify and manage risks have been on the right direction and extent.
Moreover, it found that the supervisory process at the Bank of Albania is highly
compliant with Basel's core principles for effective banking supervision.
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Year 2013 was a challenging year for the supervisory process of the banking
system. In addition to direct involvement in evaluation processes of the
financial stability, the Bank of Albania is also involved in other main projects
related to: addressing non-performing loans case by case, guidelines on loan
restructuring and real estate appraisal, guidelines on recovery and resolution
plans, developing credit instrument for development policies, and improving
reporting sfandards. In parallel, it amended the regulatory and supervisory
framework to adapt it to the new financial conditions and approximate it with
the new infernational standards. With regard to the latter, we have worked
to gradually transfer the supervisory practices from Basel | to Basel Il system.

In view of integrafing the Albanian banking system with the European one,
we have intensified the cooperation with counterparts in other countries. Bank
of Albania’s membership info Vienna Initiative 2.0 Steering Committee was
particularly important in this regard. This initiative is a platform of cooperation,
which brings together the European Commission and other institutions of the
European Union, international banking groups that operate in Central, Eastern
and Southeastern Europe, as well as authorities from home and host countries.
lts main objective is to promote coordination between home and host country
authorities, to avoid disorderly deleveraging. Given that the Albanian banking
system is dominated by cross-border banking groups, decisions from the Vienna
Initiative 2.0 have considerable effects on it. Therefore, our participation in the
decision-making process is very significant. Albania is the only non-EU member
country participating in Vienna 2.0. As such, it also represents the inferests of
other non-EU countries that are not represented in the Steering Committee. For
all these reasons, | believe the involvement of the Bank of Albania in Vienna
Initiative 2.0 is an important institutional achievement.

The normal functioning of the banking system relies on a safe and effective
payment infrastructure, which, in Albania, is operated by the central bank.
Over 2013, the Bank of Albania focused its efforts on improving AIPS and
AECH systems. Moreover, in order to render the financial markets infrastructure
complete, we are working to establish the Central System for the Setflement
and Registration of Securities. This system will provide possibilities for the
further development of the secondary market and will guarantee the settlement
of transactions in this market, conform to international standards.

In 2013, the approval of the law “On Payment System” was finalised. This law
provides a special legal framework for regulating, licencing and overseeing
payment systems by the Bank of Albania. It aims at minimising the sysfemic risk,
which is related to the participation in payment and security sefflement systems,
and risks related fo the insolvency of participants in the system. The passing of
this Law implies the liberalisation of the payment systems market through the
esfablishment of private payment systems. Furthermore, to encourage the use
of electronic payment instruments and reduce the use of cash in the economy,
the Bank of Albania has adopted the regulatory framework for using these
instruments, by reflecting the principles of the relevant EU directive.
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The successful accomplishment of the main objective for maintaining price
stability and the objective for safeguarding the financial system stability
required improving all business processes within the institution, both the ones
related directly to the legal duties of the Bank and those related to supporting
aspects. During 2013, human and financial resources of the Bank of Albania
focused on the qualitative development and improvement of these processes
and their approximation with European practices.

| would like to present them in brief.
4. Other activities of the Bank of Albania

The Bank of Albania has starled a project to review the collection and
processing of statistics according to Eurostat requirements, and has completed
the technological infrastructure to automate and process reporting. This process
is in a testing phase and is expected fo be functional within this year. The Bank
of Albania has continved cooperation with the World Bank to improve the
reserve porffolio management system. Drawing on the experience of other
countries for the administration of the crisis in the euro area, the respective
regulation was revised to establish buffering and monitoring mechanisms
against the materialisation of investment risks. The regulatory framework
for the issue and confrol of banknotes and coins was amended, seffing the
standards for banknotes fit for circulation, and strengthening the monitoring of
their protection against counterfeiting. In 2013, the laboratory for analysing
banknotes suspected as counterfeit was made functional. lts instruments employ
state-of-the-art technology, hence fulfilling one of Albania’s obligations arising

from the SAA.

During 2013, we continued our work to approximate the regulatory
framework and working practices with EU directives and ECB standards, in
the framework of the European integration process. The last annual report of
the European Commission confirms the progress made by the Bank of Albania
with regard to achieving European standards in all the fields of its activity. It
also commends the confribution of the Bank of Albania fo safeguarding the
country's macroeconomic stability.

Last, but not least, | would like to underline the approach of the Bank of Albania
to the public. In our mediumerm strategy, we have, among others, set forth
two important factors that help achieve our main objective: public education,
with the Bank of Albania assuming the role of the financial educator, and
enhancing the confidence in our institution. In the framework of financial
education, after infroducing financial education as an elective subject in the
high school curricula, this year we targeted the elementary education, with a
new feaching set for both pupils and feachers.

We have also consolidated our position as a scientific research centre. Every
year, the Bank of Albania brings together economists and academics from
different countries and institutions. During 2013, a part of our resources was
invested in enhancing research and organising scientific research actfivities.
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Concluding, | would like to reiterate our longterm commitment to maintaining
price stability as the primary objective of the Bank of Albania. The
monefary policy has been appropriate and has confributed fo safeguarding
macroeconomic stability. It will continue to be stimulating for the economy in
the period ahead, as stated in our public communications. | must underline,
however, that not all things can be solved by the monetary policy, and the
central bank alone cannot achieve all. Many economies are facing the difficult
situation of sluggish economic growth and low inflation rates. These conditions
require all authorities at home fo coordinate active policies and approach a
new economic thought. This approach should aim at establishing a favourable
climate for investments, boosting demand, increasing productivity in competitive
sectors, supporting technology development, improving education level and
implementing reforms in the labour market. In particular, | would like to draw
the attention on the implementation of FSAP recommendations, to develop
further the Albanian financial system and enhance ifs stability. | think that
2014 poses new and difficult challenges for sustainable and allembracing
economic growth. These challenges require long-ferm solutions and the work
to face them must continue, without delay.

Thank you.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

On the Monetary Policy Decision of the
Bank of Albania’s Supervisory Councll,

30 April 2014

Today, on April 30, 2014, the Supervisory Council of the Bank of
Albania  considered and approved the Quarterly Monetfary  Policy
Report. Given Albania’s latest monetary and economic  developments
and discussions on their outlook, the Supervisory Council of the Bank
of Albania decided fo keep the main inferest rate unchanged, at 2.75%.

The Council deems that the inflationary pressures on the economy remain
subdued. Under these circumstances, the monetary policy will continue fo be
stimulating in the period ahead, which will provide the necessary monetary
conditions for compliance with our inflation target in the medium run.

let me now proceed with an overview of economic developments and key
issues discussed af foday's meeting.

Data for the first quarter of 2014 are generally in line with our previous
assessments of the Albanian economy and financial situation. Weak aggregate
demand continues to characterise the economy, further impacting almost all
the economic and financial parameters in the countfry. In response fo the
weak aggregate demand, economic growth remains low and the Albanian
economy continues to operate below its potential.

The spare production capacities, both in the labour and capital markets,
are reflected in low increase in employment and production costs, followed
by weak inflationary pressures. From the financial point of view, the weak
economic growth puts upward pressure on the budget deficit and public debt,
and creates financial difficulties for businesses. These difficulties are reflected
in higher non-performing loans in the economy, and negatively affect the
banks” willingness to lend.

Such problems have been and continue to be present in the Albanian economy .
However, new information signals that 2014 may be a turning point for the
economic activity in Albania. The economic growth indices, businesses’
perception and financial markefs performance improved faster than our
expectations. Such a development, combined with the expected improvement
in the world economic outlook, subdued uncertainties, improved business
climate at home, implementation of stimulating macroeconomic policies, and
acceleration of structural reforms, signals that the Albanian economy may
gradually improve in the quarters ahead.
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The current risks to this scenario will remain present. In the following, | will
dwell longer in describing the expected developments and related risks, while
frying to highlight the policies that need to be implemented in order to avoid
such risks.

Annual inflation averaged 1.9% during the first quarter of 2014 this is upward
compared fo the rate recorded in the previous quarter. The annual rafe of
inflation was 2.2% in March, refuming to within the Bank of Albania’s target
band. The performance of inflation during the first quarter of 2014 was largely
defermined by the prices of unprocessed foods. Prices of other items in the
basket of goods were generally stable, providing a minimum confribution to
annual inflation.

From the macroeconomic point of view, the simultaneous action of weak
inflationary pressures from the domestic economy, downward imported
inflation and anchored inflation expectations led to low inflation rates. The
domestic economic and monetary environment has put downward pressures
on prices. Owing fo the frail aggregate demand, the negative oufput gap
persisted, despite the growth recovery in the fourth quarter of 2013. Pressures
from the labour market were subdued due fo the rise in unemployment rate
during 2013 and the moderate rise in wages. These developments led to
a low increase in production cost and confrolled businesses’ profit margins.
The weak domestic demand narrowed the room for businesses to pass the
increase in excise duty onto the final prices. Also, the imported inflation has
been downward, reflecting the low inflation in our trading partners and the
stable exchange rate. Economic and financial agents show anchored inflation
expectations, with no considerable deviation from either the objective of the
Bank of Albania or the average historical behaviour.

Analysing the economic performance, INSTAT data show that the gross
domestic product increased by 1.1% during the fourth quarter of 2013, affer
a decrease by 2.5% in the third quarter of 2013. This increase was broadly
defermined by the positive performance of domestic private demand, while
the confribution of the public sector and net exports was negative. From the
sectorial point of view, economic growth was generated by the positive
performance of production, whereas services declined.

Aggregate demand continues to be negatively affected by the difficulties of our
main trading partners, low confidence of Albanian businesses and households,
and tightened financing conditions. However, the domestic private demand
increased in the fourth quarter, affer decreasing a quarter earlier. Indirect
indicators suggest that developments in private investments were positive in the
fourth quarter, whereas final consumption by the population continued to be
weak. As previously stafed, the Bank of Albania maintains that developments
in both components of the aggregate demand will dictate the economic
performance in the short and medium term. In this regard, we deem that the
expected improvement in financing conditions and balance sheets, due fo
the payment of fiscal arrears, and the reduction of uncertainties will provide
the needed incentives for a better performance in the forthcoming quarters.
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Nonetheless, the recovery of consumption and private investments will require
a more courageous behaviour and higher risk taking willingness by economic
agents.

Developments in the external secfor signal a negative confribution from net
exports during the last quarter of the year. Net exports deficit expanded, as
imports increased in the fourth quarter. In January and February, the trade deficit
marked an annual increase of 6.7% due fo the increase in import of goods and
the growth rate moderation in exports. The ability of the Albanian economy
fo maintain the stable pace of growth for exports and diversify the base of
exported goods will be a primary factor for providing medium and long-ferm
economic growth in Albania. In the long ferm, increase in competitiveness of
the Albanian economy, diversification of growth sources, and integration in
the regional and global markets will be prerequisites for sustainable economic
growth. The Bank of Albania, therefore, supports pressing ahead with priority
structural reforms in the export and import-competing sectors.

Fiscal behaviour in the first quarter was characterised by shrinking budget
deficit and public spending. During this period, budget deficit decreased by
about 57%, in annual terms, reflecting an increase of about 8.2% in budget
revenues and a shrinking of about 2.4% in public spending. Albeit showing
a higher intensity than our expectations, it is in line with the corrective fiscal
policy to be pursued during 2014. Fiscal consolidation is expected to be
more rapid on the revenue side, supported by a new fiscal package and a
commitment for reducing fiscal evasion. Meanwhile, the clearance of arrears
fo businesses is expected to improve their financial situation and support
economic activity in Albania.

Consistent with our previous messages, we support the corrective direction
of fiscal policy, and consider this correction as an indispensable step
toward improving macroeconomic balances in Albania. The implementation
of a corrective fiscal policy has provided more room and opportunities for
implementing a stimulating monetary policy to sustain aggregate demand and
maintain our inflation fargef. The Bank of Albania has confidently moved in
this direction.

Based on the economic outlook, and aiming at further boosting the aggregate
demand, the Bank of Albania cut the key interest rate by 0.25 percentage
points to 2.75% in the first quarter of the current year. This cut followed the
previous monetary policy easing in the second half of 2013. To strengthen and
better transmit the monetfary stimulus, the Bank of Albania’s monetary policy
decisions were accompanied by contfinued liquidity injections and public
guidance on the monetary policy direction in the near future. Our monetary
policy has managed to control the inflation expectations of economic agents,
keeping them anchored to our target. It has also mitigated the liquidity risk
and inflation premia in financial markets, contributing fo lowering interest rafes
in the interbank market, government debt securities market, deposit market
and lek credit market. However, its transmission to higher lending activity
remains incomplefe. Interest rates on lek-denominated loans factor in the
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relatively high risk premia. Moreover, banks remain considerably conservative
in terms of lending, by tightening the applied standards. This development
reflects the financial terms in the euro area and the uncertainty perceived by
financial agents in the domestic market. It is an impediment fo the fransmission
mechanism and illustrates the need for reducing risk and improving the business
climate in the economy. This commitment should be the scope of work for both
public and private economic agents.

Along with the conservative policies, lending continues to be affected by
lack of demand for funds by businesses and consumers. The poor credit
performance, particularly as regards lending in foreign currency and credit to
businesses was franslated into an annual shrinkage of 2% in the loan portfolio
in February.

looking ahead, our baseline projections suggest that, after a weak
performance in 2013, the trajectory of the Albanian economy will be
upward in the medium-term horizon. Economic growth is expected to be more
balanced during 2014, driven by both the domestic and external demand.
The improvement of confidence climate will enable the real sector to benefit
from the monetary stimulus, hence stimulating consumption and investments af
home. Also, sustainable recovery of the world economy will sustain Albanian
exports, porﬂcu|or|y during the second half of the year. Economic growth
will be supported by the maintenance of the current stimulating direction of
economic policies, and will benefit from continuing structural reforms. This
frajectory will bring the Albanian economy close to its potential and will
establish the conditions for complying with the inflation target in the medium
ferm.

In the short ferm, the cyclical weakness of aggregate demand is expected to
keep the economy below its potential and will be accompanied with weak
inflationary pressures. With 90% probability of occurrence, four-quarter ahead
inflation is expected fo range between 0.5% — 3.9%.

At the end of discussions, the Supervisory Council decided to keep the
key interest rate unchanged, at 2.75%. Taking info account the available
information, our projections, force of action of the monetary policy fransmission
mechanism and other financial stability considerations, the Bank of Albania
deems that the monetary policy will maintain a similar stimulating direction and
range within similar parameters, over the medium term.

46 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA
On the Occasion of the First Edition
of the ltalian Week in Albania,
5 May 2014

Honourable President of the Senate,
Honourable Prime Minister,
Your Excellencies Ministers and Ambassadors,

It is a special pleasure for me to address this important activity on Albania’s
cooperation and coordination with the Republic of ltaly, our main economic
partner. Years ago, two ltalian missions, dubbed “Arcobaleno” and “Pelikan”,
provided food and order for Albania. Nowadays, Albania is about to being
granted EU candidate country status. In this long journey, amid achievements
and challenges, ltaly's support has always been there for us, and for that, we
are most sincerely grateful. Albania and Italy are natural partners.

Besides and beyond the geographic proximity, all the dimensions of economic
and social development, such as the level of technological, financial and
human capital development, demographic and labour market characteristics,
exploitation and processing rafe of natural resources, and strategic development
plans render our two countries natural partners.

This close partnership and cooperation between our countries has its roofs in
antiquity. Despite the mutual benefit from economic and financial exchange
on a voluntary basis, fechnology and capital have flowed mainly in one
direction, from Italy to Albania. Technology and financial capital inflows have
fostered frade exchange, exploifation of natural resources, and promotion of
processing industry, consequently the country’s economic development. Given
the factors and stage of economic development, this cooperation is expected
fo confinue in the period ahead, with ltaly remaining one of the main pariners
for the Albanian economy, in spite of dynamics in the composition of our
frading partners.

At a glance, ltalian direct investments in Albania have doubled from the pre-
crisis level. However, the share of ltaly in tofal foreign direct investments has
averaged only 14% during 2007-2012, showing that financial and capital
integration is not commensurate with trade infegration between the two
countries.

Trade exchanges between ltaly and Albania have expanded from 35% in
2007 to 37.5% in the last two years, hence strengthening the position of ltaly
as our main trading partner.
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Demand from the ltalian economy continues to play a key role in Albanian
exports and industry expansion, but it remains limited to certain branches. It
is a fact that the presence of the ltalian economy is not homogeneous across
all the sectors of the economy. The high share of trade and investments in
such sectors as textiles and clothing, metals and construction, machinery and
equipment, is not reflected in a comparable share with investments in energy,
fourism, agribusiness, information fechnology or financial sector. Trade
interests, penefration of capital and new technology in vital and lucrative
sectors of the Albanian economy need both a higher presence and stronger
and more direct support from the ltalian financial sector.

Bilateral trade exchanges will confinue to be determined by differences in
productivity and the degree of exploitation of natural resources. These
differences should be tackled until they are eliminated altogether, especially
in some important sectors such as ogricu|’rure, tourism, financial services,
and exploitation of natural resources. This would pave the way for further
development of frade and investments, leading eventually to trade relations
being no longer driven by differences but by similarities in development stage.

Obstacles have the same nature and characteristics that | have offen mentioned
in discussions on the economic growth model. They have been and remain
one of the main reasons for the bonking sysfem and copiTo| market's lack of
affention with regard fo expanding foreign investments or further infegrafing
trade and financial activities with our partners. The recent policies pursued
by Albanian authorities, also supported by the arrangement with the IMF and
WB, pay special atffention fo these sectors and reforms. This approach would
significantly boost the potential for cooperation. Development of agriculture,
agribusiness and processing of Mediterranean products, development of
tourism and their successful combination in the agritourism secfor have turned
ltaly into a world leader in these sectors.

The same holds frue for the financial, energy and technology sectors. In
these fields, cooperation could be stronger, and trade and financial relations
between the two counfries more frequent.

Lastly, | would like to focus on the regional dimension. Albania provides the
ltalian businesses access not only to the Albanian economic space, but also to
the entire Western Balkan region. From this perspective, | would like to draw
your attention to the fact that investing in Albania is a prerogative for using the
advantages that South East Europe offers.

Therefore, adapting regional development philosophy for infrastructure, labour
market, human capital development, technology advancement, economies
of scale, and above all, coordination of structural reforms and development
policies in the region, are a great opportunity for Albania and Italy.

Optimising frade with financial relations, advancing the sfructural reforms,
sefting strategic priorities, formalising and infroducing important and strategic
sectors to the market (based on ownership and use of land and other important
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natural resources of the Albanian economy), and utilisation of opportunities
and potential offered under regional cooperation, would rapidly increase the
possibilities for doing business and investing, yielding direct benefits for both
countries.

Dear guests,

In the postcrisis period, our two countfries underwent a process of deep
structural reforms to revitalise the economy and establish solid foundations
for sustainable growth. Considering it as a historic moment, | think that better
coordination of economic and financial policies would be of mutual benefit,
especially with regard to Albania’s fast convergence.

| would like o assure you that the Bank of Albania remains deeply committed
fo providing a stable macroeconomic and financial environment, and
guaranteeing a financially safe environment with low inflation rafes. The
Albanian banking system is willing to support initiatives that contribute to
development.

Finally, I would like to thank Banca d'lalia for its assistance in renovating the
central corpus of the Bank of Albania and the former Daijti Hotel, two landmark

buildings standing out in the city of Tirana.

Thank you.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

At the 10th Vienna Economic Forum “Imagine the Future:
For a Better Economic Cooperation.
Economic Chamber's and Bank's Responsibilities”

7 May 2014

Dear ladies and Gentlemen,
Dear colleagues and participants of the Vienna Economic Forum,

| am honoured and delighted to refurn and speak to such a constructive and
important economic forum, discussing with you the economic development
fopics, which affect the present and the future of our economies.

The topic of this forum is very important for the economies of the South East
Furope. It creates the proper environment, which enables the examination of
the problems faced by our economies during the crises. VWe can certainly draw
few lessons from what we have learmed during the recent years, following the
global economic and financial crisis. These discussions and the harmonization
of economic policies will help us to project a strong coordinated economic
structure for the long term future of our economies.

Itis particularly important to converge here in Vienna and discus the cooperation
issue because one of the obvious outcomes (lessons| of the developments
during the recent years is that the economic developments in particular for small
open economies of the South East European region, are not local or regional
anymore. Just like the flu, it is rather unexceptional and highly fransmittable
from one economy to the other, from one sector of the economy to the other.

Most importantly, European economies and their financial systems, among
which the Austrian financial system enjoys a significant share of the market,
define the globalization for the region and are, to a large extent, important
deferminants for the success or failure of these economies. Given the large
share of the European financial groups, they have and will play an important
role in the transmission of global shocks in the region. What is more important,
they have a significant role in the transmission of legislative and regulative
shocks carried over by European monetary and supervisory authorities. The
size is such that even a simple change in the future business plans of a single
European financial institution can transform info real shocks for the economies
of the region.

It became evident during the crisis and afferwards that an increase in risk
and uncertainty, led to increased incentives for banks to withdraw from
the Emerging Europe economies. Though this was mostly prevented due to
increased cooperation through institutions such as the Vienna Initiative, the
concerns from our perspective have not completely dissipated. In this respect
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the business plan of EU based groups can play a potentially important role
in the nature and outcomes of this cooperation. The crisis showed some
weakness in the growth model adopted by the emerging economies of South
East Europe, but it is also true that, to some extent this behaviour was also
encouraged by the development strategies of financial groups in the region,
as it is also true that there was also some weakness in the coordination and
collaboration between different European Union institutions, such as monetary
policies (ECBJ, fiscal policies (of member countries| and the inexistence of
specific mechanisms (such as bailout funds) to safeguard the European Union
during difficult economic times.

This conference pays homage to these lessons, while acknowledging the
importance of coordination, by mutually collaborating in multidimensional
institutional levels, within the region and with our common pariner countries.
We in the region hope that our foreign partners share this same view.

The Albanian economy and its financial market share similar characteristics
with the other economies of the region. Our main trade and financial partners
come from the EU economy. Therefore, developments in the EU are directly and
indirectly transmitted and play an important role in economic developments in
Albania. Our reliance on EU affected not only our economic development but
also constrained the effect of policy measures.

Several European banking groups operate in the Albanian financial sector.
These entities brought into the Albanian market a lof of valuable know-how
and experience, playing, thus, a crucial role in the financial integration of
the Albanian economy to the European Union. However, EU supervisory
regulations and risk requirements for European financial groups, along with
the approach in which they are implemented, are posing significant constrains
on our economy and the efficiency of monetary policy to respond to economic
developments. Faced with new and stringent capital and risk requirements,
banks are frying to comply by adjusting their future business plans and the size
and composition of their balance sheets in the economies of the region.

These tighter regulations approved by European Supervisory and Banking
Authorities and, subsequently, implemented by parent banks have already
been accompanied by a decreasing level of credit to the economy. Our
research shows that further tightening of crediting, due fo the legal reforms
currently under way, could have an important effect not only on economic
activity but also on commercial bank asset quality ifself, in particular situation
with non-performing loans. A deterioration of economic activity would play
out mostly in the same way, leading to worsening of NPL ratio, leading to
smaller banks” profit and tighter capital constraints, along with slower growth.
This second channel is seen as arguably more dangerous, with the empirical
research pointing out that the elasticities are close fo twice as large for a shock
of similar size.

Such adjustments are imposing significant constraints on our economies.
More direcily, we have observed a decrease in financial intermediation,
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arising from tightened lending procedures even for economies or sectors that
were doing ok during the crisis. As a result, this was reflected in stagnating
investments and slowing down dynamics of the Albanian economy, both in the
private and public secfors. Moreover, current business practices and policy
orientations are imposing significant constraints in the efficiency of monetfary
policy transmission mechanism, and the ability of authorities to provide much
needed stimulus fo the economy.

It is understandable that banks would have to be careful, prudent and
responsible given the current situation with non-performing loans; however,
they must also consider the fact that credit and financial intermediation is
important for growth, which, in turn, can improve the ability of economic
agents to repay their loans. This is especially true for particular sectors like
agriculture and agro-business, which, so far, have not benefited from credit
expansion, but have large untapped potential for growth.

The era of an economic growth model, led mainly by the domestic consumption,
is now gone. Banks, their European headquarters and their supervisory
authorities should work together with authorities of host countries to develop
a new longterm and sustainable economic growth model. This new model
needs to be based on investments in productive sectors of the economy. Our
products and services need to be competitive not only in the home market, but
they should also offer comparative advantages in the regional and European
Union markets. It is clear that cooperation is the only choice for the future.

For more than 15 years now, the European infegration, in all its politic,
economic and financial dimensions, has been main driving force for the
economic and social prosperity of South East European region. EU represents
the main frading partner, a large share of FDI, by far the biggest investor in the
banking system. Our countries have undergone structural reforms, adaptations
of regulatory and legislative frameworks, and institutional adaptations fo adjust
fo these partnerships.

led by the European integration process, countries of the region have also
signed bilateral free frade agreements among them. Our studies at the Bank of
Albania show that these free frade agreements have positively affected trade
flows among West Balkan countries. However, these studies also suggest that
trade flows among Balkan countries are below their potentials. The aims of
these bilateral free frade agreements are fo create a regional free frade area
among West Balkan countries.

Authorities in South East European countries have shown signs of consistent
regional collaboration; however, they need to make additional efforts to
unify and harmonize their legal, institutional, regulatory and infrastructural
frameworks. These efforts need to be supported by a clear commitment by
EU financial groups fo the region’s small open economies. The development
of the regional marketfs for products and factors, investment in education
and improvement of human capital, exploitation of economies of scale
and comparative advantages, will depend on the availability of credit and
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investment and the financial support of the banking system. In this respect, EU
financial groups will be instrumental factors for building bridges of cooperation
among economies of the region and its transformation into a larger, better
integrated, more competitive, more profitable and prosperous economy,
eventually leading to a prosperous economic future through economic
cooperation. In this respect, | encourage foreign groups to adopt a regional
rather than a country specific view when considering their future in the region.
It goes without saying that any policy that restricts commitment and exposure
of EU financial groups in the region does not support economic cooperation
among our countries. It rather creates a struggling environment and a less
prosperous future for all economies of the region.

The Western Balkans region offers greatopportunities and profitable perspectives
for EU -based corporations and financial groups. The harmonization of above-
mentioned reforms will create an even more attractive environment for different
private entfifies inferested in investing in our region. | invite EU financial groups
fo see the region under this perspective.

European institutions and financial groups should support and become a positive
force to facilitate, smoothen and support regional economic cooperation,
which will lead to a better prosperous future and a faster European infegration
process of the region.

Thank you for your affention!
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

On the Monetary Policy Decision of the
Bank of Albania’s Supervisory Council

30 May 2014

Today, on 30 May 2014, the Supervisory Council of the Bank of Albania
reviewed and approved the monthly Monetary Policy Report. After discussing
the recent economic and monetary developments and their outlook, the

Supervisory Council decided to lower the key interest rate by 0.25 percentage
point, to 2.50%.

The key rate decrease aims at creating more favourable conditions for inflation
fo return fo our target in the medium term. The decision reflects our assessment
and projections for weak inflationary pressures in the quarters ahead, in
response fo the weak aggregate demand and the downward frend of inflation
in Albania’s trading partners. This move contributes to boosting domestic
consumption and investments, aiming at a fuller utilization of production
capacities and a faster return of inflation to our target.

let me now proceed with an overview of economic developments and key
issues that were discussed atf today's meeting.

* * %

Annual inflation rafe was 1.7% in April, slightly down from the average rate
recorded in the first quarter of 2014. In the last months, the dynamics of
inflation have been largely defermined by the performance of food prices.
The added volatility of inflation for these items over the past months was in
response fo structural changes in the domestic market and the downward trend
of inflation in regional markets. Prices of other items in the basket continued to
give low contributions.

In spite of the volatility, mediumterm inflation trends remain clear. The
overall economic and monefary environment is characterised by weak
inflationary pressures, reflected, in tun, in low core inflation rates. The
analysis of macroeconomic factors shows that aggregate demand remains
weak, maintaining economic activity below its potential level. The unutilized
productive capacity led to low increases in employment, wages and production
costs. Supply-side inflationary pressures remain weak, owing to the downward
inflation in our frading pariners, low primary commodity prices and stable
exchange rate. Inflation expectations remain subdued and close to Bank of
Albania’s inflation target.

Regarding economic activity, recent data corroborate our earlier assessments
for positive growth rafes in the first months of the current year. Aggregate
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demand increased due to the positive performance of domestic private
demand, while the public sector’s contribution was negative. Foreign demand
continued to grow, as reflected in export growth.

Consumption and private investments increased in the first three months of 2014,
though at slower pace than in the fourth quarter of 2013. Their performance
remained sluggish, reflecting the uncerfainties of economic agents and tight
financing conditions. The recovery of these components of demand will be o
determining factor for the country's economic growth in 2014. Today's key
interest rate cut aims at providing a further boost to consumption and private
investments, creating premises for lower financing costs in the banking sector.

Data on public sector performance refer to the first four months of the current
year. Revenues increased 9.1%, in annual terms, while spending shrank 5.9%.
This performance materialised in the budget deficit of about 73.1% lower than
a year earlier. A similar dynamics, though less intensive, is expected to persist
in the months ahead. Consistently, the Bank of Albania has been in favour and
has endorsed the consolidation path of fiscal policy, deeming that such policy
confributes fo the reduction of risks in the economy.

Developments in the external sector led to an annual expansion of the trade
deficit by 8.7%, during the first quarter of 2014. Albanian exports grew 11.6%;
yet, the trade deficit expansion was determined by a 10.1% annual increase
in imports. A more detailed analysis of trade developments shows that trade
deficit expansion was almost entirely affributable fo the increase in electrical
energy imports. Albanian exports’ growth, however, was driven by the gradual
improvement of foreign demand and depreciation of the real exchange rate
over the past years. A steady improvement in this area should be anchored
in sfructural reforms supporting the increase in productivity, development of
Albania’s comparative advantages and reduction of vulnerabilities in certain
sectors of the economy.

Forecasts for a low inflation level in the period ahead have dictated the
implementation of an accommodative monetary policy in the last quarters.
The policy rate cuts have already been passed through to inferest rates in the
interbank and deposit market, and to most of government securities’ yields.
Inferest rates on loans have also reflected the expansionary stance of the
monetary policy of the Bank of Albania, but they continue to contain high risk
premiums for credit risk and other risks related to longterm investment. The
slow performance of the economy is also reflected in the monetary indicafors.
Money supply continued to increase at low annual rates, standing at 2.1%
in March. This performance has reflected the decrease in credit to the private
sector and the lower financing needs of the public sector. Credit fo the private
sector shrank 2.4% in March. Besides the weak demand from businesses and
households, the sluggish performance of credit reflects banks’ conservative
lending policies. This approach is reflected not only in the inferest rates on
loans, but also in other lending standards applied by the banking system.

Bank of Albania 55



2014 H7| Bulletin of the Bank of Albania

In this regard, the Bank of Albania deems that the banking system in Albania
has room for and should adopt @ more appropriafe behaviour fowards lending
to the Albanian economy. The country’s economic and financial reality, on-
going monetary policy easing and our liquidity-injection operations, as well as
the adaptation of our regulations to the market situation provide the premises
for faster lending to the economy.

Consisting in financial insfitutions licenced to facilitate movement of funds in
the economy, the banking system should be more active in lending, as the
steady growth of the economy is a prerequisite for the sustainable growth of
the banking system itself.

* k%

The Supervisory Council concluded that the incoming available information
does not alter our baseline projections for the country’s economic activity.
The economy is expected to record gradual growth in the quarters ahead,
driven by foreign demand and domestic private demand. The output gap will
remain negative during 2014, though the gap is expected to narrow. The
price performance will confinue to be contained and inflation is expected to
gradually approach the targef. Recent information, however, reinforces our
judgement for subdued inflationary pressures in the period ahead, keeping the
balance of risks to the downside.

At the end of discussions, the Supervisory Council decided to lower the key
interest rate by 0.25 percentage points, to 2.50%. This further easing of
monetary conditions is expected to facilitate a faster return of inflation to the
3% target of the Bank of Albania.
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SPEECH BY ARDIAN FULLANI, GOVERNOR OF THE
BANK OF ALBANIA

On the Monetary Policy Decision of the
Bank of Albania’s Supervisory Council

25 June 2014

The Supervisory Council of the Bank of Albania reviewed and approved
today the monthly Monetary Policy Report. Based on the most recent economic
and monefary developments in Albania, and following the discussions on
their outlook, the Supervisory Council decided to keep the key inferest rate
unchanged, at 2.50%. The Council considers that the gradual transmission of
earlier inferest rafe cufs to the financial markets will provide adequate monetary
conditions for inflation to return to target over the medium term.

let me now proceed with an overview of the economic developments and key
issues discussed af foday's meeting.

* % %

Annual inflation rate was 1.6% in May, slightly down from the previous month.
Inflation fell due to the reduction of health care prices, while prices of other
items in the basket recorded low volatility. As in the previous months, annual
inflation continues fo be determined by unprocessed food prices, which
confribute by around 88% to its final rate.

From the macroeconomic perspective, the performance of consumer prices
continues to reflect weak inflationary pressures, both from the domestic economy
and the external sector. The negative output gap does not favour an increase
in employment and wages, leading thus to a low increase in other production
cosfs. Imported inflationary pressures remain subdued; inflation in Albania’s
trading partners and the rise in commodity prices are at low levels, while the
exchange rate is stable. Inflation expectations and the liquidity situation in the
economy are in line with the low inflation rates for the period ahead.

Indirect available data on economic activity signal positive growth rates in the
first months of the year. Aggregate demand improved, driven by both private
domestic and foreign demand, while the consolidating fiscal policy pursued
during this period did not contribute to an increase in demand.

Incoming data for June have not changed our assessment on the performance
of private consumption and investments. While these important components
of aggregate demand were upward during the period, their performance
remains weak. Their steady recovery continues to be impeded by uncerfainties
faced by households and businesses, and reflected in the greater risk aversion
of the real and financial sectors of the economy. The Bank of Albania expects
further improvement in private consumption and investments for the rest of
the year, reflecting, among others, its easing monetary policy. The pace of
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recovery of these two indicators will determine the short and medium-term
dynamics of the country’s development.

Data on public sector performance show a consolidating fiscal policy over
the first five months of the year. This policy materialised in a budget deficit
of about 68% lower than in the previous year. The tightening fiscal policy is
evident both on the revenue and expenditure side. Fiscal revenues increased
9.0% in annual terms, whereas budget expenditures were 7.5% lower than
in the previous year. Our monetary policy easing has also taken into account
this feature of fiscal policy that the Bank of Albania has urged and supported.
However, the Bank of Albania would like to bring fo aftention the need for
a more uniform distribution of expenditures and budget deficit over the year,
fo enhance their effectiveness and avoid the fluctuations that their excessive
concentrafion may cause to the country’s economic and financial indicators.

The improved foreign demand and positive dynamic of some sectors of the
economy were reflected in an increase in annual exports by 10.3% in April.
The defailed analysis of frade data reveals encouraging signals about re-
exporting and agricultural activities. Trade deficit, however, expanded 1.8%
in April, due to the simultaneous increase of imports by 6.0%. In particular, the
energy situation continues o burden the trade balance of the country due to
high levels of energy imports. Structural improvements to the economy and a
more favourable external environment would pave the way for a faster growth
of Albanian exports. The Bank of Albania considers this channel as the most
appropriate fool o support the country’s sustainable growth in the medium and
long term.

Projections for low annual inflation rates, against the backdrop of below-
potfential economic growth, have dictated the pursuit of an easing monetary
policy by the Bank of Albania. At the end of May, monetary stimulus was
strengthened by a further cut in the key inferest rate. Available information on
financial markets shows that this cut has been fully transmitted to the interbank
and government securities markefs. It was also reflected in lower financing
cosfs of the banking system, creating, in turn, premises for the fransmission of
stimulus fo the lending interest rates and further to the economy. The Bank of
Albania calls on the banking system to comply with this important link of the
fransmission mechanism.

Despite the easing of monetary conditions, the economy’s demand for financial
assets remains weak. Monetary indicators for April show a slower annual
growth of money supply, to 0.7%. Its performance reflects the weak borrowing
demand from the public sector and the contraction of credit o the private
sector. In April, credit fo the private sector was 2.4% lower than in the previous
year, confinuing fo shrink for all but a year. The poor credit performance
reflects mainly the contraction of credit to businesses. The analysis of credit
demand and supply factors shows that there are uncertainties on both sides,
which are materialised in high risk premiums. As we have previously stated,
the steady improvement of crediting will follow the improvement of economic
activity in the country
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At the end of discussions, the Supervisory Council concluded that the incoming
available information does not alter our baseline projections. The economy will
see a gradual growth during the year, with an improved pace over the second
half. Nevertheless, the increase of aggregate demand will remain below the
economy’s potential even during 2014, thus defermining the gradual return of
inflation fo target.

At the end of discussions, the Supervisory Council decided to keep the key
interest rate unchanged, at 2.50%.
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PERIODIC ANALYSES ™

* The views expressed in these analyses are those of the authors and do not
necessarily reflect the views of the Bank of Albania.
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TRENDS IN LENDING 2014 Q2
ERJONA SUJOTI, SOFIKA NOTE, OLTA MANJANII
MONETARY POLICY DEPARTMENT, April 2014

This analysis aims to present a detailed overview of the most recent lending
developments in Albania. To this end, the document analyses the monetfary
data for the loan portfolio by economic agents, and the lending standards.
In more defails, lending standards will be addressed in both price - inferest
rate - and non-price terms. In addition, this analysis presents a summary of
lending trends in Central East and South East Europe (CESEE) countries. The
spillover effects of the global financial crisis in the CESEE countries and ifs
consequences on Albania have offen been the subject of our periodic analyses.
In this context, regularly updating such information becomes crucial, in order
to betfer understand the impact of both domestic and external factors on the
performance of financial indicators in general and of lending in particular.

The main stfatistics taken info account in this analysis are:

Monetfary dafa! for the volume of bank lending in the two main
portfolios, businesses and households.

Qualitative data from the bank lending survey, with a special focus on
analysing lending standards and demand, and the factors affecting
them. Moreover, based on survey results, non-price elements are
analysed.

Statistics on credit price, represented by the average interest rafe
weighted with the amount of new credit, denominated both in lek and
in euro. The intermediation margin applied by banks to the cost of
funds is also analysed.

Monetary data on the volume of credit for the countries of the region
include data from: Bulgaria (BU), Croatia (CR), Romania (RO), Serbia
(SR), Poland (PL), Hungary (HU), the Czech Republic (CZ), and Former
Yugoslav Republic of Macedonia (MK].

The analysis covers data published as at 20 July 2014, which include
information for monetary and financial data for May 2014 and data from the
bank lending survey 2014 Q2.

I The monetary methodology is based on the resident and non-resident concept, and loan data
include only loans to residents. For more information, refer to “Monetary and Financial Statistics
Manual” of the International Monetary Fund, 2000 ed.
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1. BANKS AND INTERMEDIATION

During the second quarter of 2014, the banking system conducted its activity
amid a more favourable macroeconomic sefting than in the first quarter.
Indirect data show that the Gross Domestic Product continued to grow in the
second quarter of 2014. Consumer and business confidence has improved
and preliminary data point to added trade activity, signalling thus a recovery
of consumption. The fiscal authority has pursued a consolidating policy and
has paid up most of arrears, contributing fo the circulation of liquidity in the
economy and improvement of businesses’ financial situation. Despite the poor
performance of available income, households financial standing has been
improving for more than a year. The monetfary authority has implemented an
accommodative policy, further lowering the key inferest rate by 0.25 p.p. to
the new 2.5% record low, af the end of May. However, the creation of money
in the economy remains sluggish, affected both by the cyclical weakness of
the economy and conservative intermediation policies implemented by banks.

