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CHAPTER | WORLD ECONOMY DURING 2004

[.T WORLD ECONOMY

In 2004 world economy experienced a higher growth than the last three
years. The world economic growth included the main economic areas but it
was stronger in the United States and in some areas of Asia, while the euro
area and Japan experienced rather a moderate growth. Domestic demand
was the generator of high economic growth of the United States and China.
The effect of this growth affected also other regions through world trade
growth.

During the second half of the year, world economy slowdown was due to
oil price rise and the American dollar depreciation versus the main world
currencies. High oil price has exerted inflationary pressures in the importing
countries. However, primary and secondary effects on inflation have been
moderate due to the high competitiveness in the world markets.

GDP Unemployment CPl Budget deficit | Table I.1 Macroeconomic
rate (as a percentage of GDP) | data on the main economic

USA 3.73rd Q| 5.4 (December) | 3.3 (December) -4.4 | qreas

Euro area 1.83rd Q | 8.9 (December) | 2.4 (December) 2.9

Great Britain 2.8 4th Q | 4.7 (November) | 1.6 (December) -3.2

France 1.93rdQ | 9.9 (December) | 2.1 (December) -3.7

Germany 1.33rd Q 11.4 (January) 1.6 (January) -3.9

ltaly 1.33rd Q 7.7 (June) | 2.0 (December) -2.9

Japan 2.63rd Q | 4.4 (December) | 0.2 (December) -6.5

Source: The Economist, February 2005

EURO AREA ECONOMY

The economy in the euro area countries developed at a slower pace
compared to the United States. The annual GDP growth in the euro area was
1.8 per cent for the nine-month period of 2004 from 0.4 per cent being in the
same period of 2003, Economic developments showed positive achievements
during the first half of the year, while in the second half growth started waning.
Private consumption fall is considered as one of the factors influencing the
economic slowdown. Slow improvements made in the labour market and oil
price rise are believed to have negatively affected the real income, this being
reflected in the consumption fall. Labour market has been stable throughout
the year; employment rate has been most of the year 8.9 per cent. Moreover,
the foreign demand, which was reflected in the positive net exports contribution
to GDP, was one of the main factors influencing the economic growth of the

" Data on the euro area economy performance are sourced from European Central Bank’s
monthly reports.
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euro area during the first semester. However, competitiveness in European
goods and services diminished due to the ongoing Euro appreciation over
the last months of the year, this constituting a concern for the European
economies?. Many euro area countries have followed an expansionary fiscal
policy, this being a continuous concern, since a considerable number of
member countries have observed the Maastricht Treaty® criteria on the budget
deficit. Public finances in the euro area countries continued worsening over
2004. Budget deficit ratio to GDP is estimated at 2.9 per cent in 2004 from
2.7 per cent it was in 2003.

The average inflation rate in harmonized terms in the euro area was 2.4
per cent in 2004, while the average rate of energy group was 4.5 per cent.
The rise of tobacco taxes and of some administered prices have been some of
the factors that influenced the inflation rate increase throughout the year. But,
the moderate increase of salaries, the slow economic performance and the
Euro appreciation, having positively impacted the decline in prices of imports,
are the main factors that have contributed to inflation control.

Current account in the euro area recorded a surplus even during 2004. But,
the surpluses accumulated over the last twelve months have been dropping
from a maximum of EUR 50 billion in July to EUR 39 billion (nearly 0.5 per
cent of GDP) in November.

AMERICAN ECONOMY

The economic activity of the United States continued to expand over 2004.
The stimulating fiscal policy associated with a supporting monetary policy,
having maintained favourable financial conditions, has fuelled the internal
demand for consumption and investments. In 2004 GDP increased by 3.75*
per cent from 4.5 per cent it was in 2003. Labour market conditions improved
further, though improvement pace over the whole year was not uniform.
The unemployment rate dropped to 5.4 per cent at the end of the year. The
average annual inflation rate was 2.7 per cent in 2004 from 2.3 per cent

being in 2003.

The economic growth was accompanied by a moderate inflation, regardless
of the negative impact of oil price rise. General price rise has been controlled
by the productivity growth, which led to a moderate labour cost rise, and by
the producing cost reduction due to the US dollar weakening.

The United States fiscal policy has been a stimulating policy. The fiscal
stimulation is mainly expressed in the reduction of personal tax, in the growth
of protection expenses and in the fiscal support of business investments.

2 Exports constitute about one-fifth of the European economy, a rate almost 2 times higher than
the one of the United States. The negative impact of the Euro appreciation on exports brought
about the falling of business confidence in the euro area.

3 One of these criteria provides to maintain a budget deficit at 3 per cent of GDP

4 Data on the American economy performance are sourced from publications of Trade Department,
Labour Department and Federal Reserve.
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Budget deficit at the end of September, the closing period of fiscal year in the
United States, represented 4.4 per cent of GDP. The current account deficit
deepened further during 2004, reaching USD 660 billion or about 5.6 per
cent of GDP. The deepening of current account deficit mirrors the deepening
of trade deficit. Trade deficit deepened to about USD 660 billion in 2004
from about USD 500 billion it was in 2003. Oil price rise had exerted a
considerable influence on the growth of imports.

MONETARY POLICY

The Governing Council of the European Central Bank estimated that the
euro area economy has not been subject of significant inflationary pressures
over 2004. As a consequence, the European Central Bank has decided to
keep the two-per cent core interest rate unchanged. The Central Bank of
Japan has observed the same line. The monetary policy followed during 2004
is considered as a policy characterised by tightening features in the most of
the world’s countries. In the United States, FOMC? has raised the core interest
rate 5 times, bringing it from 1 per cent being at the beginning of the year
to 2.25 per cent in December. However, FOMC considers that the monetary
policy stance in the United States is still stimulating, compared to historical
standards.

EXCHANGE RATES
Exchange rates fluctuated over 2004. The @ |
American dollar was appreciated in the first
part of the year due to expectations in the

Chart 1.1 Exchange rate performance
USD/EUR over 2004

international markets that the United States
monetary policy would tighten faster than the rest
of the industrialized countries. At the beginning
of September, the attention of participants in
the international markets mainly focused on
potential financial implications of the American
current account deficit. For this reason, the
US dollar started losing ground rapidly. The
American dollar was depreciated at about 7 per
cent versus a basket composed of Euro, British
pound, Canadian dollar®, etc. during 2004.
The American dollar depreciation has been less

significant versus the Asian currencies’.

Jan-04 Feb-04 Apr-04 May-04 Jul-04 Aug-04 Oct-04 Nov-04

Source: Bloomberg

> Federal Open Markets Committee is the Federal Reserve body, which defines the United States
onetary policy.
Nominal index, which denominates the value of U.S. dollar exchange versus major currencies
basket (Nominal index_ major currencies).
7U.S. dollar is depreciated at about 4 per cent versus a basket of Asian currencies.
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OIL PRICE

Oil price significantly rose over 2004. It has impacted not only the

increase of inflationary pressures in the oil importing countries, but also
,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, the slowdown of economic growth during the
second part of the year. In October, the price

Chart 1.2 Qil price performance
over 2004 (USD per barrel)

per barrel reached the maximum historic level
. of USD 55. Qil price significantly rose due to
the combining of demand and supply factors.
At present, the demand for this product is
estimated the highest one of the last sixteen
' years. The global economic growth and, in
i particular, the ongoing expansion of American
. economy and the accelerated development of
Chinese economy have impacted the increase of
' demand for oil. But, on the other side, even oll
producing countries have experienced a series
of problems, which have induced an increasing
uncertainty of production level reflected in the
oil price rise.

1.2 ECONOMIES OF THE REGION DURING 2004

Economies of the region are generally considered as emerging economies.
Most of them continue to feel the consequences of the last decade’s shocks,
which have left traces in the political, economic and social field of these
countries. The armed conflicts, political clashes and changes of economic
regimes have generated problems in achieving the macroeconomic objectives.
However, over the last years, almost all the countries of the region have
succeeded to overcome a part of problems, showing positive signs in terms of
economic growth, inflation reduction, political stability, etc.

Albania’s trade with the countries of the region increased further either in
imports or in exports. Although exports to the countries of the region remained
in absolute value small, they occupy all together the fourth place after the
exports of ltaly, Greece and Germany, which are considered as the main
destinations of Albanian exports.

Table 1.2 Exports and imports 2003 2004 2003 2004
with countries of the region Exports Exports Imports Imports
for January-September (USD | Bosnia and Herzegovina 0 0.4 1.2 0.4
millions) | Serbia & Montenegro 1.5 1.6 2.9 9.1

FYROM 2.3 5.0 11.1 15.4

Turkey 2.6 8.9 86.3 113.6

Croatia 0.3 0.4 22.9 20.7

Total 6.7 16.3 124.4 159.3

Over the last five years, Albania’s economic and social relationships with
Kosovo, favoured by the geographic and cultural vicinity, intensified. During
2004 exports to Kosovo increased allowing this destination be classified
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the third one after ltaly and Germany. Kosovo's progress over the last two-
three years is significant. Reorganising of the economy and establishing
of modern markets are undertaken alongside with the solution of political
conflicts, making the country face a relatively considerable challenge. The
good economic performance is helped not only by internal factors but also by
the international factor, which has given its assistance in restoring peace and
stability and in providing the technical and financial assistance as well. Future
political and economic stability of Kosovo, and to some extent of the region,
shall depend on the granting of the final status to the country.

Kosovo’s economy increased by 3.2 per cent during January-November
20048. The annual inflation rate is estimated at 1.5 per cent. The covering
level of imports by exports is too low (3.6 per cent) and trade deficit at the
end of October was about EUR 800 million. Unemployment (47.5 per cent)
continues to remain the main concern for the country’s economy.

The annual growth of real economy, over the third quarter of 2004 was
estimated at 3.6 per cent in Croatia. The economic growth is supported by the
consumer expending growth, while government expenditures and net exports
are characterised by rather a modest growth. Inflation remains low.

Real GDP | Inflation | Fiscal balance | Current account | Unemployment | Table [.3 Main
(in%) | (in %) (% of GDP) (% of GDP) (in%)| macroeconomic indicators

Kosovo 3.2 (39 Q) 1.5 = = 47.5| on some region economies
Croatia 3.6 (39 Q) 2.1 - - 18.4 | over 2004
FYROM 2.6 (39 Q) 1.5 0.1 -8.2 30.1
Serbia & Montenegro | 7.2 (Annual) 13.7 1.6 -14.8 31.7
Tl 873°Q)| 93 7.1 51 10.1
Source: Relevant web sites of central banks

The Former Yugoslavian Republic of Macedonia experienced a long
process of economic and political reforms over the last decade, aiming at
establishing a modern society and developing a market economy. Year 2004
is characterised by a slower economic growth compared to 2003. However,
positive developments have been experienced regarding budget deficit
reduction (from 1.6 to 0.1 per cent of GDP), as a result of the strengthening
of monetary and fiscal policy discipline. The most important challenges this
country should face, in a near future, are the reduction of current deficit and
of unemployment.

Serbia and Montenegro performed a satisfactory economic growth of 7.5
per cent over 2004. The economic growth is helped by the consumption
growth in both the private and public sector and by the investment growth.
During 2004 inflation exceeded the 8.5 per cent targeted rate of the National
Bank of Serbia, reaching 13.7 per cent. The current deficit, relatively high
(14.8 per cent of GDP), has exerted pressures toward the domestic currency
depreciation. Serbia and Montenegro, with an unemployment rate of 32 per
cent, remain certainly the country having the highest unemployment rate in
the region.

8 Source: www.bpk-kos.org. Monthly Statistics Bulletin. November ‘04. No. 39.
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During 2004 Turkish economic growth reached 9.89 per cent, a rate being
one of the four highest rates recorded in the last 35 years. Inflation dropped
to 9.3 per cent after three decades of two-digit and three-digit inflation. Year
2004 has marked record levels in ensuring investments, in making revenues
from privatisation, in performing high exports and in growing foreign reserves
of the country. The financial market is completely recovered after the 2001
crisis, while it is expected that the use of the new currency, since January
1¢, 2005, facilitates the foreign investors business and improve the economy
expectations. Turkish economy, though being a net oil and gas importing
country, succeeded to successfully overcome the external shocks during

2004.

? Burimi: http://home.btconnect.com/turkisheconomy/economy/outcomes.htm
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CHAPTER Il ALBANIAN ECONOMY

1.1 ALBANIAN ECONOMY DURING 2004

The development of the Albanian economy was during 2004 in compliance
with the main objectives of the country economic development strategy.
Preliminary economic evaluations revealed a 6 per cent growth in real
terms, maintaining the average development rate of the last five years. The
economic growth over this period is accompanied and supported by the
ongoing consolidation of macroeconomic equilibrium, being evidenced in
the low and stable inflation rates, in the reduction of budget deficit and
public debt, in the improvement of the balance of payments and in the
overall stability of monetary indicators. Albania’s economic growth has been
throughout this period higher than the growth of other South East European
Countries or even than the one of the countries being new members of the
European Union.

The development of the Albanian economy is attributed to the dynamic
development of the private sector, particularly to the growth of sectors such
as construction, services and transport. The primary objective of the public
sector development has consisted in the consolidation of fiscal indicators,
upgrading of the public administration performance in terms of collecting
revenues, reorientations of budget expenses toward priority sectors of the
economy, including infrastructure investments, and the budget deficit control.
Investments in the economy, mainly represented by private investments, have
remained at the same level compared to 2003, counting for around 25.4 per
cent of gross domestic product. This development was highly backed up by
the financial sector, through enhancing the lending activity and the range of
the services provided. Credit to the economy increased by an average of 34
per cent over the last two years.

The positive moment of the Albanian economy development is also reflected
in the labour market. The 2004 data speak for a gradual smoothing of the
unemployment rate. Although the demographic changes that have come
over the last years make difficult the statistical disclosure of labour forces
displacement, the latest estimates suggest an unemployment rate of 14.6 per
cent.

Inflation remained within the targeted band of the Bank of Albania for the
most part of the year. The average annual inflation rate was estimated at
2.9 per cent. The control of internal demand pressures has contributed to
maintaining price stability during 2004, being to a large extent supported by
the growth of domestic agricultural production. The administered prices of
electricity and fixed telephony have exerted strong pressures on the annual
consumer price rise. Bank of Albania has followed a prudential monetary
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policy, cutting on a continuous basis the core interest rate. The reduction
of borrowing costs in the economy provided more spaces for enhancing the
lending activity and developing the economy, without infringing the targeted
inflation and monetary indicators equilibrium.

Fiscal indicators highlighted a stability and positive performance over
2004. Although expenses and budget revenues remained below the bugdet
expectations, they evidenced a satisfactory increase in nominal terms. Bugdet
deficit remained within the 2004-projected level, and no pressures on
monetary indicators and inflation were exerted. The deficit financing is mainly
carried out through domestic sources, where privatisation revenues played an
essential role. The fiscal discipline and the control of budget deficit brought
about a public debt reduction of 55 per cent of GDP. The reduction of public
debt share reduces the cost of public debt service in the future, releasing more
funds to be utilised for strategic investments.

Table I1.7 Main economic | 1965 000 2001 2002 | 2003 2004
indicators | Resal growth of GOP fin %) X3 7.7 4.5 47 4.0 £.0
GOP fin curand pricas,
in millians of ALL) 488411 | 530900 | 5RA700 | 430000 | £95100 | FE0100
GOF fin cwrend prices,
in millions of L|5|:|] 35484 | 34945 41024 | 449568 sria s 7581

| GOF par Capita (in LSO] 1052.0 | 10863 | 1329.0 | 1450.0 | 18335 | 2434

Mumber of e emploped
i ) 1081.0 | 10480 | 10650 F20.0 F2E.0 170
[ Unemployment rate fin %) 180 169 146| 158 150 14.6
S ao| 42| 35| 21| 33 23
Bugdet dedicit [with granés, as
[Ppmm——— ) 1201 -8.2 . ST 4.8 . - & 4.8
Fublic dabt [os o parcenioga
of GOPY 597 71.3 [ 2] 45.1 &0L7 55.3
Extarnol deist jos o pancerdage
of GOPY -32.3 29.4 258 23.4 xr 17.8
Current account [free of
official transiers, as a A5 7.0 i ] .10.2 . 4.7
percerioge of GDF)
Avarage axchange rala,
ALLAISD 137.7 | 1437 1435 1400 121.% 1028
Aypzropge exchange nale,
ALLEUR 14710 132.4 s 132.4 1375 1257

| Bource: Irattwe of Rofsics. Mintitn of Firance, IWF esinotes ord Bonk of Slbanio

The influence of shocks, observed in the world economy during 2004,
appeared to be a moderate one in the Albanian economy. Thus, oil price
rise in the international markets affected to a moderate extent the Albanian
economy. Its impact on inflation was limited, due to the small share of relevant
subgroup in consumer basket. Moreover, the negative impact in transport
sector, the more sensitive sector to oil price fluctuations, is not so obvious. Oil
price rise in the international markets was amortised partially as a result of Lek
appreciation and partially due to the rising of competition and the emerging
of a certain flexibility of demand for this product.

" Data on the real growth of GDP for 1999-2000 are sourced from the Institute of Stafistics. For
the rest of the years, the respective data are estimates of Ministry of Finance, IMF, and Bank of
Albania.

2 The table is established based on the reviewed nominal GDR

3 Nominal GDP is adapted by using the average exchange rate.

4 Government debt, including the debt secured by the Government.
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The current deficit® was evaluated at 5.3 per cent of GDP, revealing a
significant decrease relative to the last two years. The reduction of this deficit
is due to the improved trade deficit, which lowered to 21 per cent of GDP
in 2004 from 23.4 per cent of GDP in 2003. Exports of goods marked a
higher growth rate compared to imports, while the positive balance of current
transfers evidenced a simultaneous increase with the trade deficit, inhibiting
the deepening of current deficit. The coverage of imports by exports of goods
reckoned 27.5 per cent, marking rather an improvement compared to 25 per
cent in 2003. During 2004 Albania’s balance of payments evidenced a flow
of financial assets and capital of about 1.5 times higher than the previous
year. The rise of inflows in the financial account and the non-deepening of
current deficit brought about the growth of foreign reserves by about USD
290 million over 2004.

[1.1.7 Production by economy sectors

The economic growth performed during 2004 showed approximately the
same structure and size features as in 2003. Sectors that have given the
highest contribution to the annual growth rate are deemed to be: “Trade,
hotels, restaurants”, “Construction”, “Transport” and “Other services”. These
sectors contributed by about three-quarters to the economic growth over

2004.

The sectoral economic development has been a dynamic development
over the last years, accompanied by redistribution of revenues and production
factors by economy sectors. Sectors of construction, transport and services
have evidenced high growth rates, enhancing proportionally their contribution
to creating national revenue. In contrast, there are sectors such as industry
and agriculture that, despite their considerable share in the GDP (22 per cent
and 14.5 per cent, respectively), have given a modest contribution relative to

their share.
Ehame 04 Table 1.2 Sectors
2002 2003 2004 n contribution to annual
Agriculburs, hunfing, silviculiure Q7 10.9 13.5 21.8  growth and their share
| Indlusiry | 9.3 6.4 4 1435 (as a percentage of GDP)
Constraction 7.4 8.0 16,6 7.5
Troda, heslels, restouronds 20,5 20.3 20,0 19.0
Tronspart | 184|163 | 149 5.0
Post and communicotion 4.0 3.9 3.9 a.7
Cithar parvices 24,2 24.0 248 22,5
| Taial 100.0 100.0 100.0 100.0

Squrce: Inetiuts of Soisics, Minktry of Firanos, and Bark of Albosia adimndas

The Albanian economy has shown impressive signs of economic growth,
following a somehow slow first quarter. Data over the nine-month period
(the maximum period already covered by data) suggest that economy
sales (excluding sales of agricultural products) increased by 4.7 per cent in
comparison with the same period of the previous year. The most significant

% Including official transfers.
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share in the economy sales is represented by sectors of trade, hotels and
restaurants, at 44 per cent, followed by industry sector, which has performed
26 per cent of total sales. Based on the annual growth of retail sale index by
16.4 per cent in the fourth quarter, we estimate that the economic growth was
continuous even during this quarter.

Table 11.3 Sales performance | Zalus share (% o = inker
by economy sectors® | Taful 100.0 | 1.7 |
I Lestry 26.0 0.5
| Coanghractian 12.8 | AN
| Trode, hatels, restauronts 44.0 | &.2 |
Tronsport and felecommunicotion 11.8 5.0

Crhar 5.5 15.1
[“Eurce: Iratium of Simisis |

Sales showed the same seasonal nature in
2004 as in the previous years. They increased

Chart 1.1 Economy soles by sectors

(ALL billians) gradually from the first quarter to the fourth one.
(15
e . Construction
130
I Construction is one of the most dynamic sectors
(= of the Albanian economy. The high demand for

pe developing the infrastructure, enhancing and

i .. I | | l-. .I l n .I extending the producing capacities as well as for
il n I I housing made this sector be characterised by high
N I I I n I l l I I l l l developing rhythms. Since 1992, construction

8 Exteacting inclutiry i Frockising indusiry Evargr, wober, o being two times higher than the overall economic
B Condrodion Trada, hotele, resiouonts (8 Tronepor ond elsconmunenion R .
Eobhar ——— growth. Construction sector has contributed by an

source: Insihuie of Sialislcs gverage of 17 per cent o the economic growth

of the last three years, even though the added

Chart IL? Construction Cast Index Mavemants value in this sector represents only 10 per cent of
GDP over 2004.

i Construction sector was characterised by
ans. positive achievements during 2004. After a first
- quarter being somehow weak, the activity of this
- sector is developed rapidly in the subsequent

Dk quarters. Sales in construction grew by 7.1 per
- cent during the first three quarters of the year.
Sales performed from construction to the end

alz of September 2004 indicate that construction
alr sector remains an active sector of accelerated
s amen sy e oomd oend developing rhythm. Total cost of construction
Orspmctionyl Brpemors 1 Ergupciend Prol activity, measured by construction cost index,
D Addlorol Bpsmess I Niw Constraction S rose by around 2 per cent over 2004. Transport

— Construction Cont Inder Sourca: Institule of Stefistics

expenses, affected by oil price rise, climbed by
14 per cent, while salaries of construction workers increased by 7 per cent.

¢ This table does not include sales in the agriculture sector.
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. Trade, hotels and restaurants

Sales performed in this sector grew by 6.2 per cent over the nine-month
period of 2004, compared to the same period of the previous year’. The third
quarter of the year experienced generally higher sales and a more intense
activity than the third quarters in the services such as hotels and restaurants.
Meanwhile, sale volume index in the retail trade during the fourth quarter of
2004 ascended by 16.4 per cent compared to the fourth quarter of 2003,
revealing a continuity of positive performance even in this quarter.

This sector marked an average annual price rise of about 3.6 per cent
during 2004, while the average price rise during 2003 was 2.7 per cent,
approximately in line with the overall price performance (for a discussion on
the price performance of tradable and non-tradable goods, see Box Il 1).

e Agriculture

Agricultural sector production grew by 4.9 per cent over 2004. Agricultural
sector, in particular, which provides around 80 per cent of the overall
agricultural production, increased by 3.8 per cent, while agro-industry branch
marked a significant increase of 11.2 per cent. Also, animal products grew
by 5 per cent over 2004, revealing the increased number of farms as well as
their rentability.

[ A Agriculburs B0 3.8
A1 Animal farming aF 45
| A2, Plant 43 2.7
| B. Agro-indusing 1% 12
. Fh}'ﬂ'&l 1 107
| TOTAL 100 49
| Seuroee Misigry of Agricebum ond Fead

Different factors influenced the positive development of agriculture over
2004. First, atmospheric conditions have been favourable for crops and fruit
growing. Some products, whose production is deemed to have significantly
grown during 2004, are: tobacco, vegetables, cereals and wheat, in particular.
Wheat production marked an annual growth of 12 per cent. During 2004
production of vegetables showed significant improvements either in the
earliness of their harvesting time or in the increase of their variety. These
developments have provided favourable conditions to improve the export/
import balance sheet for this product. The abundant production of vegetables
is also reflected in the reduction of vegetables price index during May-June
2004. Also, the production of fruits, citruses and olives has been growing over
2004. Second, the rural surfaces planted by greenhouses in 2004 increased
by about 20 per cent compared to 2003. The extension of surfaces planted
by greenhouses allowed the greenhouse production be about 12.4 per cent

7 The period covered with sales data for this sector includes only the nine-month period.
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higher than the one of the previous year. Third, the agricultural production
growth was backed up by the growing investments, mainly in the agro-industry
branch. During 2004 the Ministry of Agriculture and Food engaged in the
implementation of 14 foreign-financed projects. Some of the most important
projects are: irrigation and draining project, food production growth project,
agricultural services project and real estate mortgage project.

Agricultural production marked an annual growth of 11.2 per cent. The
agro-industry was backed up by agricultural and animal production growth,
to increase the processed products. During 2004 the quantity of the processed
products using fruits, olives, fresh meat and dairy products as raw material
grew significantly, while an increase was evidenced even in the production
of alcoholics. The growth of agricultural production and agro-industrial
production allowed foodstuff imports in 2004 be the same as in 2003, while
exports of these products increased by 12 per cent.

Agriculture development is a matter of strategic importance for the Albanian
economy, considering the large quantity of population living in the rural areas.
Under these conditions, this sector needs to be supported through creating
appropriate developing conditions, including investments, to enhance its
access to products and financial markets and complete land reform. During
2004 nearly 99 per cent of the surfaces planned for distribution was privatised
and ownership titles were given for 98 per cent of the distributed lands.

*  Industry

The industrial sector represented by sub-branches: “Extracting industry”,
“Processing industry” and “Electricity, water and gas” saw a slowdown during
the nine-month period of 2004, mainly due to the reduction in sales of water
and gas. The processing industry sub-branches such as foodstuff industry,
manufactured mineral products and metallurgy, performed higher sales over
the nine-month period of 2004 in comparison with the same period of the
previous year. In contrast, sales of textile and processing leather industry
evidenced lower levels compared to 2003. The extracting industry experienced
a 6.8 per cent growth of sales. However, sales and share of this industry to
general industrial product remain at pretty trifling levels.

Table 1.5 Industry | ra to tohl Sales 04 / Sales ‘03 (in %) |
performance by branches | Extracting Industry [ 4.8
(for the nine-month period) | Processing indusey &4.7 &5
l Blmctricity, water, pas 263 -16.2
Tortl Inclustry 100 4.5
Souree |rafiue of Sotrics

Sales of water and gas evidenced a pronounced annual decrease.
Nevertheless, year 2004 was characterised by a significant upturn in production
and consumption of electricity.
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| Yeor 2003 Year 2004 | Annual growsn (81| loble 1.6 Electricity balance
Tl rescurcess 8,145 L] 4 | (in GVWH)
Produdtion 4,204 54893 12
Imipairts 1,247 BET -a0
Exparts [ncluding aschanges) 325 a0 20
| Metwork koss 2,254 2,104 =3 |
Houpshodds consumplion 2,770 2,250 1
Pan-households consumalion 1,280 1,510 7
| Seyrpee Ingtihs of Sholeice |

The quantity of the produced energy was during this year 12 per cent higher
than in 2003. This growth is entirely attributed to the growing production
sourced from hydroelectric stations. The domestic production growth is
accompanied by a 30 per cent annual decrease of imports and by a 20
per cent increase of exports. Electricity production highlighted the highest
level during the first quarter of the year and the lowest level during the third
quarter. Network loss evidenced a slight decline, remaining, however at
high levels, and representing about 34 per cent of total use. Year 2004 was
characterised by a 17 per cent increase of electricity consumption from non-
households. However, households remain the biggest consumer group, using
approximately 60 per cent of total consumption.

d Transport

Transportsector provided along with construction a considerable contribution
to the economic growth over the last years. Sales performed in this sector
climbed by 5 per cent during the nine-month period of the year. The main
objectives of the public administration to develop the transport are: setting up
a modern infrastructure network, which will help the economic development;
enhancing the operational efficiency and; fostering the cooperation between
the public and private sector. These objectives are materialised in the
investments growth of 29 per cent over 2004. Domestic-sourced investments
evidenced a considerable increase of 84 per cent, while foreign investments
in this sector dropped by 16 per cent.

Albania’s route network is composed of
roads being approximately 16,000 km long, of
which 3,220 km are priority roads, 12,000 km
of second and third degree, and about 1,000
km urban roads. The number of licensed entities
for the transport of merchandise increased by
24 per cent in 2004 compared to the previous
year, while the number of vehicles being at the
disposal of these entities increased by 18 per = *®
cent. While the number of interurban vehicles | =
for passengers increased by 21.6 per cent, and 1597
the number of licensed entities for conducting 1% [ _ |
such an activity increased by 23 per cent. The @ 15
air transport saw an average annual increase of . 2000 4000 000 BOGD 10000 TEO00 14000 16000
15 per cent over the last ten years. Flights rose
by 16 per cent over 2004, being accompanied

Chart I3 Investroents in franspart sectar by sources,
aver years [ALL millions)
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by the increased number of passengers that came in and went out of the
country. In contrast, air transport of merchandise and mail dropped by about
4 per cent during this year.

