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FOREWORD BY THE GOVERNOR

Dear reader,

It is my pleasure to present, through this Annual Report, Bank of Albania’s
work and activities during 2013. This Report gives the opportunity to evaluate
the achievement of our legal objectives and institutional commitments. Let me
highlight some of the events marking Bank of Albania’s work during 201 3.

The Bank of Albania operated amid a difficult internal and  external
macroeconomic confext. Economic activity slowed its pace in 2013, while
aggregate demand and inflationary pressures were weak. This year confirmed
once again the alfered configuration of global economy. The decision-making
authorities faced an environment dominated by elevated risks, low economic
growth, weak inflationary pressures and worsened balance sheets. In such a
sefting, the Bank of Albania has aimed at creating a safe and stable economic
and financial environment through its monetary policy, liquidity management,
macro-prudential measures and prudential banking system supervision. The
Bank of Albania has strived to be clear in establishing the perimeter of ifs
objectives and influence, and insist on harmonising its policies with other
domestic macroeconomic policies. At the same time, it has widened the range
of instruments and amended the regulatory framework to set up safety barriers
and, eventually, foster price and financial system stability.

Bank of Albania’s primary legal objective is to achieve and
maintain price stability.

This objective has been translated info our commitment to keep inflation at
around 3.0%, adequate for a small open economy like ours, which aims
fo integrate into the European markets. Our monetary policy operates under
the inflation targeting framework, where monetary policy decisions are future-
oriented and in line with market principles.

The Albanian economy confinued fo grow below its potential in 2013 and
at a slower pace than last year. It was positively driven by foreign demand
and fiscal stimulus, whereas consumption and private investments were weak.
Credit growth hit negative rates for the first time in 2013. Annual inflation
averaged 1.9%, fluctuating close to the lower bound of Bank of Albania’s
folerance band. The weak domestic demand-side pressures and lower
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imported inflation were the main factors driving the performance of inflation.
In face of the sluggish economic and monetary dynamics, the Bank of Albania
pursued a stimulating monetary policy in 2013. It cut the key interest rate by a
cumulative 100 basis points, from 4.00% to 3.00%. The stimulating monetary
policy enabled the central bank to keep the downward inflation in check and
manage inflation expectations. lts transmission was reflected in lower inferest
rates across all market segments. However, the effect of monetary stimulus
fo economic activity was incomplete due to high risk premiums and private
sector’s small appetite for increasing consumption and undertaking long-term
investments.

During 2013, the Bank of Albania adopted a new approach to monetary
policy communication, by declaring its expected future path. This form of
communication enhances confidence among businesses and individuals, by
establishing the connection between expected monetary policy course and
economic condifions. On the one hand, it has confributed fo firm anchoring
of inflation expectations and, on the other hand, to enhancing central bank

credibility.

In addition to price stability objective, the Bank of Albania is also
tasked with strengthening and safeguarding the country’s financial

stability.

Bank of Albania’s policies have aimed to ensure a well-capitalised and well-
governed banking system, with strong financial parameters and sound risk
management practices. The Albanian financial system was stable and not
exposed to direct market risks in 2013. The banking system was liquid and
well-capitalised, and its profitability improved. In March, the Bank of Albania
adopted a package of macro-prudential measures, which seek to address
lending and loan quality issues. Combined with the accommodative monetary
policy, this package began to provide its effects in terms of curbing the growth
of non-performing loans and reducing the cost of borrowing. In addition, the
Bank of Albania proposed some amendments fo the legal framework, which
were approved by the Assembly of the Republic Albania. These amendments
will alleviate banks’ balance sheet burdens and improve financial soundness
indicators.

In the framework of the Financial Sector Assessment Program, the IMF and
the World Bank, in cooperation with the Bank of Albania, made an indepth
assessment of the Albanian financial system in 201 3. This assessment concluded
that our financial system is capable to withstand the international financial
crisis. The assessment process required the cooperation and coordination
of several authorities, confirming once again that the task of safeguarding
financial stability is not limited to the central bank alone. The financial system
assessment exercise was coupled with financial supervision strengthening. The
Bank of Albania revised the regulafory basis to shift the supervision practices
from Basel | to Basel Il. Shifting fo the new system is a medium-term project for
the Bank of Albania. It seeks to ensure the implementation of most advanced
practices and facilitate cooperation with European supervisory authorities.
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Bank of Albania’s membership into Vienna Initiative 2 Steering Committee
was a step further in this regard. This fact highlights the importance of financial
coordination and infegration fo us. First, decisions and conclusions drawn
from the Steering Committee meetings have substantial impact on the Albanian
financial system, which is fully infegrated with infernational financial markets
and directly affected by international events. Second, Albania is the only
non-EU member country with a membership in this Committee. It is, therefore,
a unique opportunity for Albania fo share opinions and concemns facing host
non-EU member countries with home EU-member countries.

In 2013, the Assembly of the Republic of Albania passed the law “On
the Payments System”, which marks a major step in achieving international
standards and approximating the Albanian legislation to EU directives. This
law strengthens Bank of Albania’s authority in regulating, licensing and
supervising payment systems, and augments its responsibility for fostering
financial stability. It also provides for the establishment of private payment
systems, providing as such a new dimension fo the Albanian financial market.

These major projects, along with central bank’s daily tasks and functions, have
called for enhanced expertise within the institution. Our human capacities
are oriented towards deepening research by expanding the network of
academic cooperation, both inside and outside Albania. Bank of Albania’s
work agenda for 2013 placed special focus on improving the quality of
statistics and approximating them to Eurostat requirements; managing the
foreign exchange reserve; approximating the infernal control standards to ECB
practices; implementing advanced human resources management systems;
and meeting institutional requirements in the context of European integration.

In addition, the Bank of Albania fook concrefe steps to enhance financial
literacy and implemented an active communication strategy, in order to help the
public make sound financial decisions and clearly understand central bank's
policies. Clear and understandable communication enhances the efficiency of
our policies. | hope this Annual Report will also be read in this spirit.

Dear reader,

Achieving and maintaining price stability will remain Bank of Albania’s
primary objective. Without prejudice fo this objective, the central bank will
confinue fo support and provide adequate policy framework to safeguard
Albania’s financial stability. In this way, the Bank of Albania, the country’s
monetary authority, makes the best confribution o ensuring longterm growth
and improving citizens’ welfare.

Ardiad Fullani

overnor

Bank of Albania
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MISSION AND MAIN TASKS OF THE BANK OF
ALBANIA

* According fo the law “On the Bank of Albania”, the main objective
of the Bank of Albania is to achieve and maintain price stability.
By guaranteeing price stability, the Bank of Albania confributes to
maintaining macroeconomic balances, creating the right conditions for
economic growth, employment and welfare, maintaining the value of
savings, and safeguarding financial system stability and development.
The objective of price stability is achieved through the independent
formulation and implementation of monetary policy.

e The Bank of Albania is responsible for licensing, regulating and
supervising banking activities. Based on market principles, it seeks
fo promote the smooth functioning of the banking system, aiming
fo establish an effective and stable banking system. The Bank of
Albania is committed and provides direct confribution to safeguarding
Albania’s financial stability through its  macro-prudential policy;
prudential regulation and supervision of the banking sector and non-
bank financial institutions; its role as lender of last resort; its role as the
authority handling and liquidating troubled banks; and regulation and
oversight of payments infrasfructure.

e The Bank of Albania has the exclusive right fo issue and circulate
the domestic currency — Llek. It promotes and oversees the smooth
operation of payment systems, aiming af supporting monetfary policy
implementation and  safeguarding  financial stability and public
confidence in the domestic currency.

®  The Bank of Albania has the right fo hold and manage the foreign exchange
reserves of the Republic of Albania. Foreign exchange reserves serve as a
guarantee fo cope with unexpected shocks on the real or financial sector of
the economy. The management of foreign exchange reserves is guided by
the principles of prudence so as to safeguard their value.

®  The Bank of Albania has the right to collect and produce banking system
statistics, and to compile Albania’s balance of payments and respective
methodology. It cooperates with other national statistics agencies to
design and harmonise national statistics methodologies.

The Bank of Albania is also tasked with a number of duties and institutional
commitments, such as: supporting Albania’s European integration process;
enhancing financial literacy; strengthening cooperation with infernational
counterparts; broadening the knowledge, and actively participating in
academic debates.
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The Bank of Albania seeks to base its decision-making process on
three solid foundations: independence, transparency and expertise.

The law grants the Bank of Albania independent status to formulate and
implement the monetary policy to achieve its objective. The Supervisory
Council, the central bank's decision-making body, acts out independently of
any exfernal influence, ensuring the public that the decisions are made on the
basis of a longterm perspective.

Transparent communication confributes fo the quality of decision-making,
proper fransmission of policies to the economy and enhanced confidence in
this central institution.

High-level expertise and skills are key to the success of Bank of Albania’s work
and reputation. The Bank of Albania ensures that ifs staff is equipped with
the required expertise and know-how fo confribute to achieving the Bank’s
operational and strafegic objectives.
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HIGHLIGHTS OF 2013

e Gross domestic product grew 0.4% in the first three quarters of 2013,
slowing down markedly from 2012. The weak economic growth was
moin|y driven b\/ the poor investments and private consumption, which
reflected the low economic agents’ confidence and tight financing
conditions. The external economic environment remained unfavourable.

* InJune, genero| por|iomemory elections were held in Albania. Similar
fo previous electionrelated experiences, the postelection period was
marked by elevated perceived uncertainty in the economy, which
curtailed consumption and private investments.

* Annual inflation averaged 1.9% in 2013. Inflation pursued a
downward path, falling from 2.7% in January to 1.9% in December.
The downward inflation was driven by the weak aggregate demand
growth and lower imported inflation. Inflation expectations remained
anchored around Bank of Albania’s target.

* Inresponse fo the weak aggregate demand and inflationary pressures,
the Bank of Albania continued fo pursue an expansionary monetfary
policy. The Supervisory Council cut the key interest rate in January, July,
November and December. At the end of 2013, the key inferest rafe
decreased fo the record low of 3.0%.

e Economic activity was supported by a countercyclical fiscal policy,
which, in turn, increased the budget deficit and public debt. At the end
of 2013, budget deficit was estimated at around 4.8% of GDP.

® |nDecember, an IMF mission visited Albania in the framework of Article
IV Consultations. The mission reached sfafflevel agreement with the
authorities on including Albania in an economic programme, which,
among others, provides for financial assistance from the IMF and the
World Bank.

® The main financial soundness indicators improved in 2013. The
positive profit improved, and capitalisation and liquidity indicators
were at adequate levels. The banking sector appeared relatively
hedged against direct risk associated with unfavourable exchange rafe
and inferest rate movements.

e The increase in bank lending slowed markedly and loan quality
worsened in 2013. In response, in March 2013, the Bank of Albania
made some amendments to the regulatory framework to improve the
supply of bank lending and support the credit restructuring process.
In addition, in cooperation with the banking industry and other
institutions, the Assembly of the Republic of Albania approved some
amendments to the Code of Civil Procedure and the Civil Code, which
seek fo facilitate the loan collateral auction procedure and improve the
associating legal guarantees.
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® In September, the IMF and the World Bank, in cooperation with the
Bank of Albania and other supervisory authorities, updated the Financial
Sector Assessment Program for Albania. This exercise concluded that
the Albanian financial system is able to withstand the infernational
financial crisis.

e As of 2013, Ardian Fullani, Governor of the Bank of Albania, is
appointed member of Vienna Initiative 2 Steering Committee. Albania
is the only non-EU member country with a membership in this Committee.
It, therefore, also represents the interests of other countries aspiring to
join the EU.

e  On the initiative of the Bank of Albania, in April 2013, the Assembly
of the Republic of Albania passed the Law “"On the Payments System”.
This Law mandates the Bank of Albania with the regulation, licensing
and oversight of payment sysfems through a special legal framework.
The passing of this law also implies the liberalisation of the payment
systems market through the establishment of private payment systems.