As at the end of March 2014, banking system assets accounted for about
90.8% of total financial assets, from 91.3% at the end of 2013 and 92.6%
in the same period a year earlier. While banks dominate the financial secfor,
their share in the tofal system has been downward, due fo the increasing
financial activity of non-bank financial institutions. In the meantime, bank assets
stand 4.2% higher than in the previous year. Banking activity increased driven
by both collection of funds and funding of government needs and placements
abroad. The gradual improvement of economic activity at home and of
economic agents’ confidence is yet to be reflected in higher credit demand
from the private secfor. Banking octivity was characterised by improved
liquidity and profitability, whereas capitalisation ratios remained significantly
above the required regulatory level, reflecting the sluggish lending activity.
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The loan portfolio continued to contract by 1.7%, albeit slightly improving
its pace by confracting 0.6 percentage points less than in the first quarter
of 2014. Empirical studies suggest that, especially after financial crises
associated with a “credit crunch”, lending improves with a lag to the rebound
of the economy (Calvo ef al (20006)).

In parallel, the performance of deposits was weaker than in the previous
quarter. Their annual growth rate slowed down to 0.9%, mainly driven by
developments in lek deposits. The latter has been affected by the shift of
households savings fowards investment products with higher return rates, while
deposit interest rates continue to drop. During the second quarter, households
continued fo invest in government securities of longerthan-three-years maturity
ferm and in bank deposits of longerthantwo-years maturity term.? Total deposits
accounted for 67.9% of the GDP, down by 0.4 p.p. from the first quarter. A
year earlier, deposits stood at 68.6% of the GDP.

2. [ENDING TO BUSINESSES

lending fo businesses continued to perform poorly in April and May, across
all its segments. In May, it recorded a low increase in monthly ferms, and
continued fo confract, but at lower rafes, compared fo the previous year.
Moreover, banks report easing standards and upward demand in the second
quarter. These positive signals are expected to continue in the third quarter of
2014. They are also in line with the responses of the businesses survey. These
indicators show an improvement in the banks’ approach to business credit and
business confidence, and are expected to materialise in a better performance
of lending fo businesses in the months ahead.

lending to businesses continued to confract, in annual terms, in April and
May. At the end of May, its annual change was -2.4%, from -3.4% at the end

,]OO/L ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, |

1/2009 1/2010 1/2011 1/2012 1/2013 1/2014

1/2010 1/2011 1/2012 1/2013 1/2014
—businesses —Ilek —foreing currency —liquidity — investment

Source: Bank of Albania. :
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2 According fo the methodology of monetary statistics, such deposits are not included in fotal
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of the first quarter. lending to businesses was sluggish for both segments: for
investment and liquidity purposes. Loans for investment purposes contracted
the most, by 3.2% in annual terms, as at May, whereas loans for liquidity
purposes confracted more moderately, by 1.2%. By currency, foreign currency
lending to businesses continues fo shrink, mainly due to the weak performance
of loans for investment purposes. Lek lending maintained the positive pace of
annual growth, as lek loans for investment purposes increased at the end of
the last year and beginning of the current year.

Table 1 Portfolio structure of lending fo businesses
2008 2009 2010 2011 2012 2013 2014 M5

% lek 20% 26% 26% 30% 33% 34% 34%
Liquidity 49% 50% 49% 50% 49% 50% 50%
% lek 23% 33% 34% 37% 44% 45% 44%
Investments 51% 50% 51% 50% 51% 50% 50%
% lek 19% 20% 21% 24% 27% 29% 30%

Source: Bank of Albania.

During April and May, lending to businesses was up by about ALL 1 billion,
as lending for liquidity expanded, while lending for investments contracted.
Changes in the credit sfock, especially during 2013, were also affected by
the write-off or sale of loans by banks, in the context of cleaning their balance
sheets. Also, new credit recorded low levels. Excluding overdraft® loans, new
loans to businesses have been in constant decline. On average monthly terms,
new credit (excluding overdraft], during ApriMay, stood about 17% lower
than in the first quarter and about 23% lower than in 2013.
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Note: Net flows in the right chart are adjusted for balance sheet clean-up, such as loan write-off and sale
Source: Bank of Albania.
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From a longferm perspective, detferioration of lending to businesses is present
across all the sectors of the economy. It is more pronounced in construction,

3 Overdraft loans are characterised by consecutive closure and renovation, and increase the
new loans artificially by including renovations of existing loans.
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in line also with the poorer performance of its economic activity. In April and
May, lending expanded for businesses operating in the extractive industry
and energy, construction and trade. loans for transport, and financial and
processing industries contracted.

Chart 4 Annual increase of loans by sector (left, %) and business confidence
indicator (right, p.p.)

—Industry —Trade, hotels, restaurants
Construction Other services

Source: Bank of Albania.

lending sfandards for businesses have been tightening until the first quarter
of this year, in parallel with the downward demand for loans. In the second
quarter, banks report easing of lending standards and upward demand,
stating, af the same time, their optimism for the performance of credit demand
and supply over the third quarter. Both lending standards and credit demand
appear improved across all the segments, but mostly in those for working
capiftal and small and medium-sized enterprises. The easing of standards for
the latter would be a welcomed development, as they are an important pillar
for the sustainable recovery of economic activity.*

Chart 5 Changes in supply (left] and demand [right) for business loans and
factors affecting them, response balance, p.p.

Note: Positive/negative balance means easing standards (upward demand) / tightening standards (downward demand). |
In the supply-side factors, balance-sheet factors are calculated as a simple average of the results for the situation of liquidity and of capital. |
Similarly, macroeconomic developments represent the average of the balances for macro developments in general and those in particular !

sectors. Among the demandside factors, need for loans averages the need for liquidity and need for funding investments. !

Source: Bank of Albania. !
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4 In developing countries with low capital base, small and medium-sized enterprises are considered

as the drivers of economic development and employment. They also provide more competitive
and efficient markets, and confribute to lowering the poverty level.
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While bank balance sheets do not represent any limitations as to the further
credit expansion, uncertainty for the future, in general and in certain sectors,
high level of non-performing loans, and policies of parent bank groups in
home counfries are among factors reducing banks' willingness to lend to
businesses. According to the bank lending survey, the accommodative policy
of the Bank of Albania has contributed both to easing credit supply and
boosting credit demand. Additionally, the increased need for funding business
projects, related fo expectations for improved macroeconomic situation in the
country, has contributed to the expected upward demand. The enhanced
business confidence on the economic outlook is also confirmed by the business
confidence survey. The confidence index for all the secfors of the economy
has improved significantly and, besides construction, they returned fo positive
values after being in negative ferritory for several years.

Filtered information from the bank lending survey provides positive signals;
however, as of May, they were not materialised in the performance of lending
fo businesses. If these signals are actually a tuming point in the banks behaviour
and business confidence rather than a shortterm improvement, then they are
expected to be reflected in credit expansion during the next months.

3. LENDING TO HOUSEHOLDS

lending to households continues to be sluggish. In April and May credit
expanded more than in the first quarter; however, on a year earlier, lending to
households is almost unchanged. Both lending standards and credit demand
improved in the second quarter, and this frend is expected to continue in the
next quarter. Combined with data from the consumers survey, this information
sustains the expectations for a better performance of lending fo households in
the months ahead.

Chart 6 Annual change of lending to households, by currency and purpose in %

1/2010 1/2011  1/2012 1/2013 1/2014 1/2009 1/2010 1/2011 1/2012 1/2013 1/2014

households —lek —foreign currency —consumer lending —morigage

Note: The above annual changes are affected by the reclassification of a part of the portfolio from lending fo households |
to lending to businesses in December 201 1. The effects of this classification extend to November 2012 and affect |
annual changes of foreign currency loans for households, mortgage loans and total loans for households.

Source: Bank of Albania. !
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lending to households did not change significantly in April and May. Its annual
growth has been fluctuating around 0% since the second half of the past year
- at the end of May it stood at around 0.2%. The annual performance of
lending to households has reflected the low growth of mortgage loans and
the further shrinking of consumer loans. At end-May, the annual changes in
both portfolios were 0.4% and -1.6%, respectively. lending fo households
is orienfed towards the domestic currency, stimulated by the increased lek
loans for real estate. Foreign-currency lending continues fo shrink both for the
consumer and mortgage loans.

Table 2 Porifolio structure of lending to households
2008 2009 2010 2011 2012 2013 2014

% lek 43% 43% 44% 46% 47% 48% 49%
Consumer 25% 22% 21% 24% 24% 24% 24%
% lek 74% 77% 80% 80% 77% /7% 78%
Mortgage 75% 78% 79% 76% 76% 76% 76%
% lek 30% 30% 31% 32% 34% 36% 37%

Source: Bank of Albania.

In April and May, lending to households was up by about ALL 0.3 billion,
the entire amount fo finance consumption in Albanian lek. The structure of
consumer credit in this period reveals lending increased for financing durables
purchase. This development bears positive signals on the performance of
consumer demand and is in line with the results obtained from the consumer
survey.

Similarly to lending to businesses, the low increase of lending to households
reflects overall the low levels of new credit. In April and May, however, new
credit to households improved - its average monthly level, excluding overdrafts,
stood at 25% higher than in the first quarter and about 6% higher than in
2013. Also, the clean-up of balance sheets has affected the performance of
lending to households negatively, albeit less than lending to businesses.

Chart 7 Developments in lending to households

Average monthly changes, AlLL billion . 6 - months moving average, AlL billion

mconsumer lending  Emorigage

Note: Annual change does not include the effect of reclassification. In addition, net flows in the right chart are adjusted
for balance sheet clean-up, such as loan write-off and sale.
Source: Bank of Albania.

68 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

Unlike lending to businesses, banks have adopted a more positive approach
towards lending to households. lending standards have been on the easing
side since the second half of the previous year. Standards eased stimulated
by Bank of Albania’s policy and inferbank competition, which has been more
pronounced in this segment of loans. In the meantime, the households financial
situation and the level of non-performing loans continue fo dictate banks’
prudent approach towards lending to households. According to the banks,
the more favourable situation in the real estate market has contributed to the
easing of standards in the second quarter.

Households credit demand increased in the second quarter of the year. Banks
state that all the conditions are in place for households to apply for more loans
fo support their consumption and investments. The accommodative policy of
the Bank of Albania has helped stimulate credit demand. In addition, banks
pick out the consumers’ confidence on economic outlook as a factor that has
not prevented demand from growing in the second quarter.

Chart 8 Changes in supply (left) and demand (right) for lending to households
and factors affecting them, balance of answers, p.p.

BoA mmreal estate market BoA mm consumer confidence
——credit financial situation+NPLs ——demand mm other financing sources
conditions

|
|
|
mm competition mmbalance sheet factors financing needs ~ mmcredit conditions !
|
|

Note: Positive/negative balance means easing standards (upward demand) / tightening standards (downward demond],l

Amid the supplysside factors, balancesheet factors are calculated as a simple average of resulis for the situation of liquidity and of capital. Similarly,
changes of two factors have been averaged: financial situation of households and non-performing loans, which have a similar performance. Amid,
the demand-side facors, need for loans averages the needs for funding consumption and needs for funding real estate fransactions,

Source: Bank of Albania.!

As with lending to businesses, survey results showing easing lending standards
and increased credit demand in the second quarter have not been completely
reflected in the actual performance of credit, as of May. Consumer survey
indicators provide positive signals for upcoming developments regarding
consumers’ demand. Moreover, banks expect credit demand and supply for
households to be more favourable in the third quarter. All these signals, if
stable, may be reflected in recovery of lending to households in the months
ahead.

4. CREDIT PRICE AND OTHER STANDARDS

Credit interest rafes have been downward, but their margins against deposit
interest rafes have expanded, due to the faster decline of the laffer in the second
quarter of 2014. From a longerterm perspective, inferest rates have fallen
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more on the lek than on the euro and their spread has narrowed, contributing
therefore towards lending in the domestic currency. Information obtained from
the bank lending survey suggests that the slow decline of credit interest rafes
is due to the application of higher margins for high-risk loans. Other lending
standards, unlike before, were widely used by banks o ease credit supply.

Given the low levels of new credit, its average interest rate is affected
significantly by the inferest rafe of some non-representative (atypical) loans,
thus it fluctuates over the months. Beyond the monthly volatility, credit inferest
rates have been on the down side, especially for lek loans.

mm inferest rate margin —deposits int. rafe mm inferest rafe margin —deposits int. rate
—credit int. rate —credit int. rate

The average inferest rate on lek loans in April-May was 9.1%. It is up from the
average rafe recorded in the first quarter, but the latter was especially low,
due to preferential rates on such loans. Compared with the fourth and second
quarters of the previous year, it fell, by 0.2 p.p. and 1.7 p.p., respectively.
The margin of inferest rates on lek loans against those on deposits expanded
during the period, due to the faster decline of deposit interest rafes. In April
and May, they averaged 2.0% from 2.4% in the first quarter.

The interest rafe on euro loans averaged ¢.8% in April and May, standing
slightly down compared to both the first quarter of the current year and the
previous year. Moreover, interest rates on euro deposits have trended down,
starting from the second half of 2013. In April and May, they averaged 1.0%
from 1.8% a year earlier. Inferest rates on deposits declined faster due to the
ample accumulation of liquidity in this currency in the preceding years, given
that alternatives for investments in euro are more limited. The simultaneous
developments in euro interest rafes led fo significant increase of the interest
rate margin in this currency, by about 1 p.p. from a year earlier. From the
risk perspective, the increased margin on foreign currency loans reflects also
higher risks facing such loans, as a result of the exchange rafe volatility.
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From a historic perspective, interest rates on euro loans have been lower
than those on lek ones, and their decline is more gradual. As a result, the
spread between rates on lek loans and those on euro loans has narrowed
significantly. For the first five months of 2014, it averaged 2.0 p.p., from
3.4 p.p. in 2013. This development favours the orientation of borrowers
towards borrowing in the domestic currency, contributing to financial stability
and improvement of the fransmission mechanism.

Chart 10 Change of inferest rates on lek loans to businesses (left)
and households [right), in p.p.
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Turning fo lek interest rates, the analysis by client and purpose of use shows
they fell across almost all the segments during the last year, but exhibit two-
way volatility compared to the end of 2013. Interest rates for business loans
fell on average by about 1.8 p.p. from a year earlier, with the highest decline
recorded in loans for real estate investment. In the same segment, interest rates
fell compared to the last quarter of 2013, whereas other interest rates have
fallen only slightly. Interest rates on households loans dropped by 1.6 p.p.
and 0.2 p.p. on average from those noted in the second and fourth quarter of
2013, respectively. The interest rates fell more pronouncedly for non-durable
consumables and for real estate: in contrast to the overall trend, the interest
rates on overdrafts increased slightly.

Banks report reduction of interest rates on normalrisk rated credit. They
continue fo be even more prudent on risk price, applying higher interest rafes
on high-risk loans. This is especially apparent in the segment of business loans.
The diverging performance of inferest rates according o the risk level explains
why the average interest rate on loans, analysed above, is characterised by
slower decline compared to other interest rates: it also incorporates the upward
rates for high-risk loans. Lastly, while not related directly to the credit price,
commissions were down, contributing fo the easing of lending standards.
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Chart 11 Bank lending survey results: Cost of lending to businesses {(leff)

and households (right), p.p.
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Note: Positive/negative balance implies easing/fightening of standards.
Source: Bank of Albania.

Other lending standards have widely frended on the easing side. For
businesses, for the first time in the second quarter of 2014, all non-cost lending
standards eased. After the extension of credit maturity term and increase of
credit size in the previous quarters, in the second quarter, banks eased the
collateral requirements. The latter have been among the factors contributing
most fo the tightening of lending standards in the previous quarters.

Chart 12 Non-price lending standards applied to businesses (left)
and households (right)
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Note: Positive/negative balance implies easing/tightening of standards.
*Simple mean of factors.
Source: Bank of Albania.

In the case of households, a good part of non-price standards started to ease
in previous quarters. In the second quarter of the year, banks report more
favourable standards for the size and maturity terms as well as the instalment/
income ratio. In the meantime, they tightened collateral requirements again.
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5. LENDING TRENDS IN THE REGION

The latest global financial crisis, followed by the public debt crisis in EU
countries, brought an end to the rapid credit growth in the countries of
Central East and South East Europe (CESEE). The high presence of foreign
banking groups in this region implied not only a share of profits arising
from their inferconnection and well-integration in good times, but also the
rapid spillover in fimes of crisis. The banking system in most countries in
the region and beyond faced similar situations and problems. Immediate
consequences from the financial crisis appeared in the form of reduction of
funds and capital within the group for their subsidiaries in the region, rapid
deleveraging; and, subsequently, deceleration and reduction of credit o

the economy, that is overall reduction of exposure by these banking groups
in the CESEE region.

lending in the countries of the region

Credit slowed down and declined affected by domestic and foreign demand
and supply factors. Economic agents’ demand in these countries was
conditioned by developments in the broader macroeconomic framework such
as deceleration and decline of economic activity in most of them, sluggish
labour market and higher jobless rates, and a series of uncertainties related
to economic outlook. In the meantime, domestic factors, such as uncertainties
about the future, and factoring of high risk premiums, as well as the high level
of non-performing loans are considered to have contributed to the low bank
lending supply. Some of the external factors conditioning banks' behaviour
towards lending include changes to and uncerfainties about the international
(Europeon) regu|o1fory framework, Tighfening of copifo| indicators at group
level, developments in non-performing loans at group level, and situation of
infernational markefs and access to funds in these markets.

Referring to the latest lending survey in CESEE | |

countries’, credit appears 1o recover slowly in the | Chart 13 Index of credit fo private secfor in
countries of the region (September 2008 =1)

countries of the region. For the sixmonth period |
(September 2013 - March 2014, the bank lending
survey shows that the overall lending situation has |
shown signs of improvement. Foreign banking
groups in this region continued the resfructuring
process, by selling assefs and/or branches of
banks. The use of the financial leverage continued to
frend down, although more slowly. The assessment
of the banking groups position in the CESEE market

and ifs potential show that this is one of the most sgssgggssggessgsgssss

~ | 2222223225222z |
profitable markets. It also shows that the presence | SEZ5Z352Z55Z82528282¢8 |
of foreign bank branches in this market has a | 86 R MK —%
significant share in the fofal of operations of such —Hu cz —FP —AL

banking groups. Banks in this region report for credit |
demand settling at low levels and tightened lending

> CESEE Bank lending Survey, 2014 H1, European Investment Bank.
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standards. While the high level of non-performing loans and the domestic and
international regulatory framework have conditioned the credit supply, banks
expect lending standards fo ease in the next half of the year. Credit demand
has improved slightly for cerfain types of credit and is expected to recover
further for o number of products and maturity ferms. Against the backdrop of
low crediting, banks report to have sufficient funds for financing their activity,
mostly shortterm funds obtained through households and business deposits.
The increase in non-performing loans is decelerating, especially in the segment
of business loans, which are expected to expand more slowly than in that of
household loans.

lending to businesses

lending fo businesses slowed down significantly during the financial crisis,
entering info negative ferritory in the past two years, both in Albania and
in most countries of our region. A simple average of growth rafes for the
countries in the region reveals that, since 2013, the downward rafes have
slowed down. This performance has been conditioned mostly by countries
with positive and faster growth rates of lending to businesses, such as Poland
the Czech Republic, and FYR Macedonia. Nevertheless, at the end of April,
the average rate of lending to businesses for the countries of the region was
down by 2.2% in annual terms.®

The downward credit demand by businesses generally relates to the poor
performance of economic activity, below-potential utilisation of production
capacities and, subsequently, fewer investments. The bank lending survey
in these countries finds that the businesses credit demand has improved
slightly during the period (September 2013 - March 2014, although lending
standards remain tight, especially the collateral requirements. Regarding the
purpose of use, credit was extended mostly for debt restructuring and working
capital, while credit demand for investment purposes remains very weak.

Poland, the Czech Republic and Bulgaria are among the countries least affected
by the financial crisis and, therefore, experiencing minor consequences on
macroeconomic indicafors. They have maintained positive rates of lending
fo the private sector, both for businesses and households. The major share of
credit to businesses in these countries was granted for investment purposes. In
the Balkans, FYR Macedonia records positive annual growth rates for lending
fo businesses. Serbia and Romania seem to be the counfries experiencing
apparent worsening of lending fo this segment. In Hungary, however, the
situation has improved against 2012, although the rate of expansion of
business loans remains in negative ferritory.

¢ The average of the countries of the region excludes the Czech Republic and Poland. The impact
of the financial crisis on these countries is insignificant.
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Chart 14 Lending fo businesses in Albania and in the region

Credit fo businesses (annual growth in %) Credit to businesses (annual growth in %)

December'12 I December' 13 W April'14 —Albania —average of counfries
in the region
*The average of the countries of the region excludes the Czech Republic, which experienced an
insignificant impact from the financial crisis.
**The latest data for Croatia refer to March 2014

Source: Bank of Albania, respective central banks.

lending to households

In the countries of the region, lending to households performed better than
lending to businesses. The reduction of credit outstanding for households
seems fo have started decelerating earlier than credit for businesses, since
mid-2012. A simple average for the countries of the region and an individual
analysis for most of the countries show an improvement of growth rafes for
lending to households, starting since end of 2013.

Chart 15 lending to households in Albania and in the region

household credit [annual growth in %) household credit (annual growth in %)
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Decerber'12 B December'13 W April 14 —Albania —average of countries
in the region

*The average of the countries of the region excludes the Czech Republic and Poland. The impact of the financial crisis on
these countries is insignificant
**The latest data for Croatia refer to March 2014.

Source: Bank of Albania, respective central banks.

On average ferms, in April, credit outstanding for households in the countries
of the region, excluding Poland and the Czech Republic, was up 1.4% from @
year earlier. According to the bank lending survey for CESEE countries, these
positive developments reflect mainly the eased lending standards applied for
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households, especially in the segment of consumer credit, and the higher
credit demand by households, compared fo the more sluggish recover of
businesses demand.

FYR Macedonia, Poland and Serbia, and less the Czech Republic, are the
countries with the highest growth rafes of lending o households. In Hungary
and Croatia, which have consecutively recorded negative annual rates in the
past 2-3 vears, there is a tendency towards improvement. However, these
rates remain in negative territory, especially in the case of Hungary.
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INFORMATION ON THE ECONOMIC PERFORMANCE
OF ALBANIA'S MAIN TRADING PARTNERS, 2014 Q2!
MEDVIN SHEHU, JONIDA BOLLANO, DORIANA LAMA

MONETARY POLICY DEPARTMENT, JULY 2014

EURO AREA

Euro area’s GDP grew 0.2%, goq, in 2014 Q1. It grew 0.9%, y-ov,
recording higher growth rates than in 2013 Q4. The analysis of elements
confributing to the formation of economic growth shows that it was positively
affected by the recovery of domestic consumption and investments, whereas
net exports shrank. Economic growth by country shows that its rafes slowed
down in most of them, with only a few counfries recording a higher growth

than in 2013 Q4.

Second-quarter preliminary data displayed volatile performance, showing
no clear frend yet for sound growth in the euro area. Restoring euro area’s
growth engine appears sluggish and factors of vulnerability are surrounding
its outlook. The rise in unemployment rate came to a halt in 2014 HT; vet, its
high rate among the young people and in many countries remains a concern.
The ECB continued the accommodative monetary policy in order to continuously
improve the fransmission channel and boost lending to the economy. The
overall climate and ECB's accommodative policy benefited the financial
and capital markets, with the interest rates and ask yields decreasing further
in the last three months. Lending to the real economy remained slow and
many banks seemed reluctant to lend. Preliminary and indirect indicators
on the last months (refail sales, PMI index for manufacturing, new orders in
industry and exports) suggest the euro area economy will grow at a similar
rate in 2014 Q2 to the previous quarter. Survey results, and business and
consumer confidence indicafors, also converge towards the same direction.
In a longerterm perspective, the easier pace of fiscal consolidation in a
number of countries, ECB’s accommodative monetary policy, opportunity to
use "unconventional” policies, and EU authorities’ new approach towards
boosting economic growth are expected to be driving factors during 2014
and beyond. Inflation has been on a downward trajectory for several months,
fluctuating below the ECB’s targef. This has raised the concerns of ECB's
governing bodies, which, besides the above factors, should also face the risk
of a potential deflationary spiral.

ITALY

After the positive signals of 2013 Q4, Italy's economic growth was curbed
in 2014 Q1, shrinking by 0.1%. In annual terms, the economic decline was

" Albania’s main trading pariners include lialy, Greece, Germany, Spain, Ching,
Turkey, Macedonia and Serbia. Albania’s frade with these countries accounts
for around 70% of total frade activity.
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more moderate than in the previous quarters [-0.5%, from -0.9%); however, the
ltalian economy has been recording negative growth rafes for 10 consecutive
quarters. The sharp fall in investments was the main factor contributing fo
the formation of GDP in 2014 Q1, whereas domestic consumption and net
exports improved.

leading indicators of GDP dynamics (manufacturing production, refail sales,
new orders in industry, and business and consumer confidence| showed
improvement in 2014 Q2. Their performance in May and June suggests
modest expansion of the ltalian economy in Q2, to further strengthen for
the rest of the year. However, factors of uncertainty are still surrounding the
production activity and the overall economic performance, which may curb and
affect GDP's growth tendency in the current year. The ltalian government has
committed to carrying out reforms needed to boost employment, consumption
and productivity, whose success is expected to be reflected in the economy’s
perspective. Alfter recording stable rates in March and April, labour market
indicators? hit negative rafes in May, confirming yet again the frail recovery of
consumption and the economy, in general.
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Inflation maintained a downward frend, which became more pronounced
across the months, to hit 0.3% in June, the lowest rate since 2009. The analysis
of core inflation and Banca d'ltalia experts' forecasts suggest a downward
frend of inflation and absent related pressures in the period ahead.

2 Unemployment rate was 12.6% in May, from 12.5% in April, remaining 1 percentage point
above euro area’s rate [11.6%). Youth unemployment rate fell 0.3% from the previous month
(43.0%).

78 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

GREECE

The Greek economy confracted 0.9% in 2014 Q1. Albeit a negative figure, it
is an improvement from the previous quarters. Greece's economy made positive
steps fowards recovery, assisted by the Troika programmes and reforms aimed
at adjusting the fiscal balances. Domestic consumption contfinued fo recover
and net exports, concentrated mainly in services, confirmed their contribution
in 2014 Q1. Shrinking investments played major role in curbing the GDP
rate. Taking into account that the first quarter historically contributes less to total
GDP formation and generally records lower rates, this year's figure suggests
that the economy will grow at a higher rate in the quarters ahead and may
move info positive ferritory.

Preliminary and leading indicators on economic activity trends (manufacturing
production, sales index, construction index, and business confidence) for April
and May have improved, supporting the expectation that the Greek economy
will improve in the quarters ahead. Trade activity and tourism performed
very well, supporting the revifalisation of the Greek economy. The Greek
authorities continued to adjust the fiscal balances, being commended by the
Troika and enabling the timely disbursement of aid instalments. Unemployment
rate dropped slightly in March (26.8%, from 26.9% in February), remaining
below the previous year's rate. Consumer Price Index has been fluctuating in
a negative territory for several months (-2.0% y-oy, and -0.4% m-o-m, in May),
displaying the risk of a long deflationary period.

GERMANY

Private consumption and invesiment spending were the main drivers of
Germany's economic growth in 2014 Q1. GDP grew 2.5% in annual terms,
and 0.8% in quarterly terms. Unlike the historical performance, exports were
not the main driver of the German economy. In 2014 Q1, they made a
negative impact due fo economic concerns facing Germany'’s trading partners.
Indirect indicators suggest positive signals for 2014 Q2. Industrial production
and export indices improved, and domestic consumption expanded due to
improved consumer confidence. In July, the consumer confidence index surged
to the highest level in seven years. The accommodative monetary policy and
low interest rates on deposits were driving factors of the expected increase
in consumer spending. In the meantime, private investments are expected to
grow at a slower pace than in Q1. Business Climate Index (Ifo] dropped in the
last months due fo heightened uncertainties related to Ukraine and Iraq events.
The German economy is expected to grow around 1.8% in 2014, lower than
Q1's annual growth.

The growth of consumption may have been reflected in the inflation rafe
increasing slightly higher than expected. Annual inflation increased 1.0% in
June, and 0.3% on a monthly basis, mainly due to changes in services sector
prices.
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The Spanish economy grew 0.4%, goq, in 2014 Q1, the highest growth in
the last six years. On a yearly basis, Spain’s GDP grew 0.5%, the first positive
figure since 201 1. The growth was attributable o the improved confidence and
increased domestic demand, particularly the private consumption component.
External demand made a negative contribution to GDP formation in 2014 Q1,
due fo the economic decline in some of Spain’s euro area trading partners,
deceleration in developing economies and loss of competitive advantages
against these economies as a result of their depreciated currencies. Consumer
prices remained almost unchanged. Annual inflation was 0.1% in June,
driven by the lower food and energy prices. In June, the Spanish government
announced a number of fiscal reforms expected to be implemented to boost
economic activity. These measures include the decrease in income tax and
progressive decrease of withholding tax rate. Spain is one of the countries with
the highest sovereign debt in the euro area. In April, its sovereign debt was
estimated at around 96.1% of GDP, and is expected fo increase to 99.5%
of GDP by the end of 2014. This year, Spain completed the EC bailout
programme it was forced into in 2012. Government debt security yields have
been falling during this period, reflecting improved confidence in the Spanish
economy. Credit rating agencies have upgraded Spain’s sovereign credit
rating. In May, Standard & Poor's raised Spain’s sovereign credit rafing one
level, from BBB- to BBB, reflecting their view of improved economic growth
as a result of Spain's structural reform efforts since 2010, which have proved
successful to supporting the country’s economic progress.

Preliminary data suggest the Spanish economy grew at a faster pace in 2014
Q2, supported by the recovery of private demand. The release of positive
figures on Spain’s economy has led to an upward revision of growth estimates

for 2014 and 2015.

Table 1 EC’s forecast of selected indicators of Albania’s trading partners, EC May 2014
(The arrows next to the forecast indicate the direction of change from EC's February

2014 forecast)*

Annual GDP Inflation Unemployment Exports Imports

changes, % 2013 2014 2013 2014 2013 2014 2013 2014 2013 2014
Euro area 0.1 1.57 1.4 1.0 12.1 12.01 1.3 4.2 0.2 411
ltaly -1.9 0.6 1.3 0.9 12.2 12.61 0.1 3.31 2.9 3.0
Greece -3. 0.6 0.9 0.6 273 26.0 2.5 4.6 6.8 -1.3
Cermany 0.5 1.7 1.7 1.7 54 5.3 0.3 4.6 1.0 57
Spain -1.2 1.01 1.5 0.3 264 2579 4.9 541 0.2 3.31
China 7.7 7.5 2.6 3.0 4.1 4.1 8.6 6.8 10.6 7.1
Turkey 4.0 2.51 7.5 8.7 9.8 10.51 0.7 741 6.9 0.71
Macedonia 3.1 2.5 2.8 3.3 289 2781 3.7 641 0.8 6.1
Serbia 2.5 1.3 7.9 431N 221 2231 15.9 491 2.1 2.6

*For the euro area countries, inflation is measured based on the change in the Harmonised
Consumer Price Index.

IMF's April 2014 forecast for China.
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Guided by the stimulus packages run by the Chinese authorities, China's GDP
expanded by an annualised rate of 7.5% in 2014 Q2, from 7.4% in Q1.
The cut in taxes on smallsized enterprises, and the increase in Government
investments in railway and construction of residential buildings were among
the primary factors behind the higher economic growth. For the same period,
exporfs performed positively, whereas the increase in real estate market
investments slowed in 2014 H1. Inflation averaged 2.2% in 2014 Q2, from
2.4% in Q1, remaining below the target of 3.5% set for 2014.

The inflationary pressures will remain well anchored for the rest of the year,
creating adequate conditions for monetary policy easing to support the
Chinese economy.

TURKEY

Turkey's GDP grew 4.3% y-oy in 2014 Q1, remaining in line with the last
four quarters’ rafes. Unlike the previous quarter, when GDP growth was
mainly driven by the increased domestic demand, in 2014 Q1, the positive
confribution of net exports to total GDP growth®, by 2.7 percentage points,
made major impact. Private consumption increased at a slower pace (2.9%,
from 5.3% in 2013 Q4), reflecting the higher bank lending rates and political
uncertainty ahead of the elections in March. Preliminary indicators on 2014
Q2 suggest a slightly slower GDP performance. Industrial production increased
3.0% [y-o+y) during April and May, from 5.4% [y-o-y) in Q1, due to weakening
domestic demand triggered by the tighter monetary conditions in early 2014.

In June, annual inflation changed the uptrend begun since November 2013,
falling to 9.2%, providing evidence for a weaker effect of the considerable
depreciation of the Turkish lira on domestic prices.

MACEDONIA

Macedonia’s economy recorded the highest growth in the South East Europe
in 2014 Q1, expanding by 3.9% y-oy. The expanded services sector activity
by 4.0%, in annual terms, and its support to domestic demand made major
confribution to GDP, by 2.7 percentage points. The industrial secfor also
made a positive contribution by 0.5 percentage points. This sector’s dynamics
was mainly supported by the improved external demand, geographical
diversification of exports, and higher production capacities in some industrial
areas. In the meantime, the construction and agricultural sectors slowed their
growth pace, confributing by 0.6 and 0.1 percentage points, respectively, fo
tofal growth.In June, annual inflation was -1.1%, from -0.6% in May. The fall
in food prices in line with their infernational performance was the driving factor
of domestic deflationary pressures.

3 For 2013, net exports made a negative confribution of 2.3 percentage points to total GDP
growith.
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SERBIA

Serbia’s GDP grew only 0.1% y-o-y, in 2014 Q1. The moderation in economic
activity resulted from the contracted agricultural production and  weak
performance of industrial and services secfors. Affer the impressive growth
of the production sector in 2013 Q4 (+17.8% in annual ferms), it shrank by
3.0% (y-oy), contributing by -0.2 percentage points to annual GDP rate. The
deceleration in the industrial sector was driven by the lower energy production
and high comparative base for 2013.# The weaker domestic demand, the
sluggish lending and Serbian authorities” fiscal consolidation were among the
factors driving the performance of the services sector.

In June, annual inflation was 1.3%, standing below the central bank's target
(4+1.5%). In the absence of inflationary pressures and weak GDP growth, the

National Bank of Serbia cut the key policy rate by 0.5 percentage points, to
8.5%, in June.

4 The expanding activity in the indusirial sector throughout 2013 was driven by the increased
production of FIAT vehicles.
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ANALYSIS OF DEVELOPMENTS IN THE EXTERNAL
SECTOR OF THE ECONOMY, 2014 Q1

EGLENT KIKA, MERITA BOKA, OLTI MITRE

MONETARY POLICY DEPARTMENT, JULY 2014

1. BALANCE OF PAYMENTS HIGHUGHTS'

Albania’s net current account balance recorded a deficit of EUR 299.5 million
in 2014 Q1. It mainfained a widening fendency for the second consecutive
quarter, deepening by around 31%, on an annual level, during 2014 Q1,
compared to the same quarter a year earlier. The current account deficit was
estimated at 12.9% of nominal GDP. All current account items confributed
fo deficit widening, but the worsened frade deficit in goods and services
haod a major impact. The stable demand from Albania’s traditional trading
partners and slight widening of the export base confributed to maintaining an
upward frend in exports of goods. Imports also showed a growing fendency
for the second consecutive quarter, being mainly concentrated in investment
or intermediate goods. The services’ account displayed a similar performance,
with both imports and exports increasing, y-o-. Hence, nominal net exports
deficit deepened compared to the same period a year earlier. The primary
income balance returned to negative ferritory after two quarters of positive
net flows. The maturing immigration cycle, the unfavourable labour market
conditions in countries where Albanian immigrants reside, and the repatriation
of a considerable number of migrants have led to continued decline in
remitfances.

Net capital inflows increased to EUR 22.5 million, from EUR 9.7 million in
2013 Q1. Neft financial flows recorded an annualised increase of about
29.8%, financing 89.5% of the current account deficit. Dividing the current
deficit financing as debt creating inflows and non-debt creating inflows, a
more pronounced support fo the second type of financing during the quarter
under review is noted. Non-debt creating inflows were estimated at 10.3% to
nominal GDP, about 1.2 percentage points higher in annual terms. Conversely,
financing current account through debtcreating inflows was estimated at about
0.7% of nominal GDP. This rafio is 0.8 percentage points lower compared fo

I The latest data on the balance of payments are as of 2014 Q1. From 2014 Q1, Financial
Stability and Statistics Department at the Bank of Albania prepares the Balance of Payments
Statistics, in compliance with the Infernational Standards laid down in sixth edition of the Balance
of Payments and International Investment Manual, released by the International Monetary
Fund (BPM6.) Earlier, they were published based on the Balance of Payments Manual, fifth
edition - IMF. The main differences between two methodologies are synthesised in the guideline
“Publication of Financial Statements of statistics of external sector, in accordance with BPM&-
IMF”, published by the Bank of Albania at:
hito: / /' www.bankofalbania.org,/web,/pub/commentary for changes in the publication of
external sector statistics according to BPM 6 (June 2014) 2014_2 _6688_1.pdf
For the purposes of internal analysis, the Balance of Payments data from 2002 to 2013 are
reclassified in accordance with the new methodology by the Monetary Policy Depariment.
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the first quarter of previous year. The overall balance of payments shows that,
in 2014 Q1, foreign exchange reserve assets fell, by about EUR 40.3 million.
As of end-March 2014, the foreign exchange reserve stock totalled EUR T,
98 billion, sufficient to cover 4.4 months of imports of goods and services.