Albania’s railway transport represents only 1

Chart IIl.4 MNumber of Passangers over years per cent of the transport of both merchandise

and passengers. In 2004 railway transport of

merchandise experienced a high decrease of 46

e 4 per cent, while railway transport of passengers
dropped to 44 per cent.

m i " | 1 y
I _ | N | | H [1.2 SAVINGS AND INVESTMENTS
oo ' B The balance of savings and investments did not
1a000e . i reveal significant changes over 2004 compared
H l to the previous year. The 2004-estimated ratio
I:I r - r 1

on e e85 loee tear ess 1 seee wwn sew e see | OF SQVINGS to GDP was 20.4 per cent, while
B Incoming B Cuigeing investments counted for around 25.4 per cent of

Source: Miiehry of Tronaport ond Tolscommunicotion GDP. The balance of savings and investments,

compared to years 2002 and 2003, has been
decreasing. The 2004 balance was 5 per cent
of GDP, being lower than the one evidenced in
2002 and 2003, respectively 7 and 5.6 per cent
of GDP. During the last year savings growth was
two times higher than investments growth. The

25 - - - narrowing of the balance resulted in a reduction

0 | of the current deficit.t

1 . .

I ' ' Domestic savings category evidenced the

5 ' ; =l deepest annual change in the constituent items
00 20610 2004

of the balance of savings and investments.
These savings mounted by one percentage
. A o my 14 P4 i B4 point in 2004, reaching 20.4 per cent of GDP.
O I e 2 262 2 254 Public investments ratio to GDP increased by
0.4 percentage points over 2004. Meanwhile,
private savings which represent about 98.5 per
cent of the overall domestic savings, increased
by 0.6 percentage points, reaching 20.1 per
cent of GDP. Growth of domestic savings over the last two years, after a fall
incurred in 2002, is an important indicator for the Albanian economy. The
savings growth is expected to give an impulse to new investments and to the
economic growth as well.

Chart 1.5 Savings and invesiments
los o percenioge of GDP)

Lavings 9 Irvensimenss

Source: Intemational Monetary Fund

8 The balance of domestic savings and investments is an indicator of great importance. It indicates
the level of investments in the economy, which are not based on domestic savings. As such, it
is accompanied by an increase of country’s external debt and an increase of debt payments in
the future.
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Although investments have evidenced an annual growth lower than
savings, year 2004 has succeeded to prevent the investment fall against GDP
observed in the last two years. Private investments continue to represent about
80 per cent of overall investments, revealing the Albanian economy support in
accumulating the capital from the private sector. These investments dropped
by 0.3 percentage points compared to 2003, while public investments marked
an increase of 0.7 percentage points, passing from 4.5 per cent to 5.2 per
cent of GDP. An important element of the balance for this year is the fact that
public savings are disclosed in positive value, thus constituting an additional
opportunity to investments to grow based on domestic savings, rather than
on foreign capital inflow. The revenues performed from the privatisations
of public property have impacted the growth of public investments?. Also,
another factor, which is believed to have influenced the investment growth
overall, is the reduction of real interest rates.

1.3 LABOUR MARKET Chart L& Public and grivate invesimants

{os o percentage of GDP)
The available statistical data on labour market

continues to be insufficient and, indeed, the =
frequency of their publication is low and very 2
delayed in time from the reporting period. For w5 |

this purpose, the small number of data must be
construed with reserve, taking specifically into
account the large share the informal economy

occupies. Based on an analysis of the data we 2 I I I . I
2000 2001 2002 2000 2004

possess, it is evident that labour forces have

0

wm

continued falling throughout the quarters, Privale | 11 ne | WS ms | a2
revealing indirectly that labour force emigration Puble | ag 73 &7 a5 53
still exists as a phenomenon. For inexplicable Privale Public

reasons, the figure of employed persons in the
agricultural sector continues remaining constant,
although migratory movements inside the country
still persist.

Sowica: Inlamalicral Monalory Fund

The main factor that has characterised the structural employment changes
is the continuation of reforms in the public sector. Year 2004 marked an 11
thousand decrease in the number of employed persons in the public sector
and only a 1 thousand increase in the number of employed persons in the
private sector. The labour force decreased by 17 thousand persons compared
to the previous year. The indicator of labour force dropped mainly in the last
quarter, when the number of employed persons in the public sector fell more
than in the previous periods.

? Albania has been characterised by a high-income inflow due to the privatisation of Savings Bank.
Conversely, the rest of Western Balkan countries have known a fall in this indicator. Thus, foreign
direct investment averaged only 3 per cent of GDF, from 5 per cent it was during 1997-2002.
(Research paper, Western Balkan countries, European Commission, December 2004).
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Table 1.7 Labour market 2003 P00
indicators'® Qi i au|anN| Qi ol am E.H|
(in thousands of persons) | Tetel lebour farces (in thousends) | 1096 | 1093 [ 1092 | 1091 | 108D | 1081 | 108D [ 1074 |
A Tt mployed fin housonds] | 926 | 927 | 928 | 927 | 919 | 921 | 932 917
I} public secior 1B3 | 185 164 182 | 179 | 179 177 171
i} privale nen-egricullvee sectar | 207 | 308 | 210 210 | 208 208 [ 211 212
(il e expicullurt] sactor 534 | 534 | 534 | 534 | 534 | 534 | 534 | 534
B. Unemgloymant (in thousands)
1] total uneenploved persons T70] 166 ] 164 184 ] 161 160] 158] 157
ii] bensliciarias of unamglogmeant 11 11 11 M| 1.7 123 12
EESEE | . ! .
. Uinaim playmant rota (in %) 155 | 152 | 150 150 | 149 | 148) 1446 | 144

Seurce: Inifiuie of Sufisics, Conusduee, Sasdermtsr 200, Mintilry of Labouwr end Sadial Mlain

During 2004 about 50 per cent of the labour

force or 534 thousand persons were employed

Chort IL.7 Employment dynomics in Albania in the private agricultural sector. Their number

remained unchanged over the whole year. The

number of employed persons totalled by the end

of the year 917 thousand persons or 10 thousand
persons less than in the previous year.

B

Erg boyed

e
,wg Unemployment  indicators  have  been
decreasing even during 2004. Unemployment
-'—\"—\__;1_— " rate was ranging between 15 per cent. In
LA i It I " December the category of unemployed persons
= B 8 p a3 # 3 83 8§ B 2 numbered about 157 thousand persons or 6
 sond  — Uremploed thousand persons less than in 2003. From this
category, 134 thousand persons are assisted
Source: Inssitute of Saatistics, Canjuncture, September 2004, by unemployment payment or other assistance

Minisiry of Lobour ond Sodol Adains

schemes. In December 924 persons have been
registered as jobseekers “unemployed for the
- first time”, while 104 thousand persons have
been registered as “long-term unemployed”.

L=t

Chart ILB Comparison of unemployment rate

in the region Jobseekers who started a job during December

were 1230 persons. The group of age with the

a5 ' ' ' greatest number of unemployed persons ranges

o between 25 and 34 years old, while the most part

* of unemployed persons (53 per cent) are only of
- T eight-year cycle education.

. :5.

¥ Tz The official figure of unemployment in Albania

o is the lowest one relative to some countries of

5 the region (as disclosed in the following chart).

o However, the comparison becomes harder if we

Bomizord  Serbizord  Moosdorkn Crooda Mboriz Turkey . . .
Horrian Mt consider the role the informal economy occupies
in the economy of each country and people’s

Source; Irafiute of Staliviics, Conjunchure, Seplembsr 2004,  incitement to be registered as unemployed with

Ministry cf and Socal Alfair -y, o purpose to benefit from social assistance.

10 The data disclosed in Table T are sourced from Institute of Statistics till the third quarter of 2004,
and from the Ministry of Labour and Social Affairs for the last quarter of 2004.

40 Bank of Albania



Annual Report 2004

During 2004, like in the previous years, salaries of public sector’s
employees increased. During the third quarter of the year, the Council of
Ministers decided to approve the minimum salary change from ALL 10060
to ALL 10800, resulting in a 7.4 per cent increase. This is reflected also in
the average salary increase in the public sector, which increased by about
ALL 25 thousand during this quarter. Even the minimum pension increased
(from ALL 6.7 thousand in 2003 to ALL 7.3 thousand in 2004), as well as the
average unemployment payment (from ALL 6.5 thousand to ALL 6.8 thousand
in 2004), the minimum contribution payment (from ALL 10.3 thousand to
ALL 11.4 thousand in 2004), etc. On the other side, we don’t possess data
on the salaries of private sector’s employees and consequently, this lack
of information does not allow us to conduct a comprehensive analysis on
salaries. However, based on the surveys and the study “On the minimum
salary by economy sectors” prepared by the Ministry of Labour and Social
Affairs, it results that salary increase progress in the private sector should have
followed the same trend.

During the recent years (2000-2004) the minimum salary increased more
than the average salary in order to approximate it to the minimum living
indicator. This is expressed in the improved ratio between the average salary
and the approved minimum salary.

1.4 FISCAL SECTOR DEVELOPMENTS

The Albanian Government followed a prudential fiscal policy during 2004,
under the Mid-Term Expenditure Framework for 2004-2006. The main
objective of this policy was the improvement of fiscal indicators, aiming at
consolidating the budget revenues, reducing the budget deficit and increasing
the efficiency of public expenditure management.

In nominal terms, the 2004 budget indicators evidenced an increase
compared to the previous year. State budget revenues mounted by 10.4 per
cent during 2004, representing 23.7 per cent of GDP. Budget expenditures
marked an annual growth rate of 10.7 per cent, reaching the level of 28.6 per
cent of GDP. However, these indicators have remained within the projected
levels of the 2004 fiscal budget. Budget revenues are performed by 93.2 per
cent while budget expenditures by 90.2 per cent in comparison to the annual
plan. Expressed in GDP terms, budget indicators remain at approximate levels
as those of year 2003, where the unchanged figure of budget deficit of 4.9
per cent is to be highlighted.

[ [ Income Espanses Daficit| able 1.8 Performance

| 2003 fin billions of Lek) . 147.2 201.2 | -33.% | of budget revenues and
2004 [in bllicns of Lak) 184.5 2727 -3B.1 | expenditures

| 2004 ganusal growdh fin %) | 164 10.7 | 124 |

| 2004 projacled growth [in % | 18.4 X7 | 43.9 |
2003 g5 o percenioge af PEB" 24.0 ZB.% 4.9
2004 03 o parcerdage of PRE* A7 204 -4.9

Ferdoveent] casamermanis on romingl GOP level ore innd for the svoluoton of oo o GDR
| EZpuerm: Minadry ol Fronos ond Bank ol Aano mstiroes
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In general, fiscal indicators revealed a stable and satisfactory performance.
Positive performance was noted as well in the revenues from VAT, income tax,
social insurance contributions, etc. Budget expenditures have been uniform
throughout the year, without exerting additional inflationary pressures on the
economy in specific periods. Government has continued to focus on further
increasing the financing of strategic sectors like health and education, to
which more funds were allocated compared to the previous years. However,
capital expenditure performance still remains a problem that requires greater
attention in the future. The deficit financing is mainly performed through
domestic sources where privatisation revenues have played a significant
role.

l1.4.1 BUDGET REVENUES
Chart 1.9 Fiscol indicotors (os o percenioge of GDF)

One of the main objectives of the 2004 budget
% was the considerable increase of total revenues.
am - . . . The 2004-approved draft-budget projected a
_ budget revenue performance estimated at 24.1
' . . ' . l l : - per cent of GDP, being resulted in an annual
s growth of 18.4 per cent. This ambitious objective

o - ________..—-—-—'—'_'_'r . was based on the projected economic growth for

year 2004 and on the progress made for the
llection of revenues. The application of new
H m = mEm
ol BN B L ' " customs duties, under the terms of WTO, was
4% expected to reduce the growth rhythm of customs
1¥#H 19 I I fry | g 10k M . .

revenues. Under these conditions, a particular
-E“”“"““ Dibar ncome attention in the 2004 fiscal budget was given to

uTert ponses BN Lopin mopaneas

— Budger deficit Sourcn; Misiery of Fnanen— the collection of revenues from other taxes like
Fiscod indicotors based on the consolidatod budgsl . .
income tax, value-added tax, excise, etc.

The 2004 budget revenues are estimated at 23.7 per cent of GDP,
being about 0.3 percentage points lower than the previous year and about
0.4 percentage points lower than the projected level. Fiscal revenues are
performed by 97.3 per cent in comparison the plan, while non-fiscal revenues
by 76.9 per cent.

Table Il 9 Performance of | | HO0 | 2000 | 2002 | 2003 [ 2004 | Growih 04 |
main revenue indicators | Talal revenues 100.5 gr.r 2.8 P4 4 93.2 10.4
(in percenfcge) ﬁlutdd‘dﬂ:l fax [II'AT:I Qr3 RIA w03 w7 101.8 14.9
Excon hox 100.4 Bd.5 &6 | 1057 97.3 78,9
Cusioms fax 7.l 1.6 [N P4 4 P44 0.1

[ Personal income fox | 1222 | 1060 932 | 843 8ag 6.9 |
Iz fo 1375 [ M50 19| 1.0 | 107.3 24.0
Sacial mswranes conkibulions 101.0 §7.1 983 ¥3.3 98.7 16.0

| Sourpe: Inwralonal Monsiery Fund ped Miniery of Fingnes

In the group of fiscal revenues, revenue collection from income tax and
value-added tax, which represent 40 per cent of total revenues, has exceeded
the plan, which is performed at 101.8 and 107.3 per cent, respectively. The
value-added tax closely refers to the production and merchandise circulation
in the country. The economic growth of é per cent for this year contributed
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to the annual growth of this indicator at 14.9 per cent from 12.9 per cent
as being projected. In general, the monthly performance of revenues from
value-added tax reveals an upward progressive trend, meaning that monthly
revenues have been growing from January to the end of the year. Income
tax is another indicator, which closely refers to the overall economic activity.
Year 2004 has continued exceeding the plan in performing the revenues from
income tax, even though the projected growth for this year (15.6 per cent) was
much higher than the one projected for year 2003 (6.6 per cent).

Collection of personal income tax has resulted in a fall, while collection
of customs tax revenues was around 5 per cent lower than the plan and the
same as the 2003-performed plan. Free trade agreements and obligations
to the WTO have brought about the reduction of the average tax applied on
imports, leading to the decline of growth rhythm of customs revenues.

Excise tax revenues have resulted lower than expectations, but higher than
the previous years. Excise tax applied on some products has been subject
of discussion for the central administration and legislative bodies. Excise tax
revenues have been growing and marked even for year 2004 a high growth
estimated at 28.9 per cent, even though basically the fiscal set structure for
this type of tax was not radically changed. The third quarter experienced the
highest level of excise tax revenues.

Revenues from local government have marked an annual growth rate of
21.3 per centand are performed at 83.2 per cent. While revenues from income
tax on small business are completely performed, the other local tax revenues
(national tax, agricultural land tax, property tax and vehicle registration tax)
are performed at 76 per cent. The annual growth of revenues from taxes
on small business was about 38 per cent, being obviously higher than the
revenue growth seen in 2003. However, the low level of revenue performance
speaks for a low efficiency of local fiscal management.

Revenue performance from the independent budget was 99 per cent over
2004, while annual revenue growth was 16 per cent. The growth of social
insurance contribution revenues is supported by the constant efforts of public
administration to orient the private sector coverage towards registration of
employees to social insurance institutions. However, the improved collection
of revenues of this type constitutes a serious challenge for the future.
According to a study conducted by the Ministry of Labour and Social Affairs,
the evasion of contributions of this nature is calculated about ALL 1.1-1.3
billion annually.

Apart from its straightforward effect, this evasion affects as well the collection
of personal income tax. The fiscal evasion from the private sector becomes
more evident if we compare the share of employed persons in the public sector
against the total number of employed persons (being around 20 per cent,
according to the Institute of Statistics) with the contribution of these employees
to overall payments of social insurance contributions (around 33 per cent).
This fact implies the necessity to take further actions in this direction.
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I1.4.2 BUDGET EXPENDITURES

The 2004 budget expenditures reached 28.6 per cent of GDP, being
about 0.6 percentage points lower than expectations''. The 2004 budget
expenditures, though they failed reaching the projected level, have attained
the highest growth rate of the last five years. The expenditure distribution meets
the identified strategic priorities under Mid-Term Expenditure Framework
2004-2006, of which we may mention the maintenance of social protection
expenditure at a relatively high level and the increase of expenditure share for
health and education.

Chart IL1 0 Budget expenditure distribution {in %) The overall expenditures are performed at
ond fofal expenditures in billions of ALL (right axis] 90.2 per cent, being increased by 10.7 per
0% . : , : 2 cent. Current expenditures, which represent

about 83 per cent of overall expenditures,
were performed at 99.2 per cent. Capital

g

expenditures evidenced the most pronounced

!
1
=™ #  deficiencies and performed only 70.5 per cent
E‘ o s of the intended amount.
e :‘;‘; Personnel expenditures maintained the
g same weight against overall expenditures and
il % marked an annual growth of 9.5 per cent.
o | . = Inferest payments reached 3.6 per cent of GDP
W w03 w0 0w e in 2004, being 8.5 per cent lower than the plan
B Permonal Exparas Irirer .
] Dy S e Seuron: Misiery of Finonn and 4.7 per cent lower than the previous year.

and Bonk of Alanic esimates The inferest rate fall in the domestic market
has contributed to disburden the settlement
of domestic debt, whose interest payments represent about 94 per cent of
the overall debt service. Also, the decline in interest payments is due to the
application of successful measures taken for the reduction of budget deficit.

Social insurance and economic assistance expenditures increased by 14.7
per cent in 2004, being 3.5 per cent higher than the average of the last
five years. These expenditures, which include pensions and social protection,
represent 25.7 per cent of total expenditures according to their function, and
7.8 per cent of GDP.

Expenditure analysis by beneficiary sectors reveals that sectors such as
health and education have withdrawn more funds from Government compared
to years 2002 and 2003. Annual expenditure growth for education, health
and social insurance and economic assistance was 12, 23 and 15 per cent,
respectively, being higher than the respective figures in 2003.

" Pursuant to the budget income performance at 24.1 per cent of GDP and the maintenance of
deficit at 5.1 per cent of GDF, the budget expenditures projected for year 2004 were estimated
at 29.2 per cent of GDP
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[ 2000 2001 2002 | 2003 2004 | Table 11 10
Educotizn iz 3.2 2.8 28 3.1 | Expenditures according to
Haelth 23 2.0 2.0 2.1 2.3 | the sectors (as a percentage
Local govemmeni 1.1 1.5 1.3 0§ 20 of GDP)

| Social insuronce 7.5 7.4 6.7 | 72 7.4

| Tatgl 142 14.1 12.8 | 13.0 149 |
Seurar Minkiry of Firares

[ 2000 00 2002 | 2003 | 2004 | Table Il 11 Expenditures

| Eduention 1.1 10.5 e.7] 10.4 | 10.6 | according to the sectors (in
Haualih 7.4 8.5 ! 7.7 7.8 | percentage against total
Locol gowammant 3.4 5.1 4.4 3.3 f.1 | expenditures)

| Social insuronce 23.4 242 23.1 ) 268 259
Tl 44,5 44.2 44,4 48,6 S23
Seurts: Misidry of Rnencs

Capital expenditures attained the level of 4.9 per cent of GDP in 2004,
being higher than the capital expenditures in 2003 (4.5 per cent of GDP),
but lower than the level in 2002 (6 per cent of GDP). These expenditures are
characterised even in 2004 by a high increase in the last quarter of the year.
The capital expenditures were performed at 70.5 per cent in comparison to the
plan. The major problems occurred in the implementation of foreign-financed
projects, revealing the necessity for a more prudential planning of these projects
and for greater efforts in upgrading the absorbing capacities of the economy.

I1.4.3 BUDGET DEFICIT AND PUBLIC DEBT

The 2004 budget deficit attained the level of 4.9 per cent of GDP, being lower
than the projected level of 5.4 per cent. In the last two years, the deficit stabilized
around this value, marking a fall relative to the previous years. In nominal terms,
the annual budget deficit growth was 12.4 per cent. The 2004 budget deficit
financing was covered for the most part (81 per cent) from domestic sources. In
the last three years, the share of domestic financing in the total financing has been
increasing, while the foreign funding reckoned only 20 per cent of total financing.
In 2004 about the half of domestic financing is provided from the privatisation
revenues, which were higher than in the last two
years and comparable to the level attained in
2001. Revenue growth from privatisation (mainly
from the former Savings Bank’s privatisation) led

Chart 111 Annual change of budget deficit
and its financing structsre
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Government has intended to orient the domestic debt towards longer
maturity terms. Thus, the two-year bonds share in the domestic debt increased
from 1.8 per cent in the previous year to 9.2 per cent at the end of the year.

1.5 INFLATION DEVELOPMENTS AND MONETARY POLICY

The Bank of Albania mission, as explicitly provided by the law “On Bank
of Albania” is to maintain price stability. In concrete terms, this objective
means reaching a low and stable inflation rate measured as annual change
of Consumer Price Index. The 2004 inflation was set to be within the two-to-
four per cent targeted range'?.

Annual inflation rate remained generally within the targeted band during
2004. Annual inflation stood at 2.2 per cent by the end of the year, while the
average annual inflation rate during 2004 was 2.9 per cent. Inflation was
maintained to the level of 3 per cent during the first part of the year and, further
on, it evidenced a downward trend during the second part, approaching to
the lower limit of the targeted band.

Table Il 12 Annual inflation | J | ﬁ ﬂﬂ H:]: E%Dg mEHJE
: | Jonuary | ' i . 1 A |
rate (in percentage) | £ 13 1.5 7.4 1.1 4.4
March _ 21 79 75 13 30
= _ 1.4 30 6.5 23 52 |
My 21 25 4.8 28 2.4
Jung (L1 4.0 a.7 2.6 2.9
July -1.3 LY 4.2 2.0 al
CAugust . 0.7 .l 5.5 30 27|
" Septemier _ 0.7 15 5.3 28 2.0
Chehabear 1.8 1.8 5.8 % 2.0
[ Newesnber . K] 2.8 a7 34 22|
Decomber 43 3.5 1.7 33 2.2
e 0.1 3] 52 22 29

Sourar |radtuie of Slodshice

Consumer price developments were favoured by a stable macroeconomic
situation during 2004 and no negative developments were experienced on
the supply. The fiscal policy followed during 2004 was a prudential policy,
maintaining the fiscal indicators within the projected limits.

Also, monetary policy maintained the appropriate monetary conditions for
the control of inflation in the economy, despite the easing trend evidenced
throughout 2004. On the other side, aggregate supply developments failed
generating inflationary pressures in consumer prices. The rise of administered
prices of fixed telephony and electricity is compensated by the satisfactory
performance of agricultural production. Also, the Lek appreciation versus
the American dollar and Euro has contributed to keeping under control the
inflationary pressures of imported merchandise prices.

12 See the Monetary Policy Document, 2004.

46 Bank of Albania



ponvol report | 2004

11.5.1 INFLATION AND COMPONENT
GROUPS PERFORMANCE Chart 11112 Annual inflafion (in parcantoge)

The first quarter of the year is characterised
by high annual inflation rates. This tendency is
attributed to the rise of administered prices of
electricity'® and fixed telephony', as well as to
foodstuff price performance. Also, urban service
price rise at 32.2 per cent and bread price rise at
11 per cent in February served as incentives for
increasing inflation rate. Meanwhile, the second
semester evidenced an average annual inflation ' .
rate of 2.4 per cent. The inflation fall during this ¢ & & B ® B

5 § 5
period was mainly due to the abundant supply of ! ! !

. : — gl inllalicn Lezwvar limil 7%
agricultural production. Unper limit 4 % — Moving average [ammual]

Serce: Inslitule of Sioligics

[z T

Under the effect of these factors, contributions
of main items of consumer price basket in the Chart 1113 Contribution of main ilems
annual inflation rates, during 2004, were of CPl basket (in percentage points)
different from the previous years. “Rent, water, | =
fuel, energy” item played an essential role in ' pus:
creating inflation rate during 2004, unlike the
previous years when this role was played by
“Foodstuffs and non-alcoholic beverages” item.

Price index of “Rent, water, fuel and energy” | -
item evidenced high annual growth rates over '

2004. In addition to the energy price rise', this o

item highlighted an increase in the rent price ™ g aagnnnneesn i scasassasasa
and imputed rent. The considerable share of Exdaqyiandpriagagiaskaia
this item'® made the fluctuations in the price o ool ondlsanchosclchevrogs — ot rfitos

index be reflected in the overall consumer price s ks, sies foat Swur: sblua of Skrivics

index. The contribution of this item in the annual =™ - and Bans ol Alonis el ‘

inflation rate ranged between 2.0 and 2.54
percentage points, shaping the annual inflation
rate throughout 2004.

Chart 1114 Annual inflation without
“Rant, woler, fuel and energy” ifem

Annual change rate of prices in “Foodstuffs
and non-alcoholic beverages” item was negative
during May-November. The average contribution
of this item in the annual inflation during 2004
was — 0.04 percentage points, highlighting a

13 Electricity price rise by 31 per cent started being calculated
in February 2004.

14 Rise by 68.8 per cent in December 2003.

15 “Fyel and energy” sub-group marked an average annual
inflation of 35 per cent during February-April and 27 per cent
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ent, water, fuel and energy” group is the second group . .

in terms of size in the consumer basket, representing 24.4 :!rmfm:f"' e, warer, fuel, energy” lem Snusorn: bnebiuie of Slotiuies
per cent of total consumer expending. ared Bas ol Adbania aximeries
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visible turning of the trend seen in 2003 when this contribution was 1.75
percentage points. The contribution of this item in the annual inflation rate
ranged from 1.4 percentage points (in January) to —1.25 percentage points
(in September). The decline in prices of this item during May-November
2004 was due to the growth of domestic agricultural production, including
greenhouse production. The most pronounced decline in prices was observed
in the most fluctuated items of this group, more specifically in “Fruits and
vegetables” item.

“Communication” itemsignificantlyinfluenced
Chart 1115 Annwal inflotion without the annual inflation rate during the first part of
“Foodstuffs and non-alcohelic bevercges” itlem the year due to the rise of administered fixed
telephony prices, regardless of its small share in
the CPl basket (1.3 per cent). The fixed telephony
prices increased by 68.8 per cent in December
2003 and fell in April 2004. Consequently, the
annual inflation rate of this item rose initially to
53.6 per cent and dropped later on to 17 per
cent. Therefore, the contribution of this item to
overall inflation was respectively 0.7 percentage
points during December ‘03 — March ‘04 and
dropped later on to 0.2 percentage points.
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end Bonk of Albenia simates by an average of 0.1 percentage points to

the annual inflation of 2004'7. Although oil

Chart Il.16 Annual inflation of four main items constitutes an important factor in creating the
N of ICP huska’rlh:par:m’rugﬂ] price index of “Transport” item (“Services to
1 ok personal vehicles” sub-item), oil price rise in
" sl the international markets failed causing a high
8 o = o inflation of this item and affecting the overall
oy i : Y | inflation'®.
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item marked a decline in annual prices, over
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the final consumer price is helped by the decline
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17 “Transport” item represents a share of 4.8 per cent in the consumer price basket, while “Services
to personal vehicles” sub-item, which measures directly oil price changes, represents about 1.6
per cent.

'8 Another reason of non-disclosure of oil price rise in the overall annual inflation rate is the small
share this item occupies in the consumer basket.
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The generally non-tradable merchandise prices marked an increase
annually. From January to October “Education service” item recorded
annual inflation rates ranging between 8.2 per cent and 11.4 per cent, an
increase being inherited from November 2003. The group of services having
contributed more to annual inflation rate throughout the year was “Hotels,
cofés and restaurants” item. This item has contributed by an average of 0.28
percentage points to the annual inflation rate of 2004. “Health services” item
has also recorded positive annual inflation rates till October.

11.5.2 MACROECONOMIC ENVIRONMENT AND CONSUMER PRICES

Thefavourable macroeconomicdevelopments

experien’ced dur.ing 2004 hqve Provided an Ch:i;::;ﬂ?tﬁl;ﬂf;ﬂﬂﬁém;:m
appropriate environment for inflation control.