* In line with Bank of Albania’s mediumerm strategy, the Bank
continued its work to deepen economic research; enhance the quality
of statistics; improve the quo|ity of currency; enhance staff quo|iﬁcotion
and motivation; and accomplish the instfitutional tasks in the confext of
European Integration. The Bank of Albania has paid special attention
fo improving the means of communication with the public, including
the adoption of principles for Institutional Social Responsibility. This

philosophy was reflected in several humanitarian initiatives of the Bank
of Albania during 201 3.

Bank of Albania
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|. BANK OF ALBANIA DURING 2013

l.1. MACROECONOMIC ENVIRONMENT AND MONETARY
POLICY

® Year 2013 was challenging for the Albanian economy and financial
markets. The weak aggregate demand was reflected in low economic
growih, leading eventually to low increase in employment and wages,
weak inf/afionory pressures, financial constraints for enterprises and
increased non-performing loans in the banking system. In response,
the Bank of Albania pursued a stimulating monetary policy. It cut the
key interest rate four times in 2013, fo the record low of 3.0%. Bank
of Albania’s monetary policy was supported by continuous injection
of liquidity and reinforced by the improved public communication. It
proved successful in containing the downward inflation pressures and
keeping it around the central bank’s target.

1.1.1. INTERNATIONAL DEVELOPMENTS

Clobal economy grew at positive rafes in 2013. Economic growth picked
up in the last part of the year; however, the recovery of output and economic
activity was not uniform across the regions. Advanced economies saw frail
economic growth in the first half of the year, but their growth pace gained
momentum in the last quarter, offsefting, in turn, the weak performance of
developing economies. The subduing effects of rigorous fiscal policies in
many advanced economies moderated, while major central banks’ monetary
policies remained accommodative and supported the growth of economic
activity. These policies opened the way to economic recovery. Unemployment
remained high in most major economies, while the weak aggregate demand
restrained the growth pace of employment in developing economies. Despite
the positive developments, international markets and economy are surrounded
by elements of uncertainty as long as a number of economic crisis-related
factors remain present.

Financial markefs saw downward risk  premiums, reflecting  the
accommodative monetary policies and fiscal consolidation results. In this
context, a number of infernational arrangements were concluded in 2013,
which helped improve confidence in market agenfs. Investors’ approach
to developing economies was more positive, being expressed in the form
of lower yields and increased financial activity. However, Fed's tapering
of monetary stimulus was reflected in unexpected fluctuations in the capital
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markets of a number of developing economies, confirming the yet frail
recovery. Global inflationary pressures were contained due to downward
energy and raw material prices.

Table T Se/ecfed GDP change Unemployment rate Inflation rate
macroeconomic  Countries 2012 2013 2013 2012 2013
indicalors  UsA 2.8 1.9 7.4 2.1 1.5
Euro area 0.7 0.4 12.1 2.5 1.4
Germany 0.7 0.4 5.3 2.1 1.5
France 0.0 0.3 10.4! 2.2 1.0
United Kingdom 0.3 1.9 7.7 2.8 2.6
Japan 1.4 1.71 4.0 0.0 0.4

Source: Eurostat, respective stafistical institufes.
'According to major economic institutes” projections and estimates.

MONETARY POLICY AND FINANCIAL
MARKETS

The European Central Bank cut its main refinancing
rate twice by 25 basis points to 0.25%. The other
major cenfral banks kept their key interest rates
unchanged in 2013: Federal Reserve at 0-0.25%,
Bank of England at 0.5%, and Bank of Japan ot
0-0.1%.

ECB’s cut of the main refinancing rate and Fed's
and many centfral monetary institutions’ continued
quantitative easing helped reduce the uncerfainties
and inferest rates in financial markets. Euro area
countries’ debt securities saw lower spreads and
risk premiums. However, the lower ask premia in
the capital markefs was not franslated info a general
decrease in lending interest rates. In many countries,
the lending rates remained high compared to the
pre-crisis’ period. Improving the financial market functioning has been af the
focus of EU’s central institutions. Actions have been taken and agreements
have been made to prevent obstacles and improve confidence in agents and
investors. Overall, foreign investors’ approach to Central and South-Eastern
European countries was more positive and active in 201 3. It, however, could
not restore the pre-crisis levels.

——ECB —Fed

In the last months of 2013, financial market yields were slightly affected by
Fed's tapering of quantitative easing. In the money market, Euribor and Libor
rates were low thanks to improved confidence, in addition to major central
banks’ accommodative monetary policies pursued in the past two years.
European, U.S. and Japanese stock markefs improved progressively over
2013, standing well above the previous year's level.
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The 1, 3, 6 and 12-month Euribor rates stood at 0.13%, 0.22%, 0.34%
and 0.54%, respectively, in 2013, registering an average drop' of 0.41
percenfage points from 2012. The 3-month U.S. dollar Libor interest rate

dropped slightly to 0.27%, from 0.43% in 2012.

In the foreign exchange market, the euro appreciated against most major
currencies. It gained ground against the U.S. dollar, Japanese yen and the
Swiss franc, reflecting primarily the higher demand for the euro following the
improved confidence in the European markefs. One euro was fraded af an

average of USD 1.3281 in 2013, appreciating by 3.37% from 2012.

INTERNATIONAL PRICES

Average raw material prices in infernational
markefs did not show significant changes in
2013. The European Brent index dropped by
2.7% in annual terms, due to higher supply from
non-OPEC member states and absent oil demand-
side pressures. Average price per barrel ranged
between USD 102-116, with the minimum price
recorded in April.

Primary commadity prices (based on IMF's periodic
index) mainfained a slight downward fendency,
-1.6%, reflecting the fluctuations in oil and food
prices. Food Index registered similar rates to
2012, being in line with the growth of supply of

agricultural products.

Chart 3 Oil and food price in the

international market

Annual change in basic prices

—Oil price —Food price

Source: EIA and IMF.

They dropped by 0.20, 0.36, 0.49 and 0.5/ percentage points, respectively.
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[.1.2. ECONOMIC DEVELOPMENTS IN ALBANIA

Year 2013 was challenging for the Albanian economy and financial markets.
Aggregate demand was weak, and the fiscal stimulus and external demand
offset the poor performance of consumption and private investments only
partfially. Private sector demand continued to be negatively impacted by the
low economic agents’ confidence, slower income and relatively tight financing
conditions. In addition, the external economic environment, which saw sharp
economic constraints for Albania’s trading partners and low appetite for
financing developing economies, did not favour domestic economic activity.
The general elections held in 2013 elevated the uncertfainties in economic
agents and financial markefs, hence impacting their consumption and
investment decisions adversely. The weak aggregate demand was reflected
in low and below-potential economic growth in Albania. This eventually led to
slower increase in employment and wages, and produced weak inflationary
pressures. Albanian businesses were faced with financial constraints and
the banks’ balance sheets with worsened non-performing loan portfolio. The
economic slowdown also affected public finances, which saw fast increase in

budget deficit and public debt.

The weak aggregate demand and consequent concerns drove the relevant
institutions fo implement stimulating macroeconomic policies in 2013. The
govermment pursued a stimulating fiscal policy, which was materialised
into higher expenditure and budget deficit. The fiscal stimulus was most
concentrated in the first half of the year, fo later moderate in the second half.
In addition, the Bank of Albania pursued a highly stimulating monetary policy,
which was manifested in four key interest rafe cuts and contfinuous injection
of liquidity. In line with domestic economic and monetary developments and
without prejudice fo its objective of financial stability, in March 2013, the
Bank of Albania revised a number of banking supervision-related regulations,
to stimulate lending fo the economy.

Fiscal and monetfary policies, and the package of regulatory measures
proved successful in guaranteeing general economic and financial stability
in Albania. CPI inflation was low due to weak demand-side pressures and
anchored inflation expectations. The latter reflected Bank of Albania’s prudent
monetary policy, and enhanced transparency and communication with the
public. Its measures also helped contain the liquidity risk premiums and
decrease interest rafes in the economy. The improved current account deficit,
the stable domestic currency and the sound financial sector balance sheets
confributed to safeguarding Albania’s financial stability further. Economic and
financial stability is one of the pillars required to guarantee stable and long-
ferm economic growth.

Despite the stimulating economic and financial policies, aggregate demand
and economic growth remained weak. On the one hand, this reflects
economic and financial agents’ conservative approach and  their low
willingness to undertake risk. Along with concerns relating to the external
sector of the economy, risks keep the Albanian economy below potential. On
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the other hand, the weak performance reflects the structural concerns facing
the Albanian economy. These concems relate fo the need to generate stable
economic growth resources, strengthen the measures to improve the business
climate, undertake comprehensive reforms to increase productivity, expand
the markets, and develop the sectors that could be competitive in international
markefs. In response fo the costs associating domestic restructuring and in face
of the tighter financing conditions in infernational financial markets, the Bank
of Albania notes that the potential growth pace of the Albanian economy
has slowed in the past years, bringing, in fum, negative consequences for
employment and welfare. Addressing these concerns will determine the future
path of the Albanian economy.

Table 2 Selected economic figures through the years

2008 2009 2010 2011 2012 2013

Inflation [y-oy, average for the period)
Headline inflation (in %) 3.4 2.3 3.6 3.5 2.0 1.9
Economic growth
Real GDP growth (in %)! 7.5 3.3 3.8 3.0 1.3 0.42
GDP (at current prices, in ALL million) 1,089,293 1,148,082 1,222,462 1,282,255 - -
Labour market
Number of employed (in thousands) 974.1 899.3 916.9 928.0 9550 966.0?
Unemployment rate® 12.7 13.7 13.5 13.3 13.0 12.82
Unemployment rafe according fo the survey* 13.0 13.8 14.2 13.9 13.9 15.72
Fiscal sector
Budget balance (including grants, as a 55 70 3] 36 35 48
percentage of GDP)
Budget revenues (as a percentage of GDP) 26.7 26.0 26.6 258 24.9 24.1
Budget expenditure (as a percentage of GDP) 32.3 33.0 29.7 29.4 28.4 28.9
External sector
Current account [as a percentage of GDP) -15.6 -15:3 115 -13.0 -10.7 9.9?
Imports of goods (fob, as a percentage of GDP) 37.7 35.1 36.7 39.9 37.0 34.0?
Exports of goods (fob, as a percentage of GDP) 10.3 8.6 13.2 15.4 16.0 17.92
FDI inflows (as a percentage of GDP) 7.5 8.2 8.9 8.2 7.8 9.82
:Czw;erirgg)ﬁonol reserve (in EUR million, end of 1 675 1 646 1 904 1912 1072 2015
Monetary and financial sector
Repo rafe (end of period) 6.25 5.25 5.00 4.75 4.00 3.00
M3 aggregate (annual growth, end of pericd) 7.7 6.8 12.5 9.2 5.0 2.31
lending to the private sector (annual growth, 329 117 10.6 10.4 15 121
end of period)

12-month yield (annual average) 8.16 Q.17 7.98 7.34 7.03 5.16
ALL/USD average exchange rate 83.9 25.0 103.9 100.8 108.2 105.7
AlL/EUR average exchange rate 122.8 132.1 137.8 140.3 139.0 140.3
NEER 99.7 107.1 1134 113.8 113.3 113.7

Source INSTAT, Ministry of Finance, IMF estimates and Bank of Albania
Semiinal estimates for 2010; preliminary estimates for 2011, and flash estimates for 2012
and 2013

2 Annual growfh of the nine-month period and end-Q3 for labour market and external sector
data.

3 According to administrative data, INSTAT.

4 "labour Force Survey Results”, INSTAT.