Table 1 Balance of Payments indicators
Q1'12 Q2'12 Q3'12 Q4'12 QI'13 Q2'13 Q3'13 Q4'13 Ql '14

Current account (in EUR million) 2725 2519 2478 -2058 -228.6 -300.8 214.1 -282.7 -299.5
y-0-y 22.4% -31.0% -4.7% -455% -16.1% 19.4% -13.6% 37.4% 31.0%

/ GDP 127%  99% -10.2%  -8.3% -10.2% -11.3% 9.0% -11.0% -12.9%
Goods and services -456.8 -447.1 -401.6 -480.3 -380.3 -436.1 -392.3 -511.0 -408.6
Exports, f.0.b. 619.7 7775 0986.8 8148 661.6 8057 9812 9379 /382
Imports, f.o0.b. 1076.5 12247 1388.4 12951 1041.9 1241.8 1373.6 1448.9 1146.7
Travel - net 4.3 6.2 1197 123 346 -31.5 26.1 340 218
Primary income 240 330 365 218 98 218 15.6 79| =31.3
Credit 4572 39.3 53.7 502 422 @ 47.] 522 5138 291
Debit 69.2 72.3 90.2 28.5 51.9 689 36.6 443 60.4
Net FDI income -35.3 -31.3 -53.7 04 -335 451 147 -22.1 -40.1
Secondary income 208.4 2282 190.3 2527 161.5 1571 1626 220.8 140.3
Credit 2450 268.1 2287 2846 1941 1892 1969 2523 167.6
Debit 367 399 384 31.9 326 320 342 31.6 273
Net remittances 1665 1716 1408 1963 1209 998 1176 1590 1159
Capital account 129  43.0 9.8 15.6 Q.7 4.8 15.0 18.2 22.5
Net borrowing/net lending 2590.5 -208.9 -238.0 -190.2 219.0 -296.0 -199.1 -264.5 -277.0
Financial account 2284  -83.6 397 2696 -206.6 2354 -31.8 -189.5 -268.1
y-0-y 291% -522% 77.6% 199% 9.6% 181.5% -20.0% -29.7% 29.8%

/ GDP -10.6% -33% -1.6% -108% 92% -89% -13% 7.4% -11.6%
Direct investment 1917 -141.8 -1252 -189.1 -194.0 -239.3 -266.4 -193.3 -216.7
Portfolio investment 494 265 21.6  -10.9 224 100.2 42 231 3.1
Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other investment -89.3 772 258 464 -11.3 -182.7 1959 199  -14.1
Reserve assets 3.2 7.5 897 -23.1 -23.6 864 34.5 7.1 -40.3
Errors and omissions 315 1258 1978 -/8.8 12.4 60.5 167.3 /5.1 8.9
Net borrowing/nef lending 2599 2094 -237.5 -190.7 2190 2960 -199.1 2645 -277.0

Source: Bank of Albania.

2. CURRENT ACCOUNT?

Albania’s net current account balance recorded a deficit of EUR 299.5 million
in 2014 Q1. Current deficit widened for the second successive quarter,
increasing by 31.0% in annual terms, during the first quarter. The current
deficit accounted for about 12.9% of nominal GDP, or about 2.7 percentage
points higher than in the same period a year earlier. Excluding income from
official transfers, the current account deficit was estimated at about 13.0% of
nominal GDP, from 10.5% in the same period a year earlier.

Current account dynamic, during 2014 Q1, continued to be broadly affected
for the second successive quarter by the development of net exports balance

2 Overall, the shift to the international standards laid down in Sixth Edition of the Balance of
Payments Manual does not reveal any change in the general view of the current account,
compared fo the previous standards. The most significant changes consist in the goods and
services account. Their composing sub-items are reclassified, renamed and further detailed.
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in goods and services. Imports of goods and services grew by about 10.1%
in annual terms. On the other side, the 11.6% y-o-y increase of goods and
services exports was not sufficient to offset the increase of such imports. In
2014 Q1, nominal deficit in exports increased by about 7.4% in annual
ferms, confributing fo the deepening of the current deficit. The worsened
nef position of primary® and secondary income account* provided the same
impact.

While the resulted current deficit in 2014 Q1
is considered in the light of gap performance
between public savings and national investments,
a further strengthening of private sector impact on
the creation of current account deficit® is noted.
Such a trend started in 2013 Q3, while in the three
first quarters of 2013, the public sector had the
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Moreover, the gap between savings and private investments increased faster
in annual terms. Private sector share in the creation of current account deficit
averaged 95.7%, about 36.7 percentage points higher than its historical
average. More concretely, in the annual expansion of the current account
deficit by about 31%, the public sector contributed negatively (40.6
percenfage points|, whereas the private sector confributed positively (+71.6
percentage points).

In accordance with the standards set forth in the Sixth Edition of the IMF's Balance of Payments
and International Investment Position Manual, “primary income” corresponds to “income” in
the Fifth IMF’s Balance of Payments Manual.

In accordance with the standards set forth in the Sixth Edition of the IMF's Balance of Payments
and International Investment Position Manual, “secondary income” corresponds fo “current
transfers” in the Fifth IMF's Balance of Payments Manual.

An alternative but equivalent measuring of current account net position for a definite period is
the method of gap between savings and national investments. Thus, the net realised position
of current account is equal fo the amount of gap realised between savings and public and
private investments in period t.

CA=LS e TS )

Various studies conclude that when the current deficit is created by the private sector, in an
economy that is accumulating capital, the latter becomes more tolerant against persistently
high current deficitrates, than whenthe current deficit is created mosily by the public sector.
See: Milesi-Ferretti & Razin (1996), ‘Sustainability of Persistent Current Account Deficits’,
NBER, WP546.7. Cusolito & Nedeljkovic (2013), ‘Toolkit for the Analysis of Current Account
Imbalances’, VB, WWP83248.
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Chart 2 Savings — investment gap of private and public sectors to GDP {left)
and their contribution fo annual current account deficit (right)
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In 2014 QI, net financial flows from the combined position of primary
income account, secondary income account and services account recorded a
considerable fall. Thus, the net flows of these three accounts financed about

15.9% of trade deficit recorded during this period.

Albania’s frade openness stood at 81.5%in 2014 Q1, around 5.4 percentage
points higher than in the same period a year earlier.

Other current account items

In the framework of adopting the international standards of the Sixth Edition of
the IMF's Balance of Payments and Infernational Investment Position Manual,
the constituent sub-items of services account were subject of a series of re-
classifications and re-nominations in the light of an increasing importance of
cross-border transactions in services. Thus, the most important changes relate
fo the sub-ifems of services account “processing services on physical inputs
owned by others” (Manufacturing services on physical inputs owned by others
BPM5) and “services for maintenance and repair” (“manufacturing goods in
BPMS5 and “services for maintenance and repair” ( “merchandise for repair” in
BPMJ5), which are reclassified from “goods” to “services”. “Merchanting” (nef
exports of goods under trading intermediation) and other services related to
frade are re-classified from “services” to “goods”. Due to methodical changes,
net balance of goods and services account reveals changes, particularly
sensitive in the case of services account.

During 2014 Q1, services account performed weakly. Net income balance
of this account recorded a net deficit of EUR 52.4 million, mainly due to the
decrease in foreign currency flows in this account. Net income balance from
services continuous to be considerably affected by the development in the sub-
items with the highest share in this account: “manufacturing services on physical

86 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

O yrmrmrrmrmT R T TR P T P e
100+
200+
300
400
500-
-ooofi

7004
-800

— Goods_M6BP —Goods_M5BP —Services. MOBP  ——Services_ M5BP

Source: Bank of Albania.

inputs owned by others”, “transport services”, “travel services (personal and
business)”, “insurance and pension services”, “telecommunication, computer
and information services”. Net income of these sub-ifems of services account
decreased during the considered period, providing contribution to the
deepening of net services account deficit.

Net income from "travel services” for tourism and personal purposes,

recorded a negative balance after two positive quarters. Net income deficit

from travelling for business and personal purposes narrowed by 36.9%,

compared to the same period a year earlier, standing at EUR 21.8 million.

Foreign currency inflows from travel services of nonresidents to Albania

increased by 35.2%, in annual ferms. Foreign currency outflows in the form

of Albanian residents’ expenses for personal and business fravel services

abroad increased by 23.1%, albeit they did not complefely cancel out the

positive effect of inflows.

Net balance of primary income account closed |
in negative ferritory in 2014 Q1. Net foreign-
currency inflows in this account resulted in deficit |
by about EUR 31.3 million, from about Euro 9.8
million deficit in the same period a year earlier. |
The widening of deficit in “investment income” !
determined the direction of developments in this |
account during the considered period. Net “income !
from work” resulted considerably lower, compared |
fo a year earlier, providing a negative contribution !
to the fofal balance of this account.
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“Investment  income”  sub-item  recorded @
considerable widening of deficit in 2014 Q1, by
EUR 34.4 million, from EUR 23.9 million in the same

— Primary income mm Other primary income
= |nvestment income = Compensation of employees

Source: Bank of Albania.
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period a year earlier. The increase in FDI income
Chart 5 Balance of Investment income outflows defermined the direction of developments
(nef flows, in EUR million) in this account during the period under review.

In 2014 Q1, net income from “foreign direct
investment” decreased by 19.9% in annual terms,
standing at about EUR 40.1 million, mainly due
fo income repatriation from investments in capital
and equities in investments funds. Interest income
recorded a net negatfive balance of EUR 0.3
million, from the surplus of EUR 1.6 million in the
same period a year earlier.

Bl Reserve assets (Credif] Other investment B o ..
B Porffolio investment I Direct investment The balance Of POFH:O|IO investment” income

— Investment income continued to record positive values for the fifth
successive quarter, at about EUR 5.6 million
during the period under review. In this sub-item
of income account, income represents mainly
interests arising from debt instruments. By contrast,
net income balance from “other investment”
recorded a deficit of about EUR 8.3 million, from
a surplus of about EUR 4.3 million in the same
period a year earlier. Income from the investment
in foreign exchange reserve assets” stood at EUR

8.4 million in 2014 Q1.

Source: Bank of Albania.

Net balance of secondary income account, similarly
to the previous year, continued to record shrinkage
in financial flows in 2014 Q1. The total net balance
of this account, during the period under review,
recorded a surplus of about EUR 140.3 million,
down by about 13.1% in annual terms. Foreign-
currency flows in the secondary income accounted
for about 6.1% of nominal GDP. This ratio is about
1.1 percentage points lower compared fo the same
period a year earlier.

S = -
o o o = = N W W

— Direct investment —long term frend

The main subrifem of this account, net secondary income from “financial
and non-financial corporates, households, and non-profit institutions serving
households”, recorded a surplus of about EUR 141.8 million, down by about
11.3% in annual ferms.

7 In accordance with standards laid down in Sixth IMF's Balance of Payments Manual in the
primary income account, the item “investment income” includes the income from ‘“foreign
currency reserve” investment.
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The subritem with the largest share in secondary flow
income from “financial and nonfinancial corporates,
households and NPISH®", “remittances””, pursued
the downward trend even during the beginning of

D B350 p e mmmmm e
2014. Remitiances stood at EUR 115.9 million, | !
down by 4.1% in annual terms. They were | | !
estimated at about 5.0% of nominal GDP, or 0.4
perceniage points lower than the corresponding | !
quarter in 2013. I
o |
: 501: i
3. CAPITAL ACCOUNT SR S
| 08020200000802020208000
Capital account debits and credits all the SORRREEENNsEgYo o munen
fransactions on the acquisition and disposal of | — Workers' remitiances  ——Long term frend

non-produced, non-financial assets/goods'® and
1

Source: Bank of Albania.

the capital transfers'' between residents and
non-residents (on which there is no economic
value in the exchange). In 2014 Q1, capital account recorded a surplus
of about EUR 22.5 million, up about EUR 9.7 million, compared fo the
same period a year earlier. This account’s net capital flows accounted for
about 1.0% of nominal GDP during the period under review. Incoming
capital transfers were EUR 49.0 million, from EUR 9.7 million in the same
period a year earlier, whereas capital outflow transfers amounted about
EUR 26.4 million in 2014 Q1. Net capital transfer for the account of
“central government” were EUR 19.6 million, while those in “financial and
non-financial corporates”, "households and non-profit institutions serving
households” were about EUR 3.0 million.

The combination of net non-financial transactions of current account and
capital account provides the net position of the domestic economy, as net
lender (surplus) and net borrower (deficit) versus the non-resident economies.
Conceptually, this result is equal to the net balance of the financial account,
which reflects how the net lending or net borrowing by non-residents is
being financed. In quantitative ferms, our economy reveals a net borrowing
position, about EUR 277.0 million, which is financed by the income in the
financial account (minus errors and omissions).

¢ Non-profit institutions serving households.

? From 2014 Q1, remitfances are calculated based on the survey on remitiances carried out
by the Bank of Albania, and data on remittances transmitted through formal channels (money
transfer operators and banking system).

0 Acquisition and disposal of non-produced, non-inancial asset include: 1. Natural resources
(land, mineral rights, foresiry rights, water, fishing rights, air space, and electromagnetic
specfrum),‘ 2. Confracts, /ecrses, and licenses covers those contracts, /eoses/ and licenses that
are recognized as economic assets; 3. Marketing assefs (brand names, mastheads, frademarks,
logos, and domain names.

""" Capital transfers consist in: 1. debt forgiveness; 2. Nonlife insurance claims; 3. grants; 4.
guarantees; 5. taxes (inheritance taxes, gifts, efc.); 6. Other capital fransfers.
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4. FINANCIAL ACCOUNT'

Net flows in the financial account recorded a positive balance of EUR

268.1 million in 2014 Q1, financing 89.5% of the current account deficit

Chart 8 Financial account, errors and omissions
(net flows, in EUR million)
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(4} (balance from current and 3
capital account) !
Source: Bank of Albania. |
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Chart @ Financial account components
(net flows, in EUR million)
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Reserve assets

i Portfolio investments
mm Other investments
—Financial account

mm Financial derivatives and
employee stock options
mm Direct investments

Source: Bank of Albania.

recorded in this period. Financial flows rose about
29.8%, accounting for about 11.6% of nominal
GDP, relative to the same period a year ago. The
increase in annual ferms in foreign currency flows in
this account was mainly attributable to the increase
in net flows by about 11.7% in annual terms, in
the form of direct investments. Nef borrowing in
domestic economy grew by 26.5% in annual terms

in 2014 Q1.

Residents’ financial liabilities to non-residents
increased by 43.8% in annual terms, due to higher
FDI and other investment inflows. Albanian assets
invested in non-esident economies increased
by about EUR 38.6 million during the period
under review'?. Increase in assets in the form of
other investment was the main deferminant of
developments in Albanian assefs invested abroad.

Net FDI increased by about 11.7% from 2013 Q1.
Inflows in net foreign direct investment defermined
the direction in their development, amounting about
EUR 221.3 million, in 2014 Q1. Domestic assets as
foreign direct investment increased, albeit their level
remains low (only EUR 4.5 million at the beginning
of 2014). Net FDI was estimated at about 9.4%
of nominal GDP, or 0.7 percentage points higher,
compared fo the same period a year earlier. As
an important financing source of the external sector
deficit, in 2014 Q1 FDI inflows financed about
73.9% of the current deficit recorded during this
period.

In occordance with the instruments used for
investments'#, net direct investments as “capital
and stocks as investments fund” increased by

12 In accordance with standards laid down in the Sixth Edlition of the IMF's Balance of Payments
and International Investment Position Manual, increase in assets and liabilities is shown with
a positive sign; decrease in assefs and liabilities with a negative sign. Net financial account
balance is calculated as a difference between assets and liabilities. Also, main items in financial
account are: 1. Direct investment; 2. Portfolio investment; 3. Other investment; 4. Financial
derivatives and employee stock opfions; 5. Reserve assels.

1% In addition to methodical amendments stipulated in BPMO, total domestic financial assets
invested in foreign economies include also the foreign assets (reserve assets).

14

In accordance with standards laid down in BPMO, direct investments are realised through three

main instruments: 1. Capital and shares in investment fund; 2.New invested profit; 3. Debt

instruments.
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about 16.7% in annual terms. Net FDI as “re-invested” profits” in Albania
increased by about EUR 17.6 million at the beginning of 2014. The increase
in investments in the form of both instruments is a positive signal in relation to
forming foreign investors’ expectations on the performance of the domestic
economy and profit investment in future. Af the same time, foreign investors
reduced their net investments as “debt instruments” in undertaking direct
investments, about EUR 21.8 million. In the quarter under review, privatisation
receipfs'® with foreign capital provided a modest contribution to fotal foreign
direct investments.

In the long run, FDIs are an important foreign-
currency inflow in financing trade and current
deficit in Albania. This trend was dominant |
especially at beginning of 2009, when the

importance of other foreign-currency flows in

the form of remittances, begun to progressively
contract.  Similarly to the economies in other !
counfries, in Albania, the affraction of foreign-

direct investment is an important element for the | 20} |
long-term  stability of the current account deficit | 1501 :
and of the stable economic development. In ; | ‘ I 1
addition to the benefit of creating new jobs, | ) f““l I““I I |

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

and fransferring technology, new management ! ,£80000000020002000002009
practices and know-how, FDIs are considered as | 288£88889988%8855=sraax
non-debt creating foreign-currency flows, difficult |
and costly to be withdrawn. Since 2013, FDls

B Privatization receipts

B DI less privatization receipts

have been the main financing source of external Source: Bank of Albania.
sector deficit in Albania. In 2014 Q1, the ratio T
of net FDI flows to recorded current deficit was

estimated at /2.4%.
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Related to their profitability, the presence of a considerable and stable outflow
in FDI income following the accomplishment of the initial investments and the
beginning of profit realisation, serves as a signal for other foreign investors
and for a positive and increasing development in future (See Chart 11 [right]).
In certain periods (year 2009 and the second quarter in 2013), direct
investments increased considerably, due to the realised privatisation receipts
of public assefs and enterprises (See Chart 11).

Chart 12 Current account and net FDI to GDP (left) and the covering of current
account from FDI (right)

mmNet FDI/GDP —Current account/GDP = Net FDI/Current account
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Net portfolio investments in 2014 Q1 recorded a positive balance of EUR
3.1 million. Residents' assets (depositing corporates, excluding the Bank of
Albania) invested abroad increased by about EUR 8.6 million, mainly in the
form of debt securities. Liabilities as portfolio investments stood at EUR 5.5
million, during the period under review, from EUR 6.2 million in the same
period a year earlier.

In 2014 Q1, other investment account closed with an increase in liabilities
of the domestic economy fo non-residents, about EUR 14.1 million. In other
investment account, Albanian assets invested abroad increased by about EUR
65.9 million, from the decrease by EUR 0.6 million in the same period a year
earlier. On the side of liabilities, non-residents invested in our country about
EUR 80 million, from 10.8 million a year earlier. Volatilities in assefs and
liabilities determined a nef negative balance of EUR 14.1 million.

Lloans were the main confribufors fo the performance of net other investments.
The main borrower was “other sectors”'®, followed by “general government”
and “depositing corporates”. The good liquidity situation in the domestic
banking sector was reflected in a net positive balance in “currency and
deposits”. In net terms, banking system invested about EUR 89.5 million in the
form of currencies and deposits abroad.

16 Here are included the liabilities in nonfinancial private or public companies (including the debt
guaranteed by the Government], non-bank financial institutions, and household's liabilities
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As regards the profile of external debt financing, it is important to monitor
the reliance on debt-creating inflows versus more desirable non debtcreating
inflows'”. Thus, in 2014 Q1, non-debtcreating inflows accounted for 10.3%
of nominal GDP, about 1.2 percentage points higher than in the same period
a year earlier. On the other hand, net debtcreating inflows provided a low
impact on financing the current deficit, about 0.7% of nominal GDP. This ratio
is about 0.8 percentage point lower, compared to 2013 Q1. The overall
financing of the current account deficit is estimated by adding net errors and
omissions to net debtcreating and non-debt creating foreign-currency flows.
After a complete covering of current account deficit, during the quarter under
review, the rafio of current account financing stood at 86.5%, implying a
decrease in foreign exchange reserve sfock.

- Chart 13 Financial debtcreating and non-debt creating flows (to nominal GDP {left)) |
and the financing of current account deficit (right)

|

Source: Bank of Albania. :
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Foreign exchange reserve assets dropped by about EUR 40.3 million at the
end of 2014 Q1. This fall was mainly due to the withdrawal of assefs placed
as “surplus reserves” by commercial banks with the Bank of Albania and
partially to the appreciation in the exchange rate. As of endMarch 2014,
the foreign exchange reserve stock was about EUR 1,98 million, sufficient
to cover 4.4'® months of imports of goods and services. In terms of Guidotti
- Greenspan rule'?, the current foreign exchange reserve stock covers about

173.5% of the shortterm debt in Albania.

17 This breakdown serves to monitor the impact of financial and capital flows on Albanian’s external
debt. FDI and capital inflows are classified as non-debtcreating flows. Portfolio investment and
other net investment are included in debtcreating flows.

'8 Based on “Monetary Policy Document for the period 2012-2014", as a guarantee fo cope
with the severe shocks on the real sector of the economy, and in order to safeguard the country’s
financial stability, the sufficient level of foreign reserve is based on the concurrent observance of
these two quantitative criteria: (i) the mainfenance, in the medium run, of foreign reserve levels
sufficient fo cover at least 4 months of imports of goods and services; and [ii] the maintenance,
in the medium run, of foreign reserve levels sufficient to cover the shortterm foreign debt of the
Albanian economy. Source: Bank of Albania.
http:/ /www.bankofalbania.org/web,/Monetary Policy Document for the period
2012_2014_6346_1.php2ke=0,2,9,0,0

19 The Guidotti-Greenspan rule states that a country’s reserves should maintain a foreign exchange
reserve sufficient o cover the respective shorterm debt. This implies this rafio should be 1:1
or 100%, to face a massive potential withdrawal of the shorterm capital. For more about this

rule visit: htto://www.imf.org/external/np/pp/eng/2011,/021411b.pdf
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GROSS EXTERNAL DEBT ANALYSIS, 2014 Q1
EGLENT KIKA, MERITA BOKA, OLTI MITRE
MONETARY POLICY DEPARTMENT, JULY 2014

MAIN CONCLUSIONS

e At the end of the first quarter of 2014, Albania’s gross external debt stock
amounted to EUR 5,724.5 million. In annual terms, it increased by 2.9%
to around 57.7% of nominal GDP.

® By sectoral breakdown, the external debt stock shows an unchanged
profile, with the general government accounting for around 40.5%, the
deposittaking corporations 20.7%, other sectors 20.2%, FDIs 17.3%,
and the monetary authority 1.3%.

e By investment instruments, ‘Other investments’ dominate the external debt
stock, accounting for around 72.4%, or 0.9 percentage point higher
yearoveryear.

® By maturity composition, around 80.1% of the external debt sfock is long-
ferm debt, remaining at a similar level to the corresponding quarter in

2013.

® By currency composition, around 57% of the external debt is denominated
in euro and 14% in U.S. dollar, with the respective shares of the two
currencies increasing by around 1 percentage point yearoveryear.

e Albania’s net external debt is relafively low, estimated at 17.8% of
nominal GDP, primarily due fo the increase in foreign exchange reserves
at a faster pace than the external debit.

® External debt sustainability, as measured by several indicators of long-term
repayment capacity, points to increased weaknesses since 2008.

® The rafio of longterm gross external debt to annual exports of goods
and services has been higher than the hypothetical optimal benchmark of

150%, since the fourth quarter of 2011,

® Both the net external debt and the foreign exchange reservefo-shortterm
external debt rafio do not point to added pressures arising from expected
external debt service obligations.

e There is, however, a slight increasing fendency in the funds necessary fo
service the external debt.
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1. A DETAILED ANALYSIS OF GROSS EXTERNAL DEBT!

At the end of 2014 Q1, Albania’s gross external debt totalled EUR 5,724.5
million, up around EUR 70.5 million quarteroverquarter, and around EUR
161.4 million yearoveryear. In annual terms, it increased by around 2.9%,
to 57.7% of nominal GDP.2 At the end of 2013 Q4, this ratio stood at 57.4%
of nominal GDP.

The central government has the largest share in tofal external debt stock,
at around 40.5%. lts share in the total external debt stock fell by around
0.4 percenfage point from the corresponding quarter in 2013. The central
government's external debt stock amounted to around EUR 2,319.6 million,
or nearly 23.4% of nominal GDP.

At the end of 2014 Q1, the gross external debt stock of the depositfaking
corporations [except the central bank] amounted to around EUR 1,182.2

million, up around EUR Q0.6 million from 2013 Q1.

Ofther sectors’ external debt stock tofalled around EUR 1,155.1 million, up
around EUR 76.7 million from 2013 Q1, and EUR /4.6 million from 2013
Q4. lts share in the total external debt stock was around 20.2%, increasing
by around 0.8 percentage point from 2013 Q1.

The sfock of FDIs — intercompany loans amounted to around EUR 991.5
million, down around EUR 37.2 million from 2013 Q1.

At the end of 2014 Q1, around 62.7% of the debt stock (excluding FDIs
— intercompany loans) was long-term debt, mainly in the form of loans.
For the same period, shortterm debt accounted for around 19.9% of total
debt stock, mainly in the form of currency and deposits from the deposit-
taking corporations (except the central bank). General government and the
monetary authority hold only longterm debt, whereas the deposittaking
corporations and other sectors hold a composite portfolio of long and short-
term debt.

I The latest external debt data are as of 2014 Q1. The previous year’s data have also been
revised. Starfing from 2014 Q1, Financial Stability and Statistics Department at the Bank of
Albania compiles the External Sector Statistics in compliance with the international standards
laid down in the sixth edition of the IMF's Balance of Payments Manual. Earlier, they were
compiled in compliance with the fifth edition (BPM5). The main differences between the two
methodologies are synthesised in the guideline “Publication of external sector tables according
fo BEM6”, published by the Bank of Albania at:
hitp://www.bankofalbania.org,/web,/pub,/01_commeniary_for_changes_in_the_publication_
of_external_sector_statistics_according_to_bpm&_june_2014_6689_1.pdf

2 Fourquarter rolling sum of GDP.
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Chart 1 Gross external debt by sector
(confribution in percentage points)

during 2014 Q1 continued to be driven by the
deepening fotal borrowing from the private secfor
of the economy (deposittaking corporations, other |
sectors and direct investments). In nominal terms,
the private sector’s debt stock totalled around EUR
3.3 billion, up 4.1% yearoveryear.

dominant role in the dynamics of Albania’s gross
external debt stock, except 2009-2010. The
three categories within this sector - deposittaking
corporations, other sectors and direct investments
- have progressively increased their share in fofal
debt stock and nominal GDP over the years. In
2014 Q1, the deposittaking corporations and
other sectors of the economy made increasing “——
contribution to total gross external debt. Conversely,

direct investments made a negative contribution. The public sector’s (general

government and central bank) confribution fo the increase in total external debt

stock has been on a downward trajectory since end-2009. In the beginning

of 2014, the public sector contributed by around 0.6 percentage point to the

increase in total gross external debt. The increased debt in the public secfor

was driven by the general government, whereas the central bank continued to

reduce ifs exposure to the external debt.

mm Private sector {onnual change)

Over the years, the private sector has played a
| mm Public sector —Gross external debt i

mm General Government
— Public sector
m= Central bank

== Direct investments mm Deposittaking corporations,
— Private sector [except the central bank|

mm Other sectors
Source: Bank of Albania.

According to BPMO&, the sectors of the economy include: 1. general government; 2. central
bank; 3. deposittaking corporations except the central bank; 4. other sectors; 5. foreign direct
investments.

Bank of Albania 97



2014 H7| Bulletin of the Bank of Albania

In its sectoral breakdown, the external debt stock shows an unchanged profile,
with the general government historically having a major share in the fofal debt
stock and nominal GDP. At the end of 2014 Q1, the general government

accounted for around 40.5% of the total external debt stock. The rest of the
debt stock has been allocated to the deposittaking corporations (except the

central bank] 20.7%, other sectfors of the economy 20.2%, FDIs 17.3%, and
the central bank 1.3%.

Chart 3 Share of sectors in total external debt stock (left chart);
debt stock changes in 2014 Q1 vs 2008-2013 average
(in p.p,, right chart)
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During the last three years, the share of the general government debt in the
fotal debt stock has been estimated at an average of 40.9%, ranging between
40.3% and 41.7%. Atthe end of 2014 Q1, the general government’s external
debt stock amounted to ALL 2.3 billion, up around ALL 4 1.4 million from end-
2013 Q1 or around 1.8% yearoveryear. It was estimated af around 23.4%
of nominal GDP, or O.1 percentage point lower yearoveryear. By maturity
composition, the general government continued to hold longferm external
debt, mainly in the form of loans, notes and bonds.

The deposittaking corporations [except the central bank) are the second largest
sector in ferms of share in total debt stock. The trend of their share in total debt
was upward during 2011-12, seftling at around 19.0% at the end of 201 3.
In the beginning of 2014, this sector's debt increased again by around EUR
Q0.6 million from end-2013, and around EUR 106.8 million from 2013 Q1.
The deposittaking corporations’ external debt stock was estimated at around
11.9% of nominal GDP, up 0.7 percentage point yearoveryear. Broken
down by maturity, the deposittaking corporations show a clear orientation
towards shortterm debt. At the end of 2014 Q1, the shortterm debt held by
the deposittaking corporations accounted for around 85.3% of this sector’s
total debt sfock.

Other sectors’ debt stock accounted for around 20.2% of the total gross
external debt stock. Their debt stock has been falling progressively since
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2012, to later rise again in the beginning of 2014. At the end of 2014 Q1,
the external debt of other sectors of the economy was estimated at around
11.6% of nominal GDP. Broken down by maturity, 88.5% of other sectors’
debt stock was longterm debt and the rest, 11.5%, shortterm debt.

The external debt stock in the form of FDIs — intercompany loans accounts for
around 17.3% of the total external debt stock, and around 10.0% of nominal
GDP. During the quarter under review, FDIs" external debt stock fell by around
3.6% in annual terms, or around EUR 37.2 million.

The central bank’s gross external debt stock has the lowest share in the total
stock compared to the other secfors under review. The monetary authority’s
liabilities in the form of debt have shrunk confinuously across the years. At
the end of 2014 Q1, they accounted for around 1.3% of total external debt
stock, and 0.8% of nominal GDP. The monetary authority holds only long-term
debt, mainly in the form of other debt liabilities and longterm loans.

B) EXTERNAL DEBT BY INSTRUMENTS

Broken down by instruments, investments in the form -
of other investments* have a major share in total
external debt stock, around 72.4%. Within this
item, long and shortterm loans have the main share
(around 72.4% in total other investment stock).

Chart 4. Classification of debt stock by investment
instruments
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such as trade credits and other debt liabilities,

. . Source: Bank of Albania.
continue to have a small share in total other + . T R
investments.

The share of FDIs — intercompany loans in total gross external debt has
maintained a sustained growing rate across the years. Af the end of 2014
Q1, the stock of FDIs — intercompany loans was estimated at around 17.3%
of the fotal debt stock, and around 10.0% of nominal GDP.

Investments in the form of portfolio investments accounted for around 10.3%
of the tofal gross external debt and were estimated at around 5.9% of

nominal GDP.

4 Other investments include: long and shortterm loans, currency and deposits, frade credits and
other unspecified liabilities.
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C) EXTERNAL DEBT BY MATURITY

Broken down by maturity, the largest portion of the external debt stock is
longterm debt. At the end of 2014 Q1, the longterm debt stock (which also
includes FDIs methodologically] accounted for around 80.1% of the total gross
external debt stock and was estimated at around 46.2% of nominal GDP. The
share of longterm debt, minus FDIs, was estimated at around 62.7% of the
total external debt stock.

Attheend of 2014 Q1, the shortterm debt amounted
- to around EUR 1.14 billion, against around EUR
" 1.11 billion at the end of 2013 Q1. The share of
shorterm debt in total gross external debt reached
19.9%. The general government and the central
bank hold only longterm debt. The investment
instruments used by the central government include
loans, notes and bonds. The deposittaking
corporations and other sectors of the economy
have a more diversified portfolio, consisting of both
long and shortterm debt. These two sectors’ short-

Chart 5 Debt sfock by maturity

(as a percentage of nominal GDP)

9 © 92 o 9 9 © L2 9 9 . .
S S 6 2 o = = = = = term debt consists largely of currency and deposits,
o N o O (@] N w

and trade credits and advances.

. D) EXTERNAL DEBT BY CURRENCY

Most of Albania’s external debt is denominated in euro, accounting for around
57.0% of the total at the end of 2014 Q1. The share of debt denominated

in SDRs® in the fofal stock has been falling progressively in the past three

EUR; 0,56 EUR; 0,57

Other, 1%

> Special Drawing Rights (SDRs) are international reserve assets, created by the International
Monetary Fund to supplement its member countries other official reserves. The International
Monetary Fund may periodically allocate SDRs to member countries in proportion fo their quotas.
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years. On the other hand, the stock of debt denominated in U.S. dollar rose
substantially during 2013-14, to around 14.0% at end-2014 Q1, from 6.0%
atend-2012 Q4.

E) GROSS EXTERNAL DEBT SERVICE BY SECTOR

During 2014 Q1, total external debt service (principal plus interest payments)
amounted to EUR 58.8 million. Of this, around 84.1% was paid in principal
and 15.9% in interest. In debt service by sector, principal payments make up
the largest portion of payments.

Table 1 Gross external debt service by sector
Q1'13 Q2'13 Q3'13 Q413 QIl'14

Ceneral government

Principal 11,7 34,2 13,9 36,8 14,1
Interest 6,1 9,1 6,5 8,8 7.8
New debt 58 86,1 21 18,8 26,6
Private (long and shortterm)

Principal 27 15 11 24,6 22,1
Interest 0,1 1,3 0,3 0,2 0,8
New debt 14,1 6,5 5,3 59,1 104,4
Banks (long and shortterm)

Principal 13,5 16,8 5,7 25,6 10,1
Interest 0,5 0,4 0,4 0,5 0,7
New debt 3 4.4 7 0,4 23,5
Total debt service 62,9 76,9 41,5 96,8 58,8
Tofal new debt 75,1 Q7 33,4 78,3 154,6

Source: Bank of Albania.

New external debt disbursements for the entire economy amounted to
around EUR 154.6 million in 2014 Q1. Private debt [mostly longterm debi]
dominated the new debt disbursements, accounting for around 67.1% of the
total new debt disbursements. The general government's new (long-term) debt
hit a considerably low level compared to the previous three years, accounting
for around 17.2% of the total new debt.

2. EXTERNAL DEBT SUSTAINABILITY INDICATORS

The analysis of gross external debt based on the performance over time of ifs
main sub-tems by sector, instruments and maturity shows a vertical overview
of its profile and evolution, without reaching any substantial conclusions on
its dynamics and sustainability. For this purpose, we need to compare the
performance of gross external debt against other closely-related economic
variables. The indicators used to evaluate the external debt sustainability are
generally classified info two categories: (a) indicators that measure a country’s
confinuous and  uninterrupted repayment capacity against its international
lenders, (b) indicafors that measure the adequacy of liquidity in case of
obligation to repay immediate liabilities.
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AJ INDICATORS OF REPAYMENT CAPACITY

The export of goods and services represents a direct and continuous source
of foreign currency inflows into an economy. If viewed in a comparative
approach against the gross external debt denominated in foreign currency,
it may serve as an analytical indicator that approximates a country’s long-

- Chart 7 Gross external debt stock and exports of
' goods and services as a percentage of nominal GDP |
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term repayment potential and capacity. The gross
external debt growth at a more accelerated pace
than total exports of goods and services signals a
country’s weaker longterm repayment capacity,
which may, in fum, cause a country fo face
difficulties in meetfing contractual external debt
obligations in the long run. As of 2008 Q1, the
performance of external debt and exports of goods
and services as a percentage of nominal GDP? for

- Albania has shown a similar tendency. Beyond this

quarter, the gross external debt stockto-GDP ratio
has increased at a more accelerated pace than
the exportsto-GDP ratio, providing evidence of the
deferioration of this indicator. However, in 2013
Q4 and 2014 Q1, it improved slightly due to the
lower gross external debto-GDP ratio and, vice-
versa, the increased exportsto-GDP ratio.

The relafive ratio of gross external debt to exports of goods and services
reconfirms the divergence in the above-mentioned frends in the beginning
of 2008. This ratio stands higher than the hypothetical optimal benchmark
proposed through empirical analysis by the international financial institutions,

: Chart 8 Gross external debt to exports of
goods and services
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Source: Bank of Albania.

which varies depending on a country’s institutional
development.” The ratfio of gross external debt to
the exports of goods and services was around
165.3% at the end of 2014 Q1, down by around
6.4 percentage points annually. After reaching
a record high at the end of 2013 Q3, this ratfio
showed a declining trend for the second consecutive
quarter, mainly due to increased exports of goods
and services.

Paralelly, a country’s repayment capacity can be
also measured by estimating whether the intake of
fiscal revenues is sufficient to cover a cerfain ratio
of the total gross external debt or of the central
govermnment's external debt stock. The first ratfio
serves to signal the central government's capacity to

. . . .. 1’
intervene in times of crisis and prevent the country’s

¢ The inflows of exports of goods and services and the quarterly nominal GDP have been
annualised to ensure that end-of-period ratios fo the external debt stock are comparable and
consistent. The three variables are denominated in euro.

7 According fo the Infernational Monetary Fund and the World Bank.
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loss of credibility across infernational lenders. Meanwhile the second ratio
facilitates the monitoring of the stability of the government's external debt level,
which, if too high, may affect the transfer of fiscal revenues from the more
efficient expenditures with an effect on the economic performance to external
debt amortization. As of the end of 2014 Q18, the rafio of gross external
debt to fiscal revenues for Albania was estimated at 240%. After reaching a
record high in 2013 Q3, this rafio showed a declining frend in the next two
quarters, standing around 10.2 percentage points below the hypothetical
optimal benchmark proposed by international insfitutions.” The rafio of the
cenfral government's gross external debt to fiscal revenues has also shown a
similar performance, reducing from the peak level of 101.7% in 2013 Q3 to
97.2% at the end of 2014 Q1.

Chart @ Gross external debt (leff) and central government's gross external debt
(right) as a percentage of annual fiscal revenues

—Hypothetical optimal benchmark
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Theoretically, the accumulated external debt may be followed by an accelerated
economic growth if its flows are channelled into efficient investment activities
and produce value added in the economy. As of 2014 Q1, the difference
between the annual gross external debt and nominal GDP does not yet confirm
this performance. During 2008 Q1-2009 Q3 and 2011 Q3-2012 Q3, this
indicator reached the peak. In the last two quarters, this indicator provided
evidence of a difference of less than 1 percentage point between the increase
in gross external debt and nominal GDP. At the same time, the longterm
cumulative average'® of the difference between the annual performance of
the gross external debt and nominal GDP was estimated at around 10.5
percentage points at the end of 2014 Q1. This average is nearly 1.1
percenfage point lower yearoveryear.

¢ Quarterly fiscal revenues have been annualised through a fourquarter rolling sum.

? IMF (2000), 'Debt and Reserve-Related Indicators of External Vulnerability’, International
Monetary Fund, Washington D.C.

19 This indicator is constructed using the annual growth for each period in time “T" and before
that, as a cumulative average. Suppose that there are 12 periods of time in period T,,. Their
average provides the cumulative average of the period until T,,. The move fo T, is achieved
by adding the value of T,, and averaging it again.
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Chart 10 Annual growth difference between gross external debt and nominal
GDP by quarters (leff] and longterm cumulative average (right)

— Annual growth difference
(longterm cumulative average)

Despite the slight worsening in Albania’s longterm repayment capacity since
2008, its performance for the period ahead has been closely linked o both the
performance of the domestic economy and the distribution of external debt
service over fime.'" Under optimal conditions, external debt servicing should
not have a direct negative impact on the economy, which may arise from the
allocation of financial resources to this function. At the same time, in order
fo avoid such a phenomenon, an economy should, at any time, be capable
fo meet its immediate obligations with respect to the external debt principal
and inferest payments. The accumulation of arrears on external debt service
obligations or continuous payment rescheduling may increase the risk premiums
in the economy and exert pressure on economic activity at a later time.