Two basic macroeconomic policies, monetary 1% r

policy and fiscal policy, have contributed A\
|
[ i

10% i i
towards stabilization of economic activity, | |r-."l \ II LA
without exerting upward pressures on inflation = ** \ 'II i R Il. |
1A | | i}
rate. " \_ﬂul-'l | | ,l Ilu,'."mJ L
. . S, I Al
Fiscal policy and fiscal indicators Wi | ﬁla'l Vi
. isca r
Year 2004 is characterized by a prudential = i U

fiscal policy. The budget expenditures resulted = s
within the projected annual level'?, being at the
same time characterized by a relatively uniform
distribution throughout the year. 8w on: Ministry of Finance

Budget deficit was 4.9 per cent of GDP at the
end of the year, remaining approximately at the Chert 1118 Budget deficit ond
same level as in 2003. Domestic government annual inflatien during 1998 - 2004
borrowing, a good measuring instrument of the
pressure exerted by fiscal policy on monetary
indicators, was 2 per cent of GDP during 2004. nizt

14 - T T i1

G0
This parameter, compared to 2.9 per cent of w |
GDP in 2003, highlights an upturn. Government sl e
demand for borrowing has been increasing # o §
during the second semester of the year, but _%"“' g-

. . . . T
without causing any inflationary pressure. M ¢ o

fu : l ‘e
*  Monetary policy and monetary . _ _ _ : '
indicators B 10R M0 MR MM omEE 2o
Frsnign fimancing
Monetary policy of the Bank of Albania mm Domestic financing Source- Insiituts of Siotsfics.

— Al inflafion

has followed an easing trend during 2004, Ministry of Firance

12 During 2004 93.2 per cent of revenues and 90.2 per cent of expenditures were performed
relative to the plan.
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maintaining the same trend as in 20083.
Following the cuts applied in the previous year,
the Bank of Albania cut core interest rate five
times during 2004, for a total effect of 1.25
e percentage points. Core interest rate reached

new minimum historical levels for every cut
T

T R applied during 2004, remaining 5.25 per cent
at the end of the year.
&
FEYI | _ The easing monetary policy has been in
i

Chard 1119 Core inlerest rabe aver 2004

compliance with the inflation developments
s - throughout2004 andthe positive expectationsfor
this indicator in the future. Inflation performance

"F F s s = P e E R B 2 x & a during the last two years .is favoured by the
% §F 4y = 3 2 5 % 2 § % 3 5§ §F 1 absenceofshocks,the positive developments of
Soures: Bank of Albaris producing copgciﬁes and by ’r.he co.nso.lidg’rion of
macroeconomic and macrofinancial indicators.
Furthermore, these developments seem to have been perceived by the public,
who is increasingly anchoring the inflationary expectations to the inflation
target announced by the Bank of Albania. This picture of developments is
reflected in the increase of public interest in depositing their savings in Lek,
generating also appreciation pressures on Lek exchange rate.

The easing of monetary conditions in the economy has basically aimed
at fostering the economic activity and at creating more spaces to lending
to the economy, without infringing the long-term perspective of inflation
target. This monetary policy resulted a right one. The Bank of Albania has
been successful in meeting its inflation target, easing simultaneously the
appreciation pressures on the domestic currency and maintaining the time
structure of money supply.

Notwithstanding the easing monetary policy, the Bank of Albania has
kept under control the growth rate of monetary
aggregates. Money supply and the closest

Chart 1120 Anrual changes of M1 and money aggregate (M1) knew faster growth rates
M3 Manetary Aggregetes (in percentage) during 2004 compared to 2003. However, this
growth was responding to a rising demand of
the economy for monetary assets, reflected even
LY T .02, . .

ol in the upward process of lending to the economy
i3 [ o throughoutthe year. Also, the controlled inflation
.l - level allowed maintaining a real interest rate in

o ' positive terms, despite the continuous reduction
4 _ i # of nominal inferest rates. Real positive interest
ax b ' rate maintained the household tendency to
Mh““““HII“”““““““Im”::m”l IIIII  rreeemieerm deposit their savings in the banking system,

mr mar Mo mE MOl W me moromo me Mo s bringing about further reductions of the relative

o261 D203 level of currency outside banks that circulates
in the economy. Therefore, it has not been
Seuees: Bank of Alkeesn  0CCOmpanied by upward inflationary pressures.
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A significant development of monetary indicators during 2004 was also
the appreciation of Lek exchange rate. These pressures have been supported
during the last two years by the interest rates difference, a difference that has
favoured the financial assets in Lek. Lek was appreciated against American
dollar and Euro, respectively by 15.7 and 7.2 per cent, also due to the
increase of foreign currency supply during 2004. Apart from inflation of
partner countries, the imported inflation includes the exchange rate effect,
which “translates” the foreign prices into domestic prices. In this context, the
strong Lek has further reduced the imports cost, smoothing down the pressures
on domestic consumer prices.

Demand factors control was an essential factor in the low inflation
performance during 2004. However, this year has known positive developments
even in terms of aggregate supply and production costs.

*  Performance of domestic agricultural production

Inflationary pressures caused by the rise of some administered prices during
the first quarter of the year have been balanced due to a decline in foodstuft
prices. The agricultural production marked a satisfactory growth over 2004.
The favourable atmospheric conditions and investment growth, mainly for
constructing greenhouses helped increase the agricultural production on
an annual basis. According to the Ministry of Agriculture data, domestic
production increased by 3.8 per cent during this year, compared to a 2.9
per cent increase evidenced in 2003. Greenhouse surfaces increased by
20 per cent compared to the previous year. As a consequence, greenhouse
production marked a 12.4 per cent increase compared to the previous year.

Also, the Production Price Index of foodstuffs marked a decline during the
first three quarters of 2004 and a pronounced annual decline (23 per cent)
during the third quarter. The reduction of foodstuff production costs exerted
downward pressures on foodstuff prices, mainly during the third quarter. The
food industry, during the nine-month period of 2004, performed sales of 22
per cent higher than the same period of the previous year. While the seasonal
decline in foodstuff prices is signalled even in the previous years, the season’s
effect during 2004 was longer and extended beyond the month of August.

*  Imported inflation

The appreciation of Lek exchange rate, accompanied by a stable inflation
value in the largest trading partners of Albania, impacted the reduction of the
imported inflation value over 2004. Albania is characterised by a relatively
open economy. Merchandise imports count for a considerable part of the
country’s foreign trade and of consumption goods (80 per cent of foreign trade
volume for the nine-month period January-September 2004), representing
an important transmission channel of inflationary pressures from abroad.
Inflation value of the two main partner countries, ltaly and Greece, have been
low, compared to Albania’s inflation rates. Consequently, Albania’s trade
activity was not subject of imported inflationary pressures.
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Table 11.13 Annual inflation | March Jure September, December
rate of main trading partners |G 29 20 .9 4.1
(in percentage) | Haly 2.3 24 21] 2.4

Soarcd! Bunosial Mot Palegu

° Production cost performance

Production Price Index marked high annual growth rates during the nine-
month period of 2004. However, the prices of consumption goods according
to sectors failed reflecting an increase of production cost. This effect is due
to the increasing competitiveness in the Albanian economy, which brought
about a lower transmission of production price rise in consumer prices.

. Oil price
Chart 1121 Aanuol changes of PP and

CPl during 2002 - 2004 i 1
g lin percentage} Oil price rise in the international market was

one of the most important developments over
.""\_-"ﬁ"-_-"| o 2004. However, oil price rise in the domestic
. 1] market was much lower than the one in the
Y _,‘_,-:'/-\' | ',J.I international market. (This situation represents an
Ny T L W | obvious change since March-April 2003, when
. ‘\—1P"'—"' - _| —.’I"_J P *  |raq war caused a strong oil price rise in the
\ | i ¥ Jf_hlu | N 5 international market and in the domestic one).
" H".' | WL I'Jl"' ."/ | « During 2004 the appreciation of Lek exchange
by rate against American dollar was the principal
factor which smoothed down the effect of oil
e T2 b M2 sl et Feb0d site mecn ™ Price rise in the international market.

[-ATLY 15

J08%

— Annual change of PPl — Annual change of CF
Snurme: Insfitute of Shofistics Other supply factors such as the moderate

increase of public sector salaries and the
reduction of unemployment rate?® failed causing
inflationary pressures.

The weak inflationary pressures exerted by the fiscal policy, the good-
management of money supply, as well as Lek appreciation, created the
appropriate conditions for a moderate rise of consumer price during 2004. In
general terms, the Bank of Albania believes that this favourable situation will
continue to prevail even in the current year. Based on the available data and
in the absence of shocks, the consumer price rise is expected to be within the
targeted band of the Bank of Albania during 2005.

20 Data are sourced from Institute of Statistics for the third quarter of 2004.
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Box Il T Inflation according to sectors

Discussion on the relatively low inflation in Albania over the last two years would
be enriched with more essential theoretical arguments if we examine the inflation
change between the sectors of tradable and non-tradable goods. The share of non-
tradable goods sector, about 43 per cent of the basket, have increased significantly
in comparison with the 1993 basket, where these goods represented less than 15 per
cent. The Albanian consumer behaviour has developed generally towards a preference
for services. The administered prices knew continuous changes during January 2002
— December 2004 but the transmission of these changes was characterised by a
higher intensity from a sector to the other.

These considerations

are also verified from Chart 1 Monthly and annwal inflation rates
the latest research peearding fo sechars
results on inflation 5

targeting in Albania. ! |
Thus, inflation rate 4 i

position during January ; ’J B I R o S dntit e
2002 — December : (ks Jit |t T e A A
2004, according to : Bphefris bt im0 \

the tradable and non- '-_I Y ' O
tradable goods sectors, | ./ A T el A
has been differentfrom  t.al . AR 0
f,hof, Of fhe previOUS oFd BREl gt BT R el M B QOOF BLCE el B Qafr fa1E
years. It is evident that _ _ ) _

during the referring Skl e

period the inflation rate — darwd kol - i -~ Aarvdl bl - inf - Aaredl non todoble - il

in the non-tradable
sector of consumer
basket remained often
and obviously even for several months above the general inflation rate (see Chart
1). This allowed impacts of this sector on the general level of prices become stronger
than in the period before 2001. There were not only the changes in the administered
prices of some goods or services but also the strengthening of the indirect correlation
in prices of non-tradable goods sector to the tradable sector during this period that
have impacted on the trend of the annual general inflation rate (Table 1).

Source: Instituhe ol Stotshcs
and Bark al Alkoria aslinate

[Paricd 1098; 12 - 2001:12 2001: 12 - 2004:17
Annual | Asewal Annual | Arrcl|  Annual Annual Tabelé 1 Box 1. Matrix of
. | "-hm" I Tlmﬁd“hﬂ:_ '*lm-rlrudﬁ "IHI ; kﬂm HT:;E: Hﬂ"m:'; linear correlation coefficients
dnnuel Total kdolicn 1,60 053 Q.17 1.6 .60 0,80
Annuol Trodobde Inflatian 0.3 1.00 0.13 OusD 1.00 .38
Annyel Mos-iradable Inflafion a.y 0z 1,00 080 0.38 1,00

Sectoral inflation features cannot be left out of the effects that transmit to the latter ones
the changes of working productivity according to the sectors. Empirical results of the
study on the cause-consequence correlation between the effective nominal rate and
sectoral inflations suggest that for the period 2002:0-2004:12 the most pronounced
change of prices in the non-tradable goods sector relative fo that of tradable goods
has affected the exchange rate with a four-month delay. This observation serves as
an important argument to explain the fact that the strengthening of domestic currency,
especially in the last two years, is also influenced by the structural regulations of the
Albanian economy. A stable growth of working productivity in the tradable goods sector
for a considerable period, as revealed by the sectoral payment data (ASN, INSTAT
2003), has led to the increase of difference between the two sectors productivity, being
transmitted in the overall inflation through the inflation of non-tradable goods sector.
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1.6 BALANCE OF PAYMENTS

The favourable economic situation in the country is also reflected in foreign
transactions. Current deficit reduced to 5.3 per cent of GDP from 7.1 per
cent in 2003. The improvement of current deficit position is impacted by the
significant improvement of trade balance. Trade deficit (goods and services)
is estimated at 21 per cent of GDP, being reduced by 4 percentage points
compared to the previous year. Net capital flows amounted to a record level of
USD 530 million, rendering the current deficit financing completely possible.
These flows led to a considerable growth of foreign reserve, which reached
USD 1,374 billion by the end of 2004. Albania’s foreign reserve is sufficient
to cover about 5.2 months of imports of goods and services. Albania’s external

debt stock?' grew to USD 1.674 billion at the end
of the year, being equivalent to 22 per cent of
GDP from 25 per cent in 2003.
Chart 1L22 Current deficit (os a percentage of GDF)
While evaluating the results of this analysis,
e N . & m=  we have to consider the fact that an important

. part of the growing transactions volume reflects
o] M

8 ~ B4 . the annual rate of depreciation of the reporting
'; mu_//__\ N ;_-.E currency exchange rate — US dollar versus Euro
% b § (7.7 per cent) and versus Lek, the domestic
X 10

o B oM currency, (15.7 per cent), resulted in 2004. Due to
~ I ,. exchange rate fluctuations and given that most of

SRS . N transactions between residents and non-residents

W ™ w  are made in Euro? and not in the currency in
— Curraed dalict of GOP (an the rghl) which balance of payments is reported, analysis
:ED- o defich of current developments should provide for this

Source: Bank of Albanio and  effect.
Intarrmlizeal Mameley Fued

[1.6.1 CURRENT ACCOUNT

Year 2004 is characterized by an intensive activity conducted in the
external sector of the country, reflected in a considerable growth of current
income and expenditures. Current fransactions volume increased by 24 per
cent compared to 2003, amounting to USD 6.2 billion. More than 96 per
cent of current expenditures were intended to purchase goods and services
from non-residents. Current transfers have supplied about 40 per cent of
current income, while services and exports of goods have supplied 33 per
cent and 21 per cent, respectively. Current deficit during this year displays
a slight decrease compared to the previous year, amounting to USD 404
million and being equivalent to 5.3 per cent of GDP. The deepening of trade
deficit in goods and services was partially balanced by the growth of net
incomes in transfers and income accounts. Exports of goods have shown a
satisfactory performance, regardless of the appreciation of Lek exchange rate.

2I'It includes public and private debt.

22 According to the General Department of Customs, about 57 per cent of transactions for imports
of goods are made in European currency, Euro, 39 per cent in USD and about 4 per cent in other
currencies.
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Although the annual growth rate of exports was higher than that of imports,
the extremely large share of imports enabled the trade deficit increase by
about USD 255 million or by 19 per cent.

During 2004 services account marked an increase in terms of income and
expenditures. Income increased more than expenditures compared to 2003.
Net result of transactions in services brought about a reduction of deficit
of this account by about USD 59 million. The positive balance of current
inflows as current transfers and income is estimated at about USD 200 million
higher than in the previous year. This growth has come as a result of current
income increase in the form of emigrants’ remittances, while the considerable
decrease of income from investment interests of the resident units abroad
made the positive balance of income account become USD 2.2 million lower

than the balance in 2003.

Cha Table Il.14 Current account
| L 2002 tmg 2004 mﬂ ltems (USD millions)
Cumant Acesunt 11+8) -470.8 -406.7 -404.2 -0.4
1. Groods, services and incame (2+5) 1,084.0] -1,24B.6 | 1,447 4 15.9
1.1 Craddil 10622 | 1.361.6  1,740.4 27.8
1.2 Dabit 20962 | 24103 =3, 167.%¥ 22.1
2. Goods and sarvices [1+4] -1, 0604 | 14180 0 -1.4155 13.9
2.1 Credit @15.3 11669 1,544 1 32.3
2.2 Dbt 20756 | -25B5H 0 -3058R.4 22.2
3. Groods 1,155.1 | -1,336.3 | -1,591.6 19.1
3.1 Credit ff.o.b.] 330.2 4472 S22 49
3.2 Dabit .ok 1 4B5.4 | .1,7B3.5 | 27,1949 23.1
4. Sarvices -5.2 -B3.7 -24.0 -71.0
4.1 Credit a85.0 FI%.f P40 1 407
4.2 Dabit -a%0.3 -802.4 P64 7 20.2
3. Income 126.3 1,03 1662 =1.3
5.1 Crail 1469 194.8 196.5 0.7
5.2 Dabit -20.6 <24 <FB.3 15.%
&, Currant ranshans 413.2 B41.9 1.0433 239
4.1 Credit arl.r 9242 1,134.1 2.7
.2 Dbl -508.5 -B2.3 80,9 10.4

. Merchandise trade

Trade transactions during this year represent more than 45 per cent of
current exchanges of Albania with the rest of the world. The total trade volume
was USD 2.8 billion, marking an annual growth of 25 per cent compared to
the previous year. Denominated in Euro, the exports growth rate has been
almost two times higher than the imports growth rate. Income from exports
of goods amounted to USD 603 million, being 35 per cent higher than the
one of the previous year. Denominated in Euro, exports marked an annual
growth of 23 per cent. The ameliorative signs of the European economy, the
main trading partner of Albania, as well as the structural changes within the
country, seem to give the desired effect. Despite the worsening in terms of
competitiveness?®, export of goods is characterized by a promising growth
over the last two years. The contribution of exports to GDP during this year is
estimated at 7.9 per cent.

2% Calculated as a change of annual averages, the real exchange rate was evaluated at 7.3 per
cent during 2004, marking a turning of depreciation trend during 2003.
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The coverage level of imports by exports was

Chort 11 23 Exports and Imparts Grawth 27.5 per cent in 2004, marking a slight increase
findex 1996=100] relative to the level of 25 per cent reached in
4 X the previous year. However, the Albanian
4o Fa economy continues to be an import-oriented
E :
economy, where imports represented 78 per
1
i cent of foreign trade volume during 2004.
s ' Expenditures for imports of goods are estimated
@ ?_,J"" '_4.."' at about USD 2.2 billion. The nominal annual
o S e growth of USD 411 million or 23 per cent
-
0 [ LT [ (12 per cent in Euro) shows that this year too
---;-"rﬂ
o N followed the pronounced upward trend that has
40

characterized imports throughout 2000. The
2004 trade deficit amounted to about USD 1.6
—+ Exports growih  —i— Importy growth billion, being 19 per cent higher than the one of
the previous year. Trade deficit position to GDP
is deemed to have improved, being 21 per cent
from 23.4 per cent in the previous year. Imports
attained the level of 28.9 per cent of GDP during this year. The reduction
of the domestic needs for electricity, stimulated by favourable atmospheric
conditions, as well as the improvement of distribution network and the good-
management of electricity, accompanied by a prudential fiscal policy, have
impacted on the improving net trade position to GDP.

170 19% 1944 199 A0 AN T A MM

Sourpe: Bank of Albonia

Table I1.15 Exports/imports  [Eade | Description Imparts Exparts | Trade balance
distribution by groups of |1 Live animals and animal products 33,3 24,8 0651
merchandise®* | 1 Heveroges and fobacco 76,1 9.4 [56, 77
(USD millions) |2 Raw mahericl 7a.0 23,0 [50,0F]
3 Ful 1746 16,2 [160,35)
4 Magedabibe and animal fat and ail 310 0.3 [32.65]
5 Chemical products 2071 35 [203,57)
& M ruiochuned ariches 531.8 126,49 [404.85)
7 Miachinany ond eouipmend 5384 23,7 [514,656)
2] Miacallaneaus manufaciured arlickas A6 A75.4 42,79
9 Undassified arfides - - -
Tetal Z.2E0,0 4033 [1.676,45] |

Notwithstanding the positive developments that have characterised the
exports of goods during this year, its structure continues to have a low degree
of diversification. Yet, there is no evidence of marketing strategies of the
Albanian businesses towards foreign markets. This allowed exports, for the
most part, be represented from exports of textile products and footwear?,
of mineral and agricultural products, mainly medical plants. Thus, even this
year the performance of exports of goods was considerably determined by
the changes in the domestic processing industry. Exports of this category have
performed about 75 per cent of annual income in exports of goods. However,
the growth of exports from the domestic production mainly with regional markets,
stimulated by free trade agreements in the region, is promising. By an annual
growth of about USD 48 million, this amount raised the representation level of
total exports to 25 per cent, from 23 per cent it was in the previous year.

24 According to the SITC classification.
25 Processed goods for exports from foreign businesses that conduct their activity in the country.
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Demand for imports remains high. It's a positive fact that annual imports
growth is considerably caused by the imports growth in machinery and
equipment as well as in vehicles. Imports of these categories raised their
representation level to 24 per cent of total expenditures for imports during this
year from 21 per cent in the previous year. The high demand of the private
sector for capital goods is a positive indicator for the investment level, the
renovation of technological basis and for its productivity. The most advanced
sectors in terms of renovation of technological basis are information technology
and communication and construction industry. Raw material imports for the
domestic active processing industry, mainly focused on textile sector, footwear
and metals, grew by about 13 per cent. Imports expenditure of this category
represents about 17 per cent of total imports expenditure performed during
2004. The performance of these imports reflects the developments noticed in
the re-export sector.

Notwithstanding the significant depreciation of American dollar, oil price
rise in the international market maintained fuel imports expenditure high. The
domestic demand for these imports remains high, even though it marked
a slight decrease compared to the previous year. The imported quantity
throughout 2004 is estimated at 2.4 per cent lower than in 2003, while due
to the price rise, annual fuel imports expenditure climbed by around 15 per
cent. The positive performance of domestic electricity production during 2004
brought about a decrease of electricity imports compared to the previous
year.

By absorbing 90 per cent of total exports, the European Union remains the
main destination of the Albanian products. Sales in the European markets
have recorded an annual growth of USD 215 million or 30 per cent compared
to the previous year. However, this market has lost ground in the favour of
market expansion in the countries of the region. With the free trade agreement
with Moldavia, which entered into force in November 2004, Albania has
completed the bilateral framework of Free Trade Agreements in the region.
Exports with the South East European countries involved in the process of
establishing the free trade zone (SEE-7) increased 2.3 times compared to the
previous year, enlarging the Albanian exports market in this area from 4.3
per cent to 8.3 per cent of total exports. Kosovo and Macedonia represent the
largest market for exports of the Albanian products. Also, trade with Turkey is

seen as the one showing interest in the Albanian products. Total sales with this
country increased from USD 3.7 million to USD 11.3 million in 2004.

| Exparts Share on folol [ Change [2004/2003) | Toble 1116 Exports
0z | o003 |  Pobd % distribution by trading
Tahal 1000 | 1000 | 1000 34,9 | partners and annual change
ELl couinivies — 15 ' 73,3 a9 30,1 | for 2004
Iraly 71,7 | 749 73,1 31,4
Greaca 128 129 12,0 25,7
Germary 5.5 34 3,1 23,2
Sauthaasiern European counivias X8 4,3 8.3 301.5
A which:
Farmer — Yugeskvia 2.2 2.4 479 1550
FYRCM 1.5 () 1,2 140,
Crher coundries 4,1 2.4 1.4 0.4
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As far as imports are concerned, their frade geography represents a greater
variety of markets. The European Union supplies about 65 per cent of the
domestic needs for imports. Total imports in this group (USD 1.5 billion)
increased by about 17 per cent compared to the previous year). ltaly and
Greece remain the main trading partners of Albania. Imports from both
countries represent 79 per cent of the Albanian economy expenditures in the
European Union markets. Imports with the South East European countries
involved in the process of establishing the free trade zone (SEE-7) have
evidenced a moderate growth. Imports in this group increased by about 7 per
cent, while the ratio of these imports to total imports declined to 5.4 per cent
from 6.1 per cent recorded in 2003.

Table I1.17 Imports [ Impans Shore on lalal mpers Change [2004/2003]
distribution by trading | 2002 2003 2004 _®
partners and annual change | Tehal 100.0 1000 100.0 224
for 2004 | B countres® ~ 15 71,1 48,3 45,0 14,8

Ialy 34,7 34,1 3248 17 4
Girsaca FAR #48 18,8 15,4
Larmany 3.5 arF [ 3.7
Lautheosiam Europeson counkring FA &1 5.4 &9
Bulparia 1.9 2.3 2.0 1.4
Bosnio & Herregovina L] a1 .1 2248
Croatio 237 15 1.3 &4
Farmar — Yugosavia [i¥:] [i¥.] 0 224
FYROA 1.1 0% 1.0 i 4
Ramania 1,1 0.2 0.4 -45 4
Turkey &1 &5 7.1 34,1
Russio 2.4 29 248 18,5
Ukmine 1.2 2.3 23 Jd.4
Chihar counbrias 11.% 13,9 17,1 51 .0
" I Wigey 200H ten rarw cowrie: joired the Furmpson Unicn (Exenin, Fungory, laten, LEusnio, Walg, Polord, Cyprur,
Crach Republc, Sowk Pepeblic ond Skemnks], enlarging the group o 25 Member Siobna, For anclais paposs, inthe
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] Services

During 2004 net exports of services were estimated at —24 million USD,
being much lower than the value of —82.7 million USD recorded at the end
of 2003. Income from exports of services grew by 31 per cent during this
year, while expenditures by 20 per cent compared to 2003. Movements in
service account are significantly influenced by “tourism” item whose positive
balance is about three times higher than in the previous year. According to
the Bank of Albania estimates, exports in tourism have generated USD 670
million as income inflows or nearly 11 per cent more than exports of goods.
Despite the effect of fluctuations in the exchange rate EUR/USD, considering
the fact that payments for tourism services are mainly made in Euro?, the
increased number of foreigners and emigrants who have visited the country
and the slight increase of their daily expenditures have also influenced the
annual income growth from tourism. During 2004 the number of foreigners
who visited Albania increased by 16 per cent compared to 2003. Tourist
inflows from Kosovo, Macedonia and Montenegro have been particularly

2% According fo the Bank of Albania estimates the fotal inflows include about 80 per cent of
income in Euro (including nationals coming from the EU countries as well as from Kosovo and
Montenegro).
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increasing. Albania’s residents have spent for their out-of-country tourism
about USD 560 million or 58 per cent of total emigrants’ remittances. A
growth of daily expenditures from Albanians abroad is revealed, particularly
for business purposes, which has affected the growth of total expenses for
travel services. Transport services and insurance services in general follow the
developments in the trade of goods. The growth of imports volume led to the
growth of service imports for these categories. Simultaneously, the growing
participation of the resident tfransport companies providing services in foreign
trade has considerably raised the income of this category. However, deficits in
transport and insurance services increased by the end of the year compared to
the previous year. During 2004 five new insurance companies are introduced
in the Albanian insurance market, which indicates the rising demand for this
service.

“Other services” category has recorded a deficit of USD 11 million,
remaining almost at the same level as in the previous year. The deficit of
this year has been caused mainly as a result of the growth of government
expenditure deficit and also of the deficit growth in cultural and business
service categories. Meanwhile, a significant growth is evidenced in the income
from telecommunication service category, which is closed with a positive
balance of USD 54 million from USD 27 million recorded in the previous
year. The growth in the income of this category, which is expected to continue
at a higher pace in the future, was attributed to the extension of the range of
products provided by the telecommunication entities.

Despite the growth in the volume of transactions of goods and services
during 2004, the indicator of the economic openness of Albania?” was falling.
This year the economic openness of Albania reached the level of 62 per cent
from about 66 per cent in 2003. Although Albania, thanks to the economic
growth of 6 per cent for the second year in succession, is estimated as one
of the fastest-developed economies in the region, the degree of economic
openness still leaves room for improvement in comparison with the countries
of the region.

] Income and current transfers

Income account has ended the year with a positive balance of USD 168
million. The reduction of net income inflows by USD 2.2 million, compared to
the previous year, was mainly due to the fall of income as investment interest.
Meanwhile, net income inflows from work grew by about USD 14 million.
Income from work, which is estimated as a part of emigrants’ remittances,
presuming that a part of general number of emigrants is classified in the
category of seasonal or border workers, represents 72 per cent of the positive
balance of income account. Due also to the rising demand for labour force in
Greece during the organization of the 2004 Olympic Games, income in this
category highlighted an increase and amounted to USD 125 million. Current
transfers, like in the previous years, have been shaped from emigrants’
remittances. During 2004 remittances are estimated at USD 792 million,

27 Calculated as a ratio of trade volume in goods and services against GDP
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being 25 per cent higher than in the previous year. Given that for the most
part these transfers are denominated in Euro, the annual growth is partly
aftributed to the strong influence of American dollar (the reporting currency)
depreciation versus the origin currency of remittances — Euro — during 2004
compared to the previous year. Emigrants’ remittances represent an important
source that supports the Albanian economy, providing a continuous flow for
financing the current deficit. Total emigrants’ remittances represent about
13 per cent of GDP for 2004. Transfers contribution to the easing of trade
deficit is estimated at 61 per cent. Emigrants’ remittances have been also
accompanied by government transfers, mainly as technical assistance (USD
46 million), being estimated towards a fall (9 per cent).