* GDP ratios are based on annual projections.
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[.1.3. PRICE STABILITY

The primary objective of the Bank of Albania’s monetary policy is to achieve
and maintain price stability. In quantitative terms, the Bank of Albania aims
at keeping CPl inflation at around 3.0%. The inflation objective is set fo be
achieved in the medium-term period, while the actual inflation may be subject
fo shorterm deviations from the farget, due fo unexpected shocks or shocks
independent from monetary policy.

Inflation was low and downward in 2013.
Annual inflation averaged 1.9% in 2013, ranging close fo the lower bound of
Bank of Albania’s folerance band. It maintained a slowing fendency, reducing
from 2.7% in January fo 1.9% at yearend.

Food prices made major contribution to

inflation.

Food prices, which have the main share in our
. consumer basket, determined the performance of
headline inflation. "Unprocessed foods’ contributed
by around 1.7 percentage points to inflation,
- forming around 90% of headline inflation. This item's
inflation decreased considerably in the second half
. of the year due to lower prices in Albania’s frading
partners and higher domestic supply of agricultural
products.? Inflation of other important basket items -
"Processed foods’, ‘Nonfood consumer goods” and
' "Housing’ - fell considerably, leading eventually
. to lower headline inflation. The lower inflation of
" these goods and services reflected the waning of
past year's price rise effect, the favourable global
conjuncture of raw material and primary commodity
prices, and the weak real estate market. The lower
prices of durable consumer goods also helped reduce the annual inflafion,
while prices of other consumer goods did not undergo any significant changes.
‘Regulated prices’, in particular, continued to make no contribution to inflation
formation, due to energy and drinking water price remaining unchanged for
a relatively long time.

2 INSTAT data show an increase in agriculiural production by 2.8% in the third quarter of 201 3.
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Table 3 Annual contribution of key items to annual inflation (in percentage points)

Ql:12  Q2:12 Q3:12 Q4:12 Q1:13 Q2:13 Q3:13 Q4:13
Processed foods (pp) 0.7 0.4 0.4 0.6 0.5 0.3 0.1 0.1
Bread and grains (pp) 0.2 0.0 0.0 0.0 0.1 0.1 0.1 0.0
Alcohol and fobacco (pp) 0.1 0.1 0.1 0.2 0.1 0.2 0.1 0.1
Unprocessed foods (pp) 0.6 0.5 1.3 1.0 1.7 2.0 1.5 1.5
Fruit (pp) 0.3 0.3 0.5 0.5 0.3 0.4 0.8 0.5
Vegetables (pp) -1.2 0.1 0.7 0.2 1.2 1.5 0.5 1.1
Services (pp) 0.0 0.2 0.2 0.2 0.2 0.1 0.1 0.1
Regulated prices (pp) 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.0
Fuels and energy (pp) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Housing (pp) 0.3 0.2 0.0 0.2 0.2 0.2 0.1 +0.1
Non-food consumer goods 0.6 0.4 0.5 0.5 0.1 0.2 0.2 0.1
Durable consumer goods (pp) 0.0 0.1 0.2 0.2 0.1 0.1 0.0 0.0
Consumer Price Index (y-oy, %) 1.1 1.9 2.7 2.4 2.5 2.2 1.5 1.5

Source: INSTAT and Bank of Albania.
*The fable presents some of the main items.

From the macroeconomic perspective, inflation was affected by the weak
aggregate demand, which has also determined the past two years' weak
inflation; continuous fall in import prices, which have generoted shorp vo|oTi|iTy
in headline inflation; and anchored inflation expectations, which have limited
the sharp deviation of inflation from the Bank of Albania’s farget.

Below-potential growth has generated low core inflation rates.
Albania’s negative output gap deepened in 2013, exercising weak pressures
on the increase in labour and producer costs, and profit margins in the
economy. After increasing sharply unfil 2010, unit labour costs remained
broadly unchanged in the following period, due to slow rise in real wages and
stable labour productivity indicators. The average wage in the non-agricultural
sectors of the economy increased around 0.6%, annually, at the end of the first
nine months of 2013. Industrial product costs in the domestic market fell 0.7%
annually over the same period, whereas core inflation decreased from 1% in
the first quarter to -0.24% in the last one. Non-raded inflation maintained a
similar path, falling from 0.8% to 0.4% in the reference periods.

Chart 5 Longterm inflation trends (left], domestic cost prices (right)*

Longerm inflation trends Domestic cost pressures

—Core inflation —LP_economy [excl. agric.) PPI_domestic
—Net non-raded inflation ULC_economy [excl. agric.) —CPI
— Real average wage [excl. agric.)

*LP - Labour Productivity; ULC - Unit Labour Cost; PPI - Producer Price Index; CPI - Consumer Price !
Index. For comparison purposes, the indices are based on their respective values of 2007 Q4.

Source: INSTAT and Bank of Albania calculations.
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Pressures from imported inflation have been downward.
In addition fo the receding domestic inflationary pressures, headline inflation
was also impacted by the curbed imported infation. The latter’s dynamics was
defermined by the low inflation in Albania’s major trading partners, falling
primary commodity prices and appreciating exchange rate. Import Price Index®
showed a declining tendency in 2013, hitting its lowest value (0.6%) in Q4.
This index conditioned the performance of the Imported Inflationary Pressures

Chart 6 Contribution of imported and domestic inflation to
headline inflation
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Index* almost entirely during 2013. On the other
hand, the stable exchange rate helped further
alleviate the inflationary pressures deriving from the
external economy. The depreciation of the Nominal
Effective Exchange Rate® by 0.6% in the first half
of 2013 was followed by its similar appreciation
(0.6%) in the second half of the year. Despite their

Chart 7 Inflation expectations from different 1
' fall, imported infation continued to make the biggest

economic agents

confribution to headline inflation, by around 1.5
percentage points [or around /9% of headline
inflation).

—Businesses —Financial agents
—Consumers Financial agents - after 2 years

Inflation expectations remain anchored.
Inflation  expectations ranged around 2-4% in
********************************************************* 2013, with a slight declining tendency over the

This synthefic index measures imported inflationary pressures and is comparable to traded
inflation of Albania’s CPI basket. Import Price Index is based on the inflation rates of ‘Food,
beverages and fobacco’ for 18 major countries, and goods” inflation of Bulgaria, Germany,
Greece, ltaly and Turkey. The final index value is calculated as the weighted average of the
above-mentioned CPls and the monthly weights of their import.

4 |IPlis calculated as the sum of the annual increase in import price indices and the NEER index value
for the respective month. Imported inflationary pressures impact inflation with o 1-3 monih lag.
NEER — Nominal Effective Exchange Rate is measured against the currencies of Albania’s
five main frading partners, namely ltaly, Greece, Germany, Tutkey and China. An increase in
NEER implies lek's depreciation.
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quarters. On an average annual level, expectations of different groups did not
show significant changes from a year earlier. Financial agents’ medium-ferm
expectations stand closer to Bank of Albania’s point target for inflation.

1.1.4. MONETARY POLICY OF THE BANK OF ALBANIA

The overall weakness in inflationary pressures required the Bank of Albania to
pursue an easing monetary policy in 201 3. The central bank cut the key inferest
rate four fimes to a record low of 3.0% af yearend. The easing monetary
conditions contfributed to a general decrease in interest rafes, easier liquidity
conditions and improved financial market activity. The monetary policy proved
successful in keeping the downward tendency of inflation under check and
managing economic agents’ expectations.

The weak inflationary pressures required the Bank of Albania to

pursue a stimulating monetary policy.

The cyclical weakness in aggregate demand and downward pressures from
imported infation generated low inflation rates in 2013. Taking info account
the forecast for low inflation rates in the period ahead, the Bank of Albania
continued the monetary policy easing cycle that had begun since 201 1. It cut
the key inferest rate four times, in January, July, November and December, by
a cumulative 100 basis points. At the end of 2013, the key inferest rate fell
to the record low of 3.0%.

————————————————————————————————————————————————————————————————————————

Chart 8 Output gap and annual change in unit labour cost (ULC)* (left).
Key interest rate and annual core inflation (right)

— Output Gap as % of potential —Core inflation
output [MA) (left axis) —Key interest rafe (-12 month)
— Y-ory ULC [MA) (right axis)
*Note: MA (fourferm moving average to flatten the shortterm volatility).

Source: Bank of Albania calculations. |
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Monetary policy was in coherence with fiscal policy stance and intensity,
seeking to maintain a policy mix steered towards boosting economic activity
and closing the negative output gap in the medium-erm period. In addition,
the easing pace was in line with international market developments, with
central banks in the region carrying out consecutive key interest rate cuts.
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The Bank of Albania continued to inject adequate liquidity info the banking
sysfem through its sfandard refinancing operations. It continued to conduct regular
liquidity injection operations of one-week maturity and employed one-month
reverse repurchase agreements, to better meet banks” liquidity requirements.

From a longerferm perspective, the timely and consistent monetary policy decision-
making confributed fo lowering perceived risk and managing inflation expeciations.
To this end, in addition fo the conventional monetary policy instruments, the Bank
of Albania enhanced its communication with the public regarding the expected
monefary policy path. The new tool — forward guidance — proved effective in
stabilising financial system expectations and lowering key interest rafes.

Monetary policy was transmitted adequately to the financial
markets, but less to the real economy.
Financial markets” activity recovered and risk premiums were downward in
2013. Both factors helped transmit the easing monetary policy into the interest
rates applied by financial agents. Inferest rates dropped sharply in the primary
market for debt instruments, interbank market and the deposit market, whereas
those in the loan market decreased at a more moderate pace.

Interbank rates were in line with Bank of Albania's monetary policy stance. Average
ovemight inferest rate in the interbank market fell to 3.09% in December 2013,
from 3.76% in 2012, while the one-week rate fell to 3.14%, from 4.02%. Trading
volume in the money market grew considerably, with banks showing a more active
approach and increased use of this instrument. The growing frading volume in
2013 was also driven by the more frequent use of repurchase agreements and
the regular use of the collateral market. Banks' increased volume and acfivity in the
inferbank market improved the monetary policy impact on this segment. The spread
between the overnight interest rafe in the money market and the key interest rate
narrowed in 2013, while showing, overall, lower volatility® than in 2012.

—Overnight interest rate December-13 — December-12 —June-13
Weekly interest rate
—Key rate

Source: Bank of Albania. |

The standard deviation of the overnight interbank rate was 0.2626 in 2013, from 0.4219
in 2012.
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Govermnment securities’ primary market was relaxed and liquid in 2013. Unlike
the previous year, banks’ participation in this market was high, exceeding
Government demand for borrowing. T-bill and bond yields fell considerably,
in line with the monetary policy moves. The intensity and speed of their fall
varied across the periods, maintaining, however, downward tendency. The
growing demand for debt securifies in auctions strengthened the downward
tendency of yields. The decrease in yields was sharper in maturities over one
year, implying confrolled risk and low inflation expectations from financial
agents. The 12-month yield fell to 3.71% in December 2013, from 6.43% in
December 2012. Bond vyields also fell in 2013. Yields of 2, 3, 5 and 7-year
bonds stood nearly 300 basis points” below the previous year. Although
deficit financing shifted fowards longterm instruments, the yield performance
showed that these debt securities are highly preferred in the banking system,
hence, putting no upward pressures on their premiums. The 10-year maturity
bond was issued and fraded successfully in 2013, with the demand and
yield being in line with the current market performance. Yields on floating-rate
bonds fell in 2013, confirming controlled financial agents’ risk perception and
anchored inflation expectations.