B) LQUIDITY ADEQUACY INDICATORS

An economy's liquidity adequacy, which serves to repay external debt
obligations, is largely affected by the reliance on shortterm external financing.
That is, if the use of this form of external financing with a maximum maturity
of one year is disproportionately concentrated, the immediafe obligafions
fowards the external debt are considered to be high for the year ahead.
Albania’s external financing profile has been mainly oriented towards long-
term debt. The shortterm debt has ranged between 9% and 26% of the fofal
external debt stock. During the quarter under review, the share of shortterm
external debt stock fell slightly to 19.9% of the total stock. The annual inflows
from the exports of goods and services managed fo cover the shorterm
external debt entirely. The fotal short+term external debt as a percentage of
fofal exports of goods and services was estimated at 33% during 2014 Q1.

' The country’s long-term repayment capacity improves if the economy grows af a fast pace in
the future and the distribution of external debt servicing is uniform over fime. In the opposite
case, a counlry’s longterm repayment capacity indicators deteriorate.
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Despite the slight deferioration since 2010 Q4, this indicafor provides
evidence of the availability of regular foreign currency inflows in covering the
shorterm external debit.

Chart 11 Shortterm gross external debt as a percentage of fofal gross
external debt (leff) and exports of goods and services (right)
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Foreign exchange reserves availability in covering shortferm external debt
is another important indicator of liquidity adequacy. Against an imperfect
access fo international capital markets, the adequacy of foreign exchange
reserves may help cover shortterm external debt obligations. Albania’s current
foreign exchange reserve level is sufficient to withstand external negative
shocks, which may hinder the country’s routine capacity to repay its shortterm
external debt. The critical benchmark of foreign
exchange reserve cover of shortterm external debt
is 100%, and the ratios below this benchmark
provide evidence of insufficient foreign exchange

Chart 12 Foreign exchange reserve stock to
shortterm gross external debt

reserve sfock.'? In Albania’s case, this ratio has | %7 e
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a view fo idenfifying the shortHerm pressures
arising from the expected liabilities is achieved by
deriving and monitoring the net external debt. The
cumulative sum of banks' net foreign assefs and
foreign exchange reserves is subtracted from the
gross external debt. Albania’s net external debt is

12 According to Guidotti-Greenspan rule. For more information: IMF, “Assessing reserve
adequacy”, 2011.
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relatively low, fluctuating below 20% of nominal GDP'3, mainly due to banks’
nef foreign assefs and foreign exchange reserves increasing faster than the
gross external debt. At the end of 2014 Q1, net external debto-nominal
GDP ratio was 17.8%, around 1.8 percentage points lower yearoveryear.
Net external debto-exports of goods and services mainfained a downward
frend for three consecutive quarters, being estimated at 50.8% at the end of

2014 Q1.

Chart 13 Net external debt to nominal GDP {left] and

exports of goods and services [right)
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The indicators based on principal and interest payments provide an evaluation
of the foreign exchange resources in the economy, which are commonly used
fo service the gross external debt. They are important in monitoring shortterm
pressures of external debt servicing and in avoiding the unexpected movement
of financial flows from productive activities in the economy to expected
amortization disbursements on the external debt. The level of amortization is
closely linked to the allocation of new debt in the previous periods but also o
the time of disbursement, where lenders may have agreed to a grace period
with regards to contractual obligations of principal and interest payments.
An important indicafor in monitoring the significance and the relative size
of external debt servicing is the ratio of the latter to foreign currency inflows
from the exports of goods and services. In the case of Albania, this rafio
ranges between 2.8% and 10.3%, with 2010 Q4 acting as an outlier, a
quarter when the central government carried out high principal payments. This
indicator’s ratio stands well below the critical benchmark of 20% as suggested
by the infernational organisations. '

On the other hand, the ratio of external debt amortization to new debt
disbursements measures the extent of debt rollover. A ratio below 100%

13 By the end of 2012, Albania’s net external debt-to-GDP ratio of 19.5% was below the regional
countries” average. Net external debrHo-GDP ratio for the countries in the region averaged 30.4%
in 2012, ranging from the minimum ratio of -13% and 11.5% in Kosovo and Macedonia, to
the peak ratio of 59.8% and 50.6% in Croatia and Montenegro.

4 IMF (2003), “External Debt Statistics: Guide for Compilers and Users”, International Monetary
Fund, Washington D.C.
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indicates larger new external debt disbursements than repayments of old debt.
In the case of Albania, the ratio of external debt rollover has averaged 85.8%
since 2008 Q1. If we exclude 2010 Q4, which is an outlier, the average
falls to 64%. For the entire period since 2008 Q1, this indicator points to a
cumulative value of the new external debt disbursements 1.6 times higher than
the amortization of previous disbursements. During 2014 Q1, the external

debt amortization was 6.5% lower on an annual level, whereas the ratio of
external debt rollover was 38%.

Chart 14 Annual moving average of external debt service to exports of
goods and services (left) and new debt disbursements (right)
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RESEARCH PAPERS*

* The views expressed in these papers are those of the authors and do not necessarily
reflect the views of the Bank of Albania.
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ECONOMIC ACTIVITY AND LENDING: IS THERE
%\QI%FSEICE OF DECOUPLING AFTER THE FINANCIAL
OLTA MANJANI

MONETARY POLICY DEPARTMENT

One of the effects of the global economic and financial crisis in Albania and
in the countries of the region has been the progressive credit slowdown. Given
the longterm positive correlation between lending and economic growth!, the
gradual slowdown and reduction of credit fo the economy eventually became
a concern.

In the case of Albania, rafes of credit o the private sector have rapidly
decelerated. Yet, economic activity recorded positive, though low, growth
rates. A similar behaviour has been noted in other economies of Central,
Eastern and South Eastern Europe (CESEE). In these countries, re-emerging
from one of the most severe recessions in the last decades, the recovery of
the economic activity was not accompanied by a recovery in lending activity
[EIB, January 2013).2 In literature, this is known as the decoupling effect. The
recovery of economic activity, without a rebound in credit, is also known as
creditless growth®, suggesting recovery and expansion of economic activity
immediately or a few years affer a crisis, in the absence of credit.* This paper
presents some theoretical grounds and evidence of such developments in the
world, while frying fo research and explain the presence of this phenomenon
in the case of Albania.

Decoupling in world practice

While lending and economic activity are unquestionably positively correlated
in the long run, this correlation is not as strong in the short run, especially during
the recovery of economic activity after a strong economic and financial crisis.
There are at least two reasons for this development. First, from a macroeconomic
perspective, lending supports investments and private consumption; however,
in the short run, these components of aggregate demand may grow even in the
absence of credit. Economic growth, in such a case, may be also driven by
other components of aggregate demand - public spending and export growth.
On a microeconomic perspective, the outstanding stock of credit may record
stagnation or decline, but the dynamics of its flows may be more complex.
In the economy and in the banking system, funds may shift from the matured

A detailed overview of the impact of financial development (and credit growth lending)
on economic developments, in a cross-country study of 150 countries may be found in the

publication of and Ross levine: Financial Structure and Economic Growth.
2 Furopean Investment Bank (EIB), Banking in Central and Eastern Europe and Turkey: Challenges
and Opportunities.

The term creditless recovery was first coined by Calvo, Izquierdo and Talvi (20006).
4 Calvo, Izquierdo and Talvi (2006); Biggs, Mayer and Pick (2009); Bech et al (2012); Takats
& Upper (2013).
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sectors or those with notso-good growth prospect towards more productive
sectors. In a more micro analysis, the correlation between the credit flow by
sector and economic recovery in these sectors is more difficult to be identified
and there are often time lags.

European Investment Bank analyses (2013) note that decoupling of these
indicators and creditless recoveries are not rare evenfs, as financial cycles
caused by credit shocks tend to last twice longer than economic recessions,
whereas economic activity expands even when credit falls. Some empirical
studies (Calvo et al. 2006; Biggs et al. 2009; Aghion et al. 2009) show
that, in postcrisis periods, the correlation between bank lending and the pace
of economic activity recovery loosens. In a study with dafa from 39 financial
crisis preceded by credit booms in advanced and emerging economies,
Takats and Upper (2013) also find results at odds with the general consensus
that deleveraging hinders economic growth.

Calvo et al. (2006) explains this phenomenon as the output “rising from
its own ashes”, implying a process where domestic businesses and private
enferprises, in the presence of a credit shock, generate liquidity and investment
funds not only through credit, but also from alternative sources. In the absence
of bank lending, businesses use their own funds, accumulated profit, informal
borrowing, or other types of funding. In a study examining data from 25
financial crises, they show that businesses facing liquidity and working capital
shortfalls cut on their spending and investments. However, from recession to
recovery of economic activity, the capital stock remains unchanged, despite
the reduction in investments. A creditless recovery of economic activity may be
sustained through other channels such as fiscal stimulus, expansion of foreign
direct investments or export growth. According to Takats dhe Upper (2013,
economic recovery is mostly related to improvements of the trade balance.
Findings by Calvo et al (2006) suggest that, in periods affected by financial
crises, economic activity recovers faster than credit - within three years from
peak fo trough. Empirical results of Bech et al (2012) confirm that deleveraging
is followed by higher growth of economic activity after financial crises. Their
main argument lies on the benefits of restructuring and consolidating balance
sheets in the postcrisis period. Biggs et al (2009) find also that the GDP
growth in the credit recovery phase can exceed GDP growth in the earlier
high credit growth phase, even if it takes many years for credit growth to reach
its pre-crisis levels. Another argument favouring this economic recovery pattern
seems fo be the fact that implementing o monetary policy easing favours
positively and disproportionally - compared to periods of high interest rates
- those sectors of the economy that are most prone to being liquidity/credit
consfrained (Aghion et al, 2012).

An alternative argument proposed by Biggs et al (2009) suggests that a
rebound in the flow of credit has closer relationship with economic activity
recovery than a rebound in the stock of credit, especially in postcrisis periods.
Although the sfock of credit is related to the stock of capital and, subsequently,
an important determinant of the level of potential GDP in the economy,
developments in the stock of credit “hide” useful information on new flows of
credit, which is crucial for understanding business cycles.
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However, the above-mentioned findings and theories present shorterm
correlations, which are more valid in postcrisis periods. This should not imply
that lending is insignificant (Calvo et al, 2006). Abundant literature shows
that in the longer term, developments in the banking sector and real sector
influence one another.

Creditless recovery in the case of Albania

In the pre-crisis years, the rapid credit growth has broadly sustained the

expansion of economic activity.® In addition, Dushku (2010 finds that there

is a positive longterm correlation between economic growth and some

indicators measuring financial development in Albania. They include, among

others, the rafio of private sector credit to the gross domestic product or fo

total credit to the economy. However, credit developments in Albania seem

fo be more complex, and have apparently gone through certain development

cycles, which may be grouped in two main phases: pre- and postglobal

financial crisis. The rapid credit growth in the economy from early 2000s

until the outbreak of the global financial crisis af the end of 2008 seems to

be related to the typical boost in credit demand of

Chart 1. Credit to the private secfor in Albania and |O b? QFOYVIF? Tronsmo_n/emer'gl?g econok;ny,k.fhe

3 some CESEE countries - low financial leverage - typical of a new banking

: . system - and the high presence of European banking

. groups meeting such growing demand for credit.

" The same trend has been noticed in most countries

. of the region. The accelerated credit growth unfil

- the end of 2008 and beginning of 2009, at the

- height of the financial crisis, was followed by

" slowdown and decline of credit to the economy
(see Chart 1).

. The rapid credit growth in  Albania, more
pronounced during 2004-2008, recorded annual
. growth rafes of 50%, on average, during this
- time. As the global financial crisis effects were
spreading, like in most countries in the region
and the world, lending in Albania entered a new
stage. The Albanian banking system was not
directly offected by the global financial crisis, because it was not directly
exposed fo foxic financial products, which caused this crisis. However, an
immediafe consequence of the global financial crisis and its spillover effects
on the Albanian economy was the slowdown of bank lending, driven by both
supply and demand-side factors.® While well capitalised and liquid, banks in
Albania significantly reduced their credit to the private sector. Their reluctance
fo finance economic agents’ projects is consfrained by uncerfainties related
fo the economic outlook, factorisation of high risk premiums and/or ropid

> For an overview and detailed analysis of crediting and growth model during this period in
Albania see “Growth in Albania and Southeast Europe: The VWay Ahead”, Chapter I (Fullani,
2012).

¢ Quarterly and annual reports of the Bank of Albania, non-periodic analyses and research papers.
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growth of non-performing loans. Most of the countries in the region have had
similar experiences, where changes in operations policies by branches of
foreign banks, dictated by parent banks, austerity measures in the regulatory
framework and other country-specific factors have contributed to reducing the
credit fo the economy.

Chart 2 Annual changes of GDP and credit to the private secfor*;
credit impulse (in real terms)

. Annual growth (CPI deflated)

N
o
o
o
[9)
K

—GCDP Decoupling effect —Credit impulse

*See data on the performance of these indicators in the countries of the region.
Source: Bank of Albania.

Despite new credit, the stock of credit has steadily slowed down, fo be later
reduced. Deleveraging has mainly reflected the write-off of non-performing
loans and/or other loan and balance sheet restructuring. The quality of credit
extended massively during the credit boom period allegedly counts as an
additional reason for the lack of correlation between the credit performance
and economic activity after the financial crisis. The growth of credit o the private
sector - assumedly “good” debt - contributes positively to economic growth.
However, the same may not be said about non-performing and inefficiently
distributed loans, thus “bad” debt (Takats and Upper, 2013). Hence, the
reduction of the outstanding stock of credit to the private sector during this
period reflects, in part, the restructuring of balance sheets through the write-offs
of non-performing loans - mainly during 2013 - in spite of considerable new
credit.

Economic growth in Albania has been sustained by recent fiscal stimuli, as
well as growth of exports and foreign direct investments. Economic growth
rates remained in positive territory in 2013, whereas the sfock of credit to the
private secfor was down from a year earlier. As shown by empirical studies
in literature, financial crises preceded by periods of credit boom lead to faster
recovery of the economy

Analysis of economic activity and credit to the private sector by sector

In order to better understand the decoupling of economic growth from private
sector credit growth, we may have fo take a closer look at the developments in
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these indicators by sectors of the economy, before and during/after the global
financial crisis. New credit flows in Albania have been considerable; mainly
as shortterm credit fo private enterprises for liquidity purposes (see Chart 3).
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In addition, Chart 4 presents an analysis of cumulative developments in two
periods; the first one refers to the period prior to the global financial crisis,

from 2006 Q2 until the end of 2008 Q3, whereas the second one refers to

developments in the subsequent period.
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Economic activity during 2006-2008 was broadly sustained by the banking
sector, which financed various secfors of the economy. A structural analysis
of economic and financial activity shows that, in general, during this period,
the banking secfor has financed the fast-growing sectors. Such financing has
mainly focused on fransport & telecommunications, construction and industry
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sectors, contributing 2.0, 4.7, and 0.3 percentage points, respectively, fo
economic growth for the period 2006Q2-2008Q3, cumulatively. The second
period, which refers to the period when global financial crisis began to spread
until the end of 2013, experienced structural changes in the economic activity
as well as bank lending. These developments are in line with the economic
recovery practices in periods of postinancial crisis, in the absence of credit
rebound and in line with the new macroeconomic framework. The efficiency
in using credit growth to engineer the economic activity growth varies across
the sectors. In addition, businesses generate liquidity in times of economic
prosperity, which may he|p them to cope with the lack of bank |ending during
periods of financial crises.

The industrial sector shows signs of decoupling of the value added from the
credit growth fo this secfor. Despite this sector’s high absorption of funds from
the banking system in the first period, it has provided marginal contribution to
the expansion economic activity for this period. VWhile, in the second period,
financing of this sector has been somewhat lower than in the pre-crisis period,
its value added to economic activity has been significantly higher. Such
performance may be affributed fo the specific developments in this secfor,
related fo the credit boom in the prefinancial crisis period. When investments
in machinery and equipment financed by a credit occur in period “t*, that
is in the high credit growth period for the private sector, the benefits of their
operating and producing may materialise with a time lag, thus in “t+1". Despite
the positive effects of lending tfo this sector with a time lag, the contribution
of this sector to economic growth has been steady and consistent over a
long time span of more than five years, such as the second period taken into
consideration. The high contribution of the industry sector to economic growth,
in the absence of credit rebound, shows that this sector, among others, may
have exploited alternative sources of funding.

The agricultural sector has significantly increased ifs confribution to economic
activity compared to the pre-crisis period, given the relatively unchanged
funding received by the banking system. Bank lending to this sector has been
fraditionally low, reflecting problems of informality and its dependence on
weather conditions, i.e. overall high risks related to operating in this sector.
Against this backdrop, this sector must have expanded using alternative
funding sources. Such channels of funding for this sector include the use of
own funds, informal borrowing and, to a lesser extent, the use of microfinance
instruments, which remains low in Albania.

The performance of the fransport and posttelecommunication sector also
shows a trend of decoupling of the value added from funding through credit.
Although lending fo this secfor has reduced by a half, compared to the pre-
crisis period, ifs confribution fo economic activity growth remains significant.
In the meantime, developments in the construction sector have changed
drastically from the pre-crisis period, recording reduction of the value added
and lending to this sector.
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Concluding remarks

Economic theory and illustrations in practice suggest that credit and economic
growth have a sustainable positive relationship in the long run, but their
correlation in the short run is more complex. Numerous studies have illustrated
and explained the phenomenon of their decoupling in the short run, especially
in postfinancial crisis periods. This paper summarized a part of the most
recent world literature that studies this phenomenon and illustrated its presence
in the case of Albania. In brief, we may conclude that this phenomenon is
present in the Albanian economy: economic growth in Albania is taking place
without a rebound in credit and it may continue to do so in the near future.
In the long run, eventually, economic growth may and should take place
only in the framework of credit growth, despite the degree of capital markets
development.
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MEASURING FINANCIAL SYSTEMIC STRESS IN THE
CASE OF DEVELOPING AND EMERGING EUROPEAN
ECONOMIES
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ABSTRACT

This article develops a financial systemic stress index and examines episodes
of financial stress for developing and emerging economies in the Ceniral,
Eastern and South- Eastern European Countries during 2001 = 2013. The
financial stress index is built to gauge financial stress in four main markets:
banking market, money market, exchange market and real estate market. The
obtained index is used to defermine the threshold of the financial systemic
stress for these countries.

Keywords: Financial stress index, financial crises, principal components
analysis

JEL Classification: CO2, C43, GO1, G15

1. INTRODUCTION

Systemic Financial Stress (SFS) is defined as a period when the financial
system is under strain and its ability to intermediate is impaired.! During this
period, the SFS episodes tend to be associated with af least four fundamental
characteristics: large shifts in asset prices, an abrupt increase in risk and/or
uncerfainty, liquidity droughts, and concerns about the health of the banking
system. The global financial crisis that swept in advanced economies rapidly
spread fo markets with no apparent vulnerabilities, mostly via the financial and
frade linkages. A combination of bank balance sheet fragilities, slowdown in
private capifal inflows and sharp and huge currency depreciation have been
among many negative effects. At the same time, unsustainable macroeconomic
policies were accompanied by significant withdrawals in equity and debt
funds in emerging economies, while lending by advanced economies’ banks
dropped, reflecting both a weakened outlook and the need for banks fo
deleverage. The consequences of these patterns led to an increase in financial
stress in developing and emerging markets, followed by a deterioration of
the balance of payments and downward economic growth, even recession.
These developments prompted calls for mechanisms to avert highly probable
events that would inferrupt the normal functioning of financial markefs.?

This article aims to construct an aggregate Systemic Financial Stress Index (SFSI)
in the case of Central, Eastern and South-Eastern (CESEE) markets that would
be able to identify episodes of deteriorating conditions. Thus, the consfruction
and measurement of SFSI is based on the approach by Hollé, Kremer and Lo

"' Balakrishnan, et. al., (2009).
2 See also laeven and Valencia (2008 and Kota and Sage (2013)
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Duca (2012), developed further by Kota and Sage (2013). This approach
is a consistent measure for a wide range of countries. At the same fime, this
indicator is comprehensive enough to track various events associated with
the SFS.® Then the threshold on SFSI is calculated as in Balakrishnan, et.
al., (2009). The methodology is replicated for 10 developing and emerging
market economies in the Central, Eastern and South-Eastern Europe. This
index would provide valuable information for policymakers, particularly as
a heightened index warrants special affention to a broad part of a country’s
financial system, which changes with time.

The rest of this article is organised as follows: Section 2 discusses the
methodology to construct the ISFS and the threshold level. Section 3 presents
the results. The last section summarizes the concluding remarks of the article.

2. METHODOLOGY AND THE DATA

This article follows the approach by Hollo, et. al., (2012), developed further
by Kota and Sage, (2013), who represent a composite indicator for countries
in the euro area and those outside it. The constructed SFSI contains four main
components, which are aggregated into a single index to capture the state
of the market condition through various financial market segments related to
the banking secfor, money market, foreign exchange rates and the housing
market, expressed as follow:

® Banking-related sub-index components: deviation of the banking system’s
fofal loan and deposits from the HP filter; deviation of the net interest
margin from the HP filter. The aggregated index is calculated as the
principal component of the standardised deviations.

e Securitiesmarket related sub-index components: shortterm yield spread
(difference between the Albanian 3-month T-bill and the German
3-month T-bill rate); overnight spread (difference between the Albanian
overnight spread and the EONIA); volatility of the shortterm yield spread
and volatility of overnight spread based on EGARCH approach. The
aggregated index is calculated as the principal component of these four
standardised components.

* fForeign exchange related sub-index components: ratio of CMAX over
two years of both the euro and the dollar to domestic currency; volatility
of both euro and the dollar to domestic currency exchange rate estimated
based on EGARCH approach. The aggregated index is calculated as
the principal component of these four standardised components.

® Real estate related sub-index components: deviation of house price
index (HPI) from the HP filter and volatility of this deviation based on
EGARCH approach. The aggregated index is calculated as the principal
component of these two standardised components.

3 This arficle does not intend fo address the types of events that cause systemic financial stress, but
based on Balakrishnan, et. al., (2009), the main purpose is rather to obtain a comprehensive
indicator covering a wide part of a country’s financial system.
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The advantage of using the composition of sub-indexes is threefold. First, the
definition of the SFSI is not limited o only a particular type of unstable event,
while it allows analysis of central bank reaction associated with various sfress
sub-components [Baxa, et. al., (2011])]. Second, the sub-indexes are relatively
uncorrelated [Cardarrelli, Elekdag and lall, (2009)]. Third, adding different
variables does not affect the final outcome path of the estimated SFSI [Afonso,

et. al., (201 1]].

The results of the sub-indexes are standardized and aggregated as a sum of
normalised value info a single SFSI, using variance-equal weighting for each
country and period. This approach adjusts the sub-index stress for differences
in volatility [Balakrishnan, et. al., (2009)], while it performs as accurately in
signalling stress episodes as in weighting based on economic fundamentals

[lling and Liu, (2006)].

Furthermore, as in the case of Afonso, ef. al., (2011), the sfudy is based
on a binary variable approach to identify periods that signal rising systemic
financial stress episodes corresponding to all the periods. These episodes are
considered moments, during which the value of the actual stress is higher than
the threshold level. The binary variable takes the value of 1, if the actual value
of the estimated SFS| exceeds a threshold level of 1.5 standard deviation, and
O otherwise.” The sample dafa represent the systemic financial stress patterns
during 2000 Q1 - 2013 Q4. This is linked to the willingness to study a
relatively consistent time period linked to the introduction of the euro currency,
as well as to take info account the constraints related fo the availability of
data for some countries included in the study. The SFSI is constructed for
10 developing and emerging countries in CESEE, namely Albania, Bulgaria,
Croatia, Hungary, Latvia, Lithuania, Macedonia, Poland, Serbia, and Turkey,
according fo the IMF 201 3 classification. The data are taken from the national
institutions among which the Institute of Statistic, Central Bank and Ministry of
Finance, as explained in Table 1 in the Appendix.

3. THE FINANCIAL STRESS ANALYSIS

The estimated SFSI data for the sample countries are shown in charts 1 and 2
in the Appendix. The results suggest a relatively strong visual link between the
global financial crises and the rising stress represented by SFSI, starting from
the end of 2008, compared with the previous periods in all countries. This
is evidenced in the case of identification of episodes related to local factors
in each country. Results distinguish between countries that have a high level
of financial infegration and are part of the European Union (EU) and those
that are less infegrated. For this reason, the first group includes Bulgaria,
Hungary, Llatvia, Lithuania and Poland. The rest is included in the second
group. Results indicate that the effects of global financial crisis have been
more evident and last longer in the first group of countries, except Poland.®
4 See also Balakrishnan, et. al., (2009).

> According to Balcerowicz (2000), the Russian crisis and the economic slowdown in the EU
dampened demand for Polish exports during the period 1999 — 2000 and contributed fo the growth
of Poland's current account deficit. Further fo that, Poland experiences a high public indebfedness
mainly in the next two years, which as shown is reflected through raising money market stress.
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This is related mainly to developments in the banking sector, as a result of the
easy credit bubble that began building up during 2004, absorbing record-
high losses as well as increasing the capital adequacy level to an alltime-high.©
The high stress level is observed in the money market and relafively through
currency devaluation pressure. Adverse effects associated with the balance
sheet of the banking sectfor anficipate developments in other sectors, while the
effects are more evident in countries like Latvia, Lithuania and Hungary.”

Countries with less infegrated financial markets are affected rather less. This is
also seen by the short persistence and smaller magnitude levels of the systemic
financial stress presented, even though the dynamics in these countries is less
homogeneous compared to the common facfors observed in the previous
group. Among these countries, Albania did not experience any banking system
deferiorafing conditions af the early stage of the global financial crises, but
faced with increasing negative pressure immediately afterwards. On the one
hand, dafa analysis suggests that stress increase mainly reflects the negative
pressures in the money market and foreign exchange. On the other hand,
stress persistency has lasted longer in time, although its magnitude has been
relatively low compared to other countries.® The data show that Albania has
experienced negative growth pressures in terms of the sysfemic financial stress
during 2001 - 2002 and 2011 Q3 - 2012 Q1. The former period relates o
the uncertainty in the domestic banking system as a consequence of the massive
deposit withdrawals from the system after the privatization of the Savings Bank.?
The laffer relates to the worsening of non-performing loan indicators, demand
shortage in housing market by households and firms and fiscal patterns.

In the case of Turkey, the index seizes the rising systemic stress moments after
the 2001 Turkish economic and financial crisis'® and after the global financial
crises. The effects of the recent crisis appear fo be relatively low and less
persistent, mainly due to the rapid recovery and economic growth after the
crisis in 20071 until the global financial crisis in 2008. Results of ISFS notify that
increased systemic financial siress is mainly caused through negative pressures in
the money market and sfress in the exchange rafe market, while the effects of the
global financial crisis is materialised in the rising stress in the housing market. !

In Croatfia, financial market stressful episodes are reflected mainly in the
banking sector and the money market, for two reasons.!? First, the Croatian
economy was badly hit by the global financial crisis, reflecting increased

6

The bubble burst lead to a rapidly weakening economy, resulting in a budget, wage and

unemployment crisis.

Data analysing suggest that in the first group bank balance sheet effects have prior rising siress

in other counterparts. All the countries entered a phase of fiscal coniraction during the second

half of 2008 affer an extended period of creditbased speculation and unrealistic inflation of

real estate valves. This might be the reason fo the reduction in financial stress.

In the case of Albania, banks were not exposed fo foxic assefs. The banking system was well

capitalized and the Bank of Albania took macro-prudential measures on time to avert negative

effects from the crisis and foreign currency lending. See also Shijaku (2014).

Kote and Sage 2013 found the same stress patterns in the case of Albania.

19 During 2001 crises most of the banks in Turkey relied on highyield bonds as a primary investment
instruments. See also Ozatay and Sak (2002).

11" Such behaviour is also found by Cevik, Dibooglu and Kenc, (2013).

12 See also Boka, Grguri¢, Krznar, and lang, (2009).

9
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stress as a result of job cuts in the manufacturing sector, the construction sector
and the trade sector. Public debt rose continuously, placing more cost to
debt servicing, which was immediately transmitted to bank balance sheet
effects, as a result of the cessation of lending. Second, the spread of panic
over pofential problems in parent banks, in the last quarter of 2008, led to a
massive deposit withdrawal from the Croatian banks. '

Compared with other countries, the sysfemic financial stress in Macedonia has
been relatively low. However, as shown by the respective ISFS's dynamics,
the local economy has experienced two moments of deteriorating economic
conditions, one during the 2000s and the other during 2008 Q3 - 2009
Q2. The first moment coincides with the Kosovo crisis and internal conflicts. '
Negative pressures emerged primarily in the money market and the market
exchange rafe, which are related specifically fo higher government spending
and the outflow of foreign capital. The second moment is related to the adverse
effects of the global financial crises. While the economy was found in good
macroeconomic condition'®, it was not able to avoid the strong adverse effect
that came as a result of lower domestic exports and declining capital inflows,
as well as deferiorating economic agents' expectations. '

Serbia has experienced two moments of rising systemic financial stress, which,
as in the case of Macedonia, coincide with the period of the Kosovo conflict
and the internal political instability during the early 2000s and the effects of the
global financial crisis. During the second period, negative pressures appeared
in the domestic currency depreciation, even though their persistence was low
due to the strong capitalization and solid liquidity positions of the banking
sector, which was further supported by the policies offered by the government
in collaboration with central bank.'” In the following years, particularly in
2010, the credit risk remained the potential risk to the banking system, due
to indirect credit risk in foreign currency and high level of exchange rate
indexation of banks’ portfolios.'®

Furthermore, the crifical threshold values fo identify SFS episodes appear in
Chart 3 in Appendix. Found results indicate the threshold level varies from 2.7
in the case of Croatia to 4.4 in the case of Hungary. Critical values are higher
than the threshold value 2 proposed by Cardarelli, et. al., (2009) and values

13 As the authors reveal, the stress seems to have been under control, as banks have quickly
managed fo borrow from their owners [mother banks) to obtain needed funds, especially during
the deposit withdrawal in the last quarter of 2008. Further fo that, the Croatian National
Bank abolished the marginal reserve requirement, which has presented a heavy tax on banks’
foreign borrowing during the previous few years, thereby encouraging foreign borrowing by
commercial banks as a way of providing necessary foreign liquidity.

14 See also Bexheti, (2010).

1> After the two-year period of deferioration of the loan portfolio, at the end of 2010, certain
indicators of credit risk noted improvement. See also the NBRM (2009), NBRM (2010) and
NBRM (201 1) on the Financial Stability Report for the Republic of Macedonia.

16 The persistence of the financial stress seems to have been short mostly due fo the early measures
taken by the Macedonian government and the support of the IMF. See also NBRM (2008),
NBRM (2009), NBRM (2010), NBRM (2011 on Annual Reports on Financial Stability.

17" Government subsidies fo corporate and household sectors have played an important role in
mitigating the crisis that spilf over from advanced world markets

'8 See also the National Bank of Serbia, (2009) and (2010).
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estimated in the case of advanced economies by Afonso, ef. al., (2011).
However, the threshold value is lower if housing marketrelated components
are excluded. In this case, the value ranges from 2.1 in the case of Croatia
to 3.6 in the case of Hungary. Data analysis notes that countries like Albania,
along with Croatia and Turkey have experienced a lower number of episodes
that highlight a higher rate of systemic financial stress versus the threshold
level, while countries such as Llatvia, lithuania, Poland and Serbia are the
ones that account for a greater number of these episodes. However, their
number decreases if housing marketrelated components are excluded from
the overall index, with the exception of Croatia. Further, results suggest that
the maximum SFS value was reached over the period of the global financial
crisis. Its magnitude varies from 4.4 in the case of Albaniato 11.7 in the case
of Hungary. Even in this case, the critical value is lower if the housing market
data are excluded.

4. CONCLUSION

This arficle presents a single index able to seize the systemic financial stress
in developing and emerging countries in Central, Eastern and South-Eastern
Europe. The methodology follows a two-step procedure. First, a comprehensive
aggregated index is built based on different time-depending patterns in the
banking sector, money market, foreign exchange rates and the housing market,
able to capture time events that have high probability of inferrupting the normal
functioning of financial markets. Secondly, after assessing a threshold value,
a binary approach is used fo identify systemic financial stress episodes that
constitute a high risk to normal market funcfioning.

Results suggest that the estimated ISFS significantly reflects pressures in the form
of systemic financial stress as a result of domestic and global episodes. This
index shows a strong visual link between the global financial crisis episode
and increasing systemic financial stress at the end of 2008, compared with
previous periods for each country that is affected by it. This index can also be
appraised in ferms of identifying fo a great extent for each country high stress
episodes that relafe to the market interaction with local and regional factors.

The SFSI could be further decomposed by classifying countries into two significant
groups. On the one hand, we have those economies that have a closer
relationship with the EU and have a better and deeper financial infegration and
on the other, those economies that are less integrated. With some exceptions,
episodes and dynamics of rising systemic financial sfress are more homogeneous
in countries that are more integrated with the EU. Stress episodes are even
more visible and longer lasting in these countries, while stressful moments that
followed after the global financial crisis have been preceded in time by a
higher increase of sfress in the banking secfor compared fo other secfors. To
some extent, this is also observed in the case of EU candidate countries. Among
them, the systemic financial stress period has been spread in time in the case of
Albania, but the magnitude was relatively low compared with other countries.
The threshold level is higher than the level found in developed countries. This
indicator is higher for countries in the first group.
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APPENDIX

Table 1. Data sources.

Albania

HPI is taken from the Albanian Institute of Statistics; 3-month T-bill rate is taken from the Ministry
of Finance; banking system loan, deposit, NIM, ovemight interest rafe, EUR/ALL and USD/ALL
exchange rate are taken from the Bank of Albania.

Bulgaria

HPI is taken from the National Statistical Institute (NSI): 3-month T-bill rate is taken from the
Bulgarian Ministry of Finance (BMF); banking system loan, deposit, NIM, ovemight interest rate,
EUR/BGN and YSD/BGN exchange rate are faken from the Bulgarian National Bank (BNB).

Croatia
HP!I is taken from the Croatian Bureau of Statistics; 3-month T-bill rate is taken from the Croatian

Ministry of Finance; banking system loan, deposit, NIM, overnight interest rate, EUR/HRK and
USD/HRK exchange rate are taken from the Croatian National Bank.

Hungary
HPI is taken from the Hungarian Central Statistical Office; 3-month T-bill rate is taken from the

Hungarion Ministry of Finance; banking system loan, deposit, NIM, overnight inferest rate,
EUR/HUF and USD/HUF exchange rate are taken from the Hungarian Central Bank.

Latvia

HPI is taken from the Central Statistical Bureau of latvia; 3-month T-hill rate is taken from the
Latvian Ministry of Finance; banking system loan, deposit, NIM, overnight inferest rate, EUR /LVL
and USD/IVL exchange rate are taken from the Bank of latvia.

Lithuania

HPI is taken from the Lithuania Institute of Statistics; 3-month T-bill rate is taken from the Lithuanian
Ministry of Finance; banking systfem loan, deposit, NIM, overnight inferest rate, EUR/LTL and
USD/LTL exchange rate are taken from the Bank of Lithuania.

Macedonia

HPI is taken from the State Stafistical Office of the Republic of Macedonia; 3-month T-bill rate is
taken from the Macedonian Ministry of Finance; banking sysfem loan, deposit, NIM, ovemight
interest rate, EUR/MKD and USD,/MKD exchange rate are taken from the National Bank of the
Republic of Macedonia.

Poland

HPI is taken from the Polish National Statistical Office; 3-month T-bill rate is taken from the Polish
Ministry of Finance; banking system loan, deposit, NIM, ovemight interest rate, EUR/PLN and
USD/PIN exchange rate are taken from the National Bank of Poland.

Serbia

HPI is taken from the Serbian Office of National Statistics; 3-month T-bill rate is taken from the
Serbian Ministry of Finance; banking system loan, deposit, NIM, overnight interest rate, EUR/
RSD and USD/RSD exchange rate are taken from the National Bank of Serbia.

Turkey

3-month T-bill rate and nominal public debt are taken from the Turkish Ministry of Finance; HPI,
banking sysfem loan, deposit, NIM, overnight interest rate, EUR/TRY and USD/TRY exchange

rate are taken from the Central Bank of the Republic of Turkey.
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EVALUATING THE CREDITING ACTIVITY OF
MICROFINANCE INSTITUTIONS IN THE ALBANIAN
ECONOMY

ARLIND RAMA

RESEARCH DEPARTMENT

INTRODUCTION

In the context of discussions on the need for diversifying the financing sources
and crediting channels for economic agents in the Albanian financial market,
the importance of the financing activity of the microfinance institutions' has
increased in the last years. The MFls development has raised interest in knowing
better and closer the factors and elements of the macroeconomic environment
that have influenced this increase in due time. The sustainable development
of these insfitutions and the important role of microfinance in creating access
opportunities for financing to more individuals and small-medium enterprises,
have constantly been in focus of decision-making af the Bank of Albania.

“The relafionship between microfinance institutions and the banking sector,
from the point of view of cooperating in financing the economy, is a delicate
issue. Their coexistence is without doubts “peaceful”, in the early stages of
development of these institutions’ groups, but while the economy grows and
the competition increases, they have the tendency to converge more towards

each-other” (A.Fullani, 2005).

But, what was the situation like in 20132 Which is the place taken by the loans
disbursed by the microfinance institutions, in comparison with the total credit to
the economy? Have these institutions continued to grow thanks to dedicated
microfinancial crediting® Are there manifested tendencies for substituting bank
crediting with non-bank one, in the circumstances when banks have slowed
their crediting to some sectors of the economy?

To better understand the tendencies manifested by the MFls activity in the
economy, this analysis tends to describe and inferpret the developments in
the borrowing activity of microfinance institutions according to the sfatistical
data they have reported to the Credit Registry of the Bank of Albania, for
the period of time between the fourth quarter of 20107 and the first quarter
of 2013. In order to understand the nature of MFls crediting, the dafa are
processed, taking as a diving limit the level of ALL 1.5 million®. The disbursed
loans classification over and under this limit serves to the analysis fo create a

' According to “Mix Market”, the term “microfinance institutions” (MFI), is referred to the financial
institutions specialized in microlending, such as non-bank financial subjects, savings-credit
unions and licenced microlending institutions. This is also the meaning of the term used in this
analysis.

2 In the fourth quarter of 2010, the MFls began fo report fo the Credit Registry.

Referring to the official pages of MFls operating in Albania, ALL 1.5 million is the highest

amount of their financial products categorized as “microcredit” or small business loans.
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clearer picture of MFls borrowing activity features and their crediting focus in
dynamics, where we should emphasize that of MFls, only Non-bank Financial
Institutions (NBFI) are licensed to borrow over ALL 1.5 million. The MIX Market
database [Microfinance Information Exchange) has served as a complementary
source of data on the financial performance of MFls.

Non-bank credit to credit outstanding in the economy

The crediting activity of microfinance institutions has followed the total crediting
trend in the economy, but during certain time intervals, non-bank crediting has
increased faster than bank one. As graph 1 shows, during the first quarter
of 2011, tofal MFIs credit outstanding to credit oufstanding in the economy

Graph 1 MFls outstanding credit to tofal banking
system credit

—— MFls fotal outstanding credit
—— MFls outstanding credit above ALL 1.5 min
——MFls outstanding credit below ALLT.5 min

Source: Bank of Albania, author’s calculations

B MFIs NPLs
B Banks NPLs

Source: Bank of Albania, author’s calculations.

marked the lowest level by 2.67%). Striking is the
significant increase in the MFls credit portfolio (by
47 .8%) during the second and third quarters of
2011. This increase is reflected in a higher ratfio
of MFls credit to fofal credit outstanding in the
economy, to remain within 3.5% - 3.7% until the
first quarter of 201 3.