I1.6.2 CAPITAL AND FINANCIAL ACCOUNT

During 2004 capital movement recorded a net capital inflow of about
USD 530 million, covering the total needs for the financing of the current
deficit and contributing to the growth of foreign reserves. Capital transfers
amounted to USD 132 million or USD 25 million less than the year-end of
2003, while financial account was closed with a positive balance of about
USD 400 million.

Capital imports, mainly performed through

Chart 1124 Finencial account over years absorbingforeigndirectinvestments and extending
(USE millions) long-term credits and loan facilities from abroad,

brought about an increase of Albania’s financial
liabilities to the rest of the world, by USD 558
million. This amount is estimated at 70 per cent
higher than the balance of the previous year.
Foreign direct investment inflows amounted to
USD 340 million. These capital flows have turned

infto a dominant factor in building up financial
# ' . - - liabilities and in the performance of capital and
U — . ' ' financial transactions. During this year they are

H' sourced mainly from the privatisation of the

. E £ g - g ' g ' % banking system. Foreign direct investments are
o =} . . .

Forsign dhvact iwesiments S8 Cothar copiols estimated as an |r.nporfom‘.s.our.ce for cover!ng

= Partlo o owestrenrs — Firencidl occount the current and fiscal deficit (in case foreign

Sowrce: Bork of &kano direct investments derive from privatisation).

Also, compared to other financing capacities,

foreign direct investments allow the transfer of technology and dissemination

of knowledge, contribute to the opening of new job opportunities, help the
domestic companies participate in foreign markets, etfc.

During the last decade, the privatisation of strategic sectors has been the
factor that determined the magnitude and the character of foreign investments
in the country. Although Albania presents relatively less restrictions to foreign
investors activity relative to other South East European countries, it seems to have
absorbed less direct investments in comparison with the countries of the region.
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Another important factor in adding up Albania’s financial liabilities relates
to the extension of long-term credits and soft credits from abroad. As a result
of the new loan extended during 2004, Albania’s financial liabilities increased
by USD 230 million. This includes also the use of loans and credits of USD 12
million from IMF. About one-third of total credit is used by the private sector.
External debt service in the form of payments of principal totalled to USD 48
million during the year. Financial liabilities as deposits of non-residents in our
banking system increased by USD 23 million. This increase is reflected also in
the rise of imports during 2004.

Albania’s financial claims to the rest of the . -
world increased by about USD 160 million or 27 Chart 125 F;r_":'"':"_"g D{,c”'ﬁ"' deficit
per cent more than in the last year. The major through foreign direct invesfmers
contribution has come from the growth of foreign
assets as deposits of resident units abroad. These 4
high deposit inflows from inside to outside have @
come from the conversion of “Raiffeisen” bank’s
capital and from a restructuring of investment, zm
being transferred from portfolio to deposits. s
Foreign assets owned by the banking system ..
in the form of foreign deposits grew by about ' ...
USD 90 million. Around 60 per cent of these
assets are denominated in US currency while
the rest are in Euro. As regards cash foreign e an s e s
assets, the last quarter of the year experienced

. . . Currant dadicit/GDF 0 FDI o=/ GES
a considerable growth. Assets denominated in Semrrm Bk i Mt cand krbemraat el vt Farnd
Euro represent the maijority or about 70 per cent
of cash foreign assets. Cash foreign assets in US dollar account for 26 per
cent, while in British pound 3 per cent and in Swiss franc 1 per cent.
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Stock of financial assets as portfolio investments amounted to USD 146
million, revealing an annual growth of USD 3.6 million. During 2004, in
the structural composition as per currencies, investments in Euro account for
about 70 per cent of total investments.

Meanwhile, the continuous depreciation of US currency during the last two
years made the debt security in US dollar be less preferred. Stock of portfolio
investments in these securities was about 28 per cent of total value at the end
of 2004, marking a significant decline from the level of 84 per cent recorded
at the end of 2003.

I1.6.3 FOREIGN RESERVES

Foreign assets inflows as financial capital influenced the growth of foreign
reserves of the monetary authority by USD 350 million. Foreign reserves
amounted to USD 1.374 billion by the end of 2004. This level of reserves
is considered sufficient o cover nearly 5.2 months of imports of goods and
services.
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I.6.4 EXTERNAL DEBT

At the end of 2004, Albania’s external debt?®
increased by USD 220 million or 15 per cent
compared to the year-end of 2003, totalling
USD 1.674 billion. At present, external debt is
estimated at 22 per cent of GDP, being about 3
percentage points lower than in 2003. According
to the stafistical data, government borrowing
occupies the major share in the external debt
position. Albanian Government’s external debt is
estimated at USD 1.299 billion at the end of 2004,
representing around 78 per cent of total external
debt. Albanian Government’s new debt increased
by USD 155 million, totalling USD 1.214 billion.
Year 2004 marked a significant increase in terms
of private sector debt. By an annual increase of
USD 43 million, private sector debt has raised the
representation level to total debt by 3 percentage
points and contributed by 20 per cent to the total
growth of external debt relative to the last year.
Also, with the increase of foreign borrowing the
representation level of the banking system in
the total external debt of the country increased
as well. This increase has mainly financed the
economy consumption, influencing the growth
of consumption imports. It has financed as well
the needs for capital and/or capital goods of the
companies. Monetary Authority debt is estimated
at USD 120 million, of which USD 96 million
have been used as loans from the Fund (IMF).
In the other sectors?” the debt stock is estimated
at USD 54 million and increased by 23 per cent
compared to 2003.

Data on government debt, which represents to a
large extent Albania’s external debt with the world,
suggest that net transactions have contributed by
USD 107 million or 69 per cent to the growth
of USD 154 million, while the rest (about 30 per
cent) was the result of exchange rate fluctuations.
External debt structure as per currencies is
dominated by SDR (about 56 per cent), followed by
the European currency (12 per cent), US currency
(11 per cent) and other currencies.

28 This stafistical item does not include the liabilities arising
for foreign direct investments.

22 This includes companies such as Albtelecom or Albanian
Electro-Energetic Corporation, and Albanian Government
being responsible for their debf.
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The improvement of export capacities enhances the confidence in the
administering ability of external debt. Moreover, a positive development for
the country during 2004 was the fourth Memorandum signed in July with the
International Monetary Fund for supporting poverty reduction and economic

growth (PRGF).

II.7 FOREIGN RESERVE AND ITS ADMINISTRATION

Bank of Albania’s foreign reserve grew by USD 348.63 million or equal to
34 per cent during 2004, totalling USD 1.37 billion by the end of the year.

During 2004 gross foreign reserve inflows of the Bank of Albania amounted
to USD 562.39 million. The main sources of foreign currency inflows are
presented below:

* privatisation inflows estimated at USD 138.46 million;

* disbursement of the loans extended from International Monetary Fund
and International Development Agency (IDA), summing at USD 80.57
million;

* purchase of foreign currency from commercial banks and Ministry of
Finance at USD 284.22 million;

* required reserves sediment from commercial banks to Bank of Albania
totalling USD 34.14 million;

* income from the investment of foreign reserves during 2004 is
estimated at USD 23.64 million.

Purchases of foreign currency from Ministry of Finance, whose most part
relates to the use of funds from the Savings Bank’s privatisation, as well
as purchases from commercial banks in the context of Bank of Albania
intermediation in the domestic foreign exchange market, are considered as
the factor that has, like in the previous year, the most important impact in
terms of foreign currency inflows.

Debits of foreign reserves during the year amounted to USD 275.18 million,
consisting of USD 218.85 million transfers ordered by Ministry of Finance and
commercial banks and USD 56.33 million instalments of government external

debt.

Exchange rate fluctuations of the currencies that compose the foreign
reserve have provided a positive significant effect over 2004, being estimated
at USD 60.35 million.
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Table I 18 Balance of
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CHAPTER [ll. MONETARY DEVELOPMENTS AND
MONEY MARKETS

1.7 MONETARY PROGRAM AND QUANTITATIVE
OBJECTIVES

Monetary policy strategy of the Bank of Albania forecasts the monetary
aggregate control as an intermediary instrument for meeting the price stability
target. In compliance with this strategy, the Bank of Albania compiles annually
the monetary program, which constitutes the basic scenario of economic
and monetary developments within one year. In accordance with expected
economic developments, the monetary program serves to orient the monetary
policy towards maintaining appropriate monetary conditions for meeting the
inflation target.

On this basis, the objective of money supply growth for 2004 was set atf the
level of 12.4 per cent. This growth was deemed to be sufficient to satisfy the
economy demand for money under the conditions of an economic growth of
6 per cent and an inflation rate within the 2-4 per cent targeted range. The
structure of funds utilization during 2004 was forecasted to shift in the favour
of the private sector. This would be expressed in the increased weight of
credit to the economy to domestic credit. Given the continuation of the easing
tendency of monetary policy, the main program forecasts on money supply
structure consisted in stabilizing the ratio of currency outside banks to M3 and
in increasing the weight of foreign currency deposits to money supply.

Monetary developments over 2004 confirmed the basic monetary program
assumptions. The values of monetary indicators at end of the year were
generally in accordance with monetary program projections. The main
deviations belong to larger money supply growth and larger value of currency
outside banks to M3 ratio than the forecasts.

| Program Actunl Changa | Table lll.1. Aggregates vis-a-
Curmancy outside banks 135.8 13481 25 vis the program
ALL capeiils 2527 2550 2.3 (ALL billions)*
Fahsign curancy degasit 102 Rl -0.2
| M1 158.6 [Fi K] 11.5% |
Mz 3BE.3 393.1 4.8
[ M3 4084 80,1 4.4 |

[ T [T [ T s —— h.iln]m‘-'.ij'dn’d'ull'l'nli.lr'-ﬂdﬂb'
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In December the annual M3 growth reached to 13.4 per cent, exceeding
the projected annual growth by 1 percentage point. This was due to growth
of economy demand for money, as a result of the consolidation of public
confidence in macroeconomic stability and banking system. So, credit to the
economy increased by ALL 19.4 billion, from ALL 16.5 billion projected. Also,
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the use of a part of income from Savings Bank’s privatization' for financing
capital expenses impacted on money supply growth. The increased demand for
monetary assets received mainly the form of demand for monetary balances in
ALL, dictating the need for a higher growth of M2 aggregate. The demand for
domestic currency was particularly obvious in summer, being also associated
with appreciating pressures of ALL exchange rate. Most of foreign currency
inflows of this period were oriented towards monetary assets in ALL, as a result
of aftractive interest rates of ALL deposits. The increased demand for ALL was
partly met through liquidity injection by the Bank of Albania intervention in
foreign exchange market?.

Though the interest rates were falling, the ratio of currency outside banks
to money supply during 2004 stood at low historical levels. The households’
savings were channelled more and more into the banking system, due to
increased confidence in it. The Bank of Albania interventions in the foreign
exchange market, in the presence of a higher seasonal effect in December,
brought about a rise in the ratio of currency outside banks to M3. The value
of this indicator at end of the year marked the level of 27.5 per cent, from
27.2 per cent projected in the program. However, this rise is estimated as a
temporary development; the indicator of currency outside banks is expected
to turn back to its downward trend during the current year.

The monetary policy of the Bank of Albania and its operations in money
market and in foreign exchange market enabled the observance of quantitative
objectives. Also, the borrowing operations of the government were within the
projected limits, thus creating necessary space for the Bank of Albania to
successfully manage the liquidity.

Table Ill.2. Meeting | | Qﬁ | March ‘04 | Juna *0d_| Sepi'Gd | Dec'Od |
quantitative objectives of the e ”'“?!5 g resans ;tjﬂhk ':“c”b"?ﬁmﬂ [L5% "“"":'";:'23 7 T
; jacti 7158 751 |
Bank of Albania | Acal _ 832.7 827.4 981.5 10446 | 1105.2
'I:iI'FFumnm 116.8 75.8 1957 191,10 | 143.5
Mt dearmatic casnts of tha Bank of Albania (ALL kil s
| Djactive .0 H3.0 5.0 F0.0 9.0
| Actual 72.0 b6 4 54.7 554 41.0
| Diffarance 240 164 1L BFY| -18.0
Mal dernpstc credil b rar [Ml billigng)
 Cjeciive 2668 274.1 27101 2791 | 064
[Actual 246.8 273.9 243.4 271.5 2841
| Differames 0.0 0.2 4.5 -F -0.3

" The government destined half of the Savings Bank’s privatization funds (USD 126 million) for
the growth of capital expenditures. Next half was used for settling the domestic debt and did not
impact on money supply growth.

2 Also the presence of the Raiffeisen Bank in the market, converting its capital into euro was in the
same direction with the foreign currency interventions of the Bank of Albania.
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III.T DEVELOPMENTS IN MONEY SUPPLY

Monetary developmentsduring 2004 reflected
the positive macroeconomic developments and
the Bank of Albania’s smoothing monetary
policy. Money supply was increased by about 13
per cent, being based on the rise of economic
activity and on the slight reduction of money
velocity. The money supply level enabled the
meeting of economy demand for liquid assets,
without infringing the observance of inflation
target.

Money supply components reflected similar
growth rates during 2004, without causing any

Chart ILT Meaney supply growth rote

15

Ll ]
essential changes?® in the time structure or in the FHPPPEPBERBERBRAIIZIZIZZ
foreign currency one. A3 FEFRABIEFRXDBEEFEAM
Souroe: Bonk of Abario
et [ir %] Table I1l.3 Monetary
ﬁﬁf_% i : ﬂ' indicators (ALL billions)
 Cumzney outside banks _$B] A3 103 1381
[T depoaits. 4.7 | 13.] 142 3491
| - ALL depesit 411 157 129 2533
| = Forsign curmency deposts 4.2 ! 7 12.1 1154
Ml 6.8 | 5.2 194 172.8
M2 &4 | T.h 12.0 397 .4
| M3 591 1.6 13.1 5072
| Bose monay i 20 1.2 178.4
lI1.1.17 M3 TIME STRUCTURE
The smoothing of monetary policy by the Bank
of Albania during 2004 did not affect the time
structure of money supply. This structure implies Chart 1.2 Time structure of money supply
the distribution of relative weights of monetary ord reol overoge intarast” (right scals)
aggregates according to maturity terms in the
150X 408

money supply. As such, it contains relevant
information on economic expectations. A rise
of liquid aggregates weight in the money supply
may be a sign of increased consumption and
inflationary pressures in economy.

Irrespective of nominal interest rate cut, the
low inflation rates made real interest rates stand

3 Changes in the time structure of money supply were due to
reclassification of ALL time deposits into demand deposits.
“ Real average interest is calculated as a 12-month moving
average of the real interest (the difference between nominal
interest and actual inflation).
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close to historical levels. This impacted on maintaining high annual growth
rates of ALL time deposits and on meeting the economy and government
demand.

e  Currency outside banks

Currency outside banks reflected a steady
performance during 2004. Its annual growth

Chart .3 CoB/M3 ratio and onnual growth for 2004 resulted to 10.4 per cent. Though the
of currency outside banks [right scole)

annual growth of currency outside banks has
turned back to positive levels, close to historical
values, it is a consequence of total growth of
monetary aggregates. The ratio of currency
outside banks to money supply went on having
a falling trend during 2003, but at slower paces.
The slow down of the reduction of the ratio under
discussion is due to the fact that it has already
reached minimum historical levels. The relative
weight of currency outside banks to money supply

I
IER ] ]
17.0%} | i
| i
| | i
| §
:.'.nu: L ':! i

ATy has fluctuated close to forecasted values.
EERLPEEERG
= ColliME . .
= Anrunl growt of Col — Lo frand (Call/d) Deposits in ALL
Sowma: Bonk o Albanin

In December 2004, the annual growth rate

of ALL deposits was 12.9 per cent. Their growth

is regarded as satisfactory, compared to the historical mean. However, as a
result of the slower return of money into the system, the growth rate of ALL
deposits for 2004 indicated a slow down by about 2.8 percentage points,
compared to the previous year. In the meantime, the annual growth rate of
the most liquid indicator of money supply, M1 aggregate, during 2004 was
higher than in the previous year. This was due to general rise of economy
demand for money. However, this factor did not impact on the relative weight
to money supply. Also, the revising of time

deposit contracts at the Raiffeisen Bank raised

Chaort [ll-4 Time structure of money supply the M1°. The effect of deposit shifts on M1

(M1/M3 ratio) aggregate growth is obvious. In absence of this
effect, in December, the annual growth rate of
:H: M1 would have resulted to 14.4 per cent or 5.0
LY .
e percentage points lower than the actual annual
it rate. Also, in absence of this effect, the ratio of
P M1 to money supply would have dropped to
o 32.6 per cent in December, from 34.1 per cent
% it resulted upon inclusion of these deposits.
i
oD - I I ] 5 As a result of changing the time deposit contracts at the
Raiffeisen Bank, a part of these defosifs passed info demand
Bl deposits, expecting renovation of customers’ contracts with
25 i the bank. This change led to higher growth of M1 aggregate
FEHEPEEARREBERRZAQR AR than the Bank of Albania expected. It is worth mentioning that
FF 2R FE A FTELT 1 KFE A this shifting of ALL time deposits into demand deposits does
not constitute any fundamental change in the time structure
Sovurce: Burk ol Ao Of money supply.
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The annual growth of ALL deposits, in total ALL 29.0 billion, appeared
mainly in the form of growth of households’ deposits in ALL. Their weight
constituted about 78.0 per cent of total growth of ALL deposits, while the
growth of deposits of businesses constituted about 15.7 per cent of the total
growth of ALL deposits®.

I11.T.7 FOREIGN EXCHANGE STRUCTURE

Year 2004 did not mark any changes in the long-term trends of foreign
exchange component of money supply. The ratio of foreign currency
deposits to money supply at end of the year resulted to 22.8 per cent or
0.7 percentage points higher than in the same period of the previous year.
In relative terms, the annual growth of foreign currency deposits was 17.1
per cent. The appreciation of the lek against the euro and the American
dollar has negatively impacted on their performance. In absence of this
appreciation, the annual growth of foreign currency deposits would result to
28.8 per cent. Also, the appreciation of the domestic currency has impacted
on reducing the share of foreign currency deposits to total deposits and to
money supply.

Foreign currency inflows from migrants were
the main source of annual growth of foreign
currency deposits. These revenues were higher
during 2004, due to increased employment of
Albanian migrants to Greece during the period

Chart 1.5 Foreign currency structure of M3
and real interest of ALL depaosits [right scale)

of Olympic Games. Also, the rise of confidence  **** 1
in the banking system and the increase of e . A1BLA - A ::':
banking products supplied made a part of e % / e s
foreign currency assets of economy held in the . 1"-'}{ ' \t'\-\._d_-.m Ll £
form of cash, find their way into the system in % /7 PP 120
the form of foreign currency deposits. o o
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About 60 per cent of foreign currency deposits $2 3232522528321 083231)

are time deposits. Therefore, their return has

. == Fenaign cumsncy desodlr ¢ 83
fluctuated, depending on the performance of o V2t resving e g st kvelgs ey dascats / W

interest rates in international markets and on the Mol Trkerest ot ALL chusroiti an fom vigh)
interest rate spread of those in foreign currency

vis-a-vis those in ALL. In the course of two latest years, the interest rates of

both main currencies reached the lowest historical levels and relatively lower

than the interest rates of ALL deposits.

Souroe: Bonk of Alhoniz

¢ The other part of the growth of ALL deposits was mainly due to growth of financial institutions’
deposits and less due to those of local authorities, public administration and non-financial public
enterprises.
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In absolute value, foreign currency deposits

Chert I8 Weight of foreign currency were increased by 16.9 billion ALL during 2004.
tirme deposits o fotal ime deposits The rise of households’ deposits constituted about
97.1 per cent of this growth, while the rise of

foreign currency deposits of businesses was only

?: 8.0 per cent of the total growth of foreign currency
..n deposits. The other contributors to growth of
.= Toreign currency deposits (financial institutions,

. local authorities, public administration and non-
_\‘_//_,c.:.—. 1w financial public enterprises), did not impacted
iz on the growth of foreign currency deposits.

15.0% ‘ (55,

FEFFFF7FPPORERPRFIIRS
i gi TR R R '_qi I EAL AR The Bank of Albania has withdrawn a part of
foreign currency inflows in the country, aiming

Pt of fomign curmecy time capoetly /il tme deposiy . .
— Foul tmberest roke [on tha eight) at smoothing the exchange rate fluctuations,

S S s balancing the demand with supply and injecting

Soumm BenkefAlheni ) . Gl .
liquidity in compliance with its monetary policy.

1.1 DEMAND FOR MONEY

I1.T.T FOREIGN CURRENCY POSITION OF THE BANKING SYSTEM

Net foreign assets of the banking system

Chort lIl.7 Contribution of net foreign asset reached the level of 2 billion dollars at end of

o onnuol growth of M3 2004. These assets were constantly increasing
™ during 2004, marking an annual growth of 516.7
oot million dollars.  This growth rendered a high
o & contribution to annual growth of M3, the highest

in three latest years. The inflow of privatization

X Y "-, revenues, growth of foreign currency deposits,
G X Fa , Bank of Albania purchases in foreign exchange
] ey S ".I f market and the euro appreciation against the
on 4l Il dollar in international market impacted on

significant growth of net foreign assets of the
banking system during 2004.
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1 44 841 3% The Bank of Albania has rendered a
Serrn Aork o Akann cONtribution of USD 340 million to the growth of
foreign assets of the system. Net foreign reserve
of the Bank of Albania at end of the year reached the level of USD 1 259
million. The growth was mainly due to intervention (purchase) that amounted
to USD 237.6 million. The Bank of Albania purchased USD 100.7 million from
commercial banks and USD 128 million from the Ministry of Finance. The latter
one belongs to foreign reserve inflows from the Savings Bank’s privatization
revenues, by USD 126 million. Also, the appreciation of the euro vis-a-vis the
dollar in the foreign exchange market impacted on increasing the value of
investments in euro expressed in USD. Excluding the exchange rate effect, the
growth of net foreign reserve of the Bank of Albania is USD 288.5 million.
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During 2004, the commercial banks’ foreign
assets underwent a growth of USD 176.8 million.
The growth was observed mainly during the
second part of the year, influenced particularly
by the growth of foreign currency deposits. The
level of net foreign assets was also impacted by
the converting of the Raiffeisen Bank’s capital
into foreign currency.

I11.1.1 CREDIT TO GOVERNMENT

During 2004, the government continued its
efforts for consolidating fiscal accounts. In terms
of GDP, the budget deficit stood almost at the
levels of a year ago. The government demand for
monetary assets was moderate, focused mainly
on the second half of the year. This demand
was met mostly from domestic financing. In this
year the budget deficit domestic financing was
14.5 billion ALL, from 20.1 billion ALL in 2003.
Including even the privatization revenues, the
budget deficit domestic financing for 2004 was
28.1 billion ALL.

Banking financing through purchases of
treasury bills and two-year bonds held the largest
weight of domestic financing during the year.
Commercial banks and households increased
the treasury bills portfolios compared to a year
ago, respectively by 6.5 and 6.2 billion ALL.
During this period, the Bank of Albania reduced
its treasury bills portfolio by 8 billion ALL, as a
consequence of outright sales of treasury bills of
its portfolio.

Institutions also reflected slight reduction of
the portfolio. Government bonds worth 8.5
billion ALL were issued during 2004.

Revenues from Savings Bank’s privatization
constituted @ significant financing
particularly during the second half of the year.

source,

Atend of the year, the deficit financing from the
Savings Bank’s privatization revenues reached to
12.5 billion ALL, whereas the revenues from the
privatization of the Insurance Institute (INSIG)
reached to 1.2 billion ALL.
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lII.1.17 CREDIT TO ECONOMY

Allocation of funds in the productive sector of economy is the final end of
the banking system intermediation. Credit to economy is occupying a more
and more important place in the structure of investments ensuring income
for the banking system. Credit to economy supports the new productive
investments in economy, impacting on the increase of production, trade and
services, etc.

During 2004 the banking system was obviously improved and developed in
terms of financially supporting businesses or households by banking credits.
The share occupied by credit to economy in the demand for money was
increasing during 2004. At end of 2004, credit to economy constituted 8.4
per cent of GDP, marking a growth of 1.6 percentage points compared to
2003. Also, the credit/deposit ratio reached the value of 19 per cent at end
of 2004, marking a growth of 3.3 percentage points compared to 2003.

Table Ill.4. Performance of 2004
some main indicators’ s s -1 QZ] EE] o
Money o (n bilion AL | 16,7 | 4484 | 4560 | 458.2 | 487.6 | S07.2
| Bomesti crodi fn % o M3]__ 708 715] 714 &95] 67A4| 6B
- Crmdf ta gevammant {in % 1o M3 &1.5 &2 599 57.1 548 55.1
- Credit lo sconomy (in % o M3 w3 11.3 1.7 [ 126 138
| Credit fo sconceny [in % to fofol ossats) 115] 13.7| 137! V48] 147| 1649
Cradit 1o economy [in % fo GOP| 57| 68| 70| 74| 73| B4
| Talol deposits fin % jo GLF) 4221 434 M1 M) HA| 44T
Credit/depoait ratic (in %) 13.5 15.F 15.8 1671 149 12.0

Outstanding credit at end of December 2004 reached to 70 billion ALL,
marking an annual growth of 19.4 billion ALL or 38 per cent. This growth
was about 62 per cent higher than the growth realized in 2003. Credit to
economy increased on average by 1.6 billion ALL per month, exceeding even
the level projected in the monetary program of 2004. December of 2004

is assessed as the month having the highest monthly growth over two latest
years, by 4 billion ALL.

The rising tendency of the weight of mid-term and long-term loans in the
outstanding credit structure continued even during 2004. The mid-term and
long-term loans constituted 66 per cent of the banking system credit portfolio
at end of 2004, from 54 per cent it was a year ago.

7 This ratio is established to annual GDP for 2004.
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Box Ill.1 Mid-term perspective of credit to economy

Banking system lending activity is expected fo accelerate its growth rates in the future,
reflecting the positive development impact on a number of macroeconomic and
microeconomic factors.

In macroeconomic plan, commitment and concrete results of the government on the
path to fiscal consolidation will open the way to gradual shifting of financial resources
from the state sector to the private one. Decline of the government demand for
financing will release a part of funds from domestic savings, necessary to finance the
rise of credit to private sector in the future. The natural tendency of deepening the
country’s financial intermediation, a process which is expected to be materialized in
cash reduction in economy and higher rise of deposits to GDP, will constitute another
financing source. Both these processes take special importance under the conditions
when the inflow of domestic savings is deemed to constitute the main source of
financing credit to economy for a certain period of time.

Nevertheless, in the long run, Albanian banking system will be able to acquire more
funds from external sources, which would allow rise of credit to economy beyond
the restrictions determined by rise of domestic savings. The rise of banking system
access in withdrawing foreign financing will come parallel to reduction of investment
risk in the country, under the conditions when the difference between interest rates
and expectations of real appreciation of the country’s foreign currency will serve as
a driver for foreign capital inflows.

In microeconomic plan, important positive changes were noticed in the factors, which
until the present were an obstacle for lending market development. The main change
belongs to privatization of the ex-Savings Bank from the Raiffeisen Bank; a foreign
private investor, with a great expertise and reputation in the European banking market.
The experience of many countries of the Eastern Europe and Balkan region shows
that the private ownership and experience in financial area have been key factors
impacting on rapid growth of banking credit to private sector in these countries.

However, the possibility of making this important structural change of the banking
system have a stable impact on rise of credit to economy, will largely depend on
the performance of legal and institutional environment where credit activity will be
developed.

Currently credit risk is at high levels, reflecting numerous problems in terms of rules
and practices on protecting creditors’ rights. The solution of these problems in the
future will be a key factor, which will sustain rapid growth of credit to economy.

Based on the above developments, the process of accelerating lending is expected
to start in 2005, upon entry of the Raiffeisen Bank into lending market. Growth of
outstanding credit to economy over the coming year is forecasted to be 27 billion
ALL or about 2.3 per cent of GDP.
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Credit in foreign currency again dominated the outstanding credit structure
by currencies. At end of 2004, the Lek - foreign currency outstanding credit
structure resulted to 20 - 80 per cent. The structure of foreign currency
outstanding credit by currencies marked 35 per cent credit in USD and 65
per cent credit in euro at end of December.

Compared to end of 2003, this structure underwent an underlined shifting
in favour of the euro, when this ratio was almost 50 - 50. The appreciation of
the lek against the USD and the euro almost during the whole 2004 negatively
impacted on the rise of outstanding credit. The annual exchange rate effect
of both currencies, USD and euro, on the reduction of outstanding credit
is estimated at about 5.3 billion ALL. Excluding this effect theoretically, the
outstanding credit to economy would grow by about 24.5 billion ALL.