Despite the general downward tendency of interest rafes, there was limited
fransmission of monetary stimulus info the economy, due fo heightened
uncertainties and low consumer confidence, as in many global economies.
Bank’s financial intermediation was lower due tfo weak private secfor
demand for borrowing and lower banks' willingness to undertake risk. A high
perceived risk curbs financial intfermediation and restrains the privafe sector’s
use of financial leverage. Further fransmission of stimulating macroeconomic
policies into the economy will be conditioned by private agents’ confidence
and success of structural reforms.

1.1.5. ECONOMIC ACTIVITY®

The Albanian economy showed strong signs of deceleration in 2013.
GDP grew 0.4% in the first three quarters of 2013, from 1.3% and 2.8% in
2012 and 2011, respectively.? The sluggish economic activity was mainly
driven by the poor investments and private consumption, which continued to
suffer from the economic agents’ low confidence and fight financing conditions.
Consumption and privafe investments did not seem fo be favoured by banks’
conservative lending policies, which originated from the distressed situation
in euro area’s financial markets and high perceived risk of default. On the
other hand, fiscal stimulus and external demand made positive contribution to
economic growth in the first three quarters of 2013.

7 More specifically, yields on 2, 3, 5, and /~year bonds dropped 2.76%, 3.39%, 2.77% and
3.06%, respectively.

¢ The analysis of GDP by sector refers to the first three quarters of 2013 as the latest value added
data refer to Q3.

The low economic growth was highly impacted by the 2.3% contraction in economic activity
in Q3. To a large extent, this confraction reflected shorterm shocks, such as the withdrawal of
fiscal stimulus and postelection uncerfainties, which made an adverse impact on consumption,
investments and tourism.
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Chart 10 GDP (annual changes and moving average, left);
Annual economic growth rates of countries in the region (right)

—GDP (%) — Albania Macedonia
—Growth trend (moving average, Q4) Serbia —Croatia

By secfor, the deceleration in economic activity reflected the confraction in
the services sector'?, whereas the production sector'! increased. The activity
worsened in almost all branches of the services sector providing, therefore,
a negative confribution of 0.5 percenfage points to GDP growth, from the
positive confribution of 2.5 percentage points in 2012. The lower value added
in the services secfor was mainly driven by the weak domestic demand and
fourist activity in Q3. The production sector was the only source of economic
growth in 2013. In contfrast to the previous year's negative confribution, in
2013, it contributed by around 0.9 percentage points to annual GDP growth.
Construction and industrial production helped increase the value added of the
production sector. The agricultural sector also continued to maintain positive

Chart 11 Value added by secor (leff; index);

Confribution of sectors to GDP at basic prices (right)
Index 2004 Q4 = 100

*The index is consfructed based on GDP series at basic prices in fotal, and by secfor, as annual moving sum.

Source: INSTAT, Bank of Albania and calculations.!
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10 The services sector accounts for around 60% of the Albanian economy and includes ‘Trade,
hotels and restaurants’, ‘Transportation’, ‘Post and communication” and ‘Other services'.

I The production sector includes construction, industry and agriculture, hunting, foresiry and
fishing.
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growth rates. After shrinking sharply in 2012, the
construction sector recorded tfemporary increase
in Q2, mainly attributable to public investments.
Beyond shortterm volatilities, construction continued
to suffer from the poor private investments in the
economy. The positive contribution of industrial
production fo economic growth was mostly
aftributable to its double-digit growth in Q1, which
was mainly induced by the export of electrical
energy.

The weak economic activity was also reflected in the
labour market, which showed sluggish performance
in 2013. Employment increased by only 0.5%, from
5.7% and 2.1% in 2011 and 2012, respectively.
Since the second half of 2012, unemployment rafe
has remained almost unchanged at 12.8%.
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Chart 12 Private sector demand and Economic
Sentiment Index (longterm average = 100)

(&)
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—— Private sector demand_y-o-y (right axis)
—— Economic Sentiment Index (left axis)

AGGREGATE DEMAND AND ECONOMIC GROWTH

Private sector demand has maintained a downward trend in the

past two years.

Available data suggest that private sector demand shrank in the first three
quarters of 2013, lowering its contribution to aggregate demand growth. This
fendency was noficeable in the two components: consumption and private
investments. The low economic agents’ confidence, slower income and tight
financing conditions led to weaker consumer demand and greater fendency
to save. In face of the weak final demand and presence of spare production
capacities, businesses reduced their investments in machinery, equipment and

buildings.

The weak private consumption contfinued to be
driven by the hesitation of Albanian households
to spend. Disposable income grew at modest
rates; however, household purchasing power was
also aided by the low and stable inflation rates.
The low confidence in the future was reflected in
greater household fendency to save, materialised
into increased deposits and securities investments.
Despite the low interest rates, household savings
in the form of deposits and securities investments
increased by 5.1% in 2013. On the other hand,
bank lending for consumption shrank annually, affer
two years of positive annual growth. Mortigage
loans grew in 2013, suggesting increased inferest
in purchasing homes.

Bank of Albania
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The weak consumer demand affected business sales and income, leading, in
turn, to litle room for steady growth in employment and wages, production
capacities and demand for borrowing. The cyclical weakness in the
economy over the past years has been materialised info partial ufilisation of
capacities and, consequently, has discouraged new investments. Investment
loans fell, while businesses' financial situation worsened in 2013. Except
for infrastructure investments in public sectorrelated projects in Q2, private
investments remained weak during the first nine months of 2013. Recovery
of consumption and external demand, improvement of business confidence
and performance of lending conditions will defermine the recovery of this
component in the future.
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BOX 1 THE ALBANIAN ECONOMY FROM THE BUSINESS AND CONSUMER
PERSPECTIVE

This box summarises business and consumer confidence survey results for 201 3.
The main purpose of these surveys is fo measure the concepts of “confidence in
the economy” and “uncertainty” of economic agents. Unlike other quantitative
indicators, these concepts cannot be measured and quantified directly. They can
only be measured indirectly through business and consumer judgement. In advanced
economies, increasing attention has been paid to confidence indicators affer the
2008 global financial crisis, as it is generally believed that elevated uncertainty has
delayed the recovery of economic growth. Economic agents’ confidence level affects
economic activity through several channels, the main being the direct impact on the
two aggregate demand components, private investments and consumption.'? Llower
business confidence delays new investments. Uncertainty also affects aggregate
demand directly through volatile household consumption.

The sharp fall in the Economic Sentiment Indicator (ESI'®) by 13 points in 2013
Q2 preceded the economic decline in Q3. Confidence worsened in all sectors of
the economy; however, the sharp worsening of confidence in the services sector
made major contribution to the deferioration of the ESI.™ After the slight fall by 4
points in 2013 Q3, the ESI appeared more optimistic in Q4, increasing by 5.5
points, mainly driven by the improved confidence in the frade sector. Services and
industry sectors also made positive contribution, whereas the construction sector
continued fo confribute adversely.

Chart 15 Economic Sentiment Indicator in Albania and the European Union,
and comparison to GDP annual growth rates
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Uncertainty affects business decisions fo increase employment and consumer decisions
fo increase savings.

'3 The ESl is an aggregate indicator for the entire economy. It includes 16 balances from
the business survey of industry, construction, services and frade sectors, and the consumer
survey.

Confidence index in services fell by 19.7 percentage points, whereas the confidence
index in industry, construction and trade fell by 8.3, 6.3 and 6.6 perceniage points,
respectively, from the previous quarter.
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According to the business confidence survey, domestic demand fell at a faster pace
than external demand (exports, Chart 16). The balances of exports and new orders
stood closer fo their longterm average in 2013 Q4, giving positive signals for the
recovery of fotal demand in the economy during 2014. Producer prices maintained
a downward fendency in 2013 due to weak demand for goods and services. Under
these condlitions, businesses’ financial situation weakened in 2013. Despite the
slight increase in 2013 Q4, the balance of businesses’ financial situation stood 18
percentage points below the historical average. The balance of investments stood
at record low, suggesting slow recovery of this aggregate demand component.

Chart 16 Main balances of business (average for the economy) and consumer
confidence surveys*

—Investments —large purchases —Sav
fi

* All balances are expressed as the difference from their historical average.
Source: Bank of Albania.

Consumer confidence survey indicators showed sharper volatility than business
indicators, remaining, however, closer to their historical average. Consumer
confidence was lower in 2013 H2. One of the indicators used fo evaluate
consumption in the economy, the balance of large purchases, stood considerably
below the longerm average. Despite the pessimistic assessment of financial situation
and employment, the balance of savings improved in 2013 Q4.
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External demand was the main driver of economic growth in

2013.

The narrowing real net exports deficit by around
1.4% annually provides evidence for the positive
contribution of the external sector of the economy
fo aggregate demand, albeit to a lesser extent than
in 2012.15 The postelection period corresponding
fo the tourist season had a negative impact on real
exporfs of services. By confrast, exports of goods
were more dynamic than in 2012, driven by the
improved global trade and higher demand for
Albanian products. Real imports of goods remained
almost similar to 2012, whereas those of services
showed increasing fendency.

In addition to the positive contribution to annual
aggregate demand, the narrowing net exports
deficit also helped narrow the current account
deficit in the first three quarters of 2013. The net

ffffffffffffffffffffffffffffffffffffffffffffffffffffffffff

Chart 17 Contribution of real net exports to GDP
(in percentage points)

2006 2007 2008 2009 2010 2011 2012 2013

mm|mports  mmExports Net real exports

surplus in the income account provided a similar positive contribution as well.
The positive effect of these two accounts was not waned by the lower current
fransfers” income — mainly the decrease in remittances.

The narrower current account deficit in 2013 was
franslated into lower need for foreign financing. The
latter’s profile to cover the current account deficit
was almost entirely based on non-debtcreating
flows in the form of foreign direct investments and
capital account investments. Albanian residents’
investments abroad - net portfolio investments -
increased in 201 3. Financial transactions, classified
under other investments, increased Albania’s
assefs invested abroad, driven by fluctuations in
investments in the form of banking system currency
and deposits. Based on the performance of the
above two accounts, debt-creating financial flows
were lower in annual terms. Foreign inflows and
outflows in the balance of payments increased the
international reserve by around EUR 97.3 million in
the first three quarters of 2013.
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Chart 18 Current account financing
(as a percentage of nominal GDP)

mm Debt-creating flows
mm Non-debtcreating flows

—Current account

Source: Bank of Albania.

> The final data on real net exports of goods and services are available as at 2013 Q3.