It seems that the new credit of over ALL 1.5 million,
disbursed by the NBFIs during the second and third
quarters of 2011, has determined the increase
by 1 percentage point in the share of MFls credit
portfolio in the total credit portfolio to the economy.
Meantime, for the period under review, the credit
outstanding in amounts under ALL 1.5 million has
decreased, staying at 2.2% - 2.4% to total credit
fo the economy.

In terms of fofal loans, it is worth noting that the
number of active loans in the MFls portfolio was
downward during the period under review, mainly
due to the drop in the number of loans disbursed
by them.

Non-bank credit has performed better than bank
credit to the economy during the period under
review. While bank non- performing loans have
increased continuously, amounting to 21.9% of the
tofal credit for the first quarter 2013, the non-bank
non-performing loans have remained mainly in the
7%8.5% values. It is worth noting that MFls non-
performing loans reached the highest level [11%] in
the third quarter of 2012, which coincides with the
highest value of credit outstanding in their porifolio

(Graph 2).
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Credit by sector of the economy and purpose of use

Referring to microfinance institutions’ credit portfolio stafistics, trade, agriculture
and construction are the most credited sectors of the economy for the period
under review, with a share of 2.1%, 18.2% and 8.7%, respectively, in the fofal
credit fo the economy. Meanwhile, non-bank household credit has increased.
For credits under ALL 1.5 million, the most credited sector is the services sector,
while for credits over ALL 1.5 million, the most credited sectors, in value and in
number, are fransport and warehousing, and processing industry, in addition
fo construction and frade.

According fo the MFI credit outstanding, three main purposes of credit use are
investment for equipment purchase, borrowing for activity development and
investment in real estate. These purposes also defermine the loans of less than

ALL 1.5 million.

Referring fo the Credit Registry dafa on non-bank financial institutions, the main
purposes of loans over ALL 1.5 million are consumption of longterm reserves
and capital exchange, in addition fo investment for equipment purchase

Overview of Microfinance institutions credit portfoho

From the viewpoint of disbursed loans amount, since the second quarter of
2011, the share of credit over ALL 1.5 million has increased in the total
MFls credit portfolio. At the same time, the share of outstanding loans not
exceeding this limit has decreased in the portfolio. The non-bank credit portfolio
composition in the first quarter of 2013 consists of a share of 35.4% for
loans over ALL 1.5 million and a share of 64.6%
for loans under this amount, as first seen in the third |
quarter of 201 1. The change in the share of loans
over ALL 1.5 million in the tofal credit outstanding
porffolio of MFls, specifically from 11.5% for the |
first quarter of 2011 to 35.9% for the third quarter |
of 2011, mainly due fo considerable disbursements
of loans over ALl 1.5 million, during the second
and third quarters of 2011, could be considered
as an imporfant indicator to understand that NBFls
have served as alfernative financing sources for |
economic agenfs during this period of fime, despite
the comparatively high* inferest rafes they applied
in the market. The total cumulative credit outstanding
for loans over ALL 1.5 million disbursed by non- |
bank financial institutions almost quadruplicated
during these two quarters.

4 Comparing the representative inferest rates on loans of over ALL 1.5 million applied by a bank
and a MFI, the rate applied by the bank varies between 11-18%, while the one applied by
the MFl varies between 23-24% for loans with 48-84 month term.
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Total credit written off the MFIs balance sheets
increased during the period under review. From
the fourth quarter of 2010 until the first quarter of
2013, its share in total MFls credit oufstanding
increased, mainly influenced in both the value
and number by the written off loans under ALL 1.5
million. Considering such an increase as indicator
of the disbursed credit quality, it is clear that there is
room for added insfitutional attention fo the quality
of microlending and its importance in the financial
health of microfinance institutions.

Furthermore, the performance of both important
financial indicators of MFls, the Return on Assets
(RoA) and the Portfolio af Risk - 30 days, reflects
such a situation. Based on annual MIX Market data
on microfinance institutions for the period 2007-
2012, it is noficed that RoA has been falling,
accompanied by an increase in the Porffolio af Risk -30-days. Though the
non-bank credit has performed better than bank credit to the economy, the
decline in the quality of non-bank credit in the conditions of rising market
insecurity, followed by a deteriorated financial result, are indicators of the
specific importance that MFls’ financial sustainability has for the longferm
growth and development of microfinance in the economy.

B Loans below ALLT.5 min B8 Loans above ALLT.5 mln
— Total MFI |

Source: Bank of Albania, author's calculations. :
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When Banks stop crediting ...
(MFls as an alfernative for bank crediting)

Analysing non-bank crediting from the banking system point of view,
developments in the microfinance market highlight a coincidence between
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the slowdown of bank crediting to some sectors of the economy and the
acceleration of non-bank crediting to these sectors, in amounts over ALL 1.5
million.

The analysis of crediting activity by the microfinance institutions highlights fast
growth of outstanding loans of over ALL 1.5 million during the second and
third quarters of 2011, due to crediting by NBFls. During March - September
2011, this growth accounted for 1 percentage point of total credit to the
economy or 47.8 percentage points of fofal MFI credit. The analysis of
crediting by sector of the economy shows a negafive correlation between
bank and non-bank crediting ton some sectors during this period. The decline
in bank credit fo cerfain sectors during a quarter is reflected in an increase in
crediting fo these sectors by microfinance institutions during the same quarter
or next quarter. The credit disbursed by MFls to these sectors has been mainly
in the values over ALL 1.5 million.

One of the secfors experiencing such a phenomenon is the extractive industry.
In the second quarter of 2011, bank crediting fo extractive industry dropped,
while the MFls crediting fo this sector quadruplicated and the number of active
loans of over ALL 1.5 million for a 3-month term increased from 2 to 40. This
period coincides with a considerable decline in Albanian exports of minerals
and fuels to international markets and it seems that the deceleration of bank
crediting fo this secfor reflects precisely this market situation.

Graph 6 Shifting crediting from banks towards microfinance institutions
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Construction,  transportwarehousingtelecommunication  and  processing
Industry are other sectors, in which the deceleration of bank crediting is
reflected into increase in NBFls crediting in values considerably over ALL 1.5
million during the second and third quarters of 2011..
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Table 1: Credit outstanding over ALL 1.5 million, in value and number, for sectors in focus

March 2011 June 2011 September 2011

: Credit Nr. Credit Nr. Credit Nr.
Cleelleisanz Al 1.9 wl outstanding  credits outstanding  credits outstandingé  credits
Extractive indusiry 8,216,151.65 2 329,093,053.86 40 350,309,470.80 47
Construction 74,244,428.50 20 1,122,050,198.62 131 1,792,738,013.13 213
TTrl"”SpO”f storage, 26,784,938.32 11 560,572,576.99 66 785,886,521.44 86
elecommunication
Processing indusfry 80,928,249.67 20  545,655,967.12 Q4 568,198,539.43 109

Source: Bank of Albania.

A similar phenomenon occurred in the Agriculture sector during the third quarter
of 2012, where in response fo the deceleration of bank crediting to this
sector, the next quarter saw sharp increase in NBFls crediting to agriculture,
in values over ALL 1.5 million, making MFs credit outstanding reach its peak
during the period under analysis.

For each of the abovementioned sectors, it is noted that when the banking
system turns to ifs normal crediting, MFls crediting fo these sectors falls
significantly. Hence, at different periods of time, microfinance institutions
seems fo have served as an alternative source of lending to economic agents,
especially during the periods when the banking sector has limited crediting o
specific secfors of the economy.

CONCLUSIONS

The incremental role that microcredit is playing in financing the economic
activity of households and small and medium-sized enterprises in different
sectors of the economy requires increased affention of policymakers. At cerfain
periods of time, microfinance insfitutions serve as smoothing mechanisms of
misbalances between bank and non-bank crediting.

The Credit Registry data analysis on MFls crediting to the economy highlights
a significant increase in their crediting during the second and third quarters
of 2011, as consequence of new credit disbursements in values over AlL
1.5 million. By sector of the economy, the data show a negative correlation
between bank crediting and non-bank one in some secfors during both
quarters. The decline in bank crediting to these sectors is followed by increase
in crediting by non-bank financial institutions during the same quarter or in the
next quarter. The dafa® show that NBFls have financed the crediting activity
by using bank loans, in addition to their capital, hence raising the costs of
lending to the economy.

During both quarters under analysis, non-bank financial insfitutions have served
as alternative channels of lending to households or businesses, which being
unable to borrow from banks in amounts over ALL 1.5 million, have been
ready fo afford significantly higher costs to finance their economic activity.

> The new credit in values over ALL 1.5 million disbursed during the third quarter of 2011 by
MFls, complies with the new credit that the banking system has credited fo financial institutions
during this quarter.
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Considering the declining quality of the financial health indicators of
microfinance insfitutions and their imporfance for confinuous crediting of
households and small businesses that can hardly access alternative financing

sources, prudential supervision of MFl-s crediting activity remains an important
precondition fo assure their longferm financial stability.

Therefore, the microfinance institutions should set a new balance between the
social development approach and the pure commercial approach, so that
microfinance continues to be considered a vital instrument for the development
of our economy.

This article seeks to confribute modestly to further researches on understanding
the microfinance secfor developments in the Albanian economy and to
profound analyses from the viewpoint of factors determining high non-bank
crediting costs in the economy.
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GDP EXPENDITURE COMPONENTS AND DEFLATORS:
NEVV SERIES, STRUCTURAL BREAK AND QUARTERLY
INTERPOLATION IN THE PERIOD 1996-2012

ENIAN CELA

RESEARCH DEPARTMENT

1. OVERVIEW

On May 31st 2014, the National Institute of Statistics (Instat] published the
new national account sfatistics for Gross Domestic Product (GDP) according
fo the production and expenditure approach for the years 2008-2012. The
new series feafure a new methodology previously not applied regarding the
measurement of nominal values, real values and deflators. According fo this
new approach, production components reveal several changes compared
fo the previous data available until 2011, At the same time, expenditure
statistics for year 2008 (formerly the last year with known statistics) are different
compared fo the previous publication. The presence of this new methodology
produces a structural break not allowing for series continuity.

This material at first summarizes the differences existing between these new
series and the former ones both from production and expenditure side. Next,
we move fo quarterly nominal and real figures for the period 1996-2012.

Upon generating nominal GDP series (quarterly data), expenditure components
are deducted from the fofal unfil the moment we obtain the aggregate figure
for Popu|oﬁon Consumpﬂon and Private Investment (for the individual refer to
Vika and Abazaj [2014)). Next, we begin the individual deflation of each
component in order fo obtain real figures (with previous year prices). Affer
eliminating the structural break, series are turned in real terms based on 2010
prices.

Once again, it is imporfant fo emphasize that a new methodology has
been applied fo national account data in the years 2008-2012 (figures for
year 2012 are preliminary). This creafes a structural break compared to the
previous period (1996-2007) and since real data are based on previous year
prices, there are no such figures and deflators for year 2008. For this reason,
calculation of nominal and real figures for year 2008 are first achieved using
the former data (for nominal figures and deflators|] and then the transformation
based on new dafa is applied to eliminate the structural break and allow for
data continuity.
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2. NEW NATIONAL ACCOUNT SERIES AND DIFFERENCE
FROM FORMER DATA

2A. PRODUCTION APPROACH

According fo the production approach, GDP is calculated by adding product
fax fo and deducting subsidies from total sector Gross Value Added (GVA]. As
mentioned, former data were available unfil year 2011 whilst the new data
cover the years 2008-2012 (with the application of the new methodology).
Real figures in previous year prices cover the period 2009-2012 (no real
data is available for year 2008). In nominal terms, differences in percentage
between the old and new series are shown in Table 1:

Table 1: Changes of nominal terms according to the production method

Year 2008 2009 2010 2011
GVA 0.43% 0.47% 2.84% 1.54%
Tox -/ .94% -5.32% ~/.13% -1.71%
Subsidies 0.00% 0.00% 0.00% -30.32%
GDP -0.79% -0.36% 1.41% 1.43%

Source: Instat and own calculations

In all cases, upward recalculations of GVA are associated with downward
recalculation for product taxes. Nominal growth rafes are shown in Table 2.

Table 2: Production components nominal growth rate (former growth rate in brackets)

= 2009 2010 2011 2012
GVA ffg% ( J 38§’//] ( 513928//) 2.32%
T (3?;;%’ (75_ ]]72//] (39_ 347% 0.14%
Subsidies (22227 87//) ’(1 7 87//] ‘(‘ggff% 84.82%
GDP *(55845//) ( (fjg//] : jgg;f)’ 2.68%

Source: Instat.

According to the data, GVA and GDP nominal growth rafes are substantially
higher in 2010 (the difference is higher than 2 pp). Differences are also
observable in year 2011. In the case of product fax, changes are much
higher and that is a consequence of data recalculation. For the first time, the
nominal growth rates are published for year 2012 and those are respectively

2.32% (GVA), 0.14% (Tax) and 2.68% (GDP). Sector GVA data also feature

changes across the years.

Methodological changes are also applied on deflators. Differences between
former and new deflators are shown in Table 3:
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Table 3: Production component deflators (former deflators in brackets)

Year 2009 2010 2011 2012
SR (2].'5377) (24292) (33.21785) 1.9
Tax %974} 22285) f]- ?8 0.63
Subsidies ?322]} 22(3445?) (76?6.21]) 1.78
Cop (22.51221 (24.21 19) (12;5]) 105

Source: Instat.

In the case of GVA and GDP, strong deflator differences are again present
in year 2010 (differences for the two components are almost 2pp higher). In
the year 2008, deflators are not published since calculation of real data with
2007 prices is not possible due to methodology differences. The presence of

deflators enables the calculation of real growth rates which are reported in
Table 4

Table 4: Real growth rate of production components, in % (former growth rates in brackets)

Year 2009 2010 2011 2012
@ w e
fox 20 43 50 o8
Subsidies (225522} (35731) 4(58235) -85.1
e

Source: Instat.

High deflators for GVA and GDP in year 2010, strongly devalue the rapid
nominal growth rafe to produce a real growth rafe which does not differ
substantially from former data. Real GDP growth rafe is reported for the first

time for year 2012 and it is 1.62%.

2B. EXPENDITURE APPROACH

From the expenditure side, we can only mention differences for nominal figures
in year 2008 (dafa was not available beyond this year according to the
former sfatistics). In the case of capital formation, data reports overall figures
encompassing both public and private investment. We have deducted public
investment from central and local government (obtained from fiscal data of
Ministry of Finance) in order to obtain private sector investment.

According to the new statistics, Population Consumption is reviewed upwards
increasing by 3.5% compared to previous stafistics. At the same time, Public
Consumption is reported to be 1.12% higher. Exports and Imports of goods
and service also feature changes due to improved conversion from foreign
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currency. However, the mostly affected component . . .
is privafe investments which are reported fo be Graph 1: Nom'mlTQDhPmTe;mf Ot'c Te><|pend|fure
15% lower compared to the previous statistics. ! components’ shares (% fo fofal

Expenditure components are shown in terms of |
| 200,00% - - - - oo
GDP components), in year 2008, Population |

contribution to GDP in the years 2008-2012
(Graph 1). The former structure of year 2008 is | 15000% ' ] -

1 -50,00% 1 I I
Consumption confribution increases by 3.5pp, ! | 2008 2008 2009 2010
whilst private investment confribution decreases 10000K oo
by 4.3pp. Other components feature smaller

also reported (marked as 2008*). 100,00% |
: 50,00%
Due to methodological changes (in terms of overall oo N B

=Population consumption «Pyblic consumption *Exports

differences. Domestic absorption components | *Frivafe Investment rPublic Investment  «lmports -

' o L ) ! Consumption of NGOs  sStafistical Changes in
display reduction in ferms of GDP confribution whilst | discrepancy inventories
exports and imports show higher shares. Nominal Source: Instat and own caleulations.

growth rates are shown in Table 5.

Table 5: Expenditure components” nominal growth rates

2009 2010 2011 2012
Population Consumption 2.90% 4.71% 5.19% 2.25%
Private Investment 0.12% 3.79% 10.36% -8.46%
Public Consumption 13.30% 8.83% 3.20% 1.70%
Public Investment 6.75% -28.81% 1.48% -14.23%
Exports 5.89% 18.76% 10.01% 0.48%
Imports 0.83% 6.89% 12.29% -6.12%
Consumption of NGOs 12.96% 8.44% 2.97% 1.80%
Changes in inventories 7.00% 10.20% 14.25% 38.81%

Source: Instat and own calculations.

Table 6, shows real growth rates by component:

Table 6: Real growth rates of expenditure components

2009 2010 2011 2012
Population Consumption 0.70% 1.66% 1.78% 0.72%
Private Investment 3.74% 3.97% 0.65% 0.53%
Public Consumption 0.98% -8.47% 5.94% -11.26%
Public Invesiment 4.35% 16.77% 7.41% -0.64%
Exports -1.32% 0.64% 6.13% -6.58%
Imports 3.52% 3.60% 0.42% 0.62%
Consumption of NGOs 6.94% 10.20% 11.01% 37.68%

Source: Instat and own calculations.

The presence of the new methodology creates a structural break in year 2008.
This does not allow for continuity. The availability of sufficiently long series is
crucial for modeling. For these reason, beginning from the next section, we
explain the entire interpolation approach for nominal, real and deflator data
from the production and expenditure side in the years 1996-2012. Also, we
explain the procedure followed in the elimination of the structural break.

In the case of constant terms, the series are first generated based on previous
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year prices and later transformed fixing a base year. As base year we have
chosen year 2010 considering that Instat applies the same base in quarterly
data (according fo the last edition of quarterly data, 2010 is applied as base
year for consfant ferms).

3. PRODUCTION SIDE GDP — NOMINAL AND REAL SERIES (PREVIOUS YEAR
PRICES)

3a. Data

According to the production formula, GDP is calculated as follows:

GDP = GVA + product tax — subsidies

The data employed in our calculations are shown in Table 7:

Table 7 Production side data

Data Frequency Nature Period Source
Nominal GVA Yearly  Total and by sector 19962012 Instat
Real GVA Yearly  Total and by sector  1997-2012 Instat
GVA deflators Yearly  Total and by sector  1997-2012 Instaf
Nominal tax and subsidy Yearly Total 19962012 Instat
Real Tax and Subsidy Yearly Total 19972012 Instat
Deflators for tax and subsidy Yearly Total 19972011 Instat
Real GVA Quarterly  Total and by sector 2005Q1- Instaf
Nominal tax and subsidy Quarterly Tofal 1998Q1- M'F.'SW of

inance

Note: Real data based on previous year prices

3b. Nominal and real quarterly GDP — 2005-2012

In this part of the calculation we employ two sets of data. Quarterly nominal
data for GVA is available in the years 2008-2012. Data in real (previous
year) prices i available for 2009-2012. Real data is available in quarterly
terms since 2005 but they are calculated based on the former methodology
(quarterly nominal dafa is not available). Deflators are also available in annual
ferms according to the previous methodology. Therefore, we take quarterly
data for the years 2009-2012 as they are published. Quarterly interpolation
is applied on real data (based on the previous methodology) to obtain nominal

figures in the years 2005-2008.

In the first step we calculate nominal quarterly GVA. Real term series are
available in quarterly fashion whilst deflators are only available in annul terms.
In this sense, it is required that we inferpolate the GVA deflators. According
to available statistics, we observe a close relationship between GVA deflator
and annual inflation. This is illustrated in Graph 2.
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The close relationship is better visible in the years |
1999-2012 with certain deviations in the previous |
period. Based on this similarity, quarterly inflation

series is employed to interpolate GVA deflators. | a5 ---mmmmommome
Quarterly deviations of inflation figures from annual | 3] |
average are applied to achieve this process. | 25!

Quarterly GVA deflators are applied on annual | 20

data to obtain nominal figures. Small correction | 15!

are also committed fo ensure the correspondence | 10}

between aggregate quarterly data and annual | 5!

total available from statistics (deviation are due to | of-o == T T T T
deflator rounding. Nominal quarterly product taxes | ggggetggEggggces
are added and product subsidies are deducted !

from nominal GVA to obtain quarterly nominal | —Annual Inflation —GVA deflator
GDP figures. ‘

Source: Instat.

Regarding real GDP data is necessary the quarterly |
interpolation of tax and subsidy deflators available
only in annual terms. Since we have not encountered a proper index fo
achieve this, we have assumed that the real distribution is same as the nominal
distribution (nominal tax and subsidy figures are available quarterly from fiscal
bulletins). As in the case of nominal GDP, real GDP is calculated by adding
real faxes and deducting real subsidies from real GVA.

3c. Nominal and real quarterly GDP — 1996-2004

Before 2005, quarterly real GVA is not available. Only annual total and sector
data is available. Between 20052011, we observe a strong seasonality in
sector GVA (almost for all sectors). Accordingly, we calculate an average
annual distribution for each sector in the years 2005-2012 which is then
applied to inferpolate the respective GVA figures. In this way, sector figures
in the years 1996-2004 display the same seasonality as in the years 2005-
2012. Secfor figures are added to obtfain aggregate GVA.

In the following step the procedure is the same as the one applied in the
years 2005-2012. Extra assumptions are associated with tax and subsidy
distribution in the years 1996 and 1997 when data in unavailable. In these
two vyears, we assume that dafa distribution was the same as in 1998. At
the same time, real figures are assumed same as nominal figures in year
1996 (there is no real data for this year). Ultimately, up to this point we have
obtained GDP nominal and real data (based on previous year prices).
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4. EXPENDITURE SIDE GDP

4a. Data

Expenditure component calculation takes in consideration the overall GDP
figures determined in the previous section. Available components are deducted

from to the total until we obtain the combined aggregate of Population
Consumption and Private Investment. Available data are shown in Table 8.

Table 8: Expenditure side data.

ltem Frequency Period Source
Nominal, real and deflator data for all components Annual 19962012 Instat
Nominal central govermment capital expenditure Quarterly 1998Q1- Ministry of Finance
Exports of Goods (nominal) Monthly 1996- Instat and Bank of Albania -
current account

Exports of services (nominal) Monthly 1996- Bank of Albania - current
account

Imports of goods (nominal) Monthly 1996- Bank of Albania — current
account

Imports of services (nominal) Monthly 1996 Bank of Albania - current
account

Note: Real figure are on previous year prices

In those cases where quarterly data in not available we conduct individual
interpolation for nominal figures. In the next step, we interpolate the respective
deflators (if not available in quarterly terms). The next section explains the
approach applied in generating nominal series for the expenditure components.

4b. Quarterly nominal figures for expenditure components

4b. 1 Public Consumption

| Graph 3: Public consumption and calculated | Instat data covers annual  publications for  the
: aggregate . period 1996-2012. Public consumption consists
160000 | of salaries and operational and maintenance
| 140000 . expenditure at both central and local level. In the

| 120000 . case of the central government, data is available
in both annual and quarterly terms, whilst in the
| .| case of local government we only have overdll
| 60000, .| expenditure data. Graph 3 shows published

| 40000, .| public consumption and the aggregate of salary,

100000 !
! 80000

20000} Lo . .

: o . operational expenditure and local government
| S33S8B8BBE8REBEE | expendiure.

| O O 0O 0V O O O O O O O O O QO — — — !

! SN®OCSC=ZN&EGEN®0o =0 1

: , , . There is a close relationship until year 2008.
! —Public consumption —Total of 3 components

| ' However, in the affermath public consumption is
. substantially higher compared to the fotal of the

 Instat, Ministry of Fi lculations. | :
Souree: Instat, Minsiry of Finance and own caleulations. |y, o0 components from current expenditure. That

144 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

could be related to the structural break featuring the new national account
statistics. Independently, the quarterly distribution of the aggregate is applied
to interpolate the annual figures of nominal public consumption. In the years
1996 and 1997 (quarterly public expenditure data is unavailable), public
consumption is interpolated as in year 1998.

4b. 2 Public investment expenditure

Public sector capital formation consists of central government and  local
government contfributions. Quarterly dafa are available for the central
government (since 1998) but only annual data is available for the local
government. Due fo data unavailability, nominal capital expenditure figures
from the local government are interpolated based on central government
distributions across the years. Individual series are aggregate to obtain overall
public capital expenditure data. As in the case of public consumption, the
unavailability of quarterly data for the years 1996 and 1997, dictates the
application of 1998's distributions for fulfill the interpolation.

4b. 3 Exports

In the case of Exports of Goods, we use the sfatistics from Instat available in
monthly terms for the years 2005-2012. Before 2005, we apply data from
Bank of Albania available in terms of United Stafes Dollars. Nominal figures
are converted info Llek applying the average monthly exchange rate and dato
is aggregate to produce quarterly series.

In the case of imports of goods we only use monthly data from the current
account which are once again converted by applying the lek/usd exchange
rate. Instat figures are inapplicable due to the fact that they are reported in
CIF format in contrast to the FOB format allowed in national accounts (trade of
goods in only reported in FOB format in the current account datal).

In the case of exports and imports of service, we apply data in US Dollars from
the current account once again converting with the average monthly exchange
rate. Individual nominal series are aggregated together to produce monthly
and afferwards quarterly figures incorporating both goods and services. We
also enable the necessary adjustments to coincide with annual data from
Instat. Deviations are due to the differences between the applied average
exchange rate (duly available) and the daily exchange rate applied in the
original conversion at the moment of enfrance (exit] of exports (imports). In the
cases when we apply conversion, the adjustments are made so that aggregate
quarterly data match the published the annual nominal published data from
national accounts.
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4b. 4 Consumption of NGOs and statistical discrepancy

The two components consist of a very small part of overall annual nominal GDP.
In both cases, we apply linear interpolation for all years. In the years 2008-
2012, statistical discrepancy is reported apart from changes in inventories. Also
in these years we apply linear interpolation for each component separately.

4b. 5 Population consumption and private investment

The quarterly series of the aggregate “Population consumption and private
investment” is calculated by deducting the various components from the overall
nominal GDP. For the method applied in obtaining the individual series, please
consult Vika and Abazaj (2014). At this moment, we have obtained nominal
quarterly series for all components. In the next section, we will explain the
deflation procedure followed in obtaining real figures.

4c. Real term series (with previous year prices) for the expenditure components

As we mentioned in the previous section, the deflation procedure is carried out
individually for each component. In this case, the deflators and real term data
is based on previous year prices. VWe emphasize once again that a structural
break is present after year 2007 which also characterizes the deflators.
According to the new statistics, there are no deflators reported in year 2008.
For this reason, deflation is applied on nominal data of 2008 using the former
deflators. Lafer on we are going to explain on the elimination of the structural
break and the incorporation of the new latest statistics.

4c. 1 Population Consumption

The reported deflators of Population Consumption are distributed according to
quarterly inflation. We apply deviations of quarterly CPI index compared to
the average of the previous year fo inferpolate annual deflators of Population
Consumption for the entire period. Deflators are applied on nominal data fo
obtain real figures. In all cases, we make sure that aggregate quarterly data
match the beforehand calculated annual figures

4c. 2 Public Consumption

Data on public consumption deflators is available in annual terms in the period
1996-2008 (according to the former stafistics) and 2009-2012 (according to
the new statistics). In Graph 4, we observe a close relationship between the
annual deflator and average annual inflation.

The relationship is closer in the period 2004-2012 with larger deviations in
the years before. Once again, quarterly deviations of inflation figures from the
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average annual figure are applied fo inferpolate o .
public consumption deflators (as in the case of Graph 4: Annual average inflation and Public

GVA deflators). Afterwards, quarterly deflators are | Consumption deflator.

applied on nominal figures to obtain real figures | 35 o
for public consumption [based on previous year | ' !
prices). In 1996, since the deflator is not available, | 25
we assume nominal and real figures to be equal. ! 20 |
' 15| i

- ;

4c. 3 Exports and imports of goods and services | 5 | !
S S e

Deflator  interpolation in  achieved according
to two different approaches corresponding tfo
two different periOdS' In the years “997—20041 ! —Public consumption deflator  —Annual inflation
interpolation is carried out based on commodity

indices constructed by the Stafistic Depariment of | ‘
the Bank of Albania. These indices are defermined - Rissadbisel
for 20 sections of goods and weighted. They are

connected to a base year [1996) but also calculated with previous year prices

in quarterly terms until 2004. Quarterly indices are applied to determine the

quarterly inferpolation of official deflators for goods and services.

In the years 2005-2012, interpolation is achieved based on goods’ deflators
calculated by the Macroeconomic Modeling of the Research Department.
Deflators are derived from the goods data published in chapter form (99
chapters of goods) on monthly bases by Instat. Data is reported in nominal
figures and also in ferms of volume (kg) on which base we calculate price
per unit kg for each of the 99 chapters. Annual changes are calculated in
quarterly fashion and this series is then applied to achieve the inferpolation of
the official reported deflators.

4c. 4 Consumption of NGOs and statistical discrepancy

As in the case of nominal figures, real consumption of NGOs and real statistical
discrepancy (stafistical discrepancy and changes in inventories in the years
2008-2012) is uniformly inferpolated based on annual data.

4c. 5 Real investment

Total capital formation (including both from public and private sector) is
calculated as residual of real GDP after the deduction of the other expenditure
components (imports are added). Nominal and real figures are applied fo
generate quarterly deflator series (investment deflator is common for both
types|. Deflators cannot be separately applied on nominal figures as this would
require an identical composition between public, private and tofal investment.
The presence of this structure cannot be determined since we do not possess
data on investment by type and source. For this reason, real investment is
reported as a common aggregate.
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4d. Elimination of structural break

The presence of a structural break dividing the series according to the
former 1996-2007) and new methodology (2008-2012) does not allow for
continuity. In the case of research, structural breaks are to be eliminated in
order to guarantee the matching of series between periods.

In order to eliminate the break, first we calculate nominal and real growth rates
for GDP and each component in the years 1997-2008. We emphasize once
again that in year 2008 we have applied the former stafistics for nominal,
real and deflator figures. Then, in year 2008 we fix the nominal figures based
on the new methodology and the growth rates are applied in retrospection in
order to “correct” the data in the years 1996-2007. The same is applied on
real figures of GDP and expenditure components in year 2008. In this way,
we have enabled the establishment of a connection between data before and

after 2008.

4e. GDP and expenditure components in 2010 prices

Based on nominal and real series, we calculate real annual and quarterly
growth rates for GDP and each expenditure component. The data for 2010
are fixed and real growth rates are applied fo obtain statistics with 2010
prices (in 2010 nominal and real figures are same). The respective graphs
showing nominal data, real data and deflators are available in Appendix A.

5. DISCUSSIONS AND POSSIBLE FUTURE IMPROVEMENTS

The material discusses the process of inferpolation and extrapolation of GDP
and expenditure components series in nominal and real terms. The approach
is accounting based and covers the years 1996-2012. It begins with the
construction of nominal and real GDP series from the production approach. It
continues with the generation of nominal series for expenditure components.
Each component and the GDP itself undergo the deflation process. In the third
step, we eliminate the structural break resulting from the new series and in the
last step we transform real data from previous year prices base to base year

prices base (2010).

The approach features cerfain shortcoming which might be corrected in the
future. One such shortcoming is related to the real GVA interpolation in the
period 1997-2004. Quarterly sector GVA data in unavailable (only annual
data is reported). Quarterly sector distributions in the years 2005-2012 is
applied as model for generating real quarterly GVA in the period before and
this assumption could be incorrect. Truly, sector GVA paths (for each sector]
might have very well been different before 2005.

Another issue regards the quarterly distribution of real taxes and subsidies.
Facing the inability to produce quarterly deflators, real distribution for each
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component was assumed the same as nominal distribution. A possible
improvement would be the identification of indices that can explain the
behavior of tax and subsidy deflators.

Another limitation is related to the quarterly deflator for real GVA and public
consumption. In both cases, quarterly inflation dafa was applied fo interpolate
the respective deflators. However, graphs 1 and 3 reveal that despite common
behaviors in cerfain moments, GVA and public consumption deflafor never
match inflation and particularly before 2004 there are substantial differences.
The practical solution would be the identification of particular deflators,
however dafa unavailability prevents this step from being taken.

Further improvements relate to the real public and private investment. Facing
the inability to calculate respective deflators, the aggregate is generafed
as residual fo real GDP. A better future approach would be fo identify the
deflators and directly apply them on nominal data.

In the end, the approach undertaken in eliminating the structural break
produces series that are different from the official ones. However, it must be
emphasized that new method of calculation applied in the years 2008-2012
will also apply in the previous years. In this sense, data before 2008 can be
considered temporary and subject to changes. When this data is available
our series will have to be substituted.
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3. Public Consumption

Public Consumption Deflator

Public consumption [ALL million)
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Real

—Nominal

Source: Instat and author’s calculations.
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"EXPLORING THE MAIN DETERMINANTS OF THE
POTENTIAL GROWTH TREND IN ALBANIA DURING
2003-2013"

EVELINA CELIKU

MONETARY POLICY DEPARTMENT!

ABSTRACT

The potential output plays a crucial role in the policy making process of the
monetary policy and fiscal policy. Uncertainties surrounding the potential outout
assessment increase during times of crisis. Alfernative methods of potential
output estimation in the Albanian case presented in this article, provide us
similar results, showing that potential growth affer 2009, is almost halved
compared fo the previous periods. The study explores the performance of
various economic indicators over the period 2003-2013, highlighting main
developments that have caused the reduction of the potential output growth
rafes in medium terms.

Keywords: Potential Output, Output Gap, Trend, Filtering Methods, Production
Function, NAIRU.

JEL-Classification: E23, E24, E50, C22.

1. INTRODUCTION

Potential output is defined as the maximum level of real Gross Domestic
Product (GDP) that an economy can achieve in a sustainable way without
generating rise in inflation over medium fo long term, exploiting the main
recourses: labour; capital; and productivity [1]. Therefore the potential output
and its growth rates depend on: i) the number of people available to work
and the hours they are willing to put in (labour); (i) the amount of kilometres of
constructed /re-constructed roads, the number of buildings and factories buil,
the number of machineries and the technological level used, the number and
the generation of the computers used, in general the infrastructure invested
and used [capital); (i) and, the efficiency of the labour and capital utilisation
separately and in combined way, in order fo increase the production of goods
and services for each unit of factors utilisation (productivity). Potential output in
ferms of levels, growth rates and gaps represent some of the most important
information for assessing the current and future macroeconomic conditions of
the country.

' The main results of this study have been presented in the Bank of Albania Monetary Policy
Report, Q1-2014, Box: 2. Technical details, were also discussed in the 5th International
Conference “Information Systems and Technology Innovations: Projecting Trends to a New
Economy”, June 6-7, 2014, Tirana. The author is grateful to Mr. Erald Themeli, Head of
Monetary Policy Department (BoA), for his valuable suggestions and the discussions during the
"Applied Statistics” Session of the abovementioned Conference, which contributed fo present
a more complete version of this article.
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When output is above its potential level (positive output gap), the economy
is experiencing an overheating situation. This implies that an economy is
experiencing excess demand. This, in tumn, is associated with tighter labour
markefs conditions. Main tendencies that characterise the periods with positive
output gaps consist of: lower unemployment rates; higher capacity ufilisation;
higher wage pressures; higher inflation expectations which can lead to higher
inflation rates. This situation calls for appropriate policy responses, in order to
reduce the aggregate demand, such as decreasing government expenditures
and tightening monetary policy. In the reverse situation, when the actual output
is below its potential level or when the negative output gap is present, it
indicates excess capacity and may require easing of monetfary conditions and
other policies to stimulate demand.

From the growth theory point of view, the potfential output is usually assessed
from the supply side, that is, from the long-run/equilibrium values of the capital
and labour inputs and their corresponding productivity levels. Meanwhile,
from the non-mainstream growth theories, the demand factors are as well
incorporated in the calculation of potential output through the impact of
investment on capital accumulation and productivity. Evaluating the level of
potential output and output gap in an economy are essential in identifying a
sustainable non-inflationary growth and assessing appropriate macroeconomic
policies. The estimation of potential output helps to determine the pace of
sustainable growth, while the output gap estimates provide a key benchmark
fo assess inflationary or disinflationary pressures suggesting when fo tighten or
ease monetary policy.

Potential output and output gap also help to provide a gauge in determining
the structural fiscal position of the government, since government revenues
and expenditures are affected by the cyclical position of the economy [2].
In an uptumn, the budget balance will be more positive, owing to higher
revenues and lower growth of expenditure. In a downturn, the opposite holds.
In this case, potential output and output gap can be used in determining the
cyclically adjusted budget balance. A cyclically adjusted budget balance is
equal fo the actual budget balance corrected for divergences of actual from
pofential output, and thus provides a measure of the government structural
fiscal position [3].

Measuring potfential output and output gap is often associated with business
cycle decomposition methods of separating the trend or permanent component
of a series from its fransitory or cyclical component [4]. In general, potential
output corresponds to the frend or permanent component, while output gap
is the fransitory or cyclical component. However some authors argue that
such gaps are not business cycle indicators, even though they are commonly
labelled as such. Accordingly, a given level of an output gap is compatible
with being in either an expansion or a contraction [5].

A number of fechniques for measuring potfential output and output gap
have been developed [6]. However, many researchers believe that none is
completely satisfactory. This is manifested from the results of many empirical
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studies showing that different methodologies and assumptions for estimating a
country’s potential output and output gap might produce different results. The
difficulty arises since the potential output and the output gap are unobservable
or not directly measurable indicators [6]. The difficulty is compounded by
the fact that there is increasing evidence suggesting that output series are
best characterized as integrated series. Therefore, the presence of stochastic
component does not allow the potential output to be treated as a simply
deferministic component.

Based on the considerations discussed above, it is believed that measuring
pofential output and output gap is essential for the formulation of sound
macroeconomic policies. Hence, this study attempts firstly to estimate
Albanian’s potential output frend over the period 2003-2013, based on
different approaches. In a second step, it tries to reveal if there have been
structural changes in the potential output trend and if the recent financial
crisis has caused implications to the equilibrium levels of the main potential
production factors, reducing the potential growth rafes as well. In a third
step, results from the application of different empirical methods are confronted
with the performance of various economic indicators, in order to better
understanding the developments in a wider economic framework. Based on
these macroeconomic analyses, an assessment of the potential economic
growth rates in a medium ferm prospective is presented in the concluding part
of this arficle.

2. POTENTIAL OUTPUT IN TIME OF HIGH ECONOMIC
UNCERTAINTIES

Assessing the potential output in terms of levels and growth rates is a challenge
for economists, econometricians, and policy-makers, especially during the
periods of high economic uncertainties, i.e. in times of global crisis. While
acknowledging the importance of this indicator in long-erm policymaking and
decision-making, measuring potential output is not necessarily an easy task.
It can be neither observed nor measured explicitly. It is evaluated implicitly
by making use of time series variables of the latest availoble economic data,
and statistical and econometric methods. The evaluation of this indicator is
surrounded by numerous uncertainties, which are caused by several factors.
It is subject to: the length and quality of the database; assessment on whether
the economy converges towards a stable longterm equilibrium in its sources
of growth or whether the lafter have shifted to new levels. Uncertainties
surrounding the measurement of potential oufput intensify, when there are
implications in the economy stemming from structural changes, and regional
and global economic crises. Policy-makers should re-conceptualise the future
growth in potfential output. In the meantime, the decision-making process
should take info account the output gap, despite the limitation that potential
output cannot be observed in real fime.