Table lll.5 Performance of = 2002 2003| Q.1'04| Q2 04| Q304 G4'DM|
outstanding credit indicators | Chtsianding crei [ALL billons] 38.7 507 53.4 548 609 70,0
(in percentage) o e e

| Shoet-term laons 318 460 414 d54|  340] 340

Mid-tarn loans 200 333 5.4 a7.8 370 360

| Lomg-term loans 161 207 23.0 24.48 0 30.0

|ALL 213l Teal  Vzol  irol 17l 200

i Fom g crerany 7arl BD4 a83.0 aa.0 B30 60,0

The new credit extended over 2004 was about 100 billion ALL. At end of
2004 the new extended credit structure by terms resulted with a twofold of the
level of long-term new credits, compared to the previous year. During 2004
the credit in foreign currency dominated, even though there was a rise in
extending new credits in ALL.

Table lll.6 Performance of |, 2002| 2003 2004 GQ.1°04| Q.2'04] G-3'04] G.d'04
new credit over years M ceadit (ALL biliars) 424 926] 997 279 25 160] 254
(ALL billions) | . : [ ————

{ Shortteem loons 447 &L 42.3 18.7 TH.1 0.9 144

[Mid-sarm loars 13.0] 232 325 57 &8 EX [N

| Long<term loans 4.4 L 149 a.5 34 4.1 s

AL 208 308 325) ascl 89l 60l 8

|Foresgn curmancy 18| &1.8] &72] 1990 194 1200 144

The banking credit during 2004 had some new developments in terms of
backing the economy sectors with credits. So, upward lending tendencies
were observed in the agricultural and manufacturing industry sectors.
The agricultural sector during 2004 was credited about 1 billion ALL. It is
estimated that the trade sector underwent a decline in terms of banking system
financing.

During three latest years this sector has been the most credited sector of
economy.
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Box Ill.2 Concentration of bank lending _
market over 2004 Chart 1  Hurfindahl index gn sone
outstonding credit indicators

The number of banks that were active in lending b3

market increased during 2004 comparedto ayear

ago, further orienting this market towards perfect

competition. The value of H index on outstanding . n&

credit in lek was decreasing as compared to end of -

2003. However, the lending market continued to be

fragmentized according to terms, foreign currency s

and credit nature. The concentration continued fo
appear in the long-term outstanding credit index,
where the H index value was estimated with its
added value compared to end of 2003. Even
though the number of banks crediting in long-terms
has increased, yet the banks crediting in large
volume at long-terms has remained the same with
that of the previous year.
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1.1 EXCHANGE RATE PERFORMANCE

Year 2004 was associated with appreciating pressures for the lek, impacted
by country’s macroeconomic stability, increased confidence in the domestic
currency and largest impact of seasonal effects. Compared to the previous
year, the lek was appreciated on average by 7.2 per cent against the euro

and by 15.7 per cent against the dollar.

The ALL appreciation is not a characteristic of 2004. The deep ALL
appreciation signs appeared about two years ago against the dollar and
about one year ago against the euro. Though the ALL against the Euro is
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Table I1I.8. Annual changes* | | 2000 200 002 | 2003 2004 |
of average exchange rate | ALL/ LISD 4.4 0.3 -2.3 -14. -15.7
(in percenfgge) | ALL # EI.JF:{‘J -'F_-h w1 3|:| | 3';' -J_.E“

* T raxgaive sign shows ta oppreciaion o (ha ALk

presented at the levels reached over a two-year

Chart i1 Exchianga nate parformoncs n yaors period, its exchange against the dollar marked
(ALL/LISD right scala) minimum historical levels of this ten-year period.

During 2004 the ALL was appreciated by 13 per
cent against the dollar, being exchanged up to

ta ".,‘ w  the level of 92 ALL /USD.
11 ey L ;]
The exchange rate performance during 2004

was impacted by long-term domestic factors and
ial : w  specific factors of the year. The specific factors

relate to the starting of tourism earlier than in the

previous years, rise of agricultural production,
I ™ decline of demand for imports of agricultural
products, impacting the supply and demand
for foreign currency in the direction of the ALL
appreciation. Even though the effects of some
specific factors diminished over the second half
of the year, the long-term domestic factors have maintained and strengthened
the position of the ALL. Among these factors, we mention:

i % r "
i g T 0 D T T g0 DT T V0 Y T g B D g g TH e
B Y e g 1 T
Sounn: Bank of Albenis

- Constant consolidation of the country’s economic activity. This stability
has strengthened the confidence in Albanian financial system and in monetary
assets in ALL. The Albanian economy has grown at high rates, associated with
low and stable inflation rates.

- The interest rate spread between the ALL and the foreign currencies.
This spread has encouraged a high demand for ALL. Even though the interest
rates in ALL decreased for about a year, the low inflation rates have kept high
real interest rates in ALL. This is noticed in the increased ALL deposits and
increased demand for treasury bills.

- Consolidation of public finances and budget deficit has dictated a low
demand of Government for monetary assets. Also, credit in ALL remained in
low levels, limiting, to a certain extent, the generation of monetary assets in

ALL.

- Stable remittances of Albanian migrants working abroad. Remittances
constitute a constant source of foreign currency supply. Also, the privatization
process and increase of foreign direct investments brought about further
improvements of the balance of payments and increase of foreign currency
supply in the country.

Developments in international foreign exchange market are reflected in
our foreign exchange market. So, the Euro appreciation against the dollar
has also been reflected for more than a year in the decline of the US dollar’s
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value even in our country, though the Euro’s appreciation has not occurred.
During 2004, the US dollar was depreciated by 7.5 per cent against the Euro
in the international market.

During 2004, the Bank of Albania intervened in the foreign exchange
market by purchasing foreign currency, in an effort to avoid large fluctuations
reflected by the exchange rate, mainly during summer and end of the year.
In total, the Bank of Albania purchased 237.6 million dollars during 2004,
mainly during July, August and December. Commercial banks and the
Ministry of Finance were the main partners in these purchases, purchasing
approximately 100.7 and 128 million dollars.

Box I1.3 Balassa-Samuelson effect

One of the factors with long-term impact on exchange rate is even the difference
in productivity growth between various sectors of economy. The contribution of this
factor on the real exchange rate performance is known in economic literature as the
Balassa-Samuelson effect.

A brief description of this phenomenon would start with division of consumer products
(goods and services) into two main sectors: sector of tradable products (whose prices
tend to be in line with prices of foreign products due to competition between them)
and sector of non-tradable products (on which a difference exists between domestic
and foreign prices due to high international arbitrage costs). Based on the theory of
a price law in the long run, the nominal exchange rate performance would reflect
changes in relative prices of domestic and foreign products only in the tradable
goods sector.

The so-far experience shows that in most countries the productivity growth in tradable
goods sector tends to be faster than in the non-tradable goods sector, a fact which
relates to exposure of this sector fo international competition. Growth of productivity
increases the pressure for wage rise in tradable goods sector. This process, under
the conditions of labour force movement between two sectors, will be associated with
wage rise in non-tradable goods sector, even under the conditions when this sector’s
productivity is not raised. This factor will bring about relative price rise of non-tradable
products in relation to tradable ones.

Difference in the productivity growth between two sectors is present either in developed
economy or in developing countries. But low productivity base characterizing
undeveloped countries and faster convergence of tradable goods sector towards
productivity levels of developed countries, make the difference of productivity growth
in tradable goods and non-tradable goods sectors of these countries be greater than
in developed economies. Therefore, even the degree of relative price adjustments
in these countries is higher, bringing about a larger rise in relative prices of non-
tradable goods. So, for equal inflation rates in domestic and foreign tradable goods
sector (which implies an unchanged level of nominal exchange rate in the long run),
inflation in domestic non-tradable goods sector would be higher than the one in
foreign non-tradable goods sector. As the category of non-tradable goods occupies
an important weight in the consumer basket used for measuring the overall price
index, the inflation rate in the country would be systematically higher than inflation
rate in foreign countries. In this way, non-reflection of inflation differences in nominal
exchange rate would result in an appreciating tendency of real exchange rate.
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The fact that real exchange rate appreciation is
caused by the operation of real mechanisms in
economy restricts the monetary policy only in selecting
the form in which the real exchange rate appreciation

Chort T Parformance of real sxchonge rote will be manifested: a higher inflation rate or a nominal
and relotive prices [index; December 2002 =100] exchange rate appreciation. In Albania’s case, the
120 inflation target (about 3 per cent) is higher than
that of the euro area (2 per cent), serving for partial
i ey amortization of pressures on nominal exchange
= H“‘.I rate. However, in the presence of a strong effect
- 4 ' of Balassa-Samuelson (a real annual appreciation
Y FAI higherthan 1 per cent), observance of inflation target
ey 4 - T 9 9

. ~ \Jrl_.:;.::‘___ = o would require the transfer of burden towards nominal

- / . = exchange rate appreciation.

ng ~ & --‘H-'" Sammm 1=

s o il A appraciafion. Y arious empirical studies in Eastern Europe countries
ol e e’ estimate the B-S effect in the interval of 0-4 per cent
per year. At the moment a quantitative estimation
. i for Albania’s case appears difficult, since insufficient
Pl 13 oy HEEY P T Y00 ne e Stafistical data make impossible the separation of this

— Raatl aecten rits —— Priva [PTH / P W) effect from the general effect of factors impacting

Seurce: Bork of Mborin on exchange rate. However, what can easily be

noted is the coincidence between the upward trend

of real exchange rate and upward trend of relative

prices of non-tradable products, which can serve as an indirect indicator for the presence of the Balassa-Samuelson

phenomenon. Even though no accurate conclusion can be drawn on the operation of this factor, its taking info

account along with other factors would constitute an additional contribution to explaining the ALL appreciating trend
during recent years.

I11.5 DEVELOPMENTS IN MONEY MARKET AND INTEREST
RATES

Adequacy of liquidity in the banking system, intensification of activity in
the market, interest rates cut were the main features of money market over
2004. Under the impact of easing monetary policy, the interest rates in all the
markets continued the falling trend of the previous year, reaching to minimum
historical levels at end of 2004. The Bank of Albania cut the core interest
rate by 1.25 percentage points during 2004, bringing it to 5.25 per cent, its
lowest historical level.

Table IlI.9 Interest rates Intarast rof
change (in percentage AR Ly iy 31.12.2004 {in ‘_’J

points) |G inturest rale +1.50 -2.00 =1.25 5.25

Change of urasl nales in indar-benk marke

| Cramight | +200] .250] 093 537

Crvarmigit =1,20 -1.50 -1.24 5.84

Ch of treasury Bilk yekl

3:manth +3.20 -3.90 .| .25 .09
| &-marsh | +230| 330 .154 FET

12-manth =210 -2.10 -1.39 810
| Changs ol inlenesl rabes 0 ALL depost maiked o
| 3-manth _ +1.05 -2.50 -1.01 4,48 |
[ &= manlh. | +1.5Z -1.50 -1.66 Al

T2-manth =1.,49 =140 163 5,99
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I11.5.1T LIQUIDITY PERFORMANCE AND MONEY MARKET ACTIVITY

Excess liquidity characterizing the banking system since the second quarter
of 2003 was also present during 2004. Excess liquidity of the system presented
a steady trend, with some moments of its increase over the first quarter and
over June-July.

Daily average liquidity level of the year
resulted to ALL 4.7 billion, marking a growth of
ALL 0.3 billion compared to the previous year.
Liquidity level of the banking system is supported
by the increase of ALL deposits during the year,
particularly during its first quarter, and by low
government demand for monetary assets®. The
net budget deficit financing from the banking
system during 2004 resulted to about ALL 3.1 >
billion lower than in the previous year.

Chart 1.1 2 Waekly liquidity peformaonca

(ALL millions)

¢ ITITILL
This change was mainly due to increasingly ~ * Ll{J‘ 1“
meeting the government’s need by other non- 1
bank investors (households and financial . F s E BB B BREBEEZIGEGS 3
institutions). B B33 8 33 8 §F 33 315k 33
ST, e Mimesesh

Furthermore, during summer the liquidity
level was also impacted by foreign exchange
operations of the Raiffeisen Bank, for changing the capital from ALL into
euro.

In general, liquidity fluctuations around the average level have been
relatively small, without constituting any problem for its management. Excess
liquidity rise in June was caused by an isolated case of non-acceptance of
banks” supply in the primary market, when these supplies deviated obviously
from the overall yields trend. The Bank of Albania has also used the structural
and fine-tuning operations to stabilize the liquidity level.

* Inter-bank market activity

Year 2004 recorded a rise of inter-bank transactions of a longer maturity
term. The average daily level of weekly loans reached ALL 0.25 billion from
0.16 billion in 2003, and that of monthly loans reached ALL 0.023 billion.
Such loans were lacking during the previous year. The average daily level of
overnight transactions resulted almost the same with that of 2003, at ALL 0.4
billion.

8 It is calculated by taking into account even the banking system dues to government. Also, the
performance of credit in ALL is noft sufficient yet to withdraw the liquidity of the system.
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. Treasury Bill primary market activity
Chart .13 Averoge doily wolume in
the inter-bank morket (ALL billions) Year 2004 witnessed a strengthening of the
banking system interest in investing in longer
Lap term securities, such as two-year bonds. The
140 i weight of two-year bonds in the portfolio of
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Interest rates in financial markets had clear
o

falling trends during 2004. Except the easing
policy of the Bank of Albania, these tendencies

T
‘ have also reflected the enhancement of

- competition in the banking system, as a result of
i B = B B the Savings Bank’s privatization®.
I [ | | I I . Inter-bank market
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WY B D overnight transactions and from 6.99 per cent

Favrm feck el Ml=n= 15 5.86 per cent for weekly transactions. The

inter-bank market is the market with the fastest

Chort [lI1.15 Market interest rote behoviour and more effective reaction to monetary policy
depending on key inferest rate signals, since transactions there have a short

maturity term. Inter-bank market over 2004

" was characterized by increased fluctuations of
iz - ; ;s : overnight interests, particularly in the period

of estimating the required reserve, when the
banks” demand for liquidity was increased.
Segmentation of inter-bank market and lack
of its treatment as a genuine active exchange
market are other factors that have impacted on

2 the fluctuation of overnight interest rates in this
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*  Primary market

Treasury bills yield gradually dropped during 2004, reaching at end of the
year its lowest historical levels, 6.1 per cent, 7.2 per cent and 8.1 per cent
according to 3-, 6- and 12-month terms. Besides the easing monetary policy,
the yield performance is supported even by increased demand of banks to
invest in this market, which remains the most attractive market for investing
banks” liquidity.

In the meantime, the two-year bonds yield dropped in smaller magnitude
than other yields, from 10.2 per cent at end of 2003 to 9.0 per cent at end of
2004. The weakest reaction of the two year bonds yield to easing monetary
policy of the Bank of Albania is explained mainly by lower competition in this
market, where fewer banks are active.

*  Deposits interest rates

Interest rates in ALL deposits market have
been cut by all banks and for all maturity terms.
During 2004, the real inferest rates of 12-
month ALL deposits fluctuated on an average
level of 3.6 per cent. This level resulted to = '™
2.3 percentage points lower than a year ago,
impacted mainly by constant cut of nominal
interests of these deposits. Similar to two-year 4 N j \,

Chart .18  Reaal |::r||:| namindl interass
af 12-manth ALL dapasits

bonds, the reduction of long-term interests (two- : 3 \ Ir V) b D e
year deposits'®) was smoother. - X
g

Interest rates of foreign currency deposits B & B & B B EBRREEBSEET R
displayed trends contrary to those of ALL deposits ¥ S BERE L 4 A0
during 2004. This market is impacted by rise B A [ Ko
of libor and euribor interests in international
markets, being reflected in the rise of interests Seure: Bonk of Albenia
of deposits in dollar and euro in the country.
Compared to the previous year, the weighted Chart lIL17 Interest rates of time
interest rate of time deposits in USD was foreign cumency deposits

increased by 1.0 percentage point, at the level
of 1.61 per cent, and that of time deposits in
euro was increased by 0.3 percentage point, at
the level of 1.71 per cent.

The trend in opposite directions of the ALL

and foreign currency interest rates has caused = 1= R i o

further decline of the spread between interests = = 3

O]( ALL - USD ond ALL - EUR deposi‘rs. At end i FE % BEF B B B B £ 8B B &2 &8 2 3
Fr) 3y yeyrreyrnl

10 The series of data on interest rates of 24-month ALL time Weghind g isteasd e fuad e depcan|

deposits started in August 2004. Compared to this month, == Waghmd cvmmga isereal i (s fme Gapoai)]

the interest of these deposits in December fell by 0.16

percentage points, at the level of 6.98 per cent. Eparrn: Bark of Mbaria
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of 2004, the interest rate spread of ALL - USD
deposits reached 3.3 per cent and the interest
rate spread of ALL - EUR deposits reached 3.2
per cent. Compared to the previous year, they
have declined approximately by 2.25 and 1.6
percentage points.

Chert (Il 18 Interast rate sprecd of time deposits
[ALL - foraign curmancy|

ALL time deposits went on constituting a
more atfractive investment alternative in ratio to
foreign currency deposits. As it is indicated by
the following table, the return rates of foreign
currency deposits, expressed in ALL, have marked
low or negative levels, reflecting the effect of
the appreciation of the ALL vis-a-vis the foreign

1
Mg T D T e U By 08 D 0 e DD e 0 Dy T A W30 By Tl Dl W

currencies.
e Al LIS — ALLFLA
Leasroa: Bawk of Mbario

Table IlI.10. Annual average I ALL In USDY In Eura
interest of 12-month ; Corvested indo AL Convarted inio AL |

deposits in ALL and in | 1¥%% 12.4 a3 «6,8

foreign currency converted 2000 Fifh'd 4.5 -0.3
info ALL 1" (in percentage) |24l | 2.7 A7 4.9 |

200 a.5 13.0 4.1

| 2003 2.4 =154 -2

2004 &4 75 0.1

. Credit interest rates

ALL credit interest rates have reacted more weakly to monetary policy signals
compared to interests in other markets. The main impact on ALL credit interest
rate fluctuation is given by the change of lending structure'? from one month
to the other; the lack of an active competition and the policy of various banks
in lending. The latter one changes depending on reference interests, credit

collateral elements, risk degree, type of credit
extended, efc.

Chart IL19 ALL credite interest rotes by farms
Due to low competition'®, a big spread results

A between minimum and maximum inferests
- applied by banks, within the same term. In
s some cases, the interests applied by some banks
IF&S%

&= have been as much as double of the interests
W, applied by other banks. The lack of a competitive
o ALL lending market  makes more difficult the
e transmission of the Bank of Albania signals to the
Y 1 lending market.

rom

"' The annual average of foreign currency deposit interest

et TH

Soera: Bank of Albarnia

rates, corrected with the change of exchange rate in the period
of holding the relevant deposits.

12 The change of loan amount by certain banks.

'S As a result of non-active participation of the banks with
higher liquidity level in this market.
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. 2000 FOH  Table 1111 Spread between
LIp 1o &-manth cradi| 1.9 128 maximum and minimum
mianth fo | -year eredit 11.4 168 inferests applied by banks
1 - 3year credit 10.0 4T in ALL credit market (in
Coar 3-year credit 8.0 100 percentage)

Upon rise of competition in the lending market, the spreads will be
smoothed and the fransmission of monetary policy signals will be more
effective. In November 2004, for the first time after some-year detachment,
the Raiffeisen Bank participated in the lending market. In 2005, this bank is
expected to become an important competitor in this market, by impacting on
the smoothing of interest rates.

| o _ 2002 | 003 2004 Table I1l.12 Average annual
| Waighted overags irdemsst rots of A1L loans 151 T3] 13,4 interest rate and the spread
["ALL depost-cradit spread fin parceriags] 74| 59 8.1, of ALL loans (in percentage)

Foreign currency credit interest rates have
indicated more moderate fluctuations in Chart lIl.20 Foreign currency cradit intarast rotes
comparison to previous years and to ALL credit
interest rates. During 2004 this indicator was %5
featured by upward trends of interest rates,

particularly over the first nine-month period. ' gu /% 9 M-A - - JH- .
H . . |‘_,.--"'I III II {5 J ‘_.-"ru J
This performance was related mainly with Y Yt F WA M
the increase of libor interests in international p ¥ I'.LI b il \ [ V=
markets and rise of foreign currency deposit = *** v L
interest rates in domestic market. \
s B B B B B B 3 3 2
) * §F A & F O£ ¥ I i

—— Waigtied cearnga Inferadl min of usd oo
‘Weighied ovaroge [nferest mia of eurs loors

Searmac Bork of Albonin

. . ; 3002 | G003 annd| loble 1113 Annual average
l Weiahted o rrr———— ] — ﬁlﬁ 77| interest rates and spreads of
[ Weighted overage imensst rofe of Furo loans B al B4 | foreign currency loans
| Spread of depasits - leans in USD {in percantage paints) 4| 62 £.7| (in percentage)
| Spread of depasits - locns in s in parcenfoge points) 6.1 &5 69
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Chart 1 Inlerests of notional currancy dapasits
i e redgiodn countrias [0 parcantaga)

n WL ,.f‘l Box Ill.4 Monetary policy of region

countries and interest rate performance

Monetary policy of region countries, including that
of Albania, has generally had an easing tendency
during recent years.

]
YL TR

= ] B = B B B = This tendency is characterized by macroeconomic
E 2 5 13 2 §F 2 3 and regional stability, reforms in financial system,
bania Sl including the state-owned banks’ privatization,
— Blilgaric Crocia L increased trading relations with Euro area countries,
efc.
Joumn: Fh

Therefore, the spread between key interest rates of
Chart 2 Interests of national currency loans region countries has been narrowing.
in the r\-bgil:;n corurririgs I:in purm'rlugﬂ
Performance of key interest rate in percentage

e The above developments made the interest rates of
the region countries further approach key interests of

=
S, ﬂ II'||||I | H ECB and FED. Also, this policy led to the narrowing

of the spread between national and foreign currency
12 \_“E\\_’Q—‘\ interest rates.
i~ I L~
STy A )

— Ajponio == Mpceoanio Croatio

Joumn; FS

1.6 MONETARY POLICY INSTRUMENTS

To achieve the monetary policy objectives, the Bank of Albania has continued
to employ indirect instruments included in its operational framework. Under
the conditions of excess liquidity, during 2004 intervention is made mainly
with instruments for its withdrawal.

*  Repurchase (repo) agreements

Withdrawal of excess liquidity is mostly realized by weekly repurchase (repo)
agreements. In these auctions there was invested on average 3.3 billion ALL,
compared to 3.2 billion ALL in 2003. The auctions were mainly of the “set
price” type. In August and September 2004, the form of auction was changed,
passing fo limited amount repo interventions, where the interest rates were
determined by the banks themselves. This changing of the form of auction was
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intended to raise the pressures for the whole transmission of monetary policy
decisions made during this period.

During June-July, a steady growth of liquidity level was observed as a
consequence of primary market operations. Therefore, the Bank of Albania
organized two monthly repo auctions, intending its longer-term withdrawal.
Also, in one case there was intervened by employing overnight repo - fine-
tuning operations.

e Qutright transactions

Chart [1.21 Average valume (ALL billions)
and interast rate in repo agreemant oudlions

For permanent withdrawal of liquidity and its
structural regulation in the market, two outright
transactions were carried out over the first quarter
of 2004, with a total value of ALL 4.5 billion. These
interventions realized the permanent decrease of
liquidity and the stabilization of its level.

e Overnight deposits

The operational framework of the Bank of
Albania provides even the overnight deposit
facility, as an investment instrument of banks’
liquidity (accrued interest: repo minus 3.0
percentage points). In this form, there are
invested on average 0.8 billion ALL or 0.2 billion
ALL less than in the previous year.

Chart 122 Averoge cvernight deposits ond

_ ) , lans with the Bank of Albania [ALL billions)
During 2004, the fluctuations of overnight

deposit were smoother, except in September,
when due to application of fixed amount repo
auction, the excess liquidity was placed in the 3
form of overnight deposit.

*  Overnight and Lombard loan 1

Overnight loan (accrued inferest: repo
plus 2.5 percentage points), is used to safisfy i+

short-term needs of banks. By means of this g g g E _% g i g z i E
instrument, on average 0.16 billion ALL were : ; _
injected, compared to 0.03 billion ALL in the = Owernight loon = Chvermight daposii

previous year.

Lombard credit is the borrowing operation of highest cost for banks (accrued
interest: repo plus 6.0 percentage points). It is regarded as the final crediting
possibility for satisfying the long-term liquidity needs and is not used in any
case during two last years. The demand for liquidity in the banking system has
mainly been short-term and has been met mostly in the inter-bank market or
through other more favourable facilities.
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*  Required reserve

During 2004, the liquidity withdrawal from the market went on by using the
required reserve instrument. Growth of the required reserve level in ALL and
in foreign currency reflected growth of deposits in the banking system for all
respective categories of liabilities included in the required reserve base. Along
the year, the remuneration rate on required reserve in ALL reflected a falling
trend as a consequence of repo reference rate cut. At end of 2004, this rate
decreased to 4.05 per cent from 4.86 it was in the previous year.

Banks used about 30 per cent of the
maximum permitted level' of the required

Chart 11,23 Performance of ALL required reserve reserve for satisfying their daily liquidity
of fhe bonking system and remunerafion rotes needs. The functioning of AIPS'® during this
year created possibilities to banks for better
=y i managing the reserves, maintaining proper
s L ad levels and reducing cases of non-fulfilment of
2k el reserve to minimum.
Wi
g ™ . E Foreign  currency  required  reserve
o T * = remuneration rates have been increased
o | ] - rapidly, reflecting consecutive rises of euribor
e I I : and libor rates. Average remuneration rate in
s 0 IO UL N W euro increased from 1.33 per cent at end of
BB E R E N RN 2003 to 1.46 per cent at end of 2004, whereas

that in dollar was almost doubled, from 0.69

Fed mserse — Ronormanotion et ml
oo S 3 per cent to 1.15 per cent.

Spume Bonk of Akanis

. Operational framework improvements

Chart .24 Fareign currency required reserve
af the banking system ond remuneration role

OnMarch2004, the Bank of Albania adopted
the Regulation “On intraday credit”, with the
intention fo improve its operational framework
and ease the functioning of Albanian Inter-bank
Payment System (AIPS). The use of intraday
credit, which started on May, has helped in
meeting the needs for the settlement of intraday
payments of commercial banks. Intraday credit
is extended by the Bank of Albania only in ALL
i _ _ against collateral and does not attract interest.

2 3 2 3 5 B E B 8 B E E Collaterals used for extension of intraday credit

L1321 23 008 1A are subject to evaluation at market prices in
S RS TR TR . I A SR S gt standard frequencies. The constant control on

— Smsummmicn mie inusd = Beumamton nple neom
Soums Bank ol Akana  COllateral terms that support intraday credit

' The required reserve system allows banks to use up to 20 per cent of the calculated required
reserve level, fulfilling the obligation of maintaining average reserve during the calculation
period.

15 The new inter-bank payment system, implemented for the first time on January 31, 2004, aims
at realizing real time gross settlements between banks, thus impacting on further banking system
development.
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lines prevents along the period the risk going with them under the conditions
of lack of appropriate infrastructure. The volume of intraday credit used by the
system during one day has fluctuated up to 1 billion ALL or 21 per cent of the
total credit available to the banking system.
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CHAPTER IV. BANKING SUPERVISION

1V.1 LICENSING AND REGULATORY FRAMEWORK

During 2004 the banking system in Albania was characterized by dynamic
developments either in terms of increasing the number of banks operating
in the market or in terms of extending the banking network in various areas
of the country. On February of the past year the Popular Bank, Jnt. Stk, the
second bank with wholly Albanian capital entered into the banking market.
On April of 2004 the transfer of 100 per cent of the Savings Banks’ stock
to Raiffeisen Zentralbank Osterreich Aktiengesellschaft was approved, as a
crowning of the privatization process of this bank. In 2004, the application
for establishing a new bank with wholly Albanian capital was submitted. This
application has recently received preliminary approval for licence, pursuant to
requirements of the Law “On Banking System of the Republic of Albania”.

At end of 2004, the number of banks operating in Albania is 16, out
of which 2 banks are with totally national capital and 14 other banks are
dominated by foreign capital. The Albania’s Assembly, with the proposal of
the Government of the Republic of Albania, passed two laws on privatizing
the stocks, property of Albanian State, at the Albanian Italian Bank and at the
United Bank of Albania. Upon implementation of these laws, the Albanian
banking system will be entirely with private capital.

TV.1.1 LICENSING

Licensing activity of the Bank of Albania underwent new developments
during 2004. Briefly, these developments may be summarized, as follows:

* In 2004 the definitive licence was given to the Popular Bank, Jnt. Stk,
which is a company with domestic capital, for commencing banking business.
Preliminary licence was given to this bank by the Supervisory Council of the

Bank of Albania on August of 2003.