Monetary Policy Department forecasts for 2013 Q4.
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Table 4 Main balance of payments items (in EUR million, unless otherwise stated)
Ql 12 Q212 Q312 Q412 Q1 13 Q213 Q313

Current account (in EUR million) -290.4 -251.8 -242.8 -236.3 -224.7 -296.9 -191.6
Yoy 26.7% -23.9% -6.2% -35.5% -22.6% 17.9% 21.1%
/ GDP -13.8% -10.0% 9.6% 9.9% -10.2% -11.5% -7.8%
Trade balance -465.3 -475.5 -540.5 -517.8 -332.4 -397.6 -437.6
Exports, f.0.b. 325.8 394.2 402.5 403.1 381.6 458.8 454.7
Imports, f.o.b. 7/91.2 -869.7 943.0 920.9 -714.0 -856.4 -892.3
Balance of services 8.5 26.2 132.6 27.9 -43.9 -37.3 46.6
Credit 293.8 381.1 578.1 402.1 283.6 346.9 524.7
Debit -285.4 -354.9 -445.4 -374.2 -327.5 -384.2 -478.1
Travel — export 185.1 246.4 445.3 268.4 171.2 227.3 361.7
Travel — import -180.8 -240.1 -325.6 256.1 -205.8 258.7 3357
Travel — net 4.3 6.2 119.7 12.3 -34.6 -31.5 26.1
Income balance -40.4 277 -20.6 0.2 -11.3 23.7 35.3
Credit 48.2 43.0 57.8 55.3 42.2 47 4 53.1
Debit -88.6 -70.7 -7/8.5 55.9 539 711 -17.8
FDI income - net -54.8 -29.8 -42.0 -26.2 -35.1 -47.6 4.9
Current transfers 206.8 225.3 185.8 253.9 163.0 161.7 164.1
Credit 243.5 265.2 2241 285.8 195.7 193.8 198.1
Debit -36.7 -39.9 -38.4 -31.9 -32.6 -32.0 -34.0
Remittances - net 166.5 171.6 140.8 196.3 122.3 104.4 119.0
Capital and Financial (EUR million) 258.3 185.5 174.4 2491 208.5 338.5 79.5
Yoy 15.1% -21.3% -25.2% -12.5% -19.3% 82.5% -54.4%
/ GDP 12.3% 7 A% 6.9% 10.4% Q.5% 13.1% 3.2%
Capital account 12.9 43.0 Q.8 15.6 Q.7 4.8 14.8
Financial account 2453 142.5 164.6 233.5 198.9 333.7 64.7
A. liabilities 307.5 277.7 378.4 224 .4 229.3 322.3 333.6
FDI 205.5 191.1 164.5 183.7 197.0 2493 265.6
Portfolio investments 14.5 19.6 /.8 21.0 21.8 21.9 21.8
Other investments 87.5 67.0 206.0 19.7 10.5 51.1 46.1
Currency and deposits 9.1 34.8 164.8 3.7 6.1 21.9 41.2
B. Assets 62.2 -135.2 -213.8 9.2 -30.4 11.4 -268.9
FDI 2.7 0.3 7.7 7.0 2.1 -11.7 7.5
Portfolio investments -61.0 9.9 26.4 -10.0 -28.9 -106.5 -10.5
Other investments 1.5 -144.8 -179.7 26.2 0.6 129.6 -250.9
Currency and deposits -11.0  -133.2 -178.2 67.0 -4.0 924 2785
Errors and omissions 354 /3.8 158.0 -36.0 /.5 44 .8 146.5
Reserve assefs -3.2 /.5 -89.7 23.1 23.6 -86.4 -34.5

Source: Bank of Albania.

Aggregate demand was supported by a stimulating fiscal policy
during 2013
The low economic growth and weak domestic demand drove the Government
fo pursue a stimulating fiscal policy. The higher budget deficit provided a fiscal
impulse of 1.3 percentage points.'® Most of this fiscal impulse was aftributable
to the discretionary fiscal policy, whereas automatic stabilisers contributed less
fo ifs formation in 2013."7

Tax revenue maintained a downward path in 2013 and made major
confribution fo fiscal stimulus. Budget revenues were impacted by the easing
fiscal measures'® and weak domestic demand. On the other hand, current

' Fiscal impulse is defined as the change in the primary deficit as a share of GDP from the
previous year.

17" The latest available data are preliminary and may be subject fo revision before the publication
of this report.

'8 These measures implied broader spectrum of fax exempts and lower rates for some tax
categories.
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primary expenditure increased in 2013, accounting for around 35% of the
fiscal stimulus. Capital expenditure accounted for only 11% of the fiscal stimulus
due fo their sharp slowdown in the second half of the year.
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The countercyclical fiscal policy, expressed in the widening of the budget
deficit, reduced the available fiscal scope, leading fo the increase in debt.

Chart 20 Annual changes in main fiscal items (expenditure, left, and
revenues, right) by contributions of main relevant items, 2003-13
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Source: Ministry of Finance.

The size of the public sector, expressed as budget expenditure as a percent
of GDP, was estimated at around 28.9%, up around 0.5 percentage points
from 2012. Tofal expenditure increased by 4.7% in annual nominal terms.'?
Around 40% of the total expenditure increase was attributable to the higher
social security outlays (6.1%). This form of expenditure allocation hampers

the sustainability of public finances beyond the shortterm period. Capital
expenditure amounted to around ALL 65.4 billion, up 6.1% from 2012. Their

' Excluding lending to KESH in 2012, the annual change in expenditure for 2013 is 5.3%.
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path in 2013 made a positive contribution to aggregate demand growth in the
first half of the year, and a negative contribution in the second. On the other
hand, the confribution of government's final consumption to domestic demand,

after peaking in 2013 Q2, moderated in Q3, and later shrank in Q4.

Budget revenues amounted to around ALL 328.6 billion, down by around 0.5%
in annual nominal terms. After the negative pace in the first eleven months, tax
revenues picked up considerably in December, moving to a positive range of
values, due to higher imports (and, consequently, higher related revenues).?°
The positive performance of tax revenues in December improved the overall
fiscal sefting for 2013. However, this performance was rather a reflection of
importers’ strategy to precede the changes in the fiscal package applicable as
from January 20142, than of an improved consumption dynamics.

This performance materialised into higher budget deficit, which was estimated at
around 4.8% of GDP for 2013. Budget deficit was estimated at around AlL 65.4
billion, up 42.7% in annual nominal terms, but around AlL 18 billion short of the
annual plan. The difference between the actual and planned level for the deficit
(mainly due to lower capital expenditure) was reflected in an almost uniform fall of
borrowing in the domestic and foreign market. Budget deficit financing in 2013
was mainly based on the issue of longterm securities and privatisation receipts.??

Table 5 Fiscal indicators

AlL billion % of GDP

2011 2012 2013 2011 2012 2013
Total revenues 330.5 330.4 328.6 25.8 24.9 24.1
Grants 3.8 5.6 57 0.3 0.4 0.4
Tax and cusfoms 235.9 232.6 230.6 18.4 17.5 16.9
VAT 119.2 116.5 112.9 Q.3 8.8 8.3
Tax on profit 19.7 16.9 15.1 1.5 1.3 1.1
Excise fax 40.4 36.4 38.6 3.2 2.7 2.8
Personal income tax 28.0 28.0 29.6 2.2 2.1 2.2
Local government 11.8 10.9 10.8 0.9 0.8 0.8
Confributions 56.6 57.4 60.0 4.4 4.3 4.4
Non-ax 22.7 24.0 21.6 1.8 1.8 1.6
Total expenditure 376.4 376.2 394.1 29.4 28.4 28.9
Current expenditure 305.7 312.6 328.6 23.8 23.6 241
Personnel expenditure 67 .4 9.4 70.7 5.3 52 52
Inferest expenditure 41.1 41.5 43.3 3.2 3.1 3.2
Operating expenditure 33.0 31.5 32.4 2.6 2.4 2.4
Social security expenditure 113.9 120.3 127.6 8.9 9.1 9.3
Local government expenditure 28.1 27.3 29.8 2.2 2.1 2.2
Other expenditure 18.7 20.7 23.2 1.5 1.6 1.7
Capital expenditure 70.7 61.7 65.4 55 4.7 4.8
Budget balance -45.9 -45.9 65.4 3.6 -3.5 -4.8
Domestic borrowing 28.2 24.8 46.3 2.2 1.9 3.4

Source: Ministry of Finance and Bank of Albania’s calculations.

20 In December alone, VAT and excise revenues recorded an unusual annual increase of 45%
and 66%, respectively. Their increase drove the tax revenues for 2013 up by 0.2% in annual
nominal terms. As at end-November, tax revenues were 2.7% lower in annual terms.

21 The changes in the 2014 fiscal package, which brought about advanced imports by businesses,
were mainly related fo the increase in some excise faxes, broader range of goods subject fo
excise, fewer exempits from the VAT scheme, and the increase in national (circulation] fax.

22" In October 2013, the Government sold the firstever 10year bond, which was added fo the
range of long-term instruments ranging between 2-7 years.
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DEPOSITS AND LOANS?

Annual growth rate of deposits slowed in 2013.
Monetary indicators in 2013 reflected the deceleration in economic activity,
lower creation of currency, and increased economic agents’ tendency to
place their savings in other financial instruments. The annual growth pace
of deposits slowed in 2013. As at end-December, fofal deposit stock was
around 2.1% higher than in 2012. Deposits accounted for around 82.7%
of broad money, maintaining an almost similar share to 2012. Deposits by
currency confirmed a more stable growth of lek-denominated deposits, which
recorded an annual growth rafe of 3.6% in December. The higher level of
domestic currency creation was supported by the increased public sector
borrowing, particularly in the first half of the year, and better lek lending
performance. Foreign currency-denominated deposits performed slower and
were more volatile. At the end of December, fofal deposits in foreign currency

were around 0.4% higher than in 2012.

During 2013, deposits were also affected by operations of new non-bank
financial insfitutions and launch of longterm financial instruments?, which
proved aftractive to the Albanian public. Household deposits slowed their
pace in 2013, increasing by 1.7%. Being also driven by the lower interest rate
on bank deposits, households shifted part of their savings toward these new
institutions. Interest rates on deposits maintained a downward path in 2013.
At the end of the year, the interest rate on new one-year lek deposits was
2.5%, from 5.2% in 2012. This substantial fall reflected the monetfary policy
signals and liquidity performance in the banking system. The two indicafors
favoured the drop of interest rates on lek deposits in 2013, whereas those on
euro deposits were more stable. As at the end of 2013, the inferest rafe on
euro fime deposits averaged 1.35%, from 2.3% in 2012.
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report.

4 In October, the Albanian Government launched the 10-year lek bond, and in December the
2-year euro bond.
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Lending showed weak performance during 2013, reflecting the

negative impact of both supply and demand-side factors.

The liquidity collected during 2013 was mostly invested in the primary
market, whereas bank lending shrank. lending to the economy worsened in
2013. lts portfolio shrank by ALL 7 billion and, at the end of the year, was
reported 1.2% lower than in 2012. lending in foreign currency continued to
shrink, registering an annual fall of 3.4%. Additionally, lending in lek slowed
considerably from 2012. At the end of 2013, it grew 2.2% annually.

Chart 22 lending to the economy
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The weak performance of lending in 2013 materialised the concurrent
effect of demand and supply-side factors. In face of the further deceleration
in economic activity, uncerfainties about the future and spare production
capacities, demand for household and business borrowing shrank in 201 3.
On the other hand, banks remained cautious and selective in the lending
process, reflecting high perceived risk relating to their custfomers’ financial
soundness. In addition to the above factors, the shrinking loan portfolio also
reflected banks’ non-performing loan management policies.?’

The conservative bank lending policies were applied through the loan rate
and other bank lending standards, relating mainly to collateral requirements
and loan amount, which were mainly applied to businesses. Affer remaining
rigid with respect fo following the monetary policy signals in the first half of the
year, interest rates on new lek loans began to fall for the rest of the year. Their
fall was sharper in 2013 Q4, due to a further increase in Bank of Albania’s
monetary stimulus, and mostly affected business loans and household mortgage
loans. Inferest rafes on euro loans were more stable, dropping only slightly

from 2012.