There are a number of reasons why growth rates of potential output, and
possibly even the level, might fall when the economic uncertainties increase
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for a sufficiently long period of time. The most obvious is that investments
generally contract, resulting in a permanently lower level of the capital stock,
even if investments later recover to its pre-recession level. If technical changes
are embodied in investments already reduced, then this situation is more likely
fo have negative impact on the technical progress performance. Productivity
could also be impacted in other ways. To the extent that “necessity is the mother
of invention”, firms may be less |i|<e|y fo invest resources in innovation when
demand is shrinking than when it is growing. Also, with fewer employees on
payrolls, there is less learning-by-doing. In addition, there may be implications
for the equilibrium rates of employment and/or labour force participation. If
workers are unemployed long enough, their job skills may atrophy, while new
enfrants may never obtain them. If the recession results in a major shift in the
distribution of employment by occupation, the skills of the labour force may
not be as good a fit for demand immediately after the recession as they were
before. Some workers may become discouraged and drop out of the labour
force altogether.

The permanent loss also may be greater, the more synchronized the recession
is across economies. If only one country is in recession while others remain af
capacity, it might be possible for industries in that country fo lafer cafch up by
importing fechnical innovation from the fastergrowing economies. However, if
all of the major economies are in recession at the same time, it may be more
likely that the overall process of technical innovation will stall [7].

Referring to the 2008 financial crisis developments, the global economy
experienced a prolonged weakening of cyclical conditions, slowing of
productive capacities and, consequently, slower potential output. Uncerfainties
surrounding the fluctuations in pofential output accelerated in the aftermath of the
2008 global financial crisis. Potential output and output gap deviated sharply
from the levels perceived and evaluated before the crisis. A reduced growth
rate in the production factors and a downward shift in their equilibriums levels
primarily due o structural implications were evidenced in the subsequent years.
Several academic studies from different authors and reports from international
institutions concluded that the apparent decline in economic growth was not
only due to a weakening of cyclical conditions in the respective economies,
but also due to a slower growth in their productive capacities [/],[8],[9].
This performance had a negative and rapid effect on potential output, while
risks for further reduction in the longferm increased substantially. The average
rate of annual potential growth in Europe was estimated at around 1.9%
during 2000-2007, against 0.9% during 2008-2010. For the same periods,
the pofential output growth in the United States fell from 2.5% to 1.8% [8].
In Central, Eastern, and South-eastern Europe (CESEE), the average rate of
annual potential growth fell by almost 2/3. During 2003-2007, potential
growth was estimated at around 5.2%, from 1.7% during 2008-2012[9].
Estimates show that the economic growth rafe diminution in real terms in these
economies in the aftermath of the crisis was only partially a consequence
of a cyclical phenomenon. For the most part, it was driven by a slowdown
of potential output itself, reflecting mostly the structural imbalances in the
countries/regions already exposed to the financial crisis.
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3. METHODS FOR ESTIMATING POTENTIAL OUTPUT: ALBANIAN
CASE

To date, there has been another study which explains alternative methods of
estimating the potential output in Albania over the period 1996-2006[10].
Numerous and new developments in the macroeconomic environment have
occurred affer 2006, besides those generated by the recent financial crisis.
New economic variables have enriched our data base. Some of the existing
ones have been revised as a result of methodological changes. Meanwhile,
the history of the time series is covering longer periods, confributing to a
better understanding of the potential sources of the Albanian economic
growth. The Albanian economy was not hermetically shielded from the global
fendencies of economic growth, although the effects of the last financial
crisis on the slowdown of the real economic growth were reflected relatively
later compared to other countries in the region. The performance of different
economic indicators during 2009-2010 signalled the slowdown in economic
growth rates in the medium-term, suggesting a re-examining of the productive
sources of the potential growth. The need fo revise down the potential growth,
which by the end of 2009 was estimated at around 6%, appeared and was
articulated from different national and international institutions, as well as
from academics. Filtering estimates showed that potential growth hit below

5% after 2009.

3.1 The linear method

The simplest way to estimate the output gap and potential output is to use a
linear trend. This method is based on the assumption that pofential output is @
deferministic function of time and the output gap is a residual from the frend
line. This method presumes that output is at its potential level on average, over
the sample period. Hence trend in output, which represents potential output,
may be estimated as:

Y*=a,+a *Trend (1)

Where, Y is actual GDP. Y* is measured as Logl(Y), and represents potential
GPD.
The output gap (OG) is measured as:

0G= Y*-Y (2)

Based on our GDP data base for 2003 Q1- 2013 Q4 (INSTAT, April 2014,

the estimation results based on the linear methods are as following:

Log(GDP) =11.9 + 0.01*@TREND
Std. Error  (0.03) (0.001)
t-Stat. [440.6] [11.3]; Adj. R2=0.75; D-W =23
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In Kota's study (2007) the regression coefficient in

the trend equation was higher (0.02), compared ! Figure 1. Potential Output: Linear Trend Method

to actual estimates (0.01). It suggested an annual | 20032013
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Kalman Filters

The Hodrick-Prescott method or HP filter [5] is one of the widely preferred
statistical methods for estimating the potential GDP and the oufput gap
components. It consists in a simple smoothing procedure. HP filter decomposes
times series of the actual GDP [Y) in two components: growth component (Y*)
which can be interpreted as potential output, and cyclical components (OG)
which is the output gap:

Y=Y*+0G (3]

The main assumption of this method is that there is a prior knowledge that
growth component varies “smoothly” over time. Therefore, the average of
the deviations of Y from Y* is assumed to be near zero over a long period of
time. HP filtler minimizes variances according fo a given A's weight expressed
below:

Min L={Z(0G)2+AZ(AY)} (4)

The larger the value of A, the smoother is the resulted series from HP filtering.
In most empirical studies, when the quarterly data are used, the suggested
value of A is 16002, Different values of A are used in our study, and the filters
results are averaged as simple arithmetic one. Also a Kalman filler approach
is faken into consideration at this stage. Comparing HP filtering results and
Kalman filler ones, a convergence to HP filter results with A=900 to 1600, is
evidenced. The results do not indicate significant changes among different A.
For this reason, affer seasonal adjustment of the quarterly GDP series, a HP
filter for A=1600 is applied, due fo ifs advantages (simple method) already
freated in the literature.

2 Moreover, as A approaches infinity, the limit of the solutions for equation is the least squares of
a linear time frend model. On the other hand, as the smoothing factor approaches zero, the
function is minimized by eliminating the difference between actual and potential oufput that is
making potential output equal fo actual oufput.
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be useful to different analyses. An alternative structural approach to estimate
potential output and output gap s the use of aggregate production function. This
approach relafes potential output fo the availability of the factors of production
and technological change [11]. According fo this method, the potential output
is measured following the supply side approach. It gives the potential level of
the economy, if all production factors are fully utilized. Cobb - Douglass is a
simple functional form that uses data on employment and labour force, capital
stock and elasticity of production factors, following the expression:

Y=TFP+L K (5)

Where, TFP is tofal factor productivity, L is labour production factor, K is
capital stock and Ais labour elasticity of production (also labour share income).
The characteristics of this production function are: production is proportional
to employment of production factors; the production elasticity of labour and
capital is positive and they sum up to one. Linearizing the function (5), we
achieve:

Log(Y)=Log(TFP) + A * Log(L) + (1-1) * Log(K) (6)

In the estimation of potential output using production function approach,
several variables or data are needed. The basic ones are: the total factor
productivity (TFP); potential employment (L*); and capital stock. The capital
stock K is calculated starting from 2002 using Research Department (BoA),
data and for mid-2012 to 2013 expert judgments are used for completing the
series. For potential labour indicator (L*), a range of indicators are calculated
and used: (i) NAIRU (author’s calculations); (i) actual labour force (INSTAT);
(iii) the population in working age (INSTAT); (iv) participation labour indicator
(author’s calculations). The TFP is calculated as residual and represents the

3 In Kota (2007), the potential output growth based on HP filter (1600), ranged from 5.3 il
1997 9.3% from 199,/7-2002 and /% from 2003-2006.
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unexplained factor known as “Solow residual”. Different alternatives of A
values [0.7/0.3 (Kota, 2007, classical Cobb-Douglas approach); 0.6,/0.4
(higher share to capital- developed countries — European ones [11]); 0.8/0.2
(higher share to labour, dropping capital stock one — developing countries),
are used fo define all the ferms of the expression 5 or 6. Various simulations
have been conducted to decide on the values of elasticity coefficients, based
on regressions of the log of output on log of capital and log total employment.
In our case, the best proxies for elasticity coefficients to the production resulted
A [employment) = 0.8 and 1- A (capital stock) = 0.2.

Pofential output is obtained when production factors, labour and capital, are
fully utilized, and when technological development follows its long-run trend,
as presented below:

Log (Y*)=Log (TFP*) + A * Log (L*) + (1-A) * Log (K*) (/)
Where* indicates the pofentio| level of the variables in the PF.

Potential employment is given by economy's employment, when unemployment
rate is in equilibrium. The equilibrium unemployment rate is given by the
NAIRU (Non Accelerating Inflation Rafe of Unemployment], meaning an
unemployment rafe which does not generate additional inflationary pressures
or with a consfant inflation rate. The NAIRU expression in a simple version is
given as follows:

NAIRU=Log(un)-(DLog (un)/DLog(cpi)®)*DLog(cpi)? (8)

A HP filter is applied fo increase the smoothness of the NARRU series, achieving
NAIRU* or the equilibrium unemployment rate. This series is incorporated in
calculating L* (potential employment), as follows:

L*= (P ) * (Shkalla e pjesémarrjes*) * (1-NAIRU*) (@)

Where the trend of labour force results from multiplying P (working age
population) and Participation* (frend of participation rate) and corrected for
(1- NAIRU™).

As capital stock cannot fluctuate substantially, the actual value of capital stock
is used as a good proxy for ifs potential value. The assessment is based on
the common assumption that the available capital stock is always used at its
potential [10].

Potential value of TFP* is obtained by filtering the TFP (as a residual of PF),
through a HP filler. We assumed that potential TFP follows its own trend.

The results of PF method indicate that during the period when the economy
was growing aft around or above ifs potential (until 2009), the actual
employment stood higher than its potential (Figure 3, rhs), resulting in an
average unemployment rate [13.5%, (INSTAT)] below NAIRU (estimated
around 15%). Inflationary pressures reflected the cyclical strengthening of the
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economy, but without exhibiting any longterm inflation acceleration. After
2009, the slowing demand was reflected in weaker employment conditions
and increased unemployment rate beyond NARU, which lowered the long-
term inflationary pressures originating from domestic demand.
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This behaviour was reflected in the downward trend of headline and core inflation
during 2012-2013 and in their stronger relationship with the output gap.

Figure 5. The slow downward frend of Capital
Stock after 2009
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The calculations support: very low levels of TFP; small contribution of TFP to
the potential GDP; really modest increasing trend of TFP over 2003-2013.
The TFP has fallen considerably compared fo that of 1996-2006 period
[10], indicating that technological innovation, labour and capital productivity
and other sfructural, regulatory and unexplained factors have lowered their
contribution to potential and real growth during the period under review.
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; Figure 6. The slightly upward frend of TFP over 1 1 Figure 7. Annual real GDP growth and potential
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As a result, the three approaches converge to the assessment that potential
growth slowed after 2009, suggesting that its rates have halved compared to
the previous periods. Post-2009 potential growth results relatively low when
using the linear frend method, due to the high persistence of the linear decline
through time. HP Filter and PF methods represent higher convergence of results,
with average potential growth ranging from 2.6%-3% [12].

4. CONFRONTATION WITH ECONOMIC INDICATORS' TRENDS

The impact of the global crisis is evaluated to have caused losses in the level
and growth of potential output. Longterm economic growth was revised down,
mainly due to the need to restructure the economy, which implies reshuffling
financial, human and administrative resources across sectors and investment in
know-how. In addition, the fall of remittance inflows, the decreasing trend in
the population of working age (16-64 years of age), the downirend in labour
productivity and the tight financing/lending conditions imposed by the foreign
economies are some of the significant tendencies affecting the long-term frend
in pofential growth. Also, the sftrengthening of the downward trend of the
construction sector’s contribution to economic growth in disproportion with its
high confribution and growth rates before 2008 is another important structural
economic factor impacting the potential output growth profile.
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Table 2: Economic indicators before and after 2009 [12]

Average of period

Ireieeln By 2009 Afier 2009
Annual Real GDP growth rafe 5.80% 1.70%
Annual Potential Growth rate 6.00% 2.6%-3.0%
Annual growth rafe of GDP construction sector 11.20% -8.30%
Annual Growth rate of Remittances 19% 9%

Annual growth rafe of the working age population 0.10% 0.30%
[16-64 years of age)

Labour productivity indicator

(overoglz of the cg/efficient) 1.01 0.94
Capacity utilisation rate 75% (historical average 74%) 72% |historical average 74%)
Annual growth rafe of monetary aggregate (M3) 12% 8%

Annual changes of the fotal credit 45% 6.60%
Annual changes of deposits 13.10% 10.5
Annual changes of TFP 8% (end of 2009) 6% (end of 201 3)
Capital stock/GDP 20% (end of 2009) 16% (end of 2013)
Business Climate Index [ BCl) (average level) 101% Q4.60%

BoA Policy rate (average) 6.2 4.2

Source: INSTAT, Bank of Albania and author's own estimates.

Chow Breakpoint Test results confirm the presence of a structural break in
the longterm trend in GDP level and its growth rafes since the second half of

2009, strengthening after 2009:

Table 2. Chow Breakpoint Test Results

Chow Breakpoint Test: 2009Q4

Null Hypothesis: No. of breaks at specified breakpoints
Varying regressors: All equation variables

Equation Sample: 2003Q1 2013Q3

F-statistic 3.249973 Prob. F(2,39) 0.0395
Log likelihood ratio 6.628427 Prob. Chi-Square(2) 0.0264
Wald Statistic 6.499945 Prob. Chi-Square(2) 0.0288

Source: Author's estimates.

5. CONCLUSIONS

Measuring the potential output and the output gap is a hard task, mostly due to
the unobservable nature of these indicators. Their estimations are related to the
long-term macroeconomic concepts and equilibrium evaluations of important
variables in the economy. The potential output plays a crucial role in the
decision-making process of the monetary and fiscal policies. Uncertainties
surrounding the measurement of potential output increase during times of crisis.

Different methods of the potential output estimation in Albanian case, presented
in this article, provide us similar results, showing that potential growth after
2009, has almost halved compared to the previous periods (ranging from
2.6%3% in average ferms). This downward shift was driven by the continuous
reduction in confributions from the main factors of production to potential
growth.
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The following medium- to long-term factors have influenced and are expected
fo defermine the future developments of the low growth potential rafes:

—  Demographic developments: curbed natural growth of the population
and labour force due to emigration until 2000 and lower birth rate in
Albania (INSTAT).

—  Emigratfion is no longer expected to be one of the major sources of
revenue inflow. A significant number of emigrants have returned home,
particularly affer the Greek crisis; and the rest has re-adjusted their
income and spending poatterns in the aftermath of the 2008 global
financial crisis, thereby lowering the scope for remitting money to
Albania.

—  Ittakes time for structural changes to materialise into higher productivity.
It particularly takes time for construction businesses and other activities
closely related to this sector to restructure and adapt to a new economic
reality.

—  The utilisation of innovation, technical progress, know-how and human
capital through education require investment and deep structural
reforms. Their implementation and results are expected to impact
positively the total productivity growth beyond the medium run;

—  The contraction of lending growth rates mostly reflects a weaker
aggregate demand. However, it also reflects a lower subsidiary bank
supply of lending conditioned by parent bank policies, increased bank
prudence with respect to lending, weakened external demand and risk
aversion by investors.
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HOUSE AND RENT PRICES: EVIDENCE FROM A
MICRODATASET IN TIRANA

DELINA IBRAHIMA)

MONETARY POLICY DEPARTMENT

1. INTRODUCTION

Housing is a primary good, accounting for a large share of household
expenditures. Developments in house prices have major economic implications,
by affecting the household capacity to borrow and spend, as well as the
profitability and employment in the construction and real estate industry.
Similarly, rents represent a major monthly expenditure for many households.
The importance of the development of the real estate market has grown over
the years and the atfention has been focused on the importance of monitoring
the movement in prices of residential real estate (ECB, 2010). The changes
in prices are not equal for house prices and rents (Bracke, 2013). The recent
financial crisis was characterized by significant rise in house to rent ratios;
therefore, an analysis of movements in price—rent ratios allows the full analysis
and understanding of the market.

Every developed economy has experienced the fransition from a rural to an
urban society. During this period of economic development, the demand for
accommodation rises to unprecedented levels because a massive number
of people are redistributed. To respond fo these demands, the construction
industry has to provide an increasing number of homes for the market. For this
reason, housing markets play a decisive role in developing economies, and
their failures can profoundly affect a country’s overall economic growth and
the well-being of its citizens (Malpezzi 1999). Albania is a CEE country. After
1990, it went through a long transition period, which was accompanied by
huge demographic movements. As a consequence, the construction sector
developed, and the demand and supply of apariments increased. These
developments were translated into significant changes in the real estate market.
In 2008, this demographic movement stopped and the internal real-estate
market stabilized. Only a paper on the constfruction of house price indexes
has been published in Albania. Kristo and Bollano, in 2012, described the
methodology used to construct the house price index by the Bank of Albania.
Based on a dafabase from 1998 to 20006, they concluded that the relevant
characteristics affecting prices are size, fumishing, location and age.

Through this paper, | want to analyse how the characteristics affecting the
choice of apartments have changed in a stabilized real-estate (supply and
demand) market. The house prices in Tirana will be analysed in terms of
house and rent prices. Using a single proprietary database provided by the
Bank of Albania, the prices will be considered as a function of the following
characteristics: size, number of rooms, floor, age and refurbishment, currency of
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announcement and sfatus of registration. In terms of methodology a regression
analysis will be opplied fo the data, in order to estimate the significant
characteristics. It would be unredlistic and misleading to consider Tirana as
a single unit. In this view, the deferminants of house and rent prices in Tirana
will be examined for central and peripheral zones and the whole city using
data from 2008, considering all announcements published on specialized
journals. Based on the results of the empirical analysis price and rent price
indexes will be constructed. The indexes will be constructed by using the time
dummy hedonic methods. The study will extend in measuring and analysing
the price fo rent ratfios for central and peripheral zones in Tirana. Research in
developed countries shows that central and more expensive zones are subject
to higher price to rent ratios. The paper will analyse the case of Tirana and
the possible arguments.

The empirical analysis shows that price to rent ratios have been different in
different zones of Tirana. On average, peripheral zones have shown higher
levels of price fo rent ratios. The finding that less expensive peripheral zones
have higher price to rent ratfios, is not consistent with literature of developed
countries. Unlike developed countries, house prices in European transition
countries are far less explored. This paper contributes fo the literature by
analysing the housing market in a post fransition country, where house prices
increased infensively while housing was comparatively less affordable.

This paper is structured as follows: Section 1 analyses the literature
on the modelling of house prices and pricetent ratios; section 2
describes the dataset used in the study; section 3 dwells on the
methodology of the indexes and rafios computation; section 4 describes
the results and the index construction process; section 5 concludes.

2. LITERATURE REVIEW

House price indexes are important for policy-makers, real esfate financial
market participants, and researchers specialized in housing, macroeconomic
and regional issues. House prices are volafile and estimation of an index is
complicated by the fact that individual houses are sold infrequently and that
the composition of sold houses varies across time. Several methods have been
proposed for producing a house price index. These include simple (mean and
median) measures, hedonic pricing models, and repeatsales methods.

The problem with the simple summary measures is that there is no adjustment
made for quality of houses sold; thus the measure cannot distinguish whether
there has been an actual change in house price level or whether the change
in observed prices is due fo a different mix (quality) of houses sold (Grimes et

al. 2002).

To overcome this problem, Bailey et al in 1963 proposed the use of repeat-
sales method to calculate price indexes. The repeatsales method uses data on
properties that have been sold at least twice. The benefits of using repeatsales
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method is that it uses repeat observations of single housing units. The main
limitation of this approach is the reduced sample sizes.

Over the last 4 decades, the hedonic methods have been utilized extensively
in analysing housing markets in particular to investigate the relationship
between housing prices and their characteristics. Hedonic price theory
assumes that a commodity such as a house can be viewed as an aggregation
of individual components or attributes (Griliches, 1971).The first author that
used hedonic models for residential market analysis was Rosen in 1974.
The premise of hedonic methods is that observed house characteristics can
be accurately used to predict the house price. Major challenges in using
the hedonic method include specifying the correct functional form for the
model, determining the correct set of explanatory variables, and obtaining
data fo accurately represent all relevant characteristics. The advantage of
the hedonic methods is that they control for the characteristics of properties,
thus allowing the analyst to distinguish the impact of changing somple
composition from actual property appreciation (Calhoun C.A. 2001). Pakes,
in 2003, described three types of hedonic indices: Dummy variable indices,
Laspeyresike indices and Paasche-like indices. Due to lack of data we can
only compute dummy variable hedonic index. This type of index is the most
frequently used hedonic index in economic research, mainly because it is very
easy fo construct. This index is obfained by pooling all the data together and
then regressing the log of price on the characteristics of the period specific
dummy variables. The difference between two dummies coefficients is then
the growth rate of that period. This method assumes that model parameters
are constant over time, so the valuation of the characteristics of the houses
does not change.

Most of the price studies conducted with hedonic modelling are based
on multiple regression analysis. Even though the hedonic price model has
been widely recognized, issues such as model specification procedures,
multicollinearity, independent variable interactions, and heteroscedascisity,
nondinearity and outlier data points can seriously hinder the performance of
hedonic price model in real estate valuations.

While the hedonic technique is an acceptable method for accommodating
affribute differences in a house price defermination model, it is generally
unrealistic to deal with the housing market in any geographical area as a
single unit. Therefore, it seems more reasonable fo infroduce geographical
information or location factor info a model that allows shifts in the house
price level. Frew and Wilson employ the hedonic price model to examine the
relationship between location and property value, in Portland, Oregon, and
the authors found that there was a significant relationship between location
and property value.

Ferriera and Gyourko, in 2011, use US individual level transaction data to
produce local indexes and study the start of the recent house price boom.

In 2008, Gallin used city level data to check if changes in price to rent rafios
anticipate future price or rent growth, based on the dividend discount model.
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In 2006, Hwang et al by the use of a micro dafaset of apartments in Seoul
exploited the high homogeneity of apartments in the area.

Bracke, in 2013, analysed house and rent prices and price to rent ratios af
the individual property level for different neighbourhoods in London. In his
study, price fo rent ratios are shown to be higher for bigger properties and
centrally located more expensive zones. Based on Bracke's paper we will
analyse the differences in price to rent rafios, while taking in consideration the
geographical position of the apartment. To the best of my knowledge there
has been no prior study in the region analysing the prices and price fo rent
ratios with geographical distinction.

In constructing the price indexes, the previously studied methodology will be
enriched by the distinction between centre and periphery and adding the
registration status as an important attribute of house and rent prices and quality
in Tirana. In spite of calculating house and rent prices, this study will analyse
the price fo rent ratio with a geographical focus.

3. SAMPLE

The house and rent price indexes will be calculated by the use of hedonic method
techniques. Each apartment is defined by a fixed number of characteristics
(area, surface, currency of transaction, no. of rooms, floor, age, refurbishment,
and status of registration). All the other characteristics will be considered as
a change in price. The underlying idea is that the utility of the households
will not change with the changing of the unconsidered characteristics. The
number of characteristics taken in consideration is constrained fo the available
affributes in the announcements of the journals. Here | am assuming that only
the most imporfant characteristics are included in the announcements, so the
characteristics that will be included in the model are the ones that influence
consumer's choice.

Empirical analysis will be computed by using data from January 2008 Hill
December 2013. The data has been collected from a specialized journal
of announcements. This is the only specialized journal of announcements in
Tirana. Here, we assume that it represents the totality of private announcements.
30 announcements per month have been selected for the house prices and
for the rent prices (20 for central and 10 for peripheral apartments). This is
approximately half of the new announcements published in the journal. The
data refer to Tirana. The dafabase was provided by the Bank of Albania. The
original database starts from January 1998. The size of the estimation sample
is 2218 observations for house price construction and 2160 observations
for rent price consfruction. The announcements were divided in central and
peripheral zones. Table 1 summarises some general statistics of the data that
were utilized in the analysis.
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Table 1: Descriptive Statistics, Centre, Periphery

P M2 Reg Fl F2 Fur Room Age VA
Mean 11635767 88 0 0 0 ] 2 1 1
Median 10547846 84 0 0 0 ] 2 1 1
Maximum 50471886 225 1 ] ] ] Q 5 1
Minimum 1158014 10 0 0 0 0 0 0 0
Std. Dev. 5190313 29 0 0 0 ] 1 1 0
Skewness ] ] 1 1 ] 0 1 ] -1
Kurtosis 7 3 1 2 2 1 3 4 1
Jarque-Bera 2408 109 377 406 477 370 239 290 393
Probability 0 0 0 0 0 0 0 0 0
Sum 25800000000 195574 829 701 598 1109 4871 1471 1478
Sum Sg. Dev. 59700000000000000 1838001 519 479 437 555 3082 899 493
Observations 2218 2218 2218 2218 2218 2218 2218 2218 2218

P © Fl F2 Fur Room Age YA
Mean 36575,23 0,343519 0,086111 0,278704 7,88E01 2,590278 0,482407 0,666667
Median 30000 0 0 0 1 3 0 ]
Maximum 4191465 ] ] 1 5 7 7 ]
Minimum 0 0 0 0 0 0 0 0
Std. Dev. Q1453,69 0,474993 0,280593 0,448465 0,445403 0,910134 0,53732 0,471514
Skewness 43,46179 0,659032 2,950784 0,987134 -0,045535 0,042895 1,700487 -0,707107
Kurtosis 197418 1,434323 9,707128 1,974433 10,90639 2,411794 20,81331 1,5
Jarque-Bera 3,50E+08 3769773 7183,267 4454567 5626,734 31,80119 29599,27 382,5
Probability 0 0 0 0 0 0 0 0
Sum 79002497 742 186 602 1,70E+03 5595 1042 1440
Sum Sq. Dev. 1,81E+13 487,1093 169,9833 434,2204 428,3106 1788,396 623,3315 480
Observations 2160 2160 2160 2160 2160 2160 2160 2160

Source: Author's calculations

Where:

P is the price in lek (ALL). Most of the sale announcements are made in
euro. We have converted the prices in lek using the monthly average official
exchange rate, published by the Bank of Albania.

C is the currency of the announcement. This variable has been taken in
consideration only in calculating the rent prices because the announcements
of house prices, in 99% of the cases, were made in euro.

M2 is the size of the apartments, expressed in square mefers.

Reg is the registration sfatus in the official public registry. This variable has been
inserted in the model as a dummy. Reg is 1 when the apartment has been
registered. The registration sfatus is an important attribute in Tirana because
unregistered apartments cannot be used as collateral in taking credit.

F1 and F2 refer to the floor. These variables have also been inserted as
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dummy variables. F1 is 1 when the apartment is in the first floor of a building
(which means that it can be rented for commercial use), and O in all the other
alternatives. F2 is 1 when the apartment is on the upper floors (from the fifth
floor and on) and O in all the other alternatives.

Fur refers to the refurbishment status. This variable has been inserted as a
dummy. Furis 1 when the apartment is half or fully refurbished.

Room refers to the number of rooms. It has been coded as below 1= single
room apartment; 2=2-room apartment; 3= 3-toom apartment; 4= 4-room
apartment; 5= other.

Age: refers fo the age of the building where O are buildings constructed before
1990 and 1 refers fo buildings constructed after 1990;

Z refers to the zone. This has also been inserted as a dummy variable which
is 1 if the apartment is central and O if it is peripheral.

4. METHODOLOGY

There is no unique consensus in economic theory about the proper functional
relationship between housing prices and their attributes. For the purpose of
the study we will use the most common functional form, recommended by
the literature, the semi logarithmic form. The form is preferred because the
coefficient estimates generated form the model can be interpreted as being
the proportion of goods price that is directly atiributable fo the respective
characteristic of that good (Halvorsen et al, 1980). For the model the natural
logarithm of the house price will be considered as a dependent variable.

Ln P =Ya,(x) +¢

Where P is the house or rent price, a is the coefficient matrix, x is the set of
independent variables and ¢ is the error term. Ordinary least square method
is employed in estimating the hedonic model.

We will model the house characteristics, distinguishing the central and
peripheral location and then as a fofal, in order to analyse what guides
household's preferences in different zones of the city.

Later on we will construct the house and rent price indexes for Tirana based
on the findings by using a time dummy hedonic model.

The hedonic equation is constructed by the following equation.

LnP=Ya,(x) + Xby(D,. )+ ¢

t+n

tis the time period from 2008 Q2 to 2013 Q4
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The time dummy method uses an indicator lower than the total number of periods
for which the index is constructed. It includes a dummy variable for each time
period where the Di+1 variable is 1 for the period t+1 (2008 Q2) and zero
for all the other periods. Only the statistically significant characteristics are be
included in the model. The coefficients before the dummy variables indicate
the percenfage of the house price change between respective periods and
the base period. In other words, these coefficients represent the price change
(in literature it is also known as “pure” change of price) between the periods,
provided that house characteristics do not change. For computing the price
index, the extreme observations (outliers) were removed. Extreme observations
were considered the ones in which residual values were greater than 0.75.
Finally, prices are turned from log forms in nominal values divided by the base

period fo obtain an index where 2008=100.

At the end House and Rent Price Indexes have been constructed with the
above discussed methodology for central, peripheral and the total sample
apartments. The tofal indexes have then been compared to the indexes
published by the Bank of Albania, which have been calculated with constant
quality hedonic methods. Based on the indexes, Price to Rent price ratios are
constructed and analysed on the basis of spatial differences.

5. RESULTS

In this section, the results obtained by the hedonic model are analysed and
the house and rent price indexes are constructed. The results of the hedonic
regression for house and rent prices are shown in Table 2 and Table 3 below:

Table 2. Hedonic Model Estimates, House Prices

PRICE Total 2226 Center 1481 obs Periphery 750 obs
Coefficient +Statistic ~ Prob. Coefficient  tStatistic  Prob. Coefficient t+Statistic  Prob.
Indipendent variables

M2 | surface) 0,011 47,330 0,000 0,011 42,656 0,000 0,003 11,383 0,000
Reg (status of registration ) 0,064 5,238 0,000 0,041 2,907 0,004 0,013 0,580 0,562
F1 (first dummy for floor] 0,043 3,000 0,003 0,017 -1,119 0,263 0,102 2,205 0,028
F2 (second dummy for floor] 0,002 0,128 0,898 0,021 1,115 0,265 0,026 1,225 0,221
Fur (status of refurbishment) 0,147 -15,826 0,000 0,028 -1,273 0,203 0,001 0,084 0,933
Room (no of rooms) 0,026  -4,487 0,000 0,017 2,844 0,005 0,190 15,899 0,000
Age 0,100 9,645 0,000 0,002 0,121 0,904 0,051 2512 0,012

Source: Author's calculations

Table 3. Hedonic Model Estimates, Rent Prices

Rent Total 2128 Center 1388 Periferi 715

Coefficient  +Statistic Prob. Coefficient  t+Statistic Prob. Coefficient  +Statistic Prob.
Independent varialbles
No. of rooms 0,205 32,172 0,000 0,199 26,751 0,000 0,224 24,236 0,000
Furnishing 0,052 4,139 0,000 0,039 2,568 0,010 0,123 6,397 0,000
Floor 1 -0,068 -3,334 0,001 0,054 -2,050 0,041 0,074 2,877 0,004
Currency 0,436 32,904 0,000 0,415 30,960 0,000 0,453 14,360 0,000
Age 0,005 0,474 0,635 0,000 0,370 0,710 0,003 0,160 0,873

Source: Author's calculations
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After the regression, | excluded the non-significant variables. The significance
was decided from estimating by means of probability significance and
expected sign. | also controlled for Durbin Watson stafistics and R-squared.
The results passed the residual normality tests and stability tests were also

performed. (More defailed explanations in Appendix 1). Table 4 reports the
most important and significant variables for house and rent prices

Table 4.Hedonic Model Results

Prices Rent

Center Center

Variable Coefficient t-Statistic Prob. Variable Coefficient +-Statistic Prob.
M2 0,01 40,70 0,00 Curr 0,42 30,96 0,00
Room 0,01 2,13 0,03 Room 0,20 26,75 0,00
F2 0,03 1,74 0,08 Fur 0,04 2,57 0,01
Reg 0,05 3,64 0,00 F1 -0,05 2,04 0,04
C 15,36 648,13 0,00 C Q.75 399,76 0,00
Periphery Periphery

Variable Coefficient +-Statistic Prob. Variable Coefficient +-Statistic Prob.
M2 0,01 23,48 0,00 Curr 0,45 14,39 0
Room 0,05 4,23 0,00 F1 0,07 2,89 0,004
F1 0,07 -1,92 0,06 Fur 0,12 6,40 0
Fur 0,03 2,00 0,05 Room 0,22 24,30 0
C 14,94 536,95 0,00 C Q.30 208,97 0
Total Total

Variable Coefficient +-Statistic Prob. Variable Coefficient t-Statistic Prob.
Z 0,41 32,87 0,00 curr 0,44 33,21 0
M2 0,01 56,46 0,00 F1 0,07 -3,35 0,0008
Fur 0,02 1,98 0,05 Fur 0,05 410 0
Fl -0,03 2,52 0,01 Room 0,21 32,48 0
Reg 0,05 411 0,00 Z 0,32 24,44 0
C 14,96 756,59 0,00 C Q.41 425,18 0

Source: Author's calculations

From the results we can observe that in determining the house prices, the
surface is important in all the three samples. If we consider the centre and
periphery separately, the number of rooms is important but for the total sample
it loses significance. Results show that for central apartments and also for the
fofal sample, the registration sfatus is important in determining house prices
while in periphery it is not. Evidence also shows that people living in central
zones prefer higher floors, while in periphery and the total sample the first
floor is more expensive than the rest of the building. The refurbishment status is
important in defermining house prices for the total sample and for the periphery
but it is not an important characteristic for central zones prices. The results also
show that the zone is an important characteristic in defermining house prices in
Tirana. We can say that the actual results are in line with the expected ones.

In calculating the rent prices, the size and registration status were not included
in the analysis because of data availability. From the results we can see that
the currency, floor, status of refurbishment and number of rooms are important
for central and periphery as well as the fofal sample. The results show also that
zone is imporfant in defermining rent prices in Tirana.
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Based on the above results the house and rent price index for Tirana as well
as for central and peripheral zones were constructed.

Equations are the following:

Total House prices:
Ln P=a+ a (zona) + a,(sipérfage) + a,(mobilim) + a,(kati) +
a (hipoteka) + b,(D,,,) + b,(D_,)+ ..bn(D, ) + ¢,

t+1 t+2

Central House prices:
LnP=a + a, (sipérfage) + a,(numrii dhomave) + a,(kati)+a, (hipoteka)
+b,D,,,)+b2(D,,)+..bn(D, ) +¢,

t+1 t+2 t+n

Peripheral House prices:
LnP=a + a, (sipérfage) + a,(numriidhomave) + a,(kati)+a,(mobilimi)
+b,(D,,) +b,(D,,)+..bn(D, )+,

t+1 t+2

Total Rent prices:
Ln P=a + a,(monedha)+a,(kati)+a,(mobilimi)+ a,(numri i dhomave)
+a.(zona) + b, (D, ) +b2(D,,)+..b (D, )+ ¢,

t+1

t+2 t+n

Central Rent prices:
LnP=a +a, (sipérfage) + a,(numriidhomave) + a,(kati)+a,(mobilimi)
+b,(D,)+b,D_)+..b (D, )+¢e,

t+1 t+2

Peripheral Rent prices:
LnP=a +a (monedha) +a,(numriidhomave) + a,(mobilimi) +a,(floor)
+b,D,,)+b,(D,)+..b([D,)+¢e,

t+2 t+n

The figure below depicts the house and rent price changes in time for central
and peripheral zones.

Figure 1: House and Rent price indexes and their annual changes
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Source: Author’s calculations.
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With regards to the actual index used by the Bank of Albania, the new indexes
for house prices are constructed with the time dummy method, while the other
is constructed with the constant quality method. The characteristics included in
the former house prices of Tirana were size, furnishing, zone and age of the
building. The actual study shows that age has lost significance in time while
two new characteristics, floor and registration status are defined as important
(Figure 1).

With regards to the rent prices, the characteristics taken in consideration
in the former index published by the Bank of Albania were no. of rooms,
refurbishment sfatus and zone. Our analysis shows that currency and floor
have gained importance, while the former characteristics remain important in
defermining rent prices in Tirana. Figure 2 below depicts the house prices for
Tirana calculated with time dummy method and constant quality method.
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D 1257 | 14O
L1207 ! : ;
! ! i 1301 i I
s | ; o
I | I i ! i
Coo10d L1201 i !
' 1054 1 | Lo
! ‘ L0 b
o100y ! w P
| 957 I 1001 !
I 904 ! ! | !
! ! | 90+ | w

854 i ! | !
| | | | i |
' 80+n-ratramromromTorTorasrasrasrasrami 80T AtratTomTomATCASrATramTos T e !
‘ l%\@\%\@@\@%\@%@%@ 8?'8‘@'%@‘%'@‘%@%'%2 }
: 833300 22v v o o 28228 s3==2%"saa |
! —Rent Price Index_Time dummy method —House Price Index_Time dummy method i
I —Rent Price Index_Constant quality method =~ ——House Price Index_Constant i

From the Figure, we can see that Rent prices
variability is much different when calculated with
| the two different indexes. Further analysis has to be
‘ L 3 done in order to understand if this difference is a

| 1,77‘ ! . .

B ; consequence of the new variables included or of
LT ! the differences in the calculation method.

! 1,34 |

i PN S ~={ | - i

| ”3\/\9, A S Now the study will proceed by computing the
09 } price fo rent ratios for Tirana and analysing the
o7 | differences in these ratios for properties located in
| 05T TrTrTrorrr e oo gmamamamamasamas e centfral and peripheral zones. The developments of
! 0DDOOONONOOONOVOLNOOADY , o

! ‘M ‘w |b‘ |'\) ‘w |b‘ |M ‘w ‘b| ‘M |w ‘b| ‘M ‘w |b‘ |'\) ‘w |h ’rhe CO'CU'OTed ratios are ShOWﬂ n Flgure 3

3 BRE838830000c """ cviPNe e o e

i — Rafio.C —Rafio.T Ratio_P The empirical analysis shows that, on average,

the ratio has been higher for peripheral zones.
Source: Author's caledlations.  In particular, the ratio has been falling faster for

176 Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

central zones than for peripheral ones. This may be a result of the economic
crisis that Albania underwent after 2008 but also of the fast urbanization of
the periphery. This result is not consistent with literature of developed countfries.
To the best of my knowledge, there has not been made any such study for the
Balkans region. Further analysis has fo be made in order to understand if we
can generalize this conclusion fo the post fransition countfries.

literature suggests that there are many reasons why there are differences
between prices to rent ratios in different zones. Higher price fo rent ratios
mean lower rental yields. Theory suggests that these differences in yields may
come from major differences in property characteristics or from hidden costs
existence. Hidden costs create a wedge between gross yields and net yields.
While it is useful to compare properties using the gross rental yield, it does
not reflect the actual situation that an investor faces. Gross rental yields do not
take info account the differences due to the transaction costs. In fact centrally
located apartments are usually fraded in the existence of intermediaries, which
are usually associated to higher transaction costs. In addition gross rental
yield does not take info account expected periods of time when the property
is empty and generates no rent. Unfortunately data on the time to sale/rent
of apartments in Tirana is not available o help us in an explanation but
it is commonly believed that more expensive properties stay in the market
for longer periods. The differences may also arise because of the on-going
expenses of property investment such as property maintenance, insurance,
repairs, rafes, faxes, corporate levies, management fees and inferest paid
on loans. Maintenance costs usually paid in rents are higher for centrally
located properties than for peripheral ones. Centrally located apartments are
usually managed by an administrator and the rent price may include the fee
of administration costs. These differences may also be due to periods in which
rental properties are vacant.