J In 2004, another entity with Albanian capital, the Union Bank,
submitted the application to receive a licence to carry out banking business.
This application was considered and analyzed by the Supervision Department

during the past year. The preliminary approval for a licence was granted at
the beginning of 2005.

*  One of the main characteristics of the Albanian banking system in
2004 was the extension of its network within the territory of the Republic of
Albania. In 2004, 30 new branches and agencies were opened, geographically
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extended from Shkodra to Saranda. A peculiarity is that these branches and
agencies are opened not only in the main cities but also in other cities and
towns. Also, the branches and agencies opened in Tirana are extended in its
whole territory, covering even outlying areas with banking services.

* In 2004 the privatization process of the only state-owned bank was
over. In April the ownership transfer of 100 per cent of the stocks of the
Savings Bank’s capital to Raiffeisen Zentralbank Osterreich Aktiengesellschaft
was made official. In August the Bank of Albania approved the request
for the transfer of 100 per cent of the stocks of the Savings Bank’s capital
from Raiffeisen Zentralbank Osterreich AG to Raiffeisen International Bank-
Holding AG. Both these entities are part of Raiffeisen Zentralbank Osterreich
AG Group (RZB — Group). The capital transfer was aimed at maintaining the
general structure of RZB — Group holding and does not provide any change
in the control of the Savings Bank, which continues to be exercised by RZB.

*  On May of 2004, the International Commercial Bank changed its
capital structure by transferring the ownership of 100 per cent of the stock of
bank’s capital to the financial ICB Holding AG group.

*  Upon the request by the Raiffeisen Bank, Jnt. Stk, the Bank of Albania
approved in December 2004 the addition of some operations allowed in the
annex of this licence, in compliance with the level of its paid in capital, which
is higher than the triple of initial minimum paid in capital.

* The Bank of Albania made the decision to inferdict the right of
performing activities of the third level to two banks, as a result of reduction of
the capital level, mainly due to exchange rate performance of the domestic
currency versus the currency in which the banks’ capital is held.

* In 2004 there was given the approval for changing the name of the
Savings Bank into Raiffeisen Bank and of the Commercial Bank of Greece
(Albania) into Emporiki Bank (Albania).

* In 2004 a licence application and an application for revoking the
licence were submitted to the Bank of Albania for non-bank entities. “Tirana
Leasing” Jnt. Stk., was granted the licence to provide “financial leasing”.

* In 2004, 10 foreign exchange bureaus were licensed and 12 other
bureaus, which were found as having violated the regulatory framework, were
revoked the licence.

*  During 2004, 11 savings and loans associations were licensed
and 11 other associations were revoked the licence. 10 savings and loans
associations, which are revoked the licence, are united on the basis of 5
existing savings and loans associations.

At end of 2004, after the changes that occurred, the list of entities licensed
by the Bank of Albania by years is presented as follows:
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No. | Entities 2000 | 2001 | 2002 | 2003 | 2004 | Table IV.1 Entities licensed
1 Banks and branches of foreign banks 13 13 14 15 16 | by the Bank of Albania by
2 Non-bank financial agencies 2 4 5 7 7 | years

3 Foreign exchange bureaus 19 38 58 58 54

4 Savings — loans associations 113 131 130

5 Unions of savings and loans associations 2 2 2

TV.1.1 REGULATIONS

The regulatory framework of banking supervision was further amended
and improved during 2004. Briefly, we would highlight the following
improvements:

A. Drafting and adopting the Regulation “On Money Laundering
Prevention”, referring to current law on combating money laundering and
particularly 40+8 recommendations of FATF for preventing money laundering
and fighting against terrorism financing. This Regulation is aimed at preventing
the use of banks as a way to money laundering and terrorism financing, as
well as preventing criminal operations in economic and financial area. On the
other hand, it is taken into account that the use of banking system for money
laundering and terrorism financing ruins the reputation of the Bank of Albania
and of the country in general. To prevent these consequences, it is important
that banks constantly apply best standards for preventing, identifying and
reporting cases of money laundering or terrorism financing.

This Regulation provides all the procedures to be followed by banks
for customer identification, their data recording, and terms for keeping
documentation, how and when should be reported to the Directorate of
Combat against Money Laundering and to the Bank of Albania, relevant
structures to be engaged in this process and their responsibilities, efc.

Special place in this Regulation is occupied by the part of legislation on
bank supervision by the Bank of Albania.

B.  Modification of the Guideline “On Bank Regulatory Capital”, where

the main alterations relate to:

—  Harmonization in calculating the regulatory capital for covering credit
risk (at capital adequacy ratio) and global regulatory capital for
covering market risks.

—  Methodology of calculating the base capital and additional capital
is the same, but global regulatory capital for covering market risks
includes even the capital surplus. (Tier 3). The calculations of additional
capital are made according to residual base capital and residual
additional capital. Precisely, improvements are made in accurate
definition of the residual base capital and residual additional capital
for calculating the global regulatory capital.

—  Clearer definition of types of reserves that figure in bank capital.

C. Amendment of the Regulation “On Capital Adequacy”, with the
following main changes:
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—  Dividing, for the effect of weighting the assets, from the counterparty
of the countries of zones A and B, to the counterparty of member
countries and non-member countries of OECD.

—  Weighting (for the effect of risk and calculation of capital adequacy
ratio) by 50 per cent of mortgage loans, only in cases of a residential
property used for housing or renting.

D. Approval of the Regulation “On Credit Risk Management”.

The purpose of this Regulation is the credit risk management, so that banks
minimize possible losses from credits and other similar assets, sensitive to
interest rate movements. This Regulation defines the criteria, categories and
methods of rating the loans and other bank assets, calculating an appropriate
provisioning level for covering possible losses from incapability of recovering
their total value. This Regulation provides more clearly the priority of assessing
the criteria for defining the portfolio quality, periodic assessment of overall
asset quality and of the commitments given.

E. In the course of this year much work was done for improving the
existing Law “On Banking System in the Republic of Albania”, with the intention
to pass it to the Assembly of Albania within 2005.

These improvements are dictated by the need to adjust to and implement
the European directives in this area and the Basel principles for an effective
supervision. The new draftimproves the existing law in some directions, including
the insertion of some new concepts related mainly to consolidated supervision.
Simultaneously, the draft provides stronger and clearer requirements on
granting a licence fo institutions conducting banking business, stronger
requirements on banking activity transparency, better acquainting with the
responsibilities of the Board of Directors and the Audit Committee in terms of
bank activity, clearer procedures on a bank’s administration or liquidation,
etc. The Bank of Albania is closely cooperating with the International Monetary
Fund about this draft. The draft will soon be discussed with the banking industry
and other important institutions of the country.

1V.1BANKING SYSTEM PERFORMANCE

The financial state of the banking system at end of 2004 is presented as
good. The main profitability indicators have generally had a stable performance
during the whole year, reflecting the prudential growth of the overall banking
system and the extension of activity of most banks, with more products and
larger presence in the market.

The banking system evidenced a positive net income over 2004, about
5.11 billion ALL or about 0.66 billion more than in the previous year. This
figure constitutes 0.66 per cent of GDP accrued for 2004.

Table IV.2 Neiﬁ rgsu/f December ‘02 December ‘03 December ‘04
(ALL billions) | Net result 3.89 4.45 5.11
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Net income from interests, representing even the net income from the main
banking activity, resulted to ALL 11.66 billion, from 11.15 billion in the previous
year. This income continues fo provide the main contribution o gross revenues'
of the system, about 80.3 per cent, expressing the stability of overall revenues.

Better state of the banking system is reflected even in the main indicators of
profitability, RoA and RoE. These indicators stood at high levels. Furthermore,
they underwent a slight growth in comparison to previous years. This shows
that net result growth was not only due to banking system assets growth but
also due to productivity growth of assets and capital.

December ‘02 December ‘03 December ‘04 | Table IV.3 Profitability ratios
RoA 1.2 1.24 1.28 | (in percentage)
RoE 19.2 19.5 21.1

During 2004 the banking system assets rose by 52.8 billion ALL (or 14.1
per cent), about 18.5 billion ALL higher than the growth of assets evidenced in
2003. This considerable growth of assets indicates that banks are becoming
more aggressive to attract customers to the banking system, by providing a
wide range of products and a higher quality.

Dec ‘99 Dec ‘00 Dec ‘01 Dec ‘02 Dec ‘03 Dec ‘04 | Table IV.4 Total assets over
Total assets 2495 270.8 318.5 339.3 373.6 426.4 years (ALL bi/lions)
As % of GDP 49.2 50.2 53.5 51.6 50.2° 51.9

Upon the decision of the Bank of Albania on transferring the Savings Bank’s
stock to the Raiffeisen Zentral Bank on 14.04.2004, the change of the criterion
on dividing banks into groups became necessary®. The new regrouping, which
will be used in the coming periods will reclassify banks on the basis of assets
size. Concretely, the first group (G1)* includes banks, whose weight is below 2
per cent of total assets of the system; the second group (G2)° includes banks
that have a larger share than 2 per cent and less than 7 per cent of system
assets; and the third group (G3)¢ includes banks that exceed the level of 7
per cent of system assets. The above figure shows
banking activity’ concentration in a small number
of banks, though the H&Herfindahl) index reveals  Chart IV.1 Share of bank groups in the banking system
downward values along the years. by total assets (December '04)

" Total net result from interests and other activities G1 6%
2 Weight reduction is due to application of a new calculating !
method on estimated GDP ‘

3 Prior to ex-Savings Bank’s privatization, the system banks were

grouped by capital ownership. State-owned banks (G1); Joint-

stock bank (G2); Private-banks (G3).

4 Popular Bank, Dardania Bank, Credit Bank of Albania,

International Commercial Bank, First Investment Bank — Tirana

Branch, United Bank of Albania, Credins Bank, Emporiki Bank.

5 Albanian- ltalian Bank, Procredit Bank, National Bank of

Greece- Tirana Branch.

¢ National Commercial Bank, Tirana Bank, American Bank of

Albania, Alfa Bank - Tirana Branch, Raiffeisen Bank (ex — Savings

Bank).

7 Large banks possess above 80 per cent of total assets of the

system.

8H =3 (assets of a bank / total assets of the banking system ;
— average assets)? + 1/ number of banks. This indicator is G383%
estimated as a measuring of banking system concentration.
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Table IV.5 Herfindahl index

of asset concentration

2000
0.44

2001
0.37

2002
0.32

2003
0.30

2004
0.27

Index

Year 2004 underwent a significant growth in lending activity. Lending
constituted 16.4 per cent of total assets of the system at end of 2004, from
13.5 per cent in the same period of 2003. Finally, the lending quality indicator
(problem loans to outstanding credit ratio) is estimated at 4.2 per cent, from
4.6 per cent at end of 2003. The lowest level of this indicator highlights
improved lending quality and limited banking system exposure to credit risk.

Year 2004 was characterized by a downward trend of capital adequacy
ratio, which is due to a better exploitation of banks’ capacities in terms of
extending in riskier investments. So, the CAR? indicator on the banking system
as of end of 2004 is 21.6 per cent or about 7 percentage points lower than
end of 2003. Decline of capital adequacy ratio is attributed to higher growth
rates of risk weighted assets (about 33 billion ALL or 52 per cent), compared
to growth rates of regulatory capital (by about 3 billion ALL or 15 per cent).

Table IV.6 Performance of [Indicator 2001 2002 2003 2004
regu/afory COpifOl, risk- | Regulatory capital (in million ALL) 16 392 17 525 17 747 20 505
weighted assets and capital | Risk weighted assets (in million ALL) 46 424 55 422 62 238 94 800
Qdequocy ratio over years Capital adequacy ratio (in %) (1/2*100) 35,3 31.6 28.5 21.6

Banks of the system continue to maintain capital adequacy ratios above the
minimum required levels (12 per cent).

Liquidity situation in the system is satisfactory. Facilities provided by the
Bank of Albania on liquidity created possibilities, even during 2004, for
absorbing excess liquidity to system banks and for meeting liquidity needs.
Liquidity indicators at satisfactory levels do not expose the banking system to
liquidity risk.

1V.1 ON-SITE EXAMINATIONS

The Bank of Albania, in implementing the legal responsibilities, being the
supervisory authority of banks and other entities, such as non-bank financial
institutions, savings and loans associations and foreign exchange bureaus,
which perform financial activity licensed by the BoA even during 2004,
tried to ensure a sound banking activity through off-site supervision and on-
site examinations, thus maintaining the banking system stability and public
confidence.

The supervision process during 2004 had risk assessment of banks’ activity
on its focus, trying fo be proactive and continuous. As part of the requirements
of Supervision Development Plan, in cooperation with the World Bank, the
document on “Operative Policy of Supervision” was drafted and approved,

? CAR is estimated as a ratio of regulatory capital to risk-weighted assets expressed in
percentage.
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stipulating banks’ supervision principles. In view of this policy, the supervision
cycle is lengthened from 12 months to 18 months for the banks presenting
less concern to supervision, whereas it is reduced to 6 months for problematic
banks. The supervision plan for 2005 is drafted on the basis of this document,
including, interalia, even some events that would happen during a supervisory
cycle, transforming the supervisory function into a constant process.

During 2004 the following examinations were conducted:

1. Banks: 13 comprehensive examinations, 17 partial examinations.
2. Non-bank institutions: 7 comprehensive examinations
(all institutions).
3. Savings and Loans Associations: Comprehensive examination of the
Albanian Savings-Loans Union.
4.  Foreign exchange bureaus: 42 examinations.

In general, the on-site examinations demonstrated a satisfactory banking
system state. Some ofthe main findings from the process of on-site examinations
over 2004 may be summarized as follows:

* A rapid extension of the number of bank branches and agencies.
During this year, 30 new branches and agencies are established, naturally
making this year witness the highest number of new branches. These branches
are opened mainly in cities where the number of banks was low or inexistent.
Branches are opened even in small regions of the country where no banking
activity existed at all, thus contributing to providing banking services for a
large part of the population of the country (new branches are opened in
Kamez, Shengjin, Himare, Burrel, etc).

* A rise in the number and quality of services provided by banks.
Numerous ATMs are opened by some banks and many will be opened in the
near future (currently 8 banks provide the ATM service for a total of 76 ATMs).
An ever increasing number of banks are offering debit and credit cards.

*  Asignificant growth of lending to customers. This growth is associated
with increased number of credit products offered to customers, as well as
with faster lending extension practices. An ever large number of banks
are extending loans for housing and consumer loans, thus contributing to
atftracting the public to banking sector.

e Significant growth of assets in some banks, which indicates a more
aggressive policy by some banks and a larger approaching of customers to
the banking system.

*  Higherthan in the previous year. This was due to the extension of their
activity, significant growth of lending and income from other activities.

e Liquidity position in banks continues to be high, generally due to
investment in liquid items.
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Problems observed by on-site examinations may be divided into the following:

*  Problems related to senior management (Board of Directors and Audit
Committee). Recommendations of examinations are aimed at increasing the
responsibility of these bodies, emphasizing problems which are considered as
critical for ensuring a safe and sound activity of banks. The emphasizing of
these recommendations aims mainly at their following-up by boards of directors
and at assigning main responsibilities in case of their non-implementation.
Also, closer cooperation with the internal audit, increased responsibility about
the presented problems, increased independence and accountability on the
latter one, performance of verifications in banks, etc., are requested from
audit committees.

*  Problems related to internal regulatory framework of banks. Upon
extension of activity and increase of complexity of banking services, the need
for constantly enriching and improving the internal regulatory framework
emerges. This problem is more tangible to new banks, therefore special
attention is paid to them, through carrying out more frequent examinations to
assess the fulfilment of internal policies and procedures, and their quality.

*  Problems relating to implementation of regulations. Though banks
have tried to better implement the regulatory framework of the Bank of Albania,
yet non-implementation of regulations or violation of the limits specified by
them is noticed. Violations are mostly noticed in the following Regulations:

A.  Regulation “On Open Foreign Exchange Positions”.

B. Regulation “On Initial Minimum Capital”. This Regulation is violated
mostly by banks that have first level licence and have not added more
capital than the minimum level. Because of exchange rate fluctuations
(for banks which have paid the capital in US dollar), their base capital
has dropped below the level of the minimum required capital. In such
cases, the shareholders are requested to add the capital in order to
bring it to the required levels.

C. Regulation “On Credit Risk Management”. Addition of loans provisions
has been one of the most debated issues between inspectors and
bank managers.

D. Regulation “On Controlling Significant Risks”. Exceeding the limits
of concentration for a beneficiary is noticed mainly for placements
with banks (particularly for foreign bank branches) and for some
borrowers.

E. Regulation“OnForeign Exchange Activities” Remarks onimplementation
of this regulation generally relate to documenting the transfers by
means of customs clearance documents. Staff training on formats
and validity elements of customs clearance documents accepted as
justifying documents for commercial transfers is recommended in
many banks.

*  Problems related to technology and information system. Problems
evidenced relate mainly to automatic generation of necessary information,
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modules used on various areas of activity, division of rights on entering data
and authorizing operations, etc.

*  Problems related to accounting. Problems related to accounting spring
from the fact that banks are allowed to hold the capital in foreign currency,
but they must hold the profit and accounting in domestic currency. Some of
banks continue to hold the profit (changing the way of keeping the accounting
is associated with cost) and fixed assets in foreign currency. These issues
should be considered even in the framework of the Law on Accounting and its
requirement for implementing international financial reporting standards.

e Other problems. Other problems evidenced during the examinations
have to do with perfection of measures for money laundering prevention,
achievement of objectives defined in the budget, increase of staff and trainings,
efc.

Regarding above-listed problems, the Bank of Albania has also made
relevant recommendations to each bank in particular, prescribing concrete
terms for the implementation of these recommendations. A better reaction
of banks is noticed for implementing the recommendations or the orders
accepted. In general, banks have reacted to recommendations made by the
Bank of Albania and have tried to fulfil them in time, however a part of
recommendations are still under the realization phase. In such cases, based
on importance of recommendations and bank’s commitments, new ferms are
specified and attention of the bank is drawn to them.

z
°

Banks No. of Branches No. of Agencies | Table V.7 Indicators of
Raiffeisen Bank 14 83 | banks extension network at
National Commercial Bank 15 1| the end of 2004

United Bank of Albania 3
Albanian ltalian Bank 4
Dardania Bank 1
Tirana Bank 18 2
National Bank of Greece-Tirana Branch 4
International Commercial Bank
Alfa Bank — Tirana Branch
American Bank of Albania
Procredit Bank 1
First Investment Bank — Tirana Branch 2
Emporiki Bank
Credit Bank of Albania 1
Credins Bank 2 1
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CHAPTER V. OTHER ACTIVITIES OF THE BANK OF
ALBANIA

V.1 PAYMENT SYSTEM

*  Obijectives of the system

One of the main tasks of the Bank of Albania (pursuant to the Law “On the
Bank of Albania”) is the encouragement and support of the development of a
safe and efficient payment system.

In terms of promoting normal functioning of the payment system, the Bank
of Albania is involved not only in drafting and reforming the regulatory and
procedural framework for the payment system and instruments, but also in
supervising the operations, being simultaneously the only institution that organises
and facilitates the seftlement of payments and securities in the country.

The intention of the Bank of Albania has been and continues to be the
establishment of a payment system in compliance with 10 Core Principles on
important payment systems, stipulated by BIS/CPSS.

e Communication and transparency

One of the responsibilities of the Bank of Albania as a central bank, in
compliance with the core principles on important payment systems, is to
supervise the system in an effective, responsible and transparent way.

To coordinate the work of all the participants in the system, the Bank
of Albania has established a permanent infer-bank forum, the National
Payments Committee. This Committee is summoned regularly to consult with,
and fo approve inter-bank agreements that are aimed at good functioning
of the payment system in Albania. As part of the consultation mechanism,
representatives from commercial banks are invited regularly (committees
of coordinators on projects under process are established) to present their
suggestions for upgrading the system.

The Bank of Albania discloses continuously information on payment system
developments, on respective regulatory framework, and is engaged in the
national campaign of channelling cash through the banking system.

V.1.1 PAYMENT SYSTEM DEVELOPMENTS

*  Albanian interbank payment system — AIPS
Further to a prudential and intensive work done during 2003, January 2004
inaugurated the initiation of operations of the Albanian Interbank Payment
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System (AIPS). It was an important project and was regarded as an essential
infrastructure connecting almost the whole banking system. The system is
implemented in accordance with best international standards and principles,
based on modern and up date technology. The project was implemented
under the assistance and counselling of the World Bank.

The system aims at:

i) Improving security and efficiency in the banking system, enabling
fast and electronic exchange and settlement of large-value payments
between banks;

i) Providing the Bank of Albania with an efficient tool for systemic risk
management; and

iii) Establishing a proper technical and operational platform for further
development of the payment system and related financial systems.

The Bank of Albania and all commercial banks are system participants
(Dardania Bank is an indirect participant). The Bank of Albania is in the role
of the owner of the system. It organizes, administrates, operates and oversees
the system.

The AIPS executes gross settlement in real time of all large-value payments
(otherwise categorized as systemically important payments, currently at a
value of above ALL 1 million) within the territory of Albania, in an irrevocable
and unconditioned way. (Banks have possibilities of assigning and managing
priorities on their payments). The system enables the participants to better
monitor and manage their liquidities. (The system ensures information in real
time on account statement, free reserves, queued payments for settlement).
Also, the AIPS creates the possibility of lending by the Bank of Albania to
commercial banks, with the purpose to meet banks’ needs for intraday
liquidity and to guarantee normal functioning of the system, in accordance
with approved decisions and objectives of the monetary policy.

Legal grounds for the functioning of the system
are: the Regulation on “Rules and Procedures

Chart V.1 Dissemination of transactions by AIPS of Albanian Interbank Payment System - AIPS”
adopted with the decision No. 103, dated
Transactions settled in AIPS, 2004 10.12.2003 of the Supervisory COUHC”, the

System Participation Contract, and Rules and
Procedures for Each Participant in the System.
Also, the Regulation “On intraday credit” was
adopted during 2004, with the decision No. 20,
dated 24.03.2004, where respective agreements
between the Bank of Albania and commercial
banks were based on.

Number Value During 2004, a volume of 2,176 billion
ALL was circulated through the AIPS, where
W Bank of Albania B Government Securities O Interbank Payments cpproximcfely 58 percenT was Composed Of BOA

& Customer Payments M Clearing

initiated transactions, 25 percent by securities
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transactions, whereas 17 percent by inter-bank and customer transactions.
Transactions initiated by the Bank of Albania were composed mainly of monetary
transactions (foreign exchange operations, securities investments, loans and
deposits — 72 percent), cash transactions (the Bank of Albania supplies its branches
and commercial banks with cash — 14 percent) and state budget transactions
(transactions performed with the state budget account — 14 percent).

Number Valve || Table V.1 Dissemination of
Bank of Albania* 15143 | 1,254.10 | transactions in number and
Government securities (auctions) 216 55921 value (AI_L bil/ions)
Inter-bank payments 5,075 276.15
Gross setflements to customers (Payment order above 1 million ALL) 7,407 63.53
Net clearing (Payment orders up to 1 million ALL + Cheques) 739 23.44
Total 28,580 | 2,176.42

*  Clearing service

Clearing service (provided by the Bank of Albania since 1997), supplies
the processing and clearing of low value payment instructions and of paper
instruments initiated by banks’ customers.

The Bank of Albania enables net settlement
of all low value payments, channelled into the Chart V.2 Use of cheques (on the leff) and
system by banks at end of clearing session. Since payment orders (on the right) over 2004
1999 most of payment orders have passed into
the clearing through the SWIFT network, whereas
the cheque clearing has been realized through
their physical exchange at clearing sessions
taking place daily at the Bank of Albania. The

Value (billions ALL)
Value (billions ALL)

execution of these net settlement instruments is
carried out through the AIPS.

During 2004, the payments of up to 1 million
ALL were channelled through the clearing
system (payment orders exceeding this value
pass directly to AIPS, where gross settlements
are made). The most used instrument during
2004 was the payment order, by 89 percent of
the volume of payments and almost 76 percent of the value of payments to
customers. The use of cheque as a payment instrument continues to remain in
modest levels. The most useful type is the banking cheque.

B Value —Number = \glue — Number

Value (ALL billions) 1998 | 1999 2000 | 2001 | 2002 | 2003 2004 | Table V.3 Use of cheque and
Payment orders 22.50 25.60 28.00 32.90 40.90 67.16* | payment order
Cheques 1550 | 24.40| 2630| 2890 31.80 21.40

. Electronic means

Year 2004 marked another step forward in the banking system efforts to
improve and modernize the payment infrastructure, further investing in terms
of using electronic payment means.
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The number of accepting terminals has been increasing, a trend more
obvious during the second half of 2004. At end of 2004 the number of ATMs
amounted to 93, whereas that of POS/EFTPOSs was 155, against 22 and
53 respectively for end of 2003. According to banks’ reporting to the Bank
of Albania, the card accepting equipment (ATMs and POSs) operate mainly
in lek.

Only during 2004, the number of (cash,

debit and credit) cards in use was increased by

Chart V.3 Performance of electronic payment systems ~ about 3.7 times (34,094 cards were counted on
December 2004). Cards are mainly issued in lek,

2507 === 7=--=---r---es----- = whereas the mostly used type is the cash card.
We emphasize that given the recent developments
25,0005 - - obooodooodo- in the provided services and the extension of
200007 -~ -r---r-- oo card accepting equipment network, banks are
adjusting their cash cards into debit cards. So,

the same card may be easily used either at bank’s

ATMs or at any other point (POS/EFTPOS), where
that card is accepted. Also, the majority of issued

cards, function currently as one currency — one
card, whereas only a small number of cards

allow their user to have access to more than one
Number of ATMs and POS/EFTPOS Number of cards in use currency.

3
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V.1.1 FUTURE PROJECTS ON PAYMENT SYSTEM
*  Automated Electronic Clearing House system — AECH

In line with the objective of developing a reliable, safe and integrated payment
and clearing system, the second step undertaken during 2004 by the Bank
of Albania was the initiation of implementation of the project on Automated
Electronic Clearing House (AECH). This system that will be based on and
integrated into the AIPS will enable the automation of clearing service currently
provided by the Bank of Albania for processing low value payments. This project
is being implemented under the assistance and counselling of the World Bank.

The implementation of this system (forecasted for the second half of 2005)
will bring about significant improvements in the payment system in terms
of automation of processes and simultaneously in terms of increasing the
accuracy and speed, and reducing the processing cost.

AECH system enablesthe net settlement of all low value payments, channelled
electronically into the system by banks (participation is similar to that of the
AIPS), at certain hours (at end of clearing session (s). The execution of these
net settlement instructions will be conducted irrevocably in the AIPS. Banks
have the possibility to monitor and manage the queue of batch payments and
their liquidity.
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e Card clearing project

Further to its objectives for increasing the circulation of money through
the banking system, and in its role as the promoter of introducing new
instruments of development and necessary infrastructure for modernizing the
payment system, the Bank of Albania has in its projects the establishment of
a system for electronic card clearing. The main purpose is to facilitate the
use of electronic cards to customers and to clear the operations performed in
domestic currency.

V.2 EUROPEAN INTEGRATION AND INTERNATIONAL
COOPERATION

V.2.1 EUROPEAN INTEGRATION

Official negotiations for signing the Stabilization and Association Agreement
between Albania and the European Union continued even during 2004.
The Bank of Albania, which cooperates the work of relevant institutions in
the process of the agreement with the European Union, has been an active
participant in the Albanian government negotiation team.

In the framework of commitments deriving from the Stabilization and
Association process, the Bank of Albania has cooperated and continues to
cooperate with the Ministry of European Integration on drafting a National
Plan for Approximating the Legislation, being focused on issues that have to
do with chapter 4 (free capital movement) and chapter 11 (economic and
financial union) of the European legislation.

At the same time, the Bank of Albania has prepared a preliminary version
of the matrix on capital account liberalization. The drafting of this matrix is
made by being based on obligations deriving from the draft Stabilization and
Association Agreement and taking advantage of the experience of the region
countries that have been engaged in the same process. The first estimates
from the Executive Board of Economic and Financial Issues of the European
Commission have been positive.

The strategic goal of the Bank of Albania is the institutional, organizational
and operational approximation to the European System of Central Banks and
more concretely to the European Central Bank. To this end, one of the issues
of the Protocol of Albania’s Economic Cooperation with the Federal Republic
of Germany requires the provision of assistance for approximation to the
European Central Bank. During 2004, in cooperation with the GTZ, a clear
program was defined for the technical assistance to be offered by European
experts along with necessary steps for implementation of this assistance. At
the same time, the need for twinning relations of the Bank of Albania with a
member bank of the European System of Central Banks is outlined, aiming
at absorbing the expertise in a more constant basis during the approximation
process.
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The Bank of Albania has also informed the European Commission
on the country’s economic developments, monetary policy drafting and
implementation, putting emphasis on the achievement of price stability as
its main target, type of monetary policy and operational framework, banking
system development and its supervisory function.