2> These policies consisted in loan loss write-offs or sale of a part of non-performing loans to third
parties. This phenomenon was particularly present in 2013 Q3, in business loans denominated
in foreign currency.
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lending to businesses shrank 2.0% in 2013. By purpose of use, investment
loans fell by 3.5%, whereas working capital loans remained similar to 2012.
Banks reported further fall of business demand for loans. The fall of demand
for investment loans, which has been noficeable in the past four years,
became more pronounced in the second half of the year. Also, demand
for working capital loans, which has been the main driver of credit growth
in the recent years, fell considerably during this period. On the other hand,
banks tightened the lending standards applied to businesses. They showed
greater caution fowards lending fo businesses, particularly with respect to
long-term investment loans. While interest rates on business loans decreased,
banks’ conservative policies were materialised through the tightening of other
lending standards.

Chart 24 lending to businesses (left] and households (right)
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The poor performance of lending to businesses was noticeable in almost all
sectors of the economy, with few exceptions in some particular branches.
Banks increased their lending only to industry and agriculture. Llending to the
construction sector continued to shrink. Similarly, lending to the services sector
decreased due to lower lending to trade, hotels and real estate management.

Despite worsening less than lending to businesses, lending to households
showed comparably poorer performance than in 2012. At the end of 2013,
its portfolio remained unchanged from end-2012. After the recovery of
mortgage loans in the first half of the year, the annual growth of household loans
improved in Q2, to later slow due to shrinking consumer loans. Banks reported
higher household demand for loans after 2013 Q1. Unlike businesses, banks
applied more encouraging standards on household loans, and particularly
on morigage loans. To encourage lending, banks applied more favourable
standards relating fo interest rates and other lending conditions. In spite of this,
household demand for loans was weak due to uncertainties about the future:
hence, responding very litile to the easier lending standards.
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BOX 2 SUMMARY OF INFORMATION FROM THE BANK LENDING SURVEY
FOR 2013

The Bank lending Survey makes a qudlitative analysis of aspects related to bank
lending standards, and business and household demand for loans. This box
summarises the survey data to describe the factors affecting the lending standards
and criteria applied fo banking system customers during 2013.%6

The surveys show that banks tightened slightly the lending standards applied to
businesses in 2013 H1, while keeping them unchanged in H2. Their net balances
were -2.3% and 0%, respectively, during the period under review. On the other
hand, the lending standards applied to households showed an easing tendency
in 2013. The net percentage of banks easing the lending standards stood at 10%
at yearend. We note a similar tendency in euro area countries, with the lending
standards being tightened less during 2013, both on businesses and households.

Chart 25 Llending standards applied to economic agents
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Overall, the change in lending standards applied to businesses and households,
analysed by purpose of use, was in the same direction.?” The easier lending
standards applied to households during 2013 were atfributable to the improved
liquidity situation and competition in the market. Concerning businesses, the main
factors driving the tightening of standards were specific businessrelated problems,
macroeconomic setting and non-performing loans.

The change in bank lending ferms and conditions applied to businesses and
households was generally on the easing side. This trend was seen in both monetary
and nonmonetary-related standards, excluding the margin on risk-rated loans, which
was considerably tightened for all economic agents.

2 The aggregation of bank lending survey results is based on a standardised methodology,
which is widely used by central banks. The results are, therefore, comparable fo other
central banks’ surveys. Some of the major central banks conducting the bank lending
survey include the Federal Reserve (since 1967, European Central Bank (since 2003),
Bank of England (since 2007), and Bank of Japan (since 2000).

7 Businesses: working capital and investments; Households: house purchase and
consumption.
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Chart 26 Demand for loans
Household demand

W

According fo banks’ reporting, business demand for loans was generally downward
in 2013. Business net demand?® hit negative values throughout 2013, deteriorating
in the second half of the year. The main factor driving the weak business demand
for loans was the macroeconomic setting. On the other hand, household demand
for loans improved during 2013, driven by the need to finance consumption and
housing.

28 Measured as the difference in percentage points between the responses showing its
growth and those showing its decline.
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|.2. FINANCIAL STABILITY AND BANKING SUPERVISION

e Afinancial system is assessed as stable, if it is able fo withstand various
shocks to its activity and meet economic agents’ needs for financing
and other financial services.

The definition reveals clearly the need for identifying, preventing and managing
risks to the financial system, pqrticu|0r|y the systemico”y important ones?’.
The latter accompany the financial system activity and reflect not only the
complexity of activity but also ifs extension fo various jurisdictions and the
realeconomy interplay. Therefore, ensuring financial system stability is not
the exclusivity of a public authority but it requires cooperation among relevant
public authorities at home and abroad, and regular communication with the
financial industry.

The role of each public authority in financial stability is markedly influenced
by the financial system structure. As in many European countries, the Albanian
financial system is dominated by the banking sector, which accounts for about
Q0% of the volume of financial system activity. The rest is represented by non-
bank financial institutions, which are supervised by several public institutions.
The law "On the Bank of Albania” and the law “On Banks in the Republic
of Albania” regulate Bank of Albania’s role in maintaining financial stability.
Besides the objective of maintaining price stability through monetary policy
implementation, the Bank of Albania has other objectives as well, including
regulating the banking activity and developing the payment systems. These
objectives shall be achieved by licencing, regulating and supervising the
banking activity, as well as by monitoring and implementing initiatives to
technologically improve the payment systems, in line with the best international
standards. Furthermore, the legal framework also defines the Bank of Albania’s
responsibility for communicating its assessment on financial stability to the

public.

1.2.1 BANKING SECTOR

Despite the fragile situation of the Albanian economy and increased
vulnerabilities in the financial system, the key financial strength indicafors
improved in 2013. The positive profit increased. The levels of liquidity and
capitalisation were adequate.

The banking sector remains the main sector of financial intermediafion in
Albania. As of end-2013, its assets accounted for 90.5% of GDP or 0.9

percenfage points higher than a year earlier. It is dominated by five large banks,

29 Systemic risk is defined as the risk of collapse of financial services due fo the partial or tofal
damage of the financial system and that may provide seriously negative consequences fo the
real economy. Systemic risks are divided into cyclical and structural risks. The cyclical dimension
relates to the way the risk develops over time, in the conditions of interplay between financial
agents or financial system and the real economy. The structural dimension, also known as the
infersector dimension, is related to the way the risk is concentrated or extended fo the financial
system infrasfructure, at a certain period, potentially bringing about a significant negative
impact on the financial system siability.
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which altogether account for 67% of the system's loan portfolio and 73% of
deposits. The major part of the banking sector is controlled by subsidiaries of
EU-based banks, conducting their business pursuant to the Albanian legislation
and Bank of Albania’s legal framework.

Table 6. Bank ownership ' Number of banks at period end 2010 2011 2012 2013
structure, 2010-2013  Banks in Albania, of which: 16 16 16 16
Branches of foreign banks 2 2 0 0
Private significant holding’ by divisions:
Foreign private significant holding: 14 14 14 14
“ Foreign significant holding from the European Union? 10 10 10 10
- Turkish-owned significant holding ] 1 1 1
- Infernational Finance Corporation-owned significant holding 1 1 1 1
- Kwaitian-owned significant holding 1 1 1 1
- Swiss Confederation-owned significant holding 1 1 1 1
Domestically-owned private significant holding? 2 2 2 2
“Significant holding” is in any case a simple majority of 50% plus 1 vote.

2 Banks with capital originating from the EU countries are from ltaly (1 bank), Austria (1 bank),
Germany (1 bank), France (2 banks), Greece (3 banks) and Bulgaria (1 bank)

Banks with domestically-owned significant holding are Union Bank Sh.a., and Credins Bank
Sh.a.

As of end-2013, the banking sector assets increased to ALL 1,234 billion, up
by 3.9% in annual terms, from 6.1% a year earlier. This slowdown was due fo
slower deposit growth and decline in bank lending. Assets expanded through
inferbank market operations and the security market, mainly reflecting the banking
sector’s higher engagement in government debt security auctions. Financing of
operations was ensured from increase in public deposits, which accounted for
82.1% of total banking sector liabilities. Despite the moderate economic activity,
bank deposits increased 3.6% in 2013, from 7.3% in the previous year.

Banking secfor exposure to non-esidents is similar fo the previous period,
reflecting banking sector’s low dependence on foreign sources of finance.

During 2013 H2, bank lending contracted 1.8%. As of end-2013, lending
accounted for about 41.3% of GDP*°.

NET PROFIT AND PROFITABILITY

As of end-2013, the banking sector's net profit was positive, about ALL
6.6 billion, improved by 74% from 2012. Net interest income fell slightly,
while other operating income increased by ALL 1.14 billion. The contracted
lending led to lower flows for credit risk provisioning, while the improved
price of investment securities in bank portfolios contributed to lowering overall
provisions. These developments are the main drivers of net profit growth for
the period. Annualised return on average assets was 0.54%, while return on
average equity was 6.4%.

39 Here, differently from chapter 1, the credit porifolio and deposits refer to total loans and
deposits including public and non-esident enterprises.
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Table 7. Core-activity profitability indicators, in percentage (cumulative)

Ratios December' 10 December' 11 December'12 December'13
Inferest income/average interesteaming assets (1) 8.11 7.78 773 7.32
Inferest expenses/average interestearning assefs (2) 3.78 3.57 3.72 3.42
Net Interest Margin (NIM) {{1H2]} 4.32 4.20 4.01 3.89

Source: Bank of Albania.

CAPITAL ADEQUACY RATIO
The structure of regulatory capital appears favourable as regards its capacity
fo cover any potential losses, since Tier 1 capital confinues to dominate,
accounting for 82.5%. The higher increase in the regulatory capital fo risk-
weighted assets led fo rise in the capital adequacy ratio to 17.96%, from
16.2% a year earlier.

CREDIT QUALITY
In December 2013, non-performing loans accounted for 23.5% of the loan
portfolio, increasing very slowly compared to previous years. The share of
non-performing loans in private business loan portfolio expanded by 1.8
percenfage points to 27.7%, while in household loan portfolio it improved
slightly by 0.5 percentage points to 16.7%.

During the year, non-performing loans continued downgrading info loss loans,
hence increasing banks’ dependence on collateral execution processes and
loss loan write-offs. Downgraded loans led to a surge in loan-loss provisioning

by 20%.

LIQUIDITY
Liquidity position was adequate. As at end-2013, the ratio of liquid assefs to
shortterm liabilities was 34.7%, being 42.7% for the lek and 26.6% for foreign
currencies. Each indicator was above the minimum regulatory requirement.
During the year, there were no important changes in banks’ dependence on
parentbank financing. This indicator remained at moderate levels.

Deposits remained the main source of financing, with a generally low
concenfrafion. At end-2013, ten largest depositors accounted for 6.5%, 20
largest accounted for 8.1%, and 50 largest accounted for 11.2% of the total
banking system deposits.

STRESS-TEST RESULTS

Stresstesting is used to assess the financial stability and capital adequacy
of the banking sector for a period up to end-2014. It assesses the impact of
macroeconomic situations on banks' financial position, excluding the likelihood
of rise in paid-in capital during the period under review. This analysis focuses
mainly on assessing credit risk and its impact on banks’ capitalisation. It
contains a baseline scenario and two adverse scenarios. The baseline scenario
is based on economic and financial indicators projected on the basis of their
historical performance. Adverse scenarios assume a situation of sfress, with a
low probability of occurrence. They are based on some probable shocks to
the Albanian economy, as follows:
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e  Stopped lending, higher market interest rates and lower net inferest
income;

e Stopped lending, depreciated domestic currency, higher interest rates
and lower net interest income.