Many authors use the assets pricing arguments fo analyse the changes in price
fo rent ratios. These arguments are based on the dividend discount model,
according to which the price of an asset corresponds to the present discounted
value of all the future rents. This implies a link between current house price
ratio and future rent expectations. So properties with higher price to rent ratios
should have higher rent growth or higher expected returns. The empirical
analysis showed that peripheral apartments in Tirana have higher price to
rent ratios, so theory implies that these apartments should display higher rent
growth or be associated with lower volatility. Figure 1 shows that actually rent
prices growth were neither more pronounced nor more volatile compared to
central zone prices or fofal prices. Figure 1 shows that the higher level of price
to rent ratio was mainly due to changes in house prices in that zone.

6. CONCLUSION

In this paper | analysed the characteristics of house and rent prices in Tirana
form 2008 for central, periphery and the whole city. Hedonic method was
used for the analysis. Semi logarithmic form was applied to the dataset.

Bank of Albania 177



2014 H7| Bulletin of the Bank of Albania

Ordinary least square method was employed in estimating the hedonic model.
One of the major weaknesses of this study is that hedonic method does not
count for unobserved characteristics of houses. Future research has to be done
fo overcome this problem. The results of this study show that registration status
is important in determining house prices in centre but not in periphery while
the refurbishment status is important in periphery and not in central apartments.
Based on the results of the whole data set a price index was constructed. The
regression analysis showed that the most important characteristics for house
prices in Tirana are zone, surface refurbishment floor and registration status.
The empirical analysis of the rent prices show that currency of announcement,
number of rooms, status of refurbishment and floor are important characteristics
in defermining house prices in central and peripheral zones of Tirana. With
respect to the previous studies conducted on a dataset from 1998 to 20006,
this study shows that age has lost significance in time in determining house
prices, while two new characteristics, floor and registration status are defined
as important. We can deduce that the preferences of consumers in relation
to housing characteristics have changed with the stabilization in a more
stabilized pricing period. The empirical analysis shows that on average the
ratio has been higher for peripheral zones. This result is not consistent with
literature of developed countries. To the best of my knowledge, there has not
been made any such study for the Balkans region. Further analysis has to be
made in order fo understand if we can generalize this conclusion fo the post
fransition countries. This is a consequence of lower rental yields in these zones
as well as major changes in house prices in the periphery.
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APPENDIX 1: RESULTS OF THE REGRESSION ANALYSIS ON REVIEWS

The results of the regression analysis are shown on the tables below. The
variables whose pvalue was greater than 5% were excluded from the model.
After controlling for the significance level we controlled for the economic
significance. The variables whose sign resulted different from the expected
one were excluded from the model. After eliminating these variables the
regressions were implemented again and we confrolled for Durbin VWatson
and R squared values. All these values resulted at acceptable levels.

Rent

Centre

Dependent Variable: LOG(P)
Method: Least Squares

Date: 04/17/14 Time: 11:31
Sample: 1 1388

Included observations: 1388

Variable Coefficient Std. Error +Statistic Prob.
Room 0.198513 0.007522 26.39222 0
Fur 0.039058 0.015423 2.532377 0.0114
Fl -0.05391 0.026478 -2.03586 0.042
C 0.414417 0.013503 30.69016 0
Age 0.004352 0.011867 0.366729 0.7139
C 9.752305 0.024421 399.3377 0
R-squared 0.619425 Mean dependent var 10.48937
Adjusted Rsquared 0.618048 S.D. dependent var 0.389213
S.E. of regression 0.240542 Akaike info criterion -0.00753
Sum squared resid 79.96319 Schwarz criterion 0.015102
Log likelihood 11.2259 Hannan-Quinn criter. 0.000934
F-statistic 449.8698 Durbin-Waitson stat 1.621919
Prob(F-statistic) 0
Periphery

Dependent Variable: LOG(P)
Method: Least Squares

Date: 04/17/14 Time: 13:37
Sample: 1 715

Included observations: 715

Variable Coefficient Std. Error +Statistic Prob.
C 0.452608 0.03152 14.35961 0
F1 -0.07398 0.025714 -2.87688 0.0041
Fur 0.122695 0.019179 6.397497 0
Room 0.223896 0.009238 24.23618 0
Age -0.00259 0.016168 -0.16015 0.8728
C 9.310755 0.032836 283.5531 0
R-squared 0.577841 Mean dependent var 9.998556
Adjusted Rsquared 0.574864 S.D. dependent var 0.33672
S.E. of regression 0.21955 Akaike info criterion -0.18612
Sum squared resid 34.17524 Schwarz criterion -0.14775
log likelihood 72.53819 Hannan-Quinn criter. -0.1713
F-statistic 194.0927 Durbin'VWatson stat 1.905903
Prob|(F-statistic) 0
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Total

Dependent Variable: LOG(P)
Method: Least Squares

Date: 04/17 /14 Time: 14:22
Sample: 12128

Included observations: 2128

Variable Coefficient Std. Error +Statistic Prob.
C 0.435896 0.013248 32.90363 0
Fl -0.06802 0.020401 -3.33423 0.0009
Fur 0.052429 0.012668 4.138544 0
Room 0.205302 0.006381 32.17243 0
Z 0.316614 0.013042 24.27732 0
Age 0.005024 0.01059 0.474421 0.6352
C 9.403805 0.022417 419.5011 0
R-squared 0.686609 Mean dependent var 10.33174
Adjusted Rsquared 0.685722 S.D. dependent var 0.457684
S.E. of regression 0.25658 Akaike info criferion 0.120532
Sum squared resid 139.6325 Schwarz criterion 0.13916
log likelihood -121.246 Hannan-Quinn criter. 0.127351
F-statistic /74.4833 Durbin-VWatson sfaf 1.730911
Prob(F-statistic) 0

Price

Centre

Dependent Variable: LOG(P)
Method: Least Squares

Date: 04/09/14 Time: 14:12
Sample: 1 1481

Included observations: 1481

Variable Coefficient Std. Error +Statistic Prob.
Reg 0.040647 0.013981 2.907219 0.0037
Fl -0.01738 0.015539 -1.11872 0.2634
F2 0.02085 0.0187 1.114969 0.265
Fur 0.04482 0.014426 3.106798 0.0019
Room 0.01711 0.006017 2.84423 0.0045
M2 0.011099 0.00026 42.65582 0
Age 0.001598 0.013232 0.120756 0.9039
C 15.33894 0.026549 577.7526 0
R-squared 0.60109 Mean dependent var 16.31351
Adjusted R-squared 0.598922 S.D. dependent var 0.403458
S.E. of regression 0.255513 Akaike info criterion 0.114968
Sum squared resid 96.10201 Schwarz criterion 0.147179
Log likelihood -76.1341 Hannan-Quinn criter. 0.126976
F-statistic 277.2568 Durbin-Waitson stat 1.591668
Prob(F-statistic) 0
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Periphery
Dependent Variable: LOG(P)
Method: Least Squares
Date: 04/09/14 Time: 14:14
Sample: 1 750
Included observations: 748

Variable Coefficient Std. Error +Statistic Prob.
Age -0.05097 0.020288 2.51239 0.0122
M2 0.003327 0.000292 11.38325 0
Room 0.189958 0.011948 15.899 0
F1 0.025645 0.020931 1.225183 0.2209
F2 -0.10204 0.046267 2.20543 0.0277
Fur 0.031168 0.019308 1.614247 0.1069
Reg 0.01298 0.022361 0.580478 0.5618
C 15.09084 0.045362 332.6726 0
R-squared 0.537494 Mean dependent var 15.89116
Adjusted Rsquared 0.532487 S.D. dependent var 0.391871
S.E. of regression 0.267942 Akaike info criferion 0.215863
Sum squared resid 53.05479 Schwarz criterion 0.27142
Log likelihood -7/1.7329 Hannan-Quinn criter. 0.237273
F-statistic 107.352 Durbin-watson stat 1.715162
Prob(F-statistic) 0
Total

Dependent Variable: LOG(P)
Method: Least Squares

Date: 04/09/14 Time: 14:11
Sample: 1 2226

Included observations: 2224

Variable Coefficient Std. Error +Stafistic Prob.
Reg 0.063591 0.012141 5.237651 0
Fl 0.042558 0.014186 2.999942 0.0027
F2 -0.00183 0.014276 -0.12835 0.8979
Fur 0.085057 0.008531 9.970523 0
Room 0.02556 0.005696 -4.48666 0
M2 0.010942 0.000231 47.33 0
Age -0.10008 0.010376 9.64516 0
C 15.33158 0.022428 683.5934 0
R-squared 0.635289 Mean dependent var 16.17371
Adjusted Rsquared 0.633972 S.D. dependent var 0.442957
S.E. of regression 0.26799 Akaike info criterion 0.208307
Sum squared resid 159.0787 Schwarz criterion 0.231402
log likelihood -222.638 Hannan-Quinn crifer. 0.216742
F-statistic 482.2884 Durbin'VWatson stat 1.523161
Prob(F-statistic) 0
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A NON-LINEAR MODEL FOR ALBANIAN LEK
FORECASTING

JONIDA BOUANO

MONETARY POLICY DEPARTMENT

ABSTRACT

The literature on exchange rafe forecasting is massive. Many authors have
tested whether implications of theoretical economic models or the use of
advanced econometric models can be useful to explain future movements in
exchange rafes. In the case of the Albanian lek, the literature on exchange
rafe forecasting is scarce. This study fries to fill this gap, by testing whether
non-linear time series models are able to generate forecasts for the nominal
exchange rate of the Albanian lek that are more accurate than forecasts from
a random walk or an ARIMA model. The results confirm that using an Arificial
Neural Network model can outperform a naive random walk and a linear
auforegressive model in Albanian exchange rafe forecasting contest.

Keywords: exchange rate forecasting; arfificial neural network; Albanian lek.

JEL Classification: C22, C45, C53, F31, G1/.

1. INTRODUCTION

The study of Meese and Rogoff (1983) showed that monefary models cannot
achieve better results than a simple random walk in outofsample exchange
rate forecasting. Since then, many studies investigated whether it is possible to
forecast the future movements of exchange rates at all. The economic literature
has evolved mainly in two streams: researches, where the emphasis was put
on a) underlying economic theory or b) econometric techniques used.

The first part of the literature refers to whether the use of information related to
macroeconomic fundamentals can increase exchange rafe forecast accuracy.
The study of Mark (1995) and Chinn and Meese (1995) have showed that
monetary fundamental models are more accurate than those from a naive
random walk only for longferm horizons forecast. However, the reliability of
Mark (1995) was soon questioned by e.g. Berkowitz and Giorgianni (1996),
Kilian (1999) and Faust et.al (2001). The first ones have undermined the
hypothesis about the cointegration relationship between main macroeconomic
fundamentals and exchange rate. Kilian (1999 questioned the robustness of
the results among countries and time sample and Faust (2001) pointed out
that the approach followed focused on the latestavailable datasef, whereas
macroeconomic dafa are subject to frequent and sometimes significant reviews.
Another work that has attempted to take advantage of macroeconomic
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information to produce the forecasts and is worthy of reference is the study by
Cheung et al. (2002). The authors examined the performance of the interest
rate parity model, the Balassa-Samuelson model, the behavioural equilibrium
exchange rate model and the monetary sticky-price model for different
exchange rates and time periods. They concluded that no model is able to
steadily outperform a random walk in exchange ratfe forecasting.

The second stream of literature is concentrated on accuracy of generated
forecasts by different advanced econometric techniques (non-linear ones), in
comparison fo a random walk or an ARIMA model (Rubaszek et al, 2011;

Neerly and Sarno, 2002).

Artificial neural networks (ANN] constfitute a cafegory of nondinear models
used fo forecast exchange rates. According fo Yu et al. {2007), whose work
analysed 45 journal articles using ANNSs for exchange rate forecasting, the
relative success of ANNs depends on frequency of dafa, the time sample and
the group of currencies under study.

In the case of the Albanian lek [ALL), the published work is still very scarce.
According to Rubaszek et al, (201 1) there are very few arficles that investigate
the accuracy of model-based forecasts for the currencies of Central and Easfern
European (CEE) countries (Crespo-Cuaresma and Hlouskova 2005; Ardic ef
al. 2008) and their findings show that a random walk model is a very difficult
benchmark to beat in the case of the CEE currencies.

The main goal of this paper is to analyse whether it is possible using an
ANN model to outperform a simple random walk and an ARIMA model in
forecasting the Albanian Lek (ALl) against the euro (EUR) and the American
dollar (USD). These two bilateral exchange rates were chosen since they are
the most important currencies in the Albanian internal currency market.

The structure of this paper is as follows. Section 2 describes the competing
models used in this work. Section 3 describes the data used in the analysis.
Section 4 relafes to the outofsample forecast evaluation results and Section 5
describes the conclusions.

2. COMPETING MODELS

2.1 Random walk

The random walk (RW) model assumes that the exchange rate is generated by
the unit root process of the form:

yt=yt + St

where &€ ~ NID (0, 6?) is the random term. The h-step ahead forecast equals
10 Yy, = ¥y, Where y_ is the last available value of the dependent variable in
the sample of length T. In this paper, the y,, variable is the natural logarithm
of the exchange rate.
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2.2 Autoregressive integrated moving average

One of the most common and recurrently used sfochastic time series models
in more than fifty years is the Autoregressive Infegrated Moving Average
(ARIMA) model. In an ARIMA (p,d,q) model, the future value of a variable
is assumed fo be a linear function of several past observations and random
errors. One of the attractive features of the ARIMA s its flexibility to represent
several varieties of time series without difficulty (as well as the associated
BoxJenkins methodology for optimal model building process). But the main
limitation of these models is the pre-assumed linear form of the associated time
series which becomes inadequate in many practical situations. To overcome
this drawback, various nondinear stochastic models have been proposed in
literature. However, from the implementation point of view, these are not so
straightforward and simple as the ARIMA models.

V=0t @,y T @,y @, yt-p+ £-0,€,-0,€ .. eq €.q

2.3 Artificial neural networks

Due to the fact that exchange rafe forecasting is of practical and theoretical
importance, a large number of methods and techniques (including linear
and nonlinear) have been introduced to beat the random walk model in
foreign exchange rates forecasting. With increasing development of artificial
neural networks (ANNS) (used in forecasting social, economic, engineering,
foreign exchange, stock problems, etc.), this method has been applied even
in forecasting foreign exchange market movements. Several distinguishing
features of arfificial neural networks make them valuable and attractive for o
forecasting task. First, arfificial neural networks are data-driven selfadaptive
methods in that there are few a priori assumptions about the models for
problems under study (Qi and Zhang, 2001; Yu et al., 2006e]. Second,
artificial neural networks can generalize (Homik et al., 1989; White, 1990).
After leaming the dafa presented fo them (a sample), ANNs can offen
correctly infer the unseen part of a population even if the sample data contain
noisy information. Third, ANNs are universal functional approximators. It has
been shown that a network can approximate any continuous function fo any
desired accuracy. Fourth, the greatest advantage of ANN s ifts ability fo
model complex noninear relationships without assumptions like a black box
(Shin and Han, 2000; Yu ef al., 2006e). In fact, real world systems are often
nonlinear (Zhang, Patuwo, & Hu, 1998).

However, no one fechnique has been successful enough to consistently beat
other methods in predicting foreign exchange rates. Therefore, it is difficult
to say that ANNSs uniformly perform better than other methods. Some articles
show that ANNs perform well in foreign exchange rates forecasting, while
others give negative conclusions. Even in the same arficle, conflicting results
are offen presented (Yu et al, 2007).
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Neural networks are an information processing fechnology which model
mathematical relationships between inputs and outputs. Based on the
architecture of the human brain, a set of processing elements or neurons
(nodes) are inferconnected and organized in layers. These layers of nodes can
be structured hierarchically, consisting of an input layer, an output layer, and
middle (hidden) layers. Each connection between neurons has a numerical
weight associated with it, which models the influence of an input cell on
an oufput cell. Positive weights indicate reinforcement; negative weights are
associated with inhibition. Connection weights are ‘learned” by the network
through a fraining process, as examples from a training set are presented
repeatedly to the network.

input layer q hidden layer oufput layer

Source: Stanford.edu. !

A network is trained through generalpurpose algorithms based on time-series
data and focusing on the computation of weight neuron connections in a feed-
forward network to accomplish a desired inputoutput mapping. The learning
phase of the computation procedure can be viewed as a high dimensional,
noninear, system identification problem. A typical feedforward network
architecture is shown in Figure 1, which refers to a network with m inputs, g
neurons in the hidden layer and one neuron in the output layer (Azoff, 1994).

3. ANN MODEL DESIGN AND IMPLEMENTATION

An ANN is typically composed of layers of nodes. In the popular Multi-layer
Perceptron (MLP), all the input nodes are in one input layer, all the output
nodes are in one output layer and the hidden nodes are distributed into one
or more hidden layers in between. To design a MLP, one must determine the
following variables:

® number of input nodes
® number of hidden layer and hidden nodes

® number of output nodes
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The selection of these parameters is basically problem-dependent. However,
designing an ANN is considered an art rather than a science.

According to the literature, using experimentation is a good practice, in
order to determine the number of inputs and hidden nodes. Thus, the number
of inputs and hidden nodes fo the network are selected through systematic
experimentation. The number of input nodes in this study corresponds to the
number of lagged past observation. Twenty levels of the number of input
nodes, ranging from 1 to 20 lagged values of the dependent variable, i.e.
monthly exchange rate levels are used in this study.

Influenced by theoretical works, which show that a single hidden layer is
sufficient for ANINs to approximate any comp|e>< nonlinear function (Cybenko,
1989; Homik et al., 1989), this study has taken info consideration one hidden
layer for forecasting purposes.

For a fime series forecasting problem, the number of output corresponds to the
forecasting horizon. Using a one-step ahead forecasting |iterated method),
only one output node is necessary in this case.

The network architecture is also characterized by the interconnection of nodes
in layers. The acfivation function of the transfer function that defermines the
relafionship between inputs and outputs of a node and a network, introduces
a nonlinearity degree that is valuable for most ANN applications. In this study,
the hyperbolic tangent transfer function is used, as it reflects the choices made
in the articles which forecast exchange rate, selected in the paper of Yu et al.,
(2007). linear transfer function is used in the output layer, which is a standard
choice in neural network.

Atraining and a test set are typically required to for building an ANN forecaster.
The training sample is used for ANN model development and the test sample
for evaluating the forecasting ability of the model. In this paper we have used
a third sample, a validation one, in order to avoid the overfitting problem and
fo defermine the stfopping point for the fraining process. The larger the sample
size, the more accurate the results will be. Hence, it is interesting to note that
ANNs don't necessarily require a larger sample than is required by linear
model in order to perform well (Kang, 1991).

In summary, since this paper applies ANNs for exchange rafe forecasting,
the output variable yt s the log of the nominal exchange rate level. The input
variable x, which represents a set of regressors that are chosen for forecasting
yt, consists of lagged values of x up to lag K (max K=20).

The structure of an ANN with p hidden layers and with g neurons in each
hidden layer is represented by Figure 1. The value of neuron i in the first
hidden layer is given by z, =g(x'w,+v,) where g is an activation function,
x=[x, x, .x_]'is a vector of the input variables, w, =[w, w, .w, ]"is a
vector of weights, v, is a constant and i = 1,2,...q.
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Finally, the fitted output variable y_, is a linear combination of the neurons form
the p-th hidden layer (in this case p=1) y_, =z,'w+v where w is a vecfor of
weights and v a constant.

The unknown parameters of ANNSs, given by vectors w,, and w and scalars
v and v, are computed by minimizing the in-sample root mean square error
(RMSE). For this purpose, the backpropagation technique has been used (see
Rumelhart et al. 1986) with the levenberg-Marquardt algorithm. The h-step
ahead forecasts yr4+y are calculated recursively according to yrin = f (y14h-1,
YT+h-2,--YT+h-k). 10 avoid the problem of gefting stuck in local minima and to
increase the possibility of getting the true global optimal, we run the algorithm
of getting the best neural network fit model, 10 times, by using 10 different
sefs of initial random weights.

4. DATA AND FORECAST EVALUATION CRITERIA

We fest the models infroduced in the previous section on the basis of average
monthly data, for the nominal exchange rate of the Albanian lek against the
euro and the US dollar. These two bilateral exchange rafes were chosen since
they are the most important currencies in the Albanian infernal currency market.
The monthly data are taken from official website of the Bank of Albania, for
the period from January-1999 to Agust-2013, for a total of 176 observations
for each series.

Considering that the EUR/ALL and USD/ALL show a seasonal behaviour
especially during the summer months, we have decided to use log of the
exchange rate level of seasonally adjusted monthly data for RW and ANN
model. In case of ARIMA model, considering the seasonality of the series, we
have used a 12th order logarithmic differentiation.

For the insample data we have used 152 observations and the remaining
ones (24 observations) are used for the out-of sample test for all the considered
models. For the ANN model, this coresponds to a division in training,
validation and test sef to 70%, 15% and 15% of the tofal sample (Zhang,
1994).

To evaluate the neural network performance against RV and ARIMA models,
two performance criferia are used: RMSE (root mean square errors| and MAE
(mean absolute error) for 3, 6, 12 and 24-month forecast horizon.

5. OUT OF SAMPLE FORECAST ERRORS

The main focus of this study is to check whether outof sample forecasts of the
Albanian lek exchange rafe are more accurate than the forecasts from a simple
random walk and an ARIMA (1.1) model. The best fit neural network model,
observed from insample performance for EUR/ALL exchange rate is ANN
(19-6-1) model, composed by 19 inputs that correspond to 19 first lagged
values of the variable exchange rate and 6 neurons in the hidden layer.
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Table 1 compares the outofsample performance of the ANN, random walk,
ARIMA forecasts for monthly EUR /ALL exchange rate. Results show that neurall
network outof-sample forecasts are more accurate than the random walk
and linear integrated autoregressive model forecasts for both performance
measures and for every time horizon considered. However, the predictive
accuracy of the model is higher for shortHerm periods, in accordance with

other studies in this field (Yu et.al., 2007).

Table 1- Outofsample performance of ANN, RW, ARIMA (1, 1) models on monthly
EUR/ALL exchange rate at level for the period September 2011 - August 2013

Model 3 months 6 months 12 months 24 months
MAE RMSE MAE RMSE MAE RMSE MAE RMSE
RW(sal 0,34153 0,37439 1,19440 1,50276 1,12613 1,30643 1,22890 1,55640
ARIMA (1,1)  0,91913 0,99070 2,08908 241642  3,17298 3,51493 3,53508 3,73499
SANI\I (19-6-1) 0,48325 0,106881202 1,15335 1,358267073 0,969435 1,153384309 1,17483 11,4748
ource:

The tests show that the hypothesis of normality heteroscedasticity and no serial
correlation of the neural network residuals cannot be rejected.

Table 2 Outofsample performance of ANN, RW, ARIMA (1.1) models on monthly
USD/AlL exchange rate at level for the period September 2011 - August 2013

Model 3 months 6 months 12 months 24 months
MAE RMSE MAE RMSE MAE RMSE MAE RMSE
RW(sal) 4,6326 4,7307 6,8481 7.2677 Q,8532 10,6799 11,3624 11,8599
ARIMA (T,1) 8,7446 9,0221 8,8489 Q,.0253 12,4107 13,0897 14,5230 15,0798
ANN (7-7-1) 4,4612 46612 6,5143 6,9305 Q2231 10,0610 10,0566 10,6288

Table 2 compares the outofsample performance of the ANN, random walk,
ARIMA forecasts for monthly USD/ALL exchange rate. Results show that neurall
network outof-sample forecasts are more accurate than the random walk
and linear infegrated autoregressive model forecasts for both performance
measures and for every time horizon considered. However, it is important
to underline that the RMSE for 3-month horizon forecasts is almost equal fo
that of the random walk. As one can notice, the predictive accuracy of the
ANN model is higher for shortterm and gets worse for 24-month periods of
forecasts.

Compared to the performance measures that have been shown for EUR/ALL
exchange rate, the forecast accuracy for USD/ALL is worst for all time horizons
considered.

As for the EUR/ALL exchange rate, the robustess test for ANN forecasting
model shows that neural network residuals have normal distribution, there is no
correlation between the residuals and, finally, the residuals are homoscedastic

(ARCH M fest).
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6. CONCLUSIONS

This research examined and analysed the use of neural networks as a
forecasting tool, specifically, a neural network’s ability to predict future trends
of Albanian lek exchange rafe against the euro and the US dollar. Accuracy
was compared against a naive model and a fraditional forecasting method

(ARIMA).

In both cases, EUR/ALL and USD/ALL, the ANN models selected by the
algorithm have shown higher forecasting accuracy against a random walk
and ARIMA model. The performance measures in case of USD/ALL exchange
rafe have revealed lower forecasting accuracy compared to EUR/ALL
performance, due fo the high volatility of the USD/ALL in the exchange market
and/or , may be, to a particular behaviour of USD/ALL that the considered
models are not able to catch.

It is important to note that, even the ANN model outperforms better than the
benchmark models, the neural networks designing and implementation are
fime consuming and not as simply as random walk or ARIMA model.

The next step in future research work is to integrate neural networks and other
fechniques such as genefic techniques, wavelet analysis, fuzzy inference,
paffern recognition and, fraditional time series models, for finance and
economic forecasting. Another possible step might be the application of
hybrid systems (combining ARIMA and ANN models| that seemed to be well

suited for the forecasting of financial data.
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Celebrating the Global In the framework of the Global Money Week, on 10-17 March, Bank of
Money Week Albania, in cooperation with the Ministry of Education and Sports, and the
Albanian Association of Banks, carried out several educational activities for

nine-year school and high school students.

Global Money Week is a worldwide event that aims to make children and
youth aware of being money-conscious and financially-literate citizens. From
March 10th to 17th, partners across the world, coordinated by the Child
and Youth Finance International, held various activities to enhance children’s
financial involvement worldwide, teaching them about money, saving and
understanding changes in the economic systems they live in, eaming money
through entrepreneurship, and building their foundations for the future.

Over the years, the Bank of Albania has been engaged in improving the
financial literacy of the public through numerous activities, publication of
educational brochures, the elective module “Personal Finance in your Hands”,
and the educational package "1, 2, 3 ... Cufo the Piglet is learning to Save”.

Activities on the Global Money Week began with a finance-themed puppet
show called “Cufo and Tip — An adventure with goldlets”, which was
staged on March 10th, 2014, at Tirana Puppet Theatre. The ceremony
was attended by the Governor of the Bank of Albania, representatives
of diplomatic corps, government and banks. The Govemnor stressed the
importance of increasing the financial education of the public and Bank of
Albania’s serious commitment fo it.

The second activity dedicated to grade HIl pupils encouraged them to
participate in a drawing competition “My Money”. The drawings were posted
on Bank of Albania’s educational Facebook page and voted by the public.
The 10 drawings with the most likes until March 27th, 2014, were awarded
with symbolic presents and benefited a bank account of 10,000 leks, as an
iniial amount deposited at one of the commercial banks in the system. During
the ceremony held on this occasion, the Governor of the Bank of Albania, Mr.
Ardian Fullani signed a Memorandum of Cooperation with the Chairman of
the Albanian Association of Banks, Mr. Seyhan Pencabligil. The goal of this
Memorandum is to encourage reciprocal cooperation on financial education
of nine-year school, high school and university students in the field of economy,
finance and banks.

Another activity on Global Money Week for high schools students that have
elected the module “Personal Finance in your Hands" gave them the opportunity
to visit commercial banks in the country and get closely acquainted with the
way banks function, their daily work and products they offer.

Second Financial forum  On 26 March 2014, the second Financial Forum of Albania was organised
of Albania 1 der the auspices of the Governor of the Bank of Albania, Mr. Ardian Fullani.

The Forum was coorganised with the International Monetary Fund and provided

a platform for discussion among major banking groups active in Albania and
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their subsidiaries, Albanian authorities that monitor the financial system, and
representatives of the World Bank, European Bank for Reconstruction and
Development, European Banking Authority, and European Central Bank. The
Albanian Minister of Finance Mr. Shkélgim Cani and Albanian Minister of
Economic Development, Trade and Entrepreneurship, Mr. Arben Ahmetaj also
attended and addressed the Forum.

Discussions focused on the analysis of current developments and the prospect
of the economy and financial system in Albania, especially in the light of
structural reforms undertaken by the Albanian Government, supported by the
recent arrangement with the IMF.

In addition, the participants discussed the role of the financial system,
in particular of the banking secfor, in supporting the couniry’s economic
development. Swift action to reduce the share of non-performing loans was
considered as particularly important for boosting financial intermediation.
Participants highlighted that these efforts are endorsed by the recent legislative
changes on collateral execution, changes that will be adopted in the near
future about the taxation of loss loans write offs, and the practical expertise
provided by the World Bank. The measures are complemented by structural
reforms undertaken lately by the Albanian Government to improve the business
climate in Albania. Participants considered that lending to small and medium-
sized enterprises in Albania has the potential for growth.

Furthermore, the Forum discussed issues relating fo the business strategy of
local banks, members of larger European-based cross-border banking groups,
appropriateness of the regulatory framework and the impact of European
initiatives on banking activity. In this regard, participants from European-
based cross-border banking groups iterated their commitment to supporting
the activity of their subsidiaries in Albania.

In conclusion, participants commended the Forum as a platform providing the
possibility to openly exchange views and identify issues for follow up.

The Bank of Albania organised, on 31 March 2014, the awards ceremony Awards ceremony for the
for the winners of “My money” drawing contest. This contest was organised Winners of "My money”
by the Bank of Albania in cooperation with the Albanian Association of Banks drawing confest

in the framework of the Global Money Week, and fargeted grade HIl pupils

of schools that have adopted the teaching set “1, 2, 3... Cufo the piglet is

learning to save”. For the contest, the pupils were invited to make simple

designs, drawing on their concept about money.

About 420 drawings by 400 children from 13 schools across the country
were submitted until 27 March 2014 on the official Facebook page of the
Bank of Albania. The 10 best drawings were selected by the number of
"likes” they had received.
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The award ceremony was attended by the Governor of the Bank of Albania,
Mr. Ardian Fullani, Minister of Education and Sports, Ms. Lindita Nikollo,
Chairman of the Albanian Association of Banks, Mr. Seyhan Pencabligil, and
Chief Executive Officer of Raiffeisen Bank in Albania, Mr. Christian Canacaris.
During the ceremony, Governor Fullani and Minister Nikolla underlined the
importance of financial education at an early age. They added that the pupils’
drawings were indeed their first steps fowards cultivating financial literacy.

The Bank of Albania gave the top fen confestants a certificate of award and
an encyclopaedia, and Raiffeisen Bank Albania sponsored each of the fen
winners with ALL 10,000 in a bank account.

Bank of Albania meets On 2 April 2014, the Bank of Albania organised a meeting with banking sector
with the banking sector o o tives 1o infroduce the bilateral SWAP agreement on national currency

fo introduce and discuss
the bilateral SWAP exchange, entered into between the Bank of Albania and the People's Bank

agreement on national  of China.
currency exchange

A/boi?%eneg J?;i%’;ﬁg This agreement was signed on 12 September 2013 by the Governor of the

Bank of China Bank of Albania, Mr. Ardian Fullani and the Governor of the People's Bank
of China, Mr. Zhou Xiaochuan, for the maximum amount of 2 billion Yuan or
35.8 billion Albanian lek. The agreement is valid for an initial period of three
years, and may be extended upon consent by both parties.

ECB launches EUfunded  The European Central Bank (ECB) launched a Eurosystem cooperation

Viﬁﬁ%{;’;ﬁ?gﬁfﬁ?%g programme with the Bank of Albania (BoA), the Central Bank of the Republic

Wastern Balkans  ©f Kosovo (CBRK), and the National Bank of the Republic of Macedonia
(NBRM). The European Union (EU) has allocated €500,000 to the programme

from its Instrument for Pre-Accession Assistance.

The programme aims fo prepare the three centfral banks in the region for
joining the European System of Central Banks (ESCBJ, once the respective
economies have qualified for EU membership. Within the framework of the
programme, needs assessment reports for the BoA and the CBRK will be
prepared, identifying further progress required to meet EU central banking
standards. Furthermore, the programme will take stock of priorities for further
strengthening the NBRM, following o needs assessment of the NBRM's
functions, which was carried out during 2012-13.

To lay the foundations for this cooperation programme, the first Interim report
was signed in Tirana by Yves Mersch, member of the Executive Board of the
ECB, Ardian Fullani, Governor of the BoA, Bedri Hamza, Governor of the
CBRK and Fadil Bajrami, Vice-Governor of the NBRM. They all commended
this programme as another step in strengthening cooperation between central
banks in Europe and reinforcing the ties between the EU and the Western
Balkans region.
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At the invitation of Mr. Ardian Fullani, Governor of the Bank of Albania, on M. Stefan Ingves,

23 April 2014, Mr. Stefan Ingves, Governor of the Sveriges Riksbank, paid g/?s‘gg‘/?’ O(’;f/;eoive”ges
an official visit to the Bank of Albania. official \/I{sﬁfgfhe Bank
of Albania

During the official visit, Mr. Ingves met with heads of departments at the Bank

of Albania and discussed the latest economic developments in Albania, with

special focus on the Albanian banking sector. Mr. Ardian Fullani, Governor of

the Bank of Albania, presented Governor Ingves with the measures taken by

the Bank of Albania fo safeguard financial stability in the country. Governor

Fullani highlighted the importance of the latest legal amendments made by

the Bank of Albania, which aim af lowering the level of non-performing loans

and boosting lending. Governor Ingves commended Bank of Albania’s work

towards safeguarding the country’s financial stability.

Bilateral discussions focused also on the important contribution of the Bank
of Albania to Albania’s EU infegration process through the approximation
of the regulatory framework and work practices with EU Directives. In this
confext, the Bank of Albania has enhanced its cooperation with euro area
cenfral banks. Bank of Albania’s membership in Vienna Initiative 2.0 Steering
Committee marks an important step in this regard. Governor Fullani noted that
Albania’s presence in this Steering Committee also voices the interests of other
non-EU Member States.

At the end of the meeting, the attendees stated the importance of confinued
deep cooperation between the two institutions.

On 10 June 2014, at Bank of Albania’s premises, a cooperation agreement Cooperation Agreement
was signed between the Bank of Albania and the General Directorate for between the Bank of
_ , , , Albania and the General
the Prevention of Money Laundering (GDPML), on the fight against money b ccioraie for the
laundering and terrorist financing. Prevention of Money
Llaundering
The agreement was signed by the Governor of the Bank of Albania, Mr.

Ardian Fullani, and the General Director of GDPML, Mr. Genti Gazheli.

The joint agreement with the GDPML was made pursuant to requirements of
the Law No. 9917, dated 19.05.2008 “On Prevention of Money Laundering
and Terrorist Financing”, as amended, recommendations of the FSAP mission
of the World Bank and the Infernational Monetary Fund.

The purpose of this agreement is to increase cooperation between the two
institutions on facilitating the information exchange, aiming at strengthening
the risk-based supervision approach to preventing money laundering and
terrorist financing.

Following the signing of the agreement, Governor Fullani and Mr. Gazheli
stated that the signed agreement was of special importance and an oufcome
of the successful cooperation between the two institutions. It aims at enhancing
the supervisory role in order fo foster the preventive system in Albania and

Bank of Albania 197



2014 H7| Bulletin of the Bank of Albania

reduce the possibilities of use of the financial system for money laundering and
ferrorist financing.

The agreement will also contribute to boosting efficiency in the two institutions,
by carrying out joint examinations and activities, making a better use of human
resources and, at the same time, reducing financial costs not only to the two
authorities but also to entities themselves.

Friday seminars  Research papers presented in “Friday Seminar Series” during JanuaryJune
2014 addressed various issues, such as the effect of inflation targeting in a
dollarized economy, factors determining foreign currency lending in the case
of Albania, house prices and their equilibrium. A defailed description of the
papers follows in the next sections.

INFLATION TARGETING IN' A DOLLARIZED ECONOMY, by Eda Dokle,
winner of the Governor's Award for the Best Diploma Thesis 2013, Masters in
Economics and Finance, Charles University (Prague)

The study presents an overview of general characteristics of the targeted
inflation regime starting with ifs origin and preconditions and compares it with
other alternative regimes. Based on the empirical analysis of 29 countries from
Central and Eastern Europe and the Commonwealth of Independent States,
characterized by a cerfain level of dollarization, it was concluded that the
level of average inflation fell under the inflation targeting regime. Also, output
growth was not affected by the targeted inflation and dollarization of deposits
did not deteriorate the positive impact of inflation targeting on inflation.

FOREIGN CURRENCY LENDING IN ALBANIA, by Gerti Shijaku, Research

Department

The paper assesses the determinant factors of lending in foreign currency
in Albania, in 2000-2012. The investigation of lending behaviour is very
important given that 65% of private sector credit is denominated in foreign
currency. Results show that foreign currency lending is more preferred due fo
the lower inferest rates in foreign currency, inflation stability and the exchange
rate.

GDP, CONSUMPTION COMPONENTS AND DEFLATORS: EXTRAPOLATION
AND QUARTERLY INTERPOLATION, by llir Vika and Enian Cela, Research

Department

This paper presents the methodology applied in quarterly interpolation
of nominal and real GDP in the interval 1996-2011. At the same time, it
explains the steps in extrapolating the expenditure side components in the
years 2009-2011 in nominal and real terms. The material explains the method
of transformation of the series from real terms with previous year prices to real
terms based on 2005 prices and also the quarterly distribution of deflators for
overall GDP and expenditure components.
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EXTERNAL INTERVENTION IN ETHNIC CONFUCTS, by Ada Huibregtse,
Ph.D, Professor at New York University of Tirana

This study explores how ethnic composition of states and the power of ethnic
kinship affect external stafe inferventions in ethnic conlflicts. The research
question of the study is whether ethnic composition in the state, ethnic kinship
with groups in other states, and ethnic settlements of the ethnic group in
conflict make some states more prone to others fo intervene in ethnic conflicts.
The study raises two assumptions: (i in the stafes with well-defined ethnic
groups, political decision-making is aligned with the ethnic divisions; {ii] ethnic
conflicts, due fo their nature, perform differently compared to the other types
of civil wars. Results show that states with a definite ethnic dominance have
higher impact on the ethnic conflicts.