V.2.2 RELATIONS WITH INTERNATIONAL FINANCIAL INSTITUTIONS
*  Relations with the International Monetary Fund

In the framework of consultations on assessing the fulfilment of obligations
deriving from the agreement between Albanian authorities and the IMF, on
April, July and December, Albania was visited by three reviewing missions
of the IMF. During their stay in Albania, the IMF missions held meetings
with the Bank of Albania administrators. In these meetings, generally, the
Bank of Albania accomplishments were evaluated in the framework of the
Memorandum of Economic and Financial Policies signed between the Bank
of Albania, the Ministry of Finance and the IMF.

Particularly, the missions evaluated the maintaining of inflation within the
Bank of Albania targeted band (2-4 per cent), the maintaining of a relatively
stable exchange rate and the efforts for modernizing the banking system. At the
same time, the missions expressed their support and encouraged the mid-term
plan on cash reduction in economy. Monetary developments and inflation,
exchange rate developments, rise of lending, development of the real sector
and amendment of the regulatory framework of banking supervision were
other topics discussed in the meetings and in the contacts of the members of
the mission with the Bank of Albania experts.

Based on the consulting reports and on the goals expressed by Albanian
Government in the Memorandum of Economic and Financial Policies, the
Executive Board of the IMF, on January and July, made respectively the third
and fourth review of economic performance under the Poverty Reduction and
Growth Facility program (PRGF) approved on 21.07. 2002. After drawing the
conclusion that the performance of Albania over the second year of the PRGF
program has generally been satisfactory, with a strong economic growth,
improved foreign payment balance sheet and foreign reserves that have
exceeded the objectives of the program, associated with a reliable liquidity
management by the Bank of Albania and by a low inflation rate, the Executive
Board of the IMF approved the extension of two tranches by respectively USD
5.9 million and 6 million.

On February, the Bank of Albania was visited by the Mission of Technical
Assistance of the IMF, which was focused on banking supervision area,
implementation of international accounting and payment standards,
application of monetary statistics standards and integration of the Bank
of Albania into the European Monetary System, etc. At the same time, the
Bank of Albania requested assistance in inflation targeting area. The so-far
assistance by the IMF to the Bank of Albania is regarded as a steady and
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fruitful one, impacting significantly on the achievement of up-to-date central
banking standards.

*  Relations with the World Bank Group

As in the previous years, a fruitful cooperation continued between the
Bank of Albania and the World Bank. This cooperation is focused on the
financial and technical assistance that the World Bank continues to provide
to the Bank of Albania. In this context, of special importance is the financial
support on the project of the Automated Electronic Clearing House Project
(AECH), which will serve further modernization of payment system and its
approximation to international standards. The work for implementation of this
project was inaugurated on November 2004, with the participation of senior
managers of the World Bank.

The financial assistance by the World Bank has also consisted in the support
of the FSAP program for modernizing the banking supervision, developing and
modernizing the Bank of Albania statistics and managing human resources.
It is worth mentioning the fact that the World Bank has constantly expressed
the willingness to assist the Bank of Albania in implementing the projects that
have the consolidation, modemization and sustainability of Albanian banking
system as their final end.

*  Relations with the European Bank for Reconstruction and Development
(EBRD)

The Bank of Albania, in the quality of a supervisor of the banking system
and an independent observer of the economic developments in Albania, has
held constant contacts with EBRD, mainly in terms of providing information and
statistics for developments in Albanian economy in general, and in financial
sector in particular. Privatization of the Savings Bank has impacted on upgrading
the evaluation by EBRD for reforms in Albanian banking sector. Savings
Bank’s privatization, improved banking supervision and increased financial
intermediation have impacted on raising the evaluation for Albania. So, the index
on banking sector reforms marked a considerable growth from 2.3 t0 2.7.

. Relations with central banks and other institutions

Even during 2004, the relations of the Bank of Albania with other central
banks outside the region generally went on at the same level as in the previous
year, with special emphasis on absorbing the experience of these banks in
various areas and in organizing training operations. It is worth mentioning
the relations with the central banks of France, Germany, the Netherlands
and Czech Republic, which have been focused on provision of technical
assistance, mainly through short-term training courses and workshops and
through supplying necessary materials. A significant rise was noticed even in
the cooperation with the Bank of Italy, making steps forward for intensifying
the relations between both banks and for establishing constant and steady
links with that bank.
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Good relations are also kept even with central banks of the region. During
the meetings organized, there was exchanged the work experience, and
particularly the information that has served to perfect the steps in realizing the
joint goal of all the Balkan countries, that of approximation to the European
System of Central Banks. Itis worth mentioning the cooperation with the Central
Bank of Montenegro and the National Bank of Macedonia, with which the
signing of the Memorandum of Understanding in Banking Supervision area is
expected to take place soon.

Given the significant importance they have, the Bank of Albania has paid
a special attention to consolidating and intensifying the relations with the
Banking and Payment Authority of Kosova. In this framework, during 2004,
the main areas of cooperation were specified between the Bank of Albania
and the Banking and Payment Authority of Kosova, concretely in the payment
system, monetary statistics and balance of payments.

V.3 BANKNOTES AND COINS

Year 2004 was characterized by positive developments in Albanian currency
issuing and management. Currency issuing and currency in circulation have
responded to the Bank of Albania monetary policy.

V.3.1 CURRENCY ISSUING

On September 1, 2004, the Bank of Albania launched into circulation
the 5000 leké banknote, issue of 2001. Upon launching this banknote into
circulation, the launching into circulation of the reprinted banknotes, issue of
2001, with the nominal value of 5000 lekg, 1000 lek&, 500 leké and 200

leké was over.

Also, the Bank of Albania, on August 1, 2004, launched into circulation the
50 leké coin, issue of 2003, with legal tender and with the subject “Albanian
Antiquity”. The issuing of this coin made available to the public a coin that
was dedicated to Albanian history and culture.

V.3.2 CURRENCY IN CIRCULATION

Currency in circulation! was increased by 10.8 per cent or 13.8 billion
ALL during 2004, reaching the level of 141 billion ALL at end of the year.
The increased currency in circulation has responded to the Bank of Albania
monetary policy, to economic growth and overall program of economic and
financial development of the country. Cash placements of commercial banks
from the Bank of Albania marked a considerable growth in 2004. This growth
by 13.2 per cent speaks for the upward trend of currency circulation by entities
and individuals, through banking channels.

" Currency in circulation changes from currency outside banks (analyzed in Chapter Ill) because
of the commercial banks’ cash state.
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The first quarter of the year was featured by
reduction of currency in circulation, due to high
cash placementsinJanuary, Februaryand March.
In the second half of the year, and particularly in

Chart V.4 Performance of currency
in circulation (ALL millions)

July, August, November and December, increase
of currency in circulation was evidenced. The
increase of currency in circulation was even due
to growth of cash withdrawals attributed mainly
to government public spending and the Bank of
Albania interventions in the foreign exchange
market.

In the framework of the program for cash
reduction in economy, attention is paid to
supplying banknotes to banks for meeting their
customer demands for currency withdrawal from
automated teller machines. The structure of
coins and banknotes in circulation has generally

Chart V.5 Banknote velocit
been within the forecasts. Commercial banks Y

by denominations
are supplied with funds, taking into account

either the structure of currency in circulation or
their demand.

As concerns to funds processing, the funds
sent by commercial banks to the cash boxes of
the Bank of Albania were processed by sorting
machines of high technology, which enabled
accuracy in counting, checking, and selecting of
damaged or counterfeit banknotes. They ensured
that the banknotes launched into circulation be
in accordance with regulations on protecting
the authenticity of Albanian currency. BYear2003 B Year 2004

Banknote by nominal value

At the same time, the monetary reserves were
sufficient to meet the economy demand for Chart V.6 Banknotes and coins
banknotes and coins, in compliance with the in circulation over 2003 and 2004
mid-term strategy of the Bank of Albania.

Attention is also paid to protecting Albanian RN
banknotes from counterfeiting. Historically, the .1 @ . | 5
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Table V.3. Weight of | 100 lek 200 lek 500 lek 1000 lek
counterfeit banknotes | 1 33 47 19
by denominations (in

percentage)

V.3.1 NUMISMATICS

Further to practices of minting coins for numismatic purposes, during
2004, the Bank of Albania depicted two themes in the metallic coins, without
legal tender: Albanian Antiquity; and Obijects of Cultural Inheritance (popular
costumes in Albania).

The themes were depicted 50 leké coins, aiming at creating continuity in
coins’ size and their composition.

In 2004, the mosaic of “The belle of Durres”,
a cultural and historical object of the period of
IV Century before Christ was selected out of the
Albanian antiquity theme. This mosaic that was
discovered in 1916 is with natural stones. The belle
there represents the “Eulithea” goddess. The mosaic
is found at the National Historical Museum.

The other coin depicting the theme “Obijects
of Cultural Inheritance” was selected with the
purpose to reflect Albanian tradition in this area.

This coin depicts the typical traditional Albanian
costume, a man’s kilt, obtained from a historical

Coins without legal tender

Albanion Anfiquity” engraving of XIX Century, a period when this

costume was used all over Albania, in North
and South. After *30s, this costume continued to
be used in the South of Albania. Also, there is
selected a figurative element, that of the “Long
Albanian Riffle”, which is found with this name in
the historical documents of XVIII Century.

During 2004 the Bank of Albania web site
was filled with materials on numismatics area.
There are presented most of Albanian coins and
banknotes by years. Also, inthis web site, the reader
is offered the possibility of finding information on
Albanian numismatic coins. During 2004, the
site “Currency” at the Bank of Albania web site is
ranked among its most visited sites.

Coins without legal tender
"Obijects of Cultural Inheritance”

V.4 INTERNAL AUDIT

The Audit Department exercises its powers pursuant to requirements of
Article 54 of the Law “On the Bank of Albania”
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Even during 2004, the audit evaluated the implementation of laws and
regulations at the Bank of Albania structures, on the basis of contemporary
methods pursued even by other central banks. Along with membership in
the Institution of Internal Auditing (IIA, USA), the Bank made possible the
purchasing of a special program (ACL), assisting the Audit Department in
performing audits as close as possible to international standards.

During 2004, a total number of 48 audits and controls were performed,
on a monthly average of 4 audits per month. Out of them, 43 audits were
planned in the annual program, and only 5 of them were realized according to
suggestions and requirements of the Bank of Albania administrators, covering
specific matters. The extension of the field where audits are performed,
particularly in assessing their internal control systems on new Information and
technology systems, currently installed or being installed at the institution,
continues to be a characteristic.

In audits and controls exercised by auditors, along with non-compliances
observed and relevant recommendations on them, recommendations for
fulfilling and improving the regulations, procedures followed and work
manuals are constantly given. All recommendations given were aimed at
correct implementation of laws, by-laws, decisions of the Supervisory Council
and other rules defined, thus aiming at strengthening the internal control
systems and contributing to increasing the preventive role of control. Out of
audits and controls performed over 2004, there were observed two cases of
economic damage that were compensated by the persons held accountable
for. Also, administrative measures were proposed to be taken against three
persons.
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CHAPTER VI. FINANCIAL STATEMENTS OF THE BANK
OF ALBANIA

INDEPENDENT AUDITORS’ REPORT
To the Supervisory Board of the Bank of Albania:

We have audited the accompanying unconsolidated balance sheets of the Bank of
Albania (the “Bank”) as at December 31, 2004 and 2003, and the related statements
of profit and loss, changes in capital and reserves and cash flows for the years then
ended. These financial statements are the responsibility of the Bank’s management.
Our responsibility is to express an opinion on these financial statements based on
our audits.

We conducted our audits in accordance with International Standards on Auditing.
Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion the unconsolidated financial statements present fairly, in all material
respects, the financial position of the Bank as at December 31, 2004 and 2003 and
the results of its operations, changes in capital and reserves and cash flows for the
years then ended in accordance with accounting policies adopted by the Supervisory
Board of the Bank of Albania as disclosed in note 2 to the financial statements.

March 12, 2005
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Notes As ab As ol
december 31, 2004 | december 31, 2003
ASSETS
Assets denominated in foreign currencies
Geold and precieus melals 3 540 593
Deposits with the Infermational Monetary Fund 4 14,817 18,054
Deposits with farsign banks 5 11,489 10,553
Securities available for sale & 104,450 B4,B75
Onher foreign assels 7 557 588
Tatol assets denominated in foreign currencheg 133,855 114,645
Assets denaminated in locol curmency
Gold and precious melals 3 40 43
Transit credis B 277 384
Securities available for sale 9.1 63,786 71,687
Investments held jo maturity 9.2 1,649 1,573
Chher domestic assats 10 2,553 2,535
Tatal assets denominated in local currency 68,305 76,322
Total Assets 202,160 192,787
LIABILITIES
Liobilities denominated in foraign currencies
Due fo the Infernational Monetary Fund 11 15,948 17,478
Due fo non-rasident financial institulions 12 1,527 1,747
Tatal lighilities denominoted in foreign currencies 17 475 19,225
Liakilties denominated in lecal currancy
Currency in circulafion 13 141,630 127,774
Due to domestic banks 14 39,318 33,970
Due fo the Governmaent 15 5,302 5,444
Deterred income 14 104 117
Orher domestic liakilifies 17 578 389
Total lishilities denominated in local currency 184,734 147,714
CAPITAL AMD RESERVES
“Capial 750 750
Legal reserve 37l 3,750
Revolsation reserse 18 [14,824) 16,3300
Chher reserves 19 8,075 7,878 |
Total copital and reserves (2,249) 6,048
Total linbilities, copifal ond reserves 2021460 192,987

* The accompanying notes on pages 9 to 36 are an integral part of these financial statements.
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2004

Oiperations with non-residents

Imterest and commission income

|

4,515

Interest ond commission expanse

(1,033

Losses arising from ign securities

963
[1,139)

T)puu’riuﬂu with mon-residents, met

2,526

2,306

Dpenations with residents

Interest and commission income

21

2,271

7567

Interest and commission expansa

(1,344}

Goins arising from domesfic securitias

{1.353) |
796

Losses arising from domestic securities

(7é5)

Diperations with residents, nat

3,927

6,245

Ohher operafing income, net

a2

44

322

Mat oparating incoma

8,597

B,873

Onher aparating expansas

Parsonnel axpenses

[434)

@77)

Depraciation

(110}

{119

Amorization

General ond edminisiative expenses

320,
{204)

Totol other operating expanses

(1,138}

{1.020)

MET PROFIT FOR THE YEAR

5459

7,853

As ot Decembar 31, 2002

750

3,750

Pt r the year

Met of pensicn

Fareign currency and gold revaluatian

Security revaluotion

Release of tongible fixed asset
revaluation surplus

Increase of pension plan

Profit distribution

As ot December 31, 2003

Meat prafit for the year

Fareign curmency and gald
revoluction

Securifies revaluafion

Release ;tmglﬂu fivnd osset
revaluation surplus

Profit distribution

As ot December 31, 2004

8,075

(5,487}
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Year anded Yeor ended
december 31, 2004 | december 31, 2003
Cash flows from operating octivities
Met profit for the year 5,459 7,853
Mon-cash items in the siglement of operation -
ImhgmﬁmhMﬂlnuﬂ 17 4
Dapreciofion ond amortization 449 439
Discount omordizofion of sacurifies avoiloble for sale 4,4643) &,543)
Irterest income 3,214) 3,569
Irterests expense 1,405 1,414
Profit fram soles of securities available for sole {80) (101)
Grant amartizotion [deferred income] {77 70
Adijustment for release of tangible fixed ossets revaluation 28 28
Cash flow bafore fhe movement of working copital [658) (533)
Changes in operofing cssets
Decrease in depesis with fhe IMF 1,248 1,794
Decrease in ather foreign ossats 27 55
Decrease in fransit credits 107 6,939
Decrease in loans fo domasfic bonks 5 3,405
Dacrease in loons fo the Govemment = 1,150
Increase in other domestic assets [107) {39
Decrease in due to the IMF (1,530 1,669
Decrease in due fo financial insfifutions [220) 7,028)
Increase in due fo domestic banks 4,292 2,093
{Decreass) increase in due to the Government [162) 2,440
Incracs in other domesfic lichiliies 169 60
Grant received &8 34
Cash flows generoted from oparations 3,892 9234
Interest received 2,961 3,683
Irterest paid (1,408) {1,440)
Met cash from operafing octivities 4,787 10,944
Cash flows from investing activifies )
Purchosa of fiead cssats [88) (114)
Purchose of intangible ossets [148) [35) |
Purchose of foreign securities ovalloble for sale (83.981) (85,507)
Purchase of domestic securilies available for sale [182,577) (201,809
Sale and moturity of foreign securities available for sale 57.727 82,751
Sale and molurity of domestic securities availoble for sale 195,614 211,980
Increcse of % gmm 1,059 1,204
Adiustment for of farsign exchonge 8,435 10,075 |
Met cosh [used in] from investing octivifies 13,97 18,535
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Revaluotion of ather Reserves (161} 114
Revaluaiion of foreign currency and gold (8,333} [12,039)

income 197 178
Increcse [decrecse) in money in circulotion emissions 13,500 4,000
Profit distribution (5,487) (7,BB1)
Met cosh used in finencing aclivities (284} 123,628
Incraoss in eash during fhe year 524 5,851
Cash and cosh equivalents af the beginning of Fhe year 24 21,924 16,075
‘Cash ond cosh equivalents of the and of the yaar 24 22,450 21,526
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VI.T. GENERAL INFORMATION

The Bank of Albania (the “Bank”) is the central bank of the Republic
of Albania and was established according to the Law No. 8269, dated
23/12/1997 “On the Bank of Albania”. Under the terms of its charter the

Bank’s main responsibilities are:

* establish and maintain price stability;

* supporting the development of a foreign exchange regime;

* management of money in circulation;

* management of interest rates;

* compilation, approbation and application of monetary policy of
Republic of Albania;

* supervision of commercial bank activities including issuance of
licenses to all banks; and

* issuing of licenses for international banking institutions operating
within the Republic of Albania.

The Bank is subject to the regulatory requirements of the Parliament of the
Republic of Albania and the “Law on the Bank of Albania”.

VI.2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

(a) Basis of preparation of financial statements

The financial statements have been prepared in accordance with the
Albanian Law “On Accounting” and in accordance with accounting policies
adopted by the Supervisory Board of Bank of Albania. This accounting policy
is broadly in line with International Financial Reporting Standards (“IFRS”)
approved by the International Accounting Standards Board (“IASB”) with the
exceptions related to IAS 16, IAS 21, IAS 19, IAS 26 and IAS 27. These
standards and interpretations were previously called International Accounting
Standards (“IAS”). According to the local regulations IFRS are used in the
preparation of the accompanying financial statements to the extent they do
not contradict to the Albanian Law “On Accounting” and other local rules.

The significant accounting policies used by the Bank in these financial
statements are set out as below:

The financial statements presented include the accounts of the Bank
prepared on the historical cost basis of accounting modified to include the
revaluation of securities portfolio, foreign currency, gold, the head office
building, and other financial assets and liabilities (available for sale). The

accompanying financial statements are presented in the national currency of
the Republic of Albania, the Albanian Leke (“LEK”).

The Bank controls the operations of the Printing House, a business entity
engaged in the printing of Government high security material and publications
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of Bank of Albania. The Supervisory Board of the Bank of Albania at the
meeting dated April 1, 2003 decided that the Printing House should be under
the supervision of Bank of Albania as a separated part of the organizational
structure of Bank of Albania. The financial operations of the Printing House
have not been consolidated with those of the Bank, because of the inability
of the Printing House to perform the revaluation of its assets and its buildings
consistent with the revaluation of the Bank’s assets and buildings.

The financial position of the Printing House as at December 31, 2004 is set
out in note 25 to these financial statements.

(b) Deviation from International Financial Reporting Standards
The following is a summary of the most significant deviations from IFRS:
- IAS 16 “Property, Plant and Equipment”

The revaluation methodology adopted for the revaluation of the head office
building as detailed in Note 10 was not in accordance with the revaluation
requirements set out in IAS 16 on property, plant and equipment to the
extent that the revaluation was not conducted by independent, professionally
qualified appraisers, the future cash flows were not discounted and the entire
category of buildings were not revalued.

- IAS 21 “The Effects of Changes in Foreign Exchange Rates”

The Law on the Bank of Albania requires the recognition of all the realized
gain/loss from exchange rate revaluation in the balance sheet under the
“Capital and Reserves” account and not as an income/expense for the period
when revaluation occurred.

- IAS 19 “Employee Benefits” and IAS 26 “Accounting and Reporting by
Retirement Benefit Plans”.

Reporting and accounting of Pension Fund is not prepared in accordance
with IAS 19 and IAS 26. Obligation due to Pension Fund is expressed as net
value, but the calculation of this obligation is not in compliance with specifics of
accounting standards to the extent that no actuarial estimation is performed.

- IAS 27 “Consolidated Financial Statement and Accounting for
Investments in Subsidiaries”

The financial operations of the Printing House under the administration of the
Bank have not been consolidated with those of the Bank, as it is explained above.

(c) Interest and Commission

In these financial statements, inferest income and expense is recognized
on the accrual basis. Interest income and expenses includes the amortization
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of premium or discount on the securities, calculated based on the effective
interest rate. Commission income is credited to income when received.
Commission expense is debited to expense when paid.

(d)  Foreign currency translation

Transactions denominated in foreign currency are translated into LEK at the
Bank’s official exchange rate on the date of the transaction.

Foreign currency monetary assets and liabilities are retranslated into LEK at
the Bank's official exchange rate valid on the balance sheet date. Unrealized
foreign exchange gains and losses are credited or charged to the revaluation
reserve.

The applicable official Bank rate (LEK to the foreign currency unit) for the
principal currencies as at December 31, 2004 and 2003 were as below:

I | Decernber 31,2004 | December 31, 2003
| Linited States dollor {150 | P24 | 106 58
Eurapeon Linion currgngy unit {ELIRY 126,35 134,37
Birifish pound (GAF) 17R.6% 185,92
l Speciol Drowing righls (500 | 143.37 | 157 E1
Gobd [Hau®] lonz = 40,576.32 lanz =44, 470.51

Revenues and expenses in foreign currency for the year are translated with
the annual average exchange rate of the Bank as follows.

I | 2004 2004 |
Linited States dollar (U0 7458 108.4%9

| Eurapean Linion cumancy unil [EUR) 126,74 A3.45

| Britigh pownd [GEF] 16247 F0.25

| Special Drowing rights (S0R) | 14558 159.37 |
Gold |“Kau®] lanz = 41,B47.B6 lon =44 354 73

(e) Investments

Securities held by the Bank are categorised into portfolios in accordance
with the Bank'’s intent on the acquisition of the securities and pursuant to the
Bank’s security investment strategy. These are classified as follows:

*  Held-to-maturity; and
*  Available for sale

All investments are initially recognized at cost, being the fair value of the
consideration given including acquisition costs associated with the investment.

Held-to-maturity
Investments held to maturity are financial assets with fixed or determinable

payments and fixed maturities that the Bank has the positive intent and ability
to hold to maturity.
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Held to maturity investments are recognized on a trade-date basis and are
initially measured at cost. At subsequent reporting dates they are carried at
amortized cost, less any impairment loss recognized to reflect irrecoverable
amounts.

Available for sale

After initial recognition, investments, which are classified as “available for
sale”, are remeasured at fair value. Such fair value adjustments are reported
as a separate component of equity until the investment is sold, collected or
otherwise disposed of.

Fair values

For investments traded in organized financial markets, fair value is
determined by reference to stock exchange quoted market bid prices at the
close of business on the balance sheet date. For investments where there is
no quoted market price, a reasonable estimate of the fair value is determined
by reference to the current market value of another instrument, which is
substantially the same.

Impairment and uncollectability of financial assets

An assessment is made at each balance sheet date to determine whether
there is objective evidence that a financial asset or group of financial assets
may be impaired. If such evidence exists, the estimated recoverable amount
and any impairment loss of that asset is determined, based on the net present
value of future anticipated cash flows, and is recognized for the difference
between the recoverable amount and the carrying amount as follows:

* For financial assets at amortized cost — the carrying amount of the
asset is reduced to its estimated recoverable amount either directly or
through the use of an allowance account and the amount of the loss
is included in the statement of profit and loss; and

* For financial assets at fair value — where a loss has been recognized
directly in equity as a result of the write-down of the asset to recoverable
amount, the cumulative net loss recognized in equity is transferred to
the statement of profit and loss.

(f) Repurchase agreements and reverse repurchase agreements

Securities purchased under agreements to resell (reverse repurchase
agreements) and securities sold under agreements to repurchase (repurchase
agreements) are generally treated as collaterised financing transactions and
are carried atthe amounts of cash advanced or received, plus accrued interest.
Repurchase agreements are recorded in the balance sheet item “Due to
domestic banks”. Based on the Bank’s regulation on repurchase agreements,
the Bank is not required to put up any collateral for these securities. Interest
earned on reverse repurchase agreements and interest incurred on repurchase
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agreements is recognized as interest income or interest expense, over the
life of each agreement using the interest rate approved by the Supervisory
Council.

(g) Fixed assets

The fixed assets are stated at historical cost less accumulated depreciation
except the head office building, which was revalued as at March 29, 2000
(see Note 10). If the fair value of a fixed asset is lower than its carrying
amount, due to circumstances not considered to be temporary, the fixed asset
is written down to its fair value. Gains and losses on disposal (sell or out of
use) of fixed assets are recognized in the profit and loss account in the year
of disposal._Depreciation is provided on all fixed assets based on the historic
cost. The annual charge for depreciation is computed using the straight-line
method, using rates specified for each depreciable asset based on estimated
useful lives. The estimated useful lives applied during 2004 are the same as

year 2003:

I [ 2004 |
| Building = Head office | 40 years |
Buildings — A1 branchses 25 yeors
Wahiches 5-10 ysars
| Furniturs, fodures ond squipment | 3.20 ymars |
Comgputer hordwong 2 ywors

(h)  Printing and minting costs

The costs of printing banknotes and minting coins are capitalized as intangible
fixed assets and amortized over 2.5 years and 10 years, respectively.

(i)  Taxation and profit allocation

The Bank is exempt from income tax according to the “Law on the Bank of
Albania” and is required by law to pay 100% of its statutory profit directly to
the State budget after allocations to replenish the levels of reserve funds as
directed by the Supervisory Council of the Bank of Albania.

()  Legal reserve

In accordance with the “Law on the Bank of Albania”, the Bank has
established a legal reserve into which 25% of the net profit for the year is
transferred until the reserve amounts to 500% of the capital.

(k) Use of estimates

The preparation of financial statements requires management to make
estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenues and expenses
during the reported periods. Actual results could differ from those estimates.

120 Bank of Albania



Annual Report ‘ 2004

(Il " Managed assets

At as December 31, 2004, the Bank held as custodian short-term treasury,
at nominal value LEK 298 billion. These are bills issued by the Ministry of
Finance and gold and other precious metals on behalf of the Government, at
market value of LEK 3,577. As the Bank acts as custodian for these assets it
does not bear any credit risk related to them.

The value of gold held on behalf of the Government as at December 31,
2004 is as below:

December 31, 2004 December 31, 2003

{in millian LEK) (i million LEK} |
| Gold stondondized ebreod | 2,268 | 2,484
Gokd net shondardized in Albania 1,194 1,308
| Dther precious mehals | 115 | ne
Terted 3,577 3912

Interest received from the deposit of government gold reserves are
recognized as income from interest due to Government, increasing the liability
due to Government. For year 2004 the interest received is of 6 ounces. The
difference of LEK 335 million is a result of the fluctuation of exchange rates.

(Note 3)

These assets are excluded from the Bank’s balance sheet.
(m) Grants

Grants are initially recorded in the balance sheet at the amount received.
Grants related to expenditure items are released to income during the period of
the related expenditure. Grants related to the purchase of property, equipment
and software are released to income over the life of the relevant assets at an
amount corresponding to the associated depreciation/amortization charge
on that asset.

(n)  Comparison

Certain comparatives figures have been reclassified to conform to current
year presentation.

VI. 3. GOLD AND PRECIOUS METALS

As at December 31, 2004, the value of gold owned by the Bank placed
in gold time deposits abroad was LEK 540 million (2003 - LEK 593 million),
being 13,319 troy ounces of gold (2003 - 13,319 troy ounces).