Stresstest results show that under all scenarios, the banking sector remains
well capitalised but under adverse scenarios some banks show a need for
additional capital at the end of 2014.

Regarding market risk, the stress test has assessed banks’ exposure to sovereign
risk of investing in foreign government debt securities and in frading debt
securifies. The adverse scenario assumes haircut®' shock to the value of foreign
securities investment on the market value reported by banks. The stresstest
results reveal that the exposure to privafe frading debt securities is significant,
whereas exposure fo sovereign debt securities is limited.

To assess the passthrough of risk o the Albanian banking sector through the
contagion risk, the stress fest has also considered the banking sector’s exposure
fo major banking groups. The stresstest results show that this exposure remains
significant, particularly to some banks.

Concluding, the stressfest exercise highlights the importance for some banks
to prudentially monitor the overall economic developments, in order to assess
their impact on the banking activity and their needs for additional capital.

FINANCIAL STABILITY STATEMENT

The Bank of Albania communicates regularly ifs opinion about financial
stability issues and banking supervision through its publications, particularly
the semi-annual Financial Stability Report, Financial Stability  Statement,
Supervision Annual Report and Annual Report of the Bank of Albania. In these
publications, the Bank of Albania assesses the financial system, particularly
the banking secfor, drawing atfention to various risks fo financial system and
making relevant recommendations.

The Financial Stability Statement of September 2013 assessed the situation of
the banking sector and financial system as stable, evidencing the risks arising
not only from the financial difficulties in the economies of Albania’s trading
partners, but also from developments in the domestic activity, especially the
credit quality deterioration. Also, the statement highlighted the importance
of the fiscal policy impact on the banking sector performance against the
backdrop of public arrears. It stressed the need for restoring the balances
and maintaining the fiscal stability, particularly as regards the lek and foreign-
currency debt management policies.

Bank of Albania’s website regularly presents press releases on meefings
of the Financial Stability Advisory Group. Financial stability issues are also

'l The spread between the market value of a security pledged as collateral and its valve used
for calculating the extended credit, expressed as a percentage of the market value.
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addressed in Bank of Albania’s other regular publications, and in Governor's
public addresses.

.2.2. RISK ASSESSMENT AND MANAGEMENT

Pursuant fo its mandate, the Bank of Albania constantly analyses the banking
system's sensitivity to credit, market, liquidity risks, and risks arising from the
banking-sector exposure fo foreign markets and their products. Such analyses
are later on used for assessing the systemic risk.

CREDIT RISK

Credit risk has drawn Bank of Albania’s affention since the global crisis burst.
lts impact on Albania’s economic growth slowdown is associated with a
deferiorated bank credit quality and reduced pace of bank lending to the
economy. Due to growth slowdown, the loan demand by businesses and
households has dropped. Also, banks have tightened their lending terms and
have become more prudent about the credit risk. Bank of Albania’s approach
to credit risk has undergone the following stages:

a)  First, it aims fo accurately identify the problem. To this end, the Bank
of Albania has intensified its banking supervision focusing on rapid
and accurate identification of non-performing loans. Therefore, it
has conducted on-site examinations and has improved the off-site
surveillonce. The latter include different surveys and stressesting
exercises, which aim fo assess the banking industry outlook for lending
and fest the abilities of both individual banks and the overall sector
against the assumption of further deterioration in credit quality. Given
the results and in case of need, the bank is requested fo take corrective
structural actions and raise its capital level;

bl  Second, it aims to address problems, which associate with lending
and impede the process for resolving non-performing loans. From Bank
of Albania’s viewpoint, resolving this problem requires addressing of
non-performing loans stock and flows. Therefore, actions have been
taken in the two following directions:

a. To address the non-performing loans stock, the Bank of Albania has
focused on:

i.  Improving the collateral execution process; and

ii.  Tax treatment of bank loan losses in case of bank writeoffs.

Regarding these issues, the Bank of Albania has constantly communicated
with the banking industry, the Ministry of Finance and other process-elevant
institutions. Thanks to this joint work, on September 2013, the Albanian
Parliament passed several amendments to the Code of Civil Procedure and
the Civil Code, which facilitate the procedure for credit collateral auctions
and improve legal guarantees for the whole process. Also, after the respective
instruction by the Ministry of Finance on May 2013, the Parliament has lately
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approved some amendments fo the law on fax revenues. Amendments freat
bank loan losses as deductible expenses for the effect of calculating the profit,
when the required conditions are met.

Recently, the Bank of Albania has undertaken to provide banks with a detailed
orientation as regards banks’ selling off loans from their portfolios. Year 2013
saw several such cases and we regard this process as useful for reducing non-
performing loans in banks.

b.  To address the flows of non-performing loans, the Bank of Albania
has focused on:

i.  Early restructuring of loans fo prevent their downgrading as non-
performing loans;

ii. Providing some stimuli to orient banks toward lending, in the
conditions of adequate liquidity.

Regarding these issues, the Bank of Albania adopted some regulatory amendments
on May 2013, which required creating a subcategory to include performing
loans that would become part of the early restructuring process. Provisions for
covering these loans would be higher than in normal conditions but lower than
in non-performing loans category. Also, for restructuring the non-performing
loans, the period of holding them at the same category after restructuring was
shortened from @ to & months. Furthermore, capital requirements for new flows of
bank’s investments with non-residents increased. In parallel, capital requirements
for annual addition of lending in the country within a band of 4-10% dropped to
zero. These femporary actions aimed to create appropriate condifions for banks
fo orient their funds foward lending to the domestic economy.

Concerns about lending and its quality were on the focus of cooperation with
and assistance by infernational financial institutions, particularly the World
Bank. Together with the World Bank, cooperating closely with the banking
industry, we are currently involved in a project to improve banks’ capacities
for addressing and resolving non-performing loans.

During 2013, the Bank of Albania conducted an easing monetfary policy,
reflecting not only the low inflation pressures but also aiming to stimulate
growth through lending at low interest rates. Overall, the Bank of Albania
deems that these actions contributed to preventing rise in non-performing loans
during 2013, and instituted a downtrend of credit inferest rates. We expect
that the effect of these measures will pass through fully during 2014.

MARKET RISKS

The Bank of Albania deems that the banking sector is exposed fo inferestrate
and exchange-rate fluctuations. In both cases, the market risk is indirect and
relates mainly to difficulties that a swift and considerable increase in inferest
rate and/or exchange rate would pose to borrowers. However, we deem
that the probability of occurrence of these adverse moves remains low, in
the conditions of a slowed economic activity and contracted foreign-currency
lending by the banking sector.
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LIQUIDITY RISK
The Bank of Albania deems that the banking sector exposure to liquidity risk is
low, against the backdrop of adequate liquidity condition. Liquidity indicators,
both in lek and foreign currency, are above the minimum required threshold.
Albeit at slow paces, bank deposits continue to pick up. As a result, the
banking sector’s relying on foreign financing remains low.

RISK OF FOREIGN SHOCKS SPILLOVER
The lafest financial crisis highlighted the need for monitoring international
markef developments to assess their impact on the value of the banking sector
investments. The Bank of Albania conducts this assessment periodically, as
part of the stressfesting exercise. This exercise assesses each bank’s capital
adequacy for covering loss of a certain value of bank investments with non-
residents. The results become part of Bank of Albania's supervision policy.

SYSTEMIC RISK
Assessment of each risk and the overall analysis of the economy and the
financial system provide us with an assessment of the systemic risk situation
and performance. Therefore, the Bank of Albania focuses on:

a. Developing methodologies and techniques to assess the systemic risk
in its both dimensions:

b.  Conceiving and establishing the framework for macroprudential policies;

c.  Developing inferinstitutional cooperation and preparing in advance
for:

i.  Preventing systemic-risk situations;
i.  Managing systemic-risk situations.

To assess the systemic risk according to its cyclical dimension, the Bank of
Albania has applied several methodologies and techniques, which include
indices for assessing the banking secfor’s financial position and the financial
stress level. Furthermore, surveys are designed and conducted with the banking
industry to learn about its perception of the systemic risk; and with businesses
and households fo assess their debt burden and the passthrough of risk to
the financial system. Also, a model is constructed for assessing the linkage
between macroeconomic developments and financial system developments.
Recently, the Bank of Albania has completed a methodology for mapping the
state of financial stability.

Assessing the systemic risk according to its structural dimension, the Bank
of Albania has developed a methodology that identifies banks’ contribution
to systemic risk and determines the systemically important banks. Since
some time ago we have enriched the information on banks’ exposure to the
interbank market, which, in turn, has served to assess the interbank risk pass-
through. We have requested some banks to develop internal recovery and
restructuring plans in compliance with international standards. Moreover,
a new methodology has been developed to assess the real estate market,
based on a specific survey which we believe will improve the existing
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methodology and provide broader information on the developments of this
market.

We are currently in the stage of aggregating this information and incorporating
it properly fo the stresstesting exercises. About the latter, the Bank of Albania
has also involved some commercial banks in this process, asking them to

submit their stressesting results under some scenarios constructed by the Bank
of Albania.

MACROPRUDENTIAL POLICY

The global financial crisis highlighted the need to complefe the traditional
financial supervision that focuses on risks fo cerfain institutions with the risk-
based supervision that focuses on the overall financial system. Therefore, the
framework for macroprudential policies clearly defines the role of Bank of
Albania (intermediate and final) ob]ecfives and instruments in the systemic
risk management. Also, it is imporfant fo coordinate supervision with
monetary policy activities. Several abovementioned actions, precisely those
related to boosting lending and assessing systemic risk may be regarded as
macroprudential measures, as long as they focus on systemic risk, are counter-
cyclic, and apply to the whole banking sector.

INTERINSTITUTIONAL COOPERATION

Over the past two years, the inter-institutional cooperation on consulting the
policies of addressing and assessing the systemic risk has made headway,
upon the institutionalisation of the Financial Stability Advisory Group. This
group consists of the Minister of Finance presiding if, the Governor of the
Bank of Albania, and the Chairperson of the Albanian Financial Supervisory
Authority. The Group regularly invites the General Director of the Deposit
Insurance Agency and is supported by a Secrefariat, which is directed by
the Bank of Albania. The purpose of this advisory structure is o discuss and
harmonise policies and actions for preventing and managing risks, and for
maintaining financial stability. In its regular meetings, participating authorities
have discussed the state of the financial system, assessment of risks fo related
segments, and have provided information on actions taken to address relevant
issues, including legal initiatives.

FSAP PROCESS

On OctoberNovember 2013, the financial system and ifs oversight were
subject fo an assessment by the International Monetary Fund (IMF) and the
World Bank [WB. This assessment included all the segments of the financial
system, the way of overseeing them, approximation to infernational standards,
the public authorities” ability to identify and manage various risks and infer-
institutional cooperation. Preliminary discussions with the IMF and the WB
showed that they assessed as positive the banking and financial sector’s
capacity to withstand the impact of the global financial crisis.

In this regard, the mission stressed that the actions taken by authorities 1o
identify and manage risks were on right track. The mission also put forward
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recommendation for improving and completing the initiated processes, which
have been franslated into defailed work plans for respective institutions.
Some of these recommendations have become part of the terms of the lafest
arrangement with the IMF. Carrying them out in due time and quality assumes
special importance.