HOUSE PRICES IN ALBANIA: DEVIATIONS FROM AN EQUILIBRIUM, by

Endrit Yzeiraj, Research Department

The paper presents a “fundamental” price index for housing, based on key
macroeconomic indicators, such as, economic growth rates, interest rates,
and demographic developments. This index is used as a benchmark for the
actual house prices in Albania in order to measure the possible deviations from
equilibrium. The research finds that house prices starting have appreciated
since the post-2006 period. However, from 2012 and onwards the findings
suggest a price correction process. Nonetheless, the long term relationship
between actual and fundamental house prices remains weak.
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MONETARY POLICY DECISIONS

29 January 2014
The Supervisory Council of the Bank of Albania decided to keep the interest
rate on repurchase and reverse repurchase agreements (REPO and reverse

REPO) unchanged at 3.00 per cent.

26 February 2014

The Supervisory Council of the Bank of Albania decided to cut the interest rate
on repurchase and reverse repurchase agreements (REPO and reverse REPO)
by 0.25 percentage points.

Following this move, the inferest rate on repurchase and reverse repurchase
agreements is 2.75 per cent (from 3.00 per cent).

27 March 2014
The Supervisory Council of the Bank of Albania decided to keep the interest
rate on repurchase and reverse repurchase agreements (REPO and reverse

REPO) unchanged at 2.75 per cent.

30 April 2014
The Supervisory Council of the Bank of Albania decided to keep the interest
rate on repurchase and reverse repurchase agreements (REPO and reverse

REPO) unchanged at 2.75 per cent.

30 May 2014

The Supervisory Council of the Bank of Albania decided to cut the interest rate
on repurchase and reverse repurchase agreements (REPO and reverse REPO)
by 0.25 percentage points.

Following this move, the inferest rafe on repurchase and reverse repurchase
agreements is 2.50 per cent (from 2.75 per cent).

25 June 2014
The Supervisory Council of the Bank of Albania decided to keep the interest
rate on repurchase and reverse repurchase agreements (REPO and reverse

REPO) unchanged at 2.50 per cent.
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LEGAL NEWS, 2014 H1

MONETARY POLCY

On 29 January 2014, the Supervisory Council of the Bank of Albania
approved by Decision No. 2 the “Monetary Policy Statement of the Bank
of Albania for the second half of 2013". Year 2013 was difficult for the
Albanian economy. Aggregate demand and economic growth remained at
low levels: inflation fluctuated around Bank of Albania's lower bound of the
target band, while budget deficit and public debt increased significantly. The
Bank of Albania, aiming to encourage aggregate demand, lowered the key
inferest rate by 0.5 percentage points, to 3.0%, in the fourth quarter. After
four quarters, inflation is expected to range between 0.7 - 3.8%, with a 90%
probability of occurrence. This will require maintaining a stimulating monetary
policy even in the medium term.

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved the Decision No. 08 “On cutting the inferest rate on repurchase and
reverse repurchase agreements”. According to this Decision, the Supervisory
Council cuts by 0.25 percentage points the interest rate on repurchase and
reverse repurchase agreements, from 3.0 to 2.75%.

On 30 April 2014, the Supervisory Council of the Bank of Albania approved
by Decision No. 27 the "Monetary policy report on the first quarter of 2014".
The available dafa for the 2014 Q1 show that the Albanion economy
confinues to be characterised by o weak aggregate demand, which further
impacts almost all the economic and financial parameters of the country.
From the financial point of view, the weak economic growth pressures for an
increase in budget deficit and public debt, and creates financial difficulties
for businesses. These difficulties are reflected in the increase of non-performing
loans, and affect negatively the banks' willingness to lend.

On 30 May 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 33 “On cutting the interest rate on repurchase and reverse
repurchase agreements”. The Supervisory Council decided to cut by 0.25
percentage points the inferest rate on repurchase and reverse repurchase
agreements, from 2.75 to 2.50%.

On 25 June 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 39 “On the approval of interest rafe applied on the
remuneration of required reserve and excess reserve of banking entities” The
remuneration interest rate applied on the required reserve denominated in Lek
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will be 70% (seventy) of the interest rate applied on repurchase and reverse
repurchase agreements, adopted by the Supervisory Council of the Bank of
Albania at the last day of the base period. While, remuneration interest rate
applied on the Euro excess reserve will be O.10% lower than the inferest rate
applied on the deposits, as set forth by ECB.

PAYMENT SYSTEM

On 29 January 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 04 “Approval of some amendments to the Regulation ‘On
the functioning of the Albanian Electronic Clearing House (AECH) system'”.
These amendments consist in the articles of the Regulation that lay down
the organisation, regulafion and oversight of the AECH system, as well as
the execution of payments via this system. Also, this Decision sefs forth the

amendments to the appendices of this Regulation.

On 29 January 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 5 “Approval of some amendments to the Regulation ‘On the
functioning of the Inferbank Payments System— AIPS"”. The Supervisory Council
adopted the amendments that apply on articles that lay down the organisation
and regulation of AIPS and the terms and conditions to participate in this
sysfem.

On 30 April 2014, the Supervisory Council of the Bank of Albania approved
by Decision No. 32, the document “Oversight policies of the payment and
sefflement systems”. The purpose of this document is to make clear to the public
the objectives of the oversight of payment and sefflement systems; application
scope and the activities related to the oversight function carried out by the
Bank of Albania, standards and methodology used in compliance with the
importance of each entity that is subject to the oversight.

On 30 May 2014, the Supervisory Council of the Bank of Albania approved
by Decision No. 34 the Regulation “On the funcfioning of portfolio analytics
tool 2 [part 2) system at the Bank of Albania”. The purpose of this Regulation
is to provide for the wellHunctioning of the forex management system "PAT2",
by laying down the functfions of tasks of the main departments that will use the
system, and by mutual coordination and collaboration.

On 25 June 2014, the Supervisory Council of the Bank of Albania approved
by Decision No. 37 the Regulation “On the organisation and functioning of
the National Committee on Payment System ". The purpose of this Regulation
is to lay down the objective, functions, duties, composition and rules for the
organisation and functioning of the National Committee of Payment System,
as an advisory collegial authority. The purpose of this committee is to support
and contribute to strengthening the security, stability and effectiveness of the
national payment system in Albania, in compliance with the legal obligation
of the Bank of Albania in encouraging the normal functioning of the payment
sysfem.
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BANKING SUPERVISION

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved by Decision No. 09 the document “On Supervision Policy". This
document lays down the risk-based supervision policy for banks and banking
or financial groups, whose activity is subject to the supervision of the Bank
of Albania. The main objective of the risk-based supervision is to ensure an
effective process for the assessment of the financial situation and the stability
of banks. The document sets forth the principles and priorities of the risk-
based supervision, banks' risk profiles, elements of supervision process, the
supervision regulatory framework, efc.

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved by Decision No. 10 the Regulation “On the Risk Management from
large Exposures of Banks". The purpose of this Regulation is fo set out rules
and criteria for calculating, supervising and reporting bank’s large exposures
fo a person/client or group of persons/clients connected between them or
with the bank, for the purpose of managing the risk arising from concentrated
exposure to them. The Regulation will apply on banks licensed by the Bank
of Albania to carry out the financial and banking activity in the Republic of

Albania.

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved by Decision No. 11 the Guideline “On recovery plans'. The
purpose of this Guideline is to lay down the core principles and supervisory
requirements on the structure and recovery plans of banks, and their reporting
to the Bank of Albania. This guideline will apply on foreign banks, determined
as systemic important banks by the respective Administrator of the Bank of
Albania for the purpose of this guideline, based on the proposal by the
Supervision Department.

On 27 February 2014, the Supervisory Council of the Bank of Albania
approved the Decision No. 22 “Amendments fo the Regulation ‘On credit risk
management by banks and branches of foreign banks™. The amendments to
this Decision consist in articles that regulate the classification of loans by banks
and the loan loss write-offs.

On 27 March 2014, the Supervisory Council of the Bank of Albania approved
the Guideline No.2 "On the execution of liabilities on the amounts of accounts
af the bank". This guideline lays down the way of execution on the amounts at
the bank account. This guideline shall apply on banks licensed by the Bank of
Albania and shall regulate, among others, the procedures related to the order
on the amount sequestration or transfer, and on the suspension and dismissal
of execution.

On 30 April 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 31 “Amendments to the Regulation 'On the licensing,
organisation, activity and supervision of foreign exchange bureaus™. The
amendments consist in the articles that regulate the approval of the additional
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activity for the institutions, the necessary documentation for the licensing and
the requirements related fo the capital, fransparency and sanctions if concluded
that the entity infringes the provisions set forth in the Regulation.

MONETARY OPERATIONS

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved the Decision No. 12 “An amendment to the Regulation ‘On the
guaranties in the crediting fransactions of the Bank of Albania’. The amendment
to this Regulation consists in the Article that regulates the measures on the risk
control, by laying down that the Haircut size will be applied by subtracting 3%
from the market value of securities.

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved the Decision No. 13 “Amendments to the Regulation ‘On repurchase
and reverse repurchase agreements”. This decision contains the definition
for the treasury bills and bonds, and sefs forth that the securities, subject o
repurchase and reverse repurchase agreements are the treasury bills and
bonds, denominated in lek, issued by the Government of the Republic of

Albania.

On 25 June 2014, the Supervisory Council of the Bank of Albanio opproved
the Decision No. 38 “Amendments fo the Regulation ‘On the minimum required
reserve held by banks af the Bank of Albania’. The amendments consist in
some of the regulation's stipulations, and add an Atticle that regulates the
remuneration of the amount exceeding the required reserve account.

ISSUE

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved the Decision No.15 “On printing the Albanian banknotes legal
tender, denominations 1000 Lleké and 500 Leké”. This Decision stipulates the
reprinting of Albanian banknotes of legal tender, denominations 1000 Leké

and 500 Lleké, which will bear in print the issue year, 2014.

On 26 February 2014, the Supervisory Council of the Bank of Albania
approved the Decision No. 16 “On the reprint of Albanian metal coins,
of legal tender, denomination 5 lek&”. Upon this Decision, the Supervisory
Council approves the reprinting of Albanian metal coins, denomination 5
leké, of legal tender, and which will bear the issue year, 2014.

On 26 February 2014, the Supervisory Council of the Bank of Albania,
approved with Decision No. 20 the Regulation “On the procedures for
purchasing the numismatic values at the Bank of Albania". This Regulation lays
down the rules and procedures to purchase numismatics values at the Bank of
Albania. In accordance with this Decision, the Bank of Albania the purchase
does not follow the procurement procedures, which shall apply only if they do
not contradict the provisions of this regulation.
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On 27 March 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 25 “On the printing of Albanian banknote, legal tender,
denomination 10000 Lek&”. Upon this Decision, the Supervisory Council
approved in principle the printing of the Albanian banknote, of legal fender,
with nominal value 10,000 Leké. The Decision also stipulates the establishment
of a group fo study the theme of the banknote design.

On 25 June 2014, the Supervisory Council of the Bank of Albania approved
the Decision No. 40 “On the minting of metal coins for numismatic purposes,
year 2014 and 2015". This Decision lays down the nominal values and
physical characteristics of the mefal coins for numismatic purposes, of no legal
tender, that will be printed in 2014-2015, with these thematic: 1. Historical
events: 7Oth Anniversary of the Lliberation of Albania (1944-2014); 2.
loro Borici, distinguished personality of Albanian football (1922-1984); 3.
Science and scholars: Kostandin Kristoforidhit (1827-1895) and 4. Albanian
art: Distinguished composer Cesk Zadeja (1927-1997).

FINANCIAL STABILITY

On 30 April 2014, the Supervisory Council of the Bank of Albania approved
by Decision No. 29 the “Financial Stability Report 2013 H2". The Albanian
banking sector and financial system were sfable in 2013 H2. Despite the
lower economic growth, developments in the macroeconomic setting sustained
the performance of the financial system. The macroeconomic seffing was
characterised by low exchange rate volatility and weak inflationary pressures,
notwithstanding the easing monetary policy. In financial markets, the volume
of frading and number of transactions has been steady. In the banking sector,
capitalisation and liquidity indicators were at sound levels, supported by the
improved nef financial result. The banking activity volume expanded at slower
rates, as deposits’ increase decelerated and crediting contracted

ECONOMIC POLICY

On 12 February 2014, the Council of Ministers approved the Decision No.
73 "Amendments fo the Decision No.1114, dated 30 July 2008 of the
Council of Ministers “On some issues pursuant to laws No. 7703 dafed
11.5.1993 "On social insurances in the Republic of Albania”, as amended,
No. 2136, dated 11.9.2003 “"On the collection of the required contributions
of social and health insurance in the Republic of Albania", as amended,
and No. 7870 dafted 13.10.1993 “On health insurances in the Republic
of Albania", as amended. This decision stipulates, among others, that the
minimum monthly salary, for the effect of calculating the social and health
insurance confributions, from 1 January 2014 shall be no lower than lek
19026 [nineteen thousand and twenty-six), while the maximum one will be Lek

95130 [ninety-five thousand one hundred and thirty).

Bank of Albania 205



2014 H7| Bulletin of the Bank of Albania

On 27 April 2014, the Council of Ministers approved the Decision No. 110
"On the approval of the preparafory expenditure ceilings on medium-term
expenditure budget program". In accordance with this Decision, within 21
March 2014, all the ministries of line and central institutions will deposit in the
freasury system the limits of their three-year commitments for the period 2015-
17, or in more details 30% of the refained eamings, after subtracting from
the item ceiling "Other current expenditure", of the existing contracts agreed
under this item; and 50% of the retained earnings, affer subtracting from the
item ceiling "domestic capital expenditure”, of the existing confracts agreed
under this item.

On 5 March 2014, the Council of Ministers approved the Decision No.
124 “Statute of the Required Insurance Fund of Health Care in the Republic
of Albania". This decision sets forth that the Required Insurance Fund of
Health Care is the sole autonomous public authority that offers and manages
the required insurance of health care in the Republic of Albania. This fund
manages the scheme of required health insurance, in compliance with the
national policies of health care, as laid down by the Ministry of Health.

On 17 March 2014, the Minister of Finance approved the Guideline No.
6/1 "Amendments to the Guideline No. 17 dated 13.5.2008 ‘On value
added tax’, as amended”. The guideline lays down that from 1 April 2014,
the supply of medicines, health services by public and private health institutions,
is a supply excluded from VAT. In regard fo this paragraph, medicines imply
those for human and animal consume.

On 28 March 2014, the State Aid Commission approved the Decision No.
47 "On the plan of granting the state aid" On the program to promote the
employment for the category of people with disabilities". The plan on providing
aid aims fo promote the employment, by providing facilities to the enterprises,
which hire people with disabilities, through annual employment contracts. This
measure aims fo facilitate the integration of this category in the labour market,
social and economic life of the country.

On 2 April 2014 the Council of Ministers approved the Decision No. 188
"Amendments to the Decision No. 199, dated 11.1.2012 of the Council
of Ministers ‘On the financing amount, criteria and procedures for the
implementation of the program to promote the employment of unemployed job-
seekers that are hired for the first time"™". These amendments set forth, among
others, that for the beneficiaries of this program, young people aged 16-30
years old, the respective employment office will finance the employers up to
100% of the required social and health insurance contributions (part of the
employer's contribution), upon the condition that the employment contract is
agreed for not less than one year.

On 2 April 2014, the Council of Ministers approved the Decision No. 189
"Amendments to the Decision No. 27 dated 11.1.2012, of the Council
of Ministers “On the employment promotion program aiming at employing
women belonging to special groups". The amendments fo this decision stipulate
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that for the beneficiaries of this program - women job-seekers belonging to
special groups, the respective employment offices will finance the employer,
at a monthly financing to 100% of the required social and health insurance
contributions (porT of the emp|oyer's contribution), upon the condition that the
employment contract will not be less than one year.

On 2 April 2014 the Council of Ministers approved the Decision No. 192
"Amendments to the decision No. 48 dated 16.1.2008 of the Council of
Ministers, "On the program of promoting the employment of unemployed job-
seekers who are in difficulty”. The decision lays down that for the unemployed
job —seekers in difficulty, the respective employment office will finance the
employer to 100% of the required social and health insurance confributions,
upon the condition that the duration of the employment contract will be not
less than one vyear.

On 2 April 2014 the Council of Ministers approved the Decision No. 193
"Amendments to the decision No. 47 dated 16.1.2008, of the Council of
Ministers 'On employment promoting program, through formation at work
place’, as amended". These amendments lay down that the unemployed job-
seekers, who will benefit training through the work, the respective employment
offices will finance up to 70% of fees based on training cost, for the small
and medium-sized enterprises and up to 50% of fees at training cost, for large
enterprises.

On 3 April 2014, the Parliament of the Republic of Albania adopted the Law
No. 32/2014 "Amendment in the Law No. 8438 dated 28.12.1998, 'On
income fax’, as amended. This amendment consists in the Article that regulates
the bad debts in the Law “On Income tax". In case of banks, branches of
foreign banks and non-bank financial institutions, licensed by the Bank of
Albania to carry out the lending activity, in defining the taxed profitability, the
written off bad debt, related to lending, is known as deductible expense upon
the fulfilment of some terms laid down in this paragraph.

On 8 February 2014, the Minister of Finance approved the Guideline No.
6/3 "Amendments to the Guideline, dated 13.5.20118, 'On value added
tax’, as amended. The amendments stipulated in this Decision relate to
the arficles that regulate VAT lending rafes on gasoil used in the sectors of
construction, transport, services and frade.

On 27 February 2014, the Parliament of the Republic of Albania ratified by
the Law No. 19/2014 "The Agreement between the Council of Ministers of
the Republic of Albania and the Government of the Republic of ltaly on the
realisation of ‘The Program of integrated assistance for the development of
small and medium-sized enterprises (SME)"". The purpose of this Agreement
is to regulate the implementation, management and responsibilities of parties
for the realisation of the program of integrated assistance for the development
of the Albanian SMEs. The main objective of this program is fo assist the
economic growth of Albania in the light of integration in the European Union
market, by supporting the broad development of the domestic enterprises and
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encouraging at the same fime the implementation of stable environmental
standards, and the improvement in general of the working conditions.

On 5 March 2014, the Council of Ministers approved by Decision No.
119 the “National Strategy for the infegrated border management and action
plan, 2014-2020". The strategy for the infegrated border management is a
strategic document in compliance with the major objectives of the Government
fo meet the standards in the framework of Albania integration and membership
in EU. The objectives laid down in this strategic document are in line with
the obligations arising from the Stabilisation and Association Agreement and
the EU recommendations for Albania to become a member in the European
Union.

On 9 April 2014, the Council of Ministers approved the Decision No. 202
"On laying down the terms and conditions for exporters for the purposes of
VAT reimbursement”. Upon this decision, it is established that exporter, for
purposes of VAT reimbursement, will be considered if the value of exports
conducted in the taxing period/ periods, for which reimbursement is requested,
is higher than 60% of the total amount of selling, including exports if having
crediting outstanding, that exceeds the amount of Lek 400 000 (four hundred
thousand).

On 23 April 2014, the Council of Ministers approved the Decision No.
223 "The draftagreement between the Council of Ministers of the Republic of
Albania and the Government of the Republic of Kosovo, on the cooperation in
promoting and facilitating frade”. Through this Agreement, the governments of
both countries aim to promote and facilitate the trade between them, accepting
that the broader application of risk-based controls will provide the reduction
of frequency and intensity of physical examinations, and thus the time at the
border and for the clearance of goods.

On 24 April 2014, the Parliament of the Republic of Albania approved
the law No. 42/2014 “"Some amendments to the Law No. 8438 dated
28.12.1998, 'On income tax", as amended. The amendments consist in
the articles that regulate the transfer of price and methods, the assessment
of the combined controlled transactions, market indicators diapason and the
advance pricing agreements.

On 24 April 2014, the Parliament of the Republic of Albania approved the
law No. 43/2014 "An amendment to the law No. 9920 dated 19 May
2008, 'On the taxation procedures in the Republic of Albania”, as amended"”.
The approved amendment stipulates the addition of an Article that regulates
the damages related fo the transfer pricing. Thus, the Article stipulates that in
case of not presenting in due time “the nofification of the controlled annual
fransactions", the taxpayer will be charged of a fixed penalty of Lek 10 000
for each month of overdue.

On 30 April 2014, the Council of Ministers approved the Decision No.

245 "On laying down the terms and procedures for the improvement and
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updating of data in the real estate register". In accordance with this Decision,
the improvement and updating of real estate register data is a process aiming
at updating and guaranteeing the registered information on real esfate; the
accurateness of the data in the initial register; the registration of real estate
that are within the cadastral area, unregistered earlier, and the increase in the
services quality to the client.

On 6 May 2014, the Minister of Finance approved the Guideline No. 13
"Amendments to the Guideline No. 32 dated 31.12.2013, ‘On simplified tax
on profit for smallsized business™. The amendments consist in paragraphs that
regulate the management of simplified tax applied on profit and the transfer of
income to the account of local government units.

On 21 May 2014, the Council of Ministers approved the Decision No. 307
"On the registration and identfification of insured persons under the required
health insurance”. According to this Decision, the following will be considered
as insured under the required insurance scheme: the economically active
persons, permanently residing in the Republic of Albania, who pay the required
confribution of health insurance; the economically non-active persons, whose
confribution payment is financed by the sfate or other sources, as stipulated by
the Law; as well as the voluntarily insured persons.

On 22.05.2014, the Council of Ministers approved the law No. 52/2014
"On insurance and re-insurance activity". This Law regulates the establishment,
activity and  supervision of insurance, re-insurance and intermediafion
activity, for the insurance market fo operate in a safe, stable and transparent
environment, for the protection of consumers' rights and interest. It will apply on
natural and legal persons that carry out the insurance and re-insurance activity,
of infermediation in insurance and re-insurance and the operations that are
directly related to the insurance and re-insurance activity in the Republic of
Albania. The Financial Supervisory Authority is responsible for monitoring the
implementation of this Law.

On 22 May 2014, the Council of Ministers approved the law No.
53/2014 "On deposits insurance”. This law regulates the functioning of
deposits insurance scheme at banks, branches of foreign banks and savings
and loans association in the Republic of Albania. The objective of deposits
insurance scheme is the compensation of deposits. In compliance with this
main objective, two main secondary objectives of the scheme are to: protect
the depositors' inferests and confribute to the stability of the banking and
financial system.

On 23 May 2014, the Minister of Finance approved the Guideline No. 14
"Some amendments to the Guideline No. 5, dated 30.1.2006, 'On income
tax’, as amended”. These amendments consist in those paragraphs of the
Guideline that regulate the exempted income, tax collection, taxation degree
and the evidence of tax at the source.
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On 29 May 2014, the Parliament of the Republic of Albania approved the
law No. 54/2014 "Some amendments to the Law No. 9572 dated 3 July
2006 'On Financial Supervisory Authority’”. These amendments consist in the
arficles of the Law that regulate the organisation, functioning and competences
of the Albanian Financial Supervisory Authority's Board and the Chairperson,
the appointment of board's member, wages and other treatment of the
Authority, the funding and budget, and lays down the tariffs applied on the
supervised entities.

On 4 June 2014, the Council of Ministers approved the Guideline No. 1
"On the execufion of monetfary obligations of the general government units
af the treasury account". This guideline aims fo lay down the execution of the
monetary obligations of the general government units from the freasury account,
which derive from final court decisions. The execution of court decisions which
are foreseen to be paid from the respective budgets, will take place according
to the order of their official presentation at the previous year and the settlement
chart will be published at the online site of the spending unit or other means of
publication, which are made known to public.

On 5 June 2014, the Parliament of the Republic of Albania approved the Law
No. 57/2014 "On the establishment and function of the National Economic
Council'. The purpose of the law is fo establish the National Economic
Council NEC), to guarantee the instfitutional collaboration and  public-
private partership for the development of economic policies, to guarantee
the dialogue and provide advise between public administration authorities
and private secfor, and the increase of fransparency in public decision-taking
and the representation of private sector in this process. This Law is about the
initiatives and practices of public administration authorities on amending laws
or bylaw acts, as well as the drafts on changing policies, which offect the
economy.

On 11 June 2014, the Council of Ministers approved the Decision No. 360
"On amendments to Decision No. 419 dated 15.5.2014, of the Council of
Ministers ‘On the establishment of the Albanian Competitiveness Fund™. These
amendments lay down that the Albanian Competitiveness Fund provides direct
financial assistance to micro enterprises, small and medium-sized enterprises,
fo lek 1 400 00O (one million and four hundred thousand), but no higher
than 70% of the acceptable costs. The acceptable cost that may be financed,
include the costs on: product adaptation, participation in cross-border fairs,
development of electronic frade and promotion, as well as advisory services.
In this case, the cost that may be cofinanced shall not exceed 50% of total
cost of these services.

On 11 June 2014, the Council of Ministers approved the Decision No. 365
"Approval of annual report ‘On the state grants for the year 2013, Annual
report on the sfate assistance for 2013 confains an analytical description
of state assistance in the Republic of Albania in 2013 accompanied by the
updated data of the state assistance for the years 2011 and 2012.
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On 19 June 2014, the Parliament of the Republic of Albania adopted the
resolution “On evaluating the activity of the Bank of Albania for 2013".
Accordingly, the Parliament of the Republic of Albania estimates that Bank of
Albania has fulfilled its main, constitutional and legal objective to maintain price
stability, and keep inflation within the set target. Through the implementation of
a prudential monetary policy, the Bank of Albania has contributed to preserving
the economic environment, preventing economic growth decrease beyond
the critical limits and maintaining macroeconomic and financial stability in
Albania. Monetary policy of the Bank of Albania is positively transmitted to
financial markets, but it is not appropriately and adequately reflected on the
real economy. While financial markets were liquid, in the real economy, a
decrease in demand for loans by businesses and households, and a fall in
lending supply by the banking system were noted.

On 23 June 2014, the Minister of Social Welfare and Youth approved the
Guideline No. 8 “"On the calculation of benefiting the economic assistance,
in pilot zones". This guideline lays down that the regional directorate, affer the
evaluation according to the score system for the individuals and households
in Tirana, Elbasan and Durrés, will calculate the amount of the economic
assistance. Notwithstanding its composition, the complefe maximum amount
of economic assistance for the household may not be higher than Lek 8 000
(eight thousand) in a month.

Bank of Albania 211



2014 H7| Bulletin of the Bank of Albania

BANK OF ALBANIA MANAGEMENT, AS AT 30 JUNE

2014
SUPERVISORY COUNCIL
ARDIAN FULLANI Chair
ELISABETA GJON!I Deputy Chair
ADRIAN CIVICI Member
DHORI KULE Member
ELA GOLEMI Member
ERMELINDA MEKSI Member
PETRAQ MILO Member
GOVERNOR

ARDIAN FULLANI

DEPUTY GOVERNORS

ELISABETA GJONI

GENERAL INSPECTOR

First Deputy Governor

ELIVAR GOLEM

GOVERNOR'S OFFICE

GENC MAMAN

Chief of Cabinet

HEAD OF COORDINATION AT GOVERNOR'S OFFICE

GRAMOZ KOLASI

SECRETARY OF SUPERVISORY COUNCIL

Elvis Cibuku
DEPARTMENTS AND OTHER UNITS

HUMAN RESOURCES DEPARTMENT

MONETARY POLICY DEPARTMENT

RESEARCH DEPARTMENT

MONETARY OPERATIONS DEPARTMENT
SUPERVISION DEPARTMENT

FINANCIAL STABILITY AND STATISTICS DEPARTMENT
INFORMATION TECHNOLOGY DEPARTMENT

ISSUE DEPARTMENT

PAYMENT SYSTEMS AND ACCOUNTING AND FINANCE
LEGAL DEPARTMENT

AUDIT DEPARTMENT

ADMINISTRATION DEPARTMENT

SECURITY AND PROTECTION DEPARTMENT

Roden Pajai
Erald Themeli
Altin Tanku
Marjan Gijermeni
Indrit Banka
Klodion Shehu
Mariglen Biti
Dorian Collaku
Anjeza Harizaj
Alfin Nage
Elivar Golemi
Agron Skénderaga
Eduard Sinani

BRANCHES

SHKODRA Ermira Istrefi
ELBASANI Thoma Rula
GJIROKASTRA Anila Thomaj
KORCA liliana Zjarri
LUSHNJA Shpresa Mego

Bank of Albania



Bulletin of the Bank of Albania | 2014 H1

BANKS AND BRANCHES OF FOREIGN BANKS LICENSED
BY THE BANK OF ALBANIA, AS AT 30 JUNE 2014

1. RAIFFEISEN BANK SH.A.
licence No. 2/1998, dated 11.01.1999
Approved by the Bank of Albania Supervisory Council Decision No. 163, dated

[1.12.1998

Certificate No. 2 “On Deposit Insurance”

Director: Christian CANACARIS

Address: Bulevardi “Bajram Curri”, European Trade Center, Tirana, Albania
Tel: +3554 2274910

Fax: +355 4 2275 599

E-maiil: info@raiffeisen.al

Website: www.raiffeisen.al

2. UNITED BANK OF ALBANIA SH.A.
Llicence No. 3/1998, dated 11.01.1999
Approved by the Bank of Albania Supervisory Council Decision No. 165, dated

[1.12.1998

Certificate No. 3 "On Deposit Insurance”

Director: Emina SISIC

Address: Rruga e Durrésit, sheshi tek Zogu i Zi, Godina Teknoprojekt,
P.O. BOX 128, Tirana, Albania

Tel: +355 4 2404 575

Fax: +355 4 2228 460, 2228 387

E mail: info@ubaal.com

Website: www.uba.com.al

3. VENETO BANKA SH.A.
Llicence No. 5/1998, dated 11.01.1999
Approved by the Bank of Albania Supervisory Council Decision No. 164, dated

[1.12.1998

Certificate No. 4 “On Deposit Insurance”.

Director: Lucio Luigi GAITA

Address: Bulevardi “Déshmorét e Kombit’, Ndértesa Kullat Binjake, Tirana,
Albania

Tel: +355 4 2280 555

Fax: +355 4 2280 356

E-mail: info@venetobanka.al

Website: www.venetobanka.al

4. NATIONAL COMMERCIAL BANK SH.A.
Llicence No. 6,/1998, dated 11.01.1999
Approved by the Bank of Albania Supervisory Council Decision No. 162, dated

[1.01.1999

Certificate No. 5 “On Deposit Insurance”

Director: Seyhan PENCAPLIGIL

Address: Bulevardi “Zhan D'Ark” Tirana, Albania
Tel: +355 4 2250 955

Fax: +355 4 2250 956

E — mail: info@bkt.com.al

Website: www. bkt.com.al
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5. TIRANA BANK SH.A.
licence No. 7, dated 12.09. 1996
Approved by the Bank of Albania Supervisory Council Decision No. @, dated

12.09.1996

Certificate No. 6 "On Deposit Insurance”

Director: Sawas THALASSINOS

Address: Rruga “lbrahim Rugova”, Tirana, Albania.
Tel: +355 4 2269 616, 2233 441

Fax: +3554 2233417 /2369 707

E = mail: info@firanabank.al

Website: www.tiranabank.al

6. NATIONAL BANK OF GREECE — ALBANIA SH.A.
licence No. 8, dated 25.11.1996
Approved by the Bank of Albania Supervisory Council Decision No. 4, dated

14.03.19%6.

Certificate No. 7 "On Deposit Insurance”

Director: loannis KOUGIONAS

Address: Rruga e Durrésit, Godina “Comfort”, Tirana, Albania
Tel: +355 4 2274 802 / 2274 822

Fax: +3554 2233 613

E - mail: nbgalbania@icc-al.org

Website: www.nbgbank.al

7 INTERNATIONAL COMMERCIAL BANK SH.A.
Licence No. 09, dated 20.02.199/7
Approved by the Bank of Albania Supervisory Council Decision No. @, dated

30.04.1996

Certificate No. 8 “On Deposit Insurance”

Director: Gideon van den BROEK

Address: Qendra e Biznesit, Rruga "Murat Toptani”, Tirana, Albania
Tel: +355 4 2254 372 / 2256 254

Tel/Fax: +355 4 2254 368

E = mail: info@icbank-albania.com

Website: www.icbank-albania.com

8. ALPHA BANK - ALBANIA SH.A.

Licence No. 10, dated 07.01.1998

Approved by the Bank of Albania Supervisory Council Decision, No.01,/03/96,
dated 27.12.1997

Certificate No. 9 “On Deposit Insurance”

Director: Periklis Drougkas

Address: Rruga e Kavajés, G — KAM Business Center, kati ll, Tirané.
Tel: +3554 2278 500

Tel/fax: +3554 2232 102

Website: www.alphabank.al

Q. INTESA SANPAOLO BANK ALBANIA SH.A.
licence No. 11, dated 10.08.1998
Approved by the Bank of Albania Supervisory Council Decision, No. 105, dated

10.08.1998
Certificate No. 10 “On Deposit Insurance”
Director: Silvio PEDRAZZI
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Address: Rruga “Ismail Qemali” Nir. 27, P.O. Box 8319, Tirana, Albania
Tel: +3554 2248 753 /4 /5 /6, 2276 000.

Fax: +3554 2248 762

E — mail: helpdesk@intesasanpaolobank.al

Website: www.infesasanpaolobank.al

10. PROCREDIT BANK SH.A.
Llicence No. 12, dated 15.03. 1999
Approved by the Bank of Albania Supervisory Council Decision No. 22, dated

03.03.1999

Certificate No. 11 "On Deposit Insurance”

Director: Flutura VEIPI

Address: Rruga “Dritan Hoxha”, Nir. 92, H. 15, Nijésia Bashkiake no. 11,
Kodi Postar 1026, Tirana, Albania

Tel: +355 4 2389 300

Fax: +3554 2233 218

E-mail: info@procreditbank.com.al

Website: www. procreditbank.com.al

1'1. CREDIT AGRICOLE BANK ALBANIA SH.A.
Llicence No. 14, dated 28.10. 1999
Approved by the Bank of Albania Supervisory Council Decision, No.105, dated

19.10.1999

Certificate No. 13 “On Deposit Insurance”

Director: Luc BEISO

Address: Rruga e Kavajés, Nr. 59, “Tirana Tower”, Tirana, Albania
Tel: +3554 2258 755 / 56 / 57 / 58 /59 / 60

Fax: +3554 2258 /52

E-mail:

Website: www.creditagricole.al

12. CREDIT BANK OF ALBANIA SH.A.
licence No. 15, dated 28.08.2002
Approved by the Bank of Albania Supervisory Council Decision No. 66, dated

28.08.2002

Certificate No. 14 "On Deposit Insurance”

Director: Sherine KAMEL

Address: Rruga “Perlat Rexhepi”, AlFKharafi Group Administration Building, Kati
1&2, Tirana, Albania

Tel: +3554 2272 168, +3554 2272 162

Fax: +3554 2272 162

E-mail: creditbkalb@icc-al.org

Website: www. creditbankofalbania.al

13. CREDINS BANK SH.A.
licence No. 16, dated 31.03.2003
Approved by the Bank of Albania Supervisory Council Decision No. 22, dated

26.03.2003

Certificate No. 15 "On Deposit Insurance”

Director: Artan SANTO

Address: Rruga “Ismail Qemali”’, Nr. 21, Tirana, Albania
Tel: +355 4 2234 096

Fax: +355 42222 916

E-mail: info@bankacredins.com

Website: www. bankacredins.com
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14. SOCIETE GENERALE ALBANIA BANK SH.A.
Llicence No. 17, dated 16.02.2004
Approved by the Bank of Albania Supervisory Council Decision No. 06, dated

11.02.2004

Certificate No. 16 “On Deposit Insurance”

Director: Frederic BLANC

Address: Bulevardi “Déshmorét e Kombit”, Kullat Binjake, Kulla 1, Kati @, Tirana,
Albania

Tel: +355 4 2280 442 / 3

Faks: +355 4 2280 441

E-mail: info@societegenerale.al

Website: www.sociefegenerale.al

15. UNION BANK SH.A.
Licence No. 18, dated 09.01.2006
Approved by the Bank of Albania Supervisory Council Decision No. 101, dated

28.12.2005.

Certificate No. 17 "On Deposit Insurance”

Director: Gazmend KADRIU

Address: Bulevardi “Zogu I, pallati 1 3-katésh, pérballé stacionit & trenit, Tirana,
Albania

Tel: +355 4 2250 653 / 2258 081

Fax: +3554 2272 880

E-mail: info@unionbank.com.al

Website: www.unionbank.com.al

16. FIRST INVESTMENT BANK ALBANIA SH.A.
Llicence No. 19, dated 06.07.2007 .
Approved by the Bank of Albania Supervisory Council Decision No. 35, dated

27.06.2007

Certificate No. 12 "On Deposit Insurance”

Director: Bozhidar TODOROV

Address: Bulevardi “Déshmorét e Kombit”, Kullat Binjake, Kulla 2, 14&135,
Tirana, Albania

Tel: +3554 2276 702 / 3

E-mail: -

Fax: +3554 2280 210

Website: www.fibank.al

As at 30 June 2014, the Bank of Albania also licensed the following entities:

No. ENTITIES
21 NON-BANK FINANCIAL INSTITUTIONS
J33 FOREIGN EXCHANGE BUREAUS
2 UNIONS OF SAVINGS AND CREDIT ASSOCIATIONS
121 SAVINGS AND CREDIT ASSOCIATIONS
] REPRESENTATIVE OFFICE OF FOREIGN BANKS
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PUBLICATIONS ISSUED BY THE BANK OF ALBANIA
DURING 2014 H1

This list is designed fo inform readers about publications issued by the Bank
of Albania during the first half of 2014. By visiting our website [www.
bankofalbania.org) you can subscribe to our mailing list either by e-mail at

public@bankofalbania.org or by sending a fax to + 355 4 2419408 and
enrol in the mailing list for the publications of the Bank of Albania.

You can also subscribe to updates by signing up to receive free e-mail notices
when new items are posted on the Bank of Albania website. You will receive
e-mail notices each time we post new items of the series you selected.

Listed below you can find all the publications issued by the Bank of Albania
during the first half of 2014. This list does not include surveys carried out

by the Bank of Albania as they are available only online (http://www.
bankofalbania.org/web/Surveys_1709_2 phpeke=0,2,4,2,0).

ANNUAL REPORT:
Annual Report 2013

FINANCIAL STABILITY REPORT
Financial Stability Report- 2013 H2

SUPERVISION ANNUAL REPORT
Supervision Annual Report 2013

MONETARY POLICY PERIODICAL REPORTS
Monetary Policy Report 2013 Q4
Monetary Policy Report 2014 Q1

PUBLICATIONS ON STATISTICS
Statistical Report (Published monthly)

PUBLICATIONS ON STATISTICS
Statistical Report (Published monthly)

Bank of Albania 217



2014 H7| Bulletin of the Bank of Albania

OFFICIAL BULLETIN

Official Bulletin — Volume 16, no. 1 Year 2014
Official Bulletin — Volume 16, no. 2 Year 2014
Official Bulletin — Volume 16, no. 3 Year 2014
Official Bulletin — Volume 16, no. 4 Year 2014

BULLETIN OF THE BANK OF ALBANIA:
Bulletin of the Bank of Albania - 2013 H2

RESEARCH PAPERS:

“Density Estimation for Economic Variables — A Genuine Application” - Altin
Tanku, Kliti Ceca

“The Role of Exchange Rates in International Trade Models: Does the
Marshall-Lerner Condition Hold in Albania?2” - Bledar Hoda

SCIENTIFIC NOVELTIES AT THE BANK OF ALBANIA:
Scientific Novelties at the Bank of Albania, No.11
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