Gold is valued at the London fixing rate on the balance sheet date. The
difference of LEK 56 million (2003 — LEK 32 million) resulting from the revaluation
of gold is recorded in the revaluation reserve. As at December 31, 2004, the
price for one troy ounce of gold was USD 438 (2003 — USD 417.25).
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Other gold and precious metals included within domestic assets includes
platinum and silver in a domestic vault, valued at the London fixing rate on the
balance sheet date, amounting to LEK 36 million as at December 31, 2004
(2003 — LEK 39 million) and LEK 4 million of non-international standard gold
(2003 — LEK 4 million).

VI.4. DEPOSITS WITH THE INTERNATIONAL MONETARY FUND

As at s ot

decembar 31, 2004 deceenbar 31, 2003

| Intamatianal Maonasary Fund A7 B,407
Special Drowing Rights ("sdr”) 306 623

| Accrued inferesh 35 26
Tirhal 16,817 18,056

Deposits with the IMF resulted from the membership of the Republic of
Albania in the IMF, which is secured by a promissory note issued by the
Government of Albania. The SDR holdings approximate the Republic of
Albania’s membership quota paid to the IMF in SDR and LEK. This represents
the counterpart of loans, which were granted to the Republic of Albania as
disclosed in Note 11. The SDR holdings bear interest, which is determined
on weekly basis. The interest rate prevailing as at December 31, 2004 was

2.22% (2003 — 1.57%).

VI.5. DEPOSITS WITH FOREIGN BANKS

Ag at Ak ot

| | december 31, 2004
Cumant pocounis 11,109 B,753
Shioel-harm deposils arg 1, 7er
| Accrued inferest | 1 3
Tortal 11,468 10,553

Short-term deposits mature in January 2005 and earn interest of 2.06%
(2003 - 0.93% to 3.63%). Deposits and current accounts with foreign banks
are denominated in EUR, USD and GBP which equate to the following foreign
currency balances:

5 of December As ot

31, 004 december 31, 2003

ELRE a7 41
50 a5 44
CGGEP 1 2

VI.6. FOREIGN SECURITIES AVAILABLE FOR SALE

Foreign securities disclosed in market value are as follows:

122 Bank of Albania



ponvol report | 2004

As ab As at

decamiber 31, 2004 | decembaer 31, 2003

Linited Sakes Genammen  discounad nodas 24,277 33,587

| Franch Governiment freasury notes 41,450 32612
Bonk for Inbemational Setilements:

midium-harm irmesimanle 3672 4046

| United Sates ogencias discounted noies A 635 ALY

Franch {Zovemmant freosury bills 1,744 26632

Fimesl ribe irmesiomenls (FIX BIS) 14,680 401

| Tahl 104, 450 B4.875

Foreign securities portfolio disclosed in nominal value and by currency are

as follows:
A5 o #s o
december 51, 2004 |  december 31, 2003 |

| LI5D .

| Linited S4ales Govammanl discountad notas | 370 15

| United Sdates agencies discouried nafes | 50 71
El5: medivm-term Investments . 5
Fimaed robe invastmants (FIX RIS al 5
Talcl 4381 ARE

| EURD .

| Franch Gevarmmen| inessuary robes | 328 243

| BI5: masdivm-term investmeants | 20 26
Fixed rofe investments (FIX BLS) a9 20
French Gevermmant ecaury bills 14 20
Talal 431 0%

| GEP

| Fimeed rishe investrnants (FIX BI5) | 12 1)

| BIS: mesdivrn-term inwestments | 18 -
Tiled a0 16

United States Government discounted notes are denominated in USD and
have coupon rates varying between 1.125% and 5.75%. Interest is paid semi-
annually and maturities vary between January 2005 and November 2009.
The yields vary between 1.05% and 4.65% (2003 - 0.95% and 4.65%).

The French Government treasury notes are denominated in EUR with
coupon rates varying between 2.25% and 7.5%. Interest is paid annually
and maturities range between January 2005 and July 2009. The yields vary
between 2.06% and 4.21% (2003 — 2.06% and 4.53%).

Bank of International Settlements — medium term investments comprise
of fixed coupon securities denominated in EUR and GBP with coupon rates
varying between 3.15% and 5.5%. Interest is payable annually for investments
in EUR and semi-annually for investments in GBP, and maturities range
between June 2005 and September 2009. The yields vary between 2.47%
and 5.27% (2003 — 3.11% and 4.72%).

Unites States agencies discounted notes are denominated in USD with
coupon rates varying between 1.875% and 3.875%. Interest is paid semi-
annually and maturities range between January 2005 and February 2007.
The yields vary between 1.14% and 2.44% (2003 — 1.14% and 4.71%).
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The French Government treasury bills are denominated in EUR and mature
on various dates between April 2005 and September 2005 with yields varying
between 2.11% to 2.21% (2003 — 1.86% and 2.18%).

The Fixed rate investments (FIX BIS) issued by the Bank of International
Settlements are denominated in USD, EUR and GBP with yields varying
between 1.85% and 4.99% (2003 — 1.02% and 4.16%) and maturities

ranging between January 2005 and December 2005.

VI.7. OTHER FOREIGN ASSETS

As at December 31, 2004, other foreign assets are comprised of cash
on hand in foreign currency of LEK 11 million (2003 - LEK 13 million) and
of quotations for participation of the Republic of Albania in International

Institutions.
#a ot #s at
dacambar 31, 3004 | decamber 31, 2003
Cesh an hand in lersign cumancy 11 14
Othar
| World Banik guodation 357 | 342 |
Indsmeational Devalzpment Agancy Gluatation a5 3
Mudilalenal lrmvesimen Guana e 12 11
| Aganey Glualetian
| Indsmationol Finonce Componaticn Guodation &8 il
European Bonk for Beconstruclion 54 4
ond Devwedopment Cluctation
lshamic Devalapmant Bank Gualakion 22 4
Tolal Cither 548 575
Toiol 559 548

VI.8. TRANSIT CREDITS
The total of LEK 277 million (2003 — LEK 384 million) represent credits
for services provided to the ltalian-Albanian Bank for further distribution to

ultimate borrowers to support state development programs (See Note 12). All
loans are guaranteed by the Government of Albania.

VI.9. DOMESTIC SECURITIES

VI.9.1 SECURITIES AVAILABLE FOR SALE

A at #5 ot Dipcambar 31,

Dacambar 31, 3004 2003

Shaet-tarrn Ireasury bills 43,784 Faa7
Tl 463,784 T1.687

Short-term treasury bills as at December 31, 2004 relate to Government
of Albania zero-coupon treasury bills, with maturities 3 to 6 months, ranging
between January 2005 and June 2005, with yields varying between 6.10%
and 8.10% (2003 — 7.25% and 12.95%)
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Lorg- covpen bond Tor copialisstion of 1,649 1573
Matienal Commancial Bank [MCE) !
Tatol I 1,649 | 1.573

Security for the capitalization of the NCB relates to a zero-coupon bond,
which was issued by the Government of Albania to replace the Bank’s
participation in the capital of the NCB. The security bears interest of 6% per
annum and matures in January 2006.

VI.10. OTHER DOMESTIC ASSETS

Ta fimgdl sl 1437 1,445
Indangibde st 378 549 |
Mh-% 413 477
Char dablars 44 B4
Mumismotic &3 50
Irwericny 26 27 |
Oithar i 4
Tolal 2,583 2,635

Loans to employees include a provision for legal claims of LEK 10 million
at December 31, 2004 and LEK 14 million at December 31, 2003. Loans
to employees are collaterised by security such as mortgages, totaling

approximately LEK 626 million at December 31, 2004 and LEK 537 million
at December 31, 2003. Net intangible assets are comprised of:

]

FIir
Boriknotes o coirs minled d4s4 2397
Arcumuloted amertingtion (2,353} 12,014
Toitnl aya 549

The net book values of tangible fixed assets by category are comprised of:

Balance of Jonwary 1, 2004 1,421 B2 141 2,054
Additions 20 B2 - 102
CITeT yo Iy R i
nce o
o ber 1, 2004 1,440 562 141 2,163
Arcumulated d . . N
Balance of Jonwary 1, 2004 147 451 117 415
Chargs Far the 35 &2 3 10
#ﬁ . 13 . ]
Eﬁrﬂ - 2] : £ |
nice of
0 bar 31, 2004 182 434 130 736
et boaok: walue
Balance o
o bar 31, 2004 1,258 138 | | 1,427
Balonce of
Decomber 31, 003 1,274 131 44 1,449

Bank of Albania 125



2004 Annual Report

The head office building of the Bank, included within the category “Land,
buildings and general constructions”, was revalued during the year 2000
to LEK 1,143 million from a fully depreciated historic cost amount of
LEK 7 million. The revaluation took place on March 29, 2000, effective
January 1, 2000, and was conducted by an internal valuation committee.
The basis of the valuation was not based on discounted future cash flows,
but based on the potential market rental value of the property over an
estimated useful life of 50 years. No other buildings owned by the Bank
were revalued. The revaluation surplus of LEK 1,143 million was credited
to the revaluation reserve and is amortized monthly in accordance with the
respective amortization rate.

According to Albanian law, the legal title of the building where the Bank is

located is unclear. Bank of Albania is in process to determine the status of the
ownership for the fixed assets managed by the Bank.

VI.11. DUE TO THE INTERNATIONAL MONETARY FUND

As at As at
december 31, 2004 | decembaer 31
| Enhancad Strucherol Adusiment Focilisy ("ESAFT) 8,733 7099 |
IMF securilias acogun 5,148 4,032
| IMF account in LEK. 1,847 1,847 |
Testail 15,748 17,478

ESAF borrowings related to the Republic of Albania’s IMF quota and were
drawn down on behalf of the Government for macroeconomic reforms. There
are 3 component facilities:

The initial ESAF facility was drawing down in 1993, repayable over 10
years, which commenced in 1999. The outstanding balance as at December
31,2004 was SDR 706,000 (2003 - SDR 4,377,000) (being the last payment
of this facility payable in June 2005) and the facility bears interest at 0.5%,
payable semi-annually.

An additional loan under this facility (known as Poverty Reduction and
Growth Facility) approved by the agreement of May 13, 1998 totaling
SDR 45,040,00, was drawn down during the period 1999 to 2001. The
outstanding balance as at December 31, 2004 was SDR 41,728,200 (2003
- SDR 44,451,500). This facility is repayable by 2011 in 10 semi-annual
installments commenced in 2004. Interest is payable, after the grace period,
at 0.5% semi-annually.

The Poverty Reduction and Growth Facility 3 for Albania loan: This is a
SDR 28,000,000 loan facility approved on June 21, 2002 which will be
disbursed until June 20, 2005. The balance as of December 31, 2004 is SDR
20,000,000 (2003 - SDR 12,000,000) with an interest rate of 0.5% payable
semi-annually. This facility is repayable after a grace period of five and a half
years in 10 semi-annual equal installments.
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VI.12. DUE TO NON-RESIDENT FINANCIAL INSTITUTIONS

As ot s oot
| - december 31, 2004 | december 31, 2003
Trunsit credits (Mote B] 277 384
Lesn frcam this Baink af Geasscia 1,112 1,183
Dl 1ot Warld Bank 33 k.
Tatad 1,537 1,747

The loan for development of LEK 277 million consists of USD 1 million and
of EURO 1.4 million (note 8) by European Investment Bank. Interest is paid by
the recipients of these transit credits (banks and domestic companies) directly
to the providers of the funds. The loan from the Bank of Greece (Hellenic
Republic borrowing of EURO 8.8 million) was granted for the purpose of
funding the balance of payments of the Republic of Albania. The interest rate
is 1.17% per annum, payable semi-annually. The loan matures in 2018. Due
to World Bank represents the accounts of the international organizations such
as IBRD, IDA and MIGA in the Bank of Albania.

VI.13. CURRENCY IN CIRCULATION

The exclusive rights of national currency issue are vested with the Bank.
This item comprises valid domestic banknotes and coins in circulation issued
by the Bank. The following bank notes and coins were in circulation as at
December 31, 2004:

Dhescperm baier 31, 2004 Decamber 31, 2003
Meamingl walus Mumbar in Tetal Mumbar in Teal
LEK thousand LEE jmin) thousand LEE {mik]
100 15,515 1,552 18,441 1,844
200 15,307 4,041 18,5596 3719
500 L4623 34,813 a2, 04% 31,095 |
1,000 64,720 64,720 60,563 80,563
5,000 7,233 34,142 5,875 29375
Caing EFE 1,248
141,430 127774
VI.14. DUE TO DOMESTIC BANKS
A ot As at
| decamber 31, 2004 | december 31, 2003
Foneign curmency
Compulsary mesrva 10,8264 2,140
Accounts of secand level banks (b 51
D-_u-E'h‘:m os HLn:I'nrtn 104 -
10,995 F.191
Dievmestic currarssy (LEK]
_Compulsory resseve 24,655 prirsl
Arcounts of second |eval banks 529 £43
_Rapurchoss agraamants 2,243 1,304
Crmrnight deposits 855 £53
28,302 24,755
Arccrued interest 21 24
Toiled J7. 318 J31.970
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Interest on compulsory reserves is calculated as follows:

* LEK balances: 70% of the yield on the repurchase agreements: 3.675
% as at December 31, 2004 (70% of the yield on the repurchase
agreements: 4.9 % as at December 31, 2003);

* USD balances: 70% of the one-month USD LIBOR rate: 1.69 % as at
December 31, 2004 (70% of the one-month USD LIBOR rate: 0.8%
as at December 31, 2003);

* EUR balances: 70% of the one-month EUR LIBOR rate: 1.52% as at
December 31, 2004 (70% of the one-month EUR LIBOR rate: 1.49%
as at December 31, 2003).

The Bank does not pay interest on correspondent accounts and demand
deposits. The deposit taken as a guarantee is deposited by Dardania
Bank (USD 1.1 million) as a guarantee for the protection of the customers
in accordance with the Bank’s order no. 4045 dated July 30, 2004. For
this deposit the interest is calculated in accordance with the rates for the
repurchase agreements at Federal Reserve Bank. Overnight deposits from
domestic banks attract interest of 2.5% (2003 - 3.5%).

VI.15. DUE TO THE GOVERNMENT

Az af Mg ot
december 31, 2004 | 3l
| Profit distibutoble o the Govemmant _ 400 200 |
Daposits recaiwed an behall of the Gavammen| 4,880 5,230
| Other . Fr 34 |
Testail 5,302 5444

The profit distributable to the Government relates to the remaining part of
the profit not yet distributed to the Government at the year-end based on the
decision of the Supervisory Board no. 16 dated on February 23, 2005.

Deposits received on behalf of the Government includes the main account
of LEK 3,181 million and international donor funds deposited at the Bank for
subsequent transfer to aid projects in Albania, of LEK 1,699 million.

“Other” includes funds received by the Bank of LEK 22 million (2003 - LEK
24 million) from a loan granted to the Government by the Islamic Arabian
Bank of Development.

VI.16. DEFERRED INCOME

Az ot Az of
december 31, 2004 december 31, 2003
| World Bank grant | 225 | 157 |
Ward Bank groml araricofian [155) [F&]
[Other I 3 | 36 |
Tiviod 104 117
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The World Bank grant relates to a grant received by the Bank during the
years 2002-2004 for the purchase of computer software and equipment for the
implementation of the ATM project (Accounting and Treasury Management)
totaling LEK 157 million and for the RTGS project (Real time Gross Settlement
System) of LEK 68 million. “Other” includes the value related to the two
buildings donated by the Savings Bank in the city of Korca and Berat.

VI.17. OTHER DOMESTIC LIABILITIES

Ag ot A at

decembar 31, 2004 december 31, 3003

Due o Primling House: [node 25] 217 174

Deposits of individuals fram the 272 177
| parlicipotion in Treasary Bils

Med ahligation’ Pension fund 1 1

| Cther . BB | 35

=1 578 389

Pension plan scheme consists of employee contribution of 2% of gross
salary and employer contribution of 15% on the total payroll amount.
Net obligation/ pension plan as at December 31, 2004 and 2003 are as

follow:

#s ot A ot

december 31, 2004 december 31, 3003

Choligation valug of 7% of conlribution 15 12
| Remults of 2% cordribution immestad | a| 1]
| Real valus of the recsurg bill patleka | [ &
| Met ohligotion of 2% contribution 1 1]

A5 o As at

december 31, 2004 december 31, 2003

| Chligaticn value of 15% of confributiocn | 141 137

Resuliz of 15% conlibulion vesied 56 24

| el volus of $he freasury bill portialic | [217} (145]

Med obligation of 15% confribation

“Other” includes accrued expenses of LEK 49 million (2003 - LEK 7
million) related to maintenance of ATM system, repair and maintenance
of sorting machines, Rojter services, statistics information, etc. The Bank is
currently under claims for several legal litigations raised in the normal course
of business. A net provision of LEK 20 million has been recognized in relation
to these claims for the year ended December 31, 2004 included in the other
operating income (2003 — nil).

VI.18. REVALUATION RESERVE

The components of the revaluation reserve are as follows:

As at As of

decambar 31, 2004 | december 31, 2003
Rervaluation of foreign currency and gold balonces [16&,005] [ 872)
Resaras of ssourity revehiofion 137 20
| Rerraluction af histaric nates ond coins | 32 32 |
[Ravalvaticn of Heod Office bulding (Note 10] | 1,012 1,040
Teshial [14,824] [,:3:301
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During year 2004, the revaluation reserve negative balance for foreign
currency and gold balances has increased by LEK 8,333 million (2003 -
LEK 12,040 million) due to a further revaluation of currencies during the
year. In accordance with the law “On the Bank of Albania” article 64/b, and
law n0.93339 dated December 21, 2004 “On the State Budget for 2005,
the Ministry of Finance issued securities by a total of LEK 7,672 million to
cover the negative balance of the revaluation reserve created during year
2003. These securities were issued on February 1, 2005, with a maturity of
six months renewable and an interest rate of 7.10%.

VI.19. OTHER RESERVES

The components of the other reserves are as follows:

Az at Az ot

december 31, 2004 | december 31, 2003
| paciol resarvg for Bolonce of Poymants 7.0 7,209 |
Irvwngden aevl Fund 301 301
| Orher 555 358 |
Tortal 8075 7878

The special reserve relates to funds provided by the European Community
as a financial assistance to support Albania on its transition towards the market
economy. These grants have been transferred during the period 1992 — 1993
supporting the long-standing of the Balance of Payment and reserves balance
and no movement have been incurred in this reserve since 1995. Investment
fund consists of a fund created with decision of Supervisory Council with aim
purchase of a new building for the Bank of Albania. “Other” includes reserves
created from the allocation of profits for years 2002 - 2004 based on the
Supervisory Council decisions on the respective following years. A further
allocation of LEK 197 million was made from the profit of year 2004.

VI.20. INTEREST AND COMMISION INCOME
(NON-RESIDENTS)

| Year ended foor anded

december 31, 2004 | decambar 31, 2003
Intarasl incomne from seouritas 2739 3,734
| Indarast income from fime deposits | 253 | 103
Irdares! frem SOR and IMF 177 143
| Crher [ 40| 15
Tl 3,209 31515

VI.21. INTEREST AND COMMISSION INCOME (RESIDENTS)

fear ended faar endad

december 31, 2004 | dscsmber 31, 2003

Indrest Income from Govemmaent loong A5 54
Irares] income fram securilies 5,172 7484
[ Ceiner l 34 29
Tatol 5,271 7567
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VI.22. OTHER OPERATING INCOME, NET

Med prafit from the sale of invesiments a0 248
Ircem Fram sociol gid 77 i)
Cher 2 )
Prewisian for legal cloims ond cther (noie 17) [} (4]
Tatal 144 I

VI.23. PERSONNEL EXPENSES

Personnel expenses consist of employees’ salaries, social insurance, pension
plan contribution and other costs.

Social costs represent mainly compulsory contributions to the Social Security
Fund. As at December 31, 2004, the Bank had 323 employees (2003 — 304
employees).

VI.24. CASH AND CASH EQUIVALENTS

Gold and ather precicus mefals held domesticolly 40 43
(nota J)

VI.25. PRINTING HOUSE

As detailed in Note 2(b), the Bank controls the operations of the Printing
House. The financial position of the Printing House as at December 31, 2004
and 2003 is as follows:

Tangible fued casets 73 30
Inveanigry &0 41
Troda oecounis eoarable 1 n
Amount dua frem dne Bonk nota 171 Fak 176
Tatol assats 301 257 |
EGLATY AND LABILITIES

Copilal 52 L2
ﬂ rasoree l‘if E
Insemstrnand reserss e 24 |
Cithar e & &
Redained sami 159 156
Ti and resenes 240 il
Cvar lighilities 4 -
Tolad equity and lighbililies 1) 257
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Az ot A ot

decambar 31, 2004 | december 31, 2003

TRCE T 17 148
| Expersas [174) (12n
| Proft of the year 3 2|

VI.26. CONTINGENCIES AND COMMITMENTS

On November 10, 2004, Bank of Albania issued a guarantee in favor of
Raiffeisen Bank sh.a, declaring the commitment of the Bank to guarantee
the amount of LEK 29 milliard in Treasury Bills of the Albanian Government
in the Raiffeisen Bank portfolio. The price of this guarantee is 0.2 pér qind
on annual bases, with three months payments. This guarantee matures in
November 5, 2005.

VI.27. RELATED PARTIES

Parties are considered to be related if one party has the ability to control the
other party or exercise significant influence over the party in making financial
and other decisions. In considering each possible related party relationship,
attention is directed to the substance of the relationship, and not merely the
legal form. The only related parties of Bank of Albania are the relations with
directors and the members of the Supervisory Council. As at 31 December
2004 and 31 December 2003, transactions made with related parties

comprised:
As at As ot
decamber 31, 3004 |  december 31, 2003
| Cdhar domastc Loans
Loans o amployes
| - Direciors L L] 40 |
Tortal ossats 44 40
Yaor andsd Year ended
december 31, 2004 | december 31, 2003
| Adminisiralive expenses
| Mabile sxpenses |
- Direclong g 2
| Salaries and Bonuses |
Dirsctors 42 40
Terled e edminisinafive expensas 45 43

VI. 28. RISK MANAGEMENT

The reserve is under the administration of the Bank of Albania and its
inventory is performed by the Monetary Operations Department, which is based
on the regulation “About the policy of administrating the reserves”, approved
by the Supervisory Board. The reserve, in accordance with the liquidity needs,
is invested in short-term securities and in fixed coupon instruments
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Liquidity risk

Policies to monitor and address liquidity risk are set by the Supervisory
Board of the Bank. The Monetary Operations department of the Bank monitors
the liquidity risk on a continual basis by analyzing liquidity ratios, gaps and
economic scenarios.

Liquidity management policies are set to ensure that, even under adverse
conditions, the Bank is in a position to meet its obligations.

Credit risk

The Monetary Operations department of the Bank, under the control of
the Supervisory Board, is responsible for assessing the credit risk associated
with the Bank’s operations. The credit risk is mitigated by the Bank transacting
largely with international and governmental institutions. Loans to domestic
banks are secured by Government of Albania treasury bills.

Price risk
The key elements of price risk affecting the Bank are:

* currency risk associated with fluctuations in the value of financial
instruments due to changes in foreign exchange rates; and

* inferest rate risk associated with fluctuations in the value of financial
instruments due to changes in market interest rates.

The Bank’s exposure to currency risk is monitored on a continual basis by
the Monetary Operations department. Financial assets denominated in foreign
currencies are disclosed in each relevant note to the financial statements.

The Monetary Operations department of the Bank monitors interest rate
risk. The Bank mitigates such risks by maintaining a significant excess of
interest bearing assets over liabilities (as detailed in Note 28 below). The Bank
maintains a portfolio of interest bearing financial assets and liabilities such
that the generated net interest income s significantly in excess of operating
requirements, which minimizes the potential adverse effects of inferest rate
fluctuations. Interest rates applicable to financial assets and liabilities are
disclosed in each relevant note to the financial statements.
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VI.28. INTEREST RATE SENSITIVITY

Assals
St | [ s
_Dnposits with tha IMF - 7,341 . - - - 7 AT 14,817
Depasits with foresign
i 11,489 - - - - - -l 1,489
Faraign sacurilias
availoble for sl 7.850 4,110 13,54% 14,710 54,211 - - | 104,450
Cher gold & precious
matals ) ) ) ) ) ) 40 40
Transit credits = - - = = = 277 277
f;‘:‘”"“ availoble for 21,679 | 25084 | 16873 - - - -l 3786
Irvestrnents held 3o
. . 1849 N . . 1,449
Chher domestic assols . - . - - 413 1,240 2,553
41918 38,485 | 30442 14359 | 64211 813 | 10,832 | 202,160
Libilities and squily
Diuse o the INF - - 407 477 | 6203 | 1,886 6,795 | 15548
D to non-resident . 5 - 1,112 410 1,527
firanciol insfidions
Currency in circulation . - . - =] 141,630 141,430
[l ta domestic banks 38,724 - - - 554 39218
Dusa o the Govermman - - - - - - 5,302 5,302 |
income - - - - - - 106 106
Cither domastc liabilies - & - - - - 572 ETH
Copiel ond resanaes - = - = - - £2,24%) (2,249
38,724 & 07 487 | 6703 | 2978 | 153360 202,160
Balance sheed gop as of
o bar 11, 2004 2,494 | 3IE4TY 30,035 15877 | SB8,008 (Z.365) | (142,528) -
Cumulative interest rate
siivity gap - 2004 2494 40,973 71,008 B5885 | 144853 | 142528 - -
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VI.28. INTEREST RATE SENSITIVITY (CONTINUED)

Upta | Oneto | Thies o Sato | Oneto Chver Man-
ona | Thees Siw [ Twabea Fivm Fiva | infarast Todal
month | months mionihs years years | sensitive
Asmpts
Gold and preciaus mekals - . . - - 593
with fha IMF . 5 : | 9.649 B407 | 18,056
n bonks 10,553 i - - - - - 10,553
Farsign sacurtes avoilable for sole 5351 | 4920 7455 17.593| 49,356 -| B6875
Crhar foreign ossets - - - - - 388 i)
her gold & precicus medols - 43 43
Transit cradits . . . - 384 384
Securilies avoilohis Tor ol 22,078 | 30,820 | 18,789 . - 71.687
Held 1o maturity sscurities - - - - 1,573 - - 1,573
Crhar domeslic assets - - B4 491 2,080 2,435
37 FBE2 | A7 740 | b 444 | V17 EFT | SD5TE 491 11,482 | 192587
Ligkiliras ond sguity
Dise ot [WAF - - 449 el 1] 4,545 2,045 TAT? | 17,478
Dse 3o non-resident finencial
insfitutians i - 1,183 557 1,747
Currency in circulabion - - 127774 | 127774
Due to domestic banks 33,256 - 714 | 33,970
Diusa b e Gevermimen - - 5,444 5,464 |
rrad income - - - - - 117 117
mastic linas - - - - - - JE7 J87
Caophol and Ressrees - - - - - 6048 | 6,048
33254 : 449 545 | 4545 | 3276 [ 14B944 | 192,987
mm 9op o5 of December | 4 796 | 47,389 | 25995 | 17,112 | 44,384 | (2,737 | 136,869} .
Cumulatie inleseast rate sensfvity
a0g - 7003 4,726 | 52,115 78,010 | 95222 [ 139,608 | 134,869 = .
VI.29. CURRENCY NET POSITION
LEK LD EUR| GEBF|  Other Tetal
Aszets
Gold ond precious metols ) . - 540 540
Dieposits wilh Inlemnational Monetary Fund 89951 .| .| | o832 16817
Daposits with foralgn banks - 7893 34046 120 - 17 488
Securities avoilsbla for salp -] 44570 54.4B81( 5399 -1 104,450
Ofher foreign ossefs 341 191 7 . - 559
Giold and other precious mehals 40 - - - A0
Tronsil credits . 5| 182 - 77
Securities available for sale &3,7846 = 5 = A3 704
Insesstmints hald to mturity 1,449 - - - S4F
Orhar domastic ossats 2,510 1 42 - - 2,553
Totol ossets 75341 S:FS0[ SBMB([ 5589 10382 303180
Tiabilites ) — )
Diusa b the Imarnationl Menetary Fund 5,795 - - - 8,953 15,948
D b non-residend finonciol insfilulions 132 25 1,300 - - 1,537
Currancy In circulotion 141,430 B . . =] 141,430
D fo domesfic banks BY| 53| 5,795 . - 398
Dives b the Govemment 4,062 305 34 | - 5,303
Defarred income 104 - - : - 106
Cither domastic linbilities 537 14 23 2 578
Tolal Lohiliies, copital ond reseres 181,781 5620 | BOS2 3| BI53| F04.40%
Met currency pesition os ot December 31, 2004 (106,440} | 47130 | 50,066 | 5586 1,40 [2,249)
Met currency position as ai December 31, 2003 B103% | 41.8%1 | 40524 | 3602 1,17 6,048
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