The mission assessed that in spite of unfavourable and challenging economic
environment due to the international financial crisis, the Bank of Albania
demonstrates a high level of compliance with the Basel Core Principles for
Effective Banking Supervision. The work and improvements of concepts for full
implementation of risk-based supervision were also assessed as positive.

In terms of the mission, one of the ways to measure Albanian banking system’s
resilience to liquidity shocks was conducting a stressesting analysis on liquidity
risk. In line with the best practfices and international standards for this purpose,
the Bank of Albania, in cooperation with the International Monetary Fund,
applied a new methodology. It was based on the maturity basket concept
and was a step ahead of the existing methodology applied by the Bank of
Albania, tending fo assume a situation as real as possible to the behaviour of
customers and markets during a probable liquidity crisis situation.

In the same light, other stress tests were conducted fo test credit and market
risks. The applied methodology consisted in measuring the resilience of the
capital adequacy rafio to potential shocks by assuming increase in non-
performing loans, and volafile exchange rafes and inferest rates. The sfress
fests were conducted by applying standard shocks used in similar stress tests
of other financial systems, which were suggested by the mission.

.2.3. SPECIFIC SUPERVISORY ACTIVITIES

e Bank of Albania’s supervision function is based on three pillars:
licensing, regulation and supervision. The latter is carried out through
off-site surveillance and on-site examinations®?.

The system is assessed through periodic (monthly and quarterly) reviews, which
aim fo provide a complefe landscape of developments in the banking and
financial activities, by analysing a broad range of indicators for the respective
period. Each bank and non-bank financial institution is assessed periodically
fo identify the main risks and developments and fo defermine the respective
supervisory activity.

Financial difficulties in economies and global financial markets, and in the
domestic market have directed the focus on the loan portfolio quality, loan
loss provisions, capital adequacy ratio and overall performance of individual
banks. From the qualitative viewpoint, attention was paid to bank management
quality and commitments to preparing the infrastructure needed for facing

32 The Bank of Albania publishes detailed information on developments in banking system and
banking supervision in its Annual Supervision Report.
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potential problems and challenges in the future. Besides supporting the financial
stability assessment, the supervisory resources focused on some other essential
projects in 2013, such as: criteria for the development policy loan, risk-based
supervision, addressing non-performing loans, compiling the guideline for loan
restructuring and realestate assessment, switching from Basel | to Basel |,
recovery and resolution plans, and regulatory reporting standards.

e  Criteria for the development policy loan

'Criteria for the Development Policy Loans (DPL)" is a World Bank instrument for
setting some important development objectives to extend supportive loans to the
Albanian government. The DPL obijectives have derived from some conclusions
of the FSAP mission and the Bank of Albania has the most important role in
meeting these criteria. They aim at making legal and regulatory amendments
to improve the functioning and soundness of the financial system. The Bank
of Albania is strongly committed to meeting these criteria, closely cooperating
with the involved institutions for their entry info force within 2014 Q1.

® Risk-based supervision

In pursuance of the Twinning Project with the Bank of ltaly, recommendations
by the FSAP mission, and criteria for the Development Policy Loan by the World
Bank, the Bank of Albania is completing the work for full implementation of the
risk-based supervision methodology. It consists in orienting human resources
toward supervision and monitoring the evidenced and potential risks versus the
standard methodology of sfafic assessment of licensed entities. Regarding this
methodology, two important documents are being completed, the Operational
Supervision Policy and the Risk Assessment Manual. The latter provides a new
bank assessment system, in line with the EU standards. These changes are
expected fo enfer info force within 2014 Q1.

®  Addressing non-performing loans

Further to a number of legal and regulatory initiatives to lower the share of non-
performing loans and boost lending fo the economy, the Bank of Albania has
undertaken a specific inifiative, in cooperation with the World Bank's FinSAC
project, to further the loan restructuring. The purpose of this platform is to use
the infernational experience for drafting recovery and resolution plans about
non-performing borrowers or those who are showing problems in individual
bank portfolios. The close cooperation with experts from the Financial Sector
Advisory Cenfre aims af a deeper and professional restructuring of non-
performing loans management.

e Drafting guidelines

Two guidelines were draffed for the loan restructuring process - one for
businesses and one for households. Their purpose is to orient banks and
borrowers in the loan restructuring process, as a very important phenomenon
under the current economic situation. They were drafted following the market-
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driven need for comprehensively reviewing the lending relationships under
Albania’s current economic conditions and the difficulties of businesses and
households to settle their liabilities to banks. The ongoing messages by the
Bank of Albania and the recent package of measures for encouraging an
ever massive and sound restructuring process have led to the necessity for
defermining some orienting and clarifying benchmarks for participants in
this process.

Also, a third guideline on real-estate assessment issues was drafted to define
some core principles for orienting the assessment of real estates pledged as
collateral for the disbursed loans. This guideline sets forth minimum standards
that would enable comparative assessments not only within a financial
institution but also within the overall financial system. It also identifies more
accurately the level of specific credit risk and the overall loan portfolio. These
guidelines are published on Bank of Albania’s website.

e  Switching from Basel | to Basel Il

In terms of approximation to the European Directive 2006/48/EC on
credit institutions and the Directive 2006,/49/EC on the capital adequacy
of investment firms and credit insfitutions, a new regulation ‘On Capital
Adequacy Ratio” was launched. It marks the switching from Basel | to New
Capital Accord, also known as Basel Il. This Bank of Albania’s approach,
under the light of the Basel Il, ensures the linkage between bank capital
and its risk profile, related to the standard method for calculating the capital
demand, credit risk and counterparty risk. Also, it sets forth the principles and
rules for calculating the risk-weighted exposures for each class of exposure;
recognising External Credit Assessment Instfitutions (ECAI) and Export Credit
Agencies (ECA; principles and methods for recognising and mitigating the
credit risk; securitisation and calculation rules for securitisation exposure; use
of the simple-index method and operational risk standard approach, use of the
standardised approach for the market risk, supervisory authority’s requirements
for the internal assessment process of capital adequacy; and publication of
information on bank capital adequacy. This regulation will provide banks with
potential opportunities to further upgrade the risk management systems and
calculation of more calibrated capital needs.

®  Recovery and resolution plans

One of directions of the supervision work during 2013 was the assessment
of recovery plans prepared by systemically important banks in response fo
Bank of Albania’s supervisory requirements. The recovery plans are documents
presenting the recovery measures that banks themselves plan to undertake
fo turn their financial condition back to normality, if unfavourable conditions
materialise at market or individual bank level. As such, these plans are useful
instruments for banks and the supervisory authorities to manage the potentially
problematic situations. Based on the results of this process, within 2014 Q1,
the Bank of Albania will adopt a relevant guideline to clarify and further
structure the requirements for recovery plan preparation by banks.
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e  Regulatory reporting standards

The Supervision Department has paid special affention fo improvement of
bank reporting standards to the Bank of Albania, aiming fo ensure that the
reporting methodology reflects and adapts to developments and changes in
international financial reporting regulatory standards. It is worth of note that
these changes are made in close cooperation with the stakeholders, such as
banks and external auditors.

VIENNA INITIATIVE Il AND BANK OF ALBANIA’S CONTRIBUTION

The Vienna Initiative |l builds on the success of Vienna Initiative |, which was
established at the height of the global financial crisis of 2008-2009. The Vienna
Initiative Il functions as a public and private sector platform, which brings together
key International Financial Institutions, the European Commission and relevant EU
institutions, the principal cross-border banking groups, and home and host country
authorities. Its geographical coverage extends beyond the European Union (EU)
and includes other CESEE countries with a substantial presence of Western banks.

In this view, the financial crisis, and particularly the sovereign debt crisis in the
euro area, has brought the conflict of interest between the banking sector's home
and host countries sharply into focus. The ongoing euro-area crisis has highlighted
the risk of disorderly deleveraging of parent banks fo their affiliates in CESEE and
the difficulties in cooperation between home and host country authorities. Hence,
countries where foreign banks’ subsidiaries or branches are systemically important
face particular challenges in safeguarding the financial stability and ensuring
adequate credit supply for their economies. Influenced by these developments, in
January 2012, the Vienna Initiative was redaunched as Vienna ll, in response fo
renewed risks for the region from the euro area crisis.

The objective of Vienna Initiative Il is to foster home and host authority coordination
in support of stable cross-border banking and guard against disorderly deleveraging.
Specifically, the objective of the Vienna Initiative Il is to help:

. Avoid disorderly deleveraging, which could jeopardize financial stability in
host countries and ultimately hurt home and host country economies alike.
The large-scale, unanticipated rapid deleveraging has created systemic risks
and unduly curtails overall funding of CESEE banks.

. Ensure that potential cross-border financial stability issues are resolved. The
multijurisdictional sefting is prone fo gaps, overlaps, competing objectives
and conlflicts of interest among authorities, all of which demands atfention.
In addition, banking groups would benetfit from progress in this area as it
would strengthen the conditions for stable and wellHunctioning cross-border
banking.

. Achieve policy actions, notably in the supervisory area, that are taken in the
best joint interest of home and host countries. This requires mutual recognition
of concerns by home and host countries, ensuring that host authorities have an
appropriate voice, and fostering an atmosphere of frust amongst all relevant
parties.
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Steering bodies of the Initiative are:

1. Full Forum, consisting of all participants in the Initiative. The forum decides
by consensus on the Initiative’s priorities and approves the working plan and
reports. It also approves the principles and recommendations undertaken in
the framework of the Initiative;

2. Steering Committee composed by international financial institutions (EBRD,
EIB, IMF, World Bank), European Commission and selected participants
(ltaly, Romania), manages the practical work of the Initiative and prepares
strategic decisions for the Full Forum.

The Steering Committee reports to the Full Forum during its meetings. Mr.Marek
Belka, Governor of the National Bank of Poland is the Chairman of the Vienna
Initiative’s Steering Committee.

As from 2013, Mr. Ardian Fullani, the Governor of the Bank of Albania, has been

a member of the Vienna Initiative Il Steering Committee.

Membership of Bank of Albania’s Govemnor in the highest steering body of the
Vienna Initiative Il is an important step to convey more efficiently Bank of Albania’s
stance fo the European Union authorities, international institutions and large banking
groups, related fo the impact of euro-area developments on the Albanian financial
system. This role is not limited merely fo transmission of concerns of the Bank of
Albania in the capacity of the hostcountry supervisory authority. It will also be
used fo contribute substantially with relevant suggestions to building more fruitful
collaborating mechanisms between EU and non-£U authorities. These mechanisms
aim at ensuring common stability of already infegrated European markets, in the
long run. Considering that Albania is the only non-EU member sitting in Vienna
Initiative Il Steering Committee, it is committed fo representing the inferests of countries
aspiring fo join the EU. Albania will, therefore, play an important role in encouraging
cooperation between EU and non-EU member countries.

|.2.4. REGULATORY FRAMEWORK

During 2013, the regulafory and supervisory framework was reviewed
intensively, aiming at approximating it fo sfandards of the Basel Committee and
the European directives, and adapting the framework to the domestic financial
markef dynamics. The changes consist in either full or partial amendment of
legal acts.

Regu/afory acts fully revised and approved during 2013
Regulation on licensing and activity of non-bank financial
institutions, which stipulates the terms and conditions, requirements,
documentation and procedures for licensing non-bank financial
institutions to extend licensing requirements to electronic money
institutions.

® Regulation on management of risk to non-bank financial insfitutions’
activity, which sets forth the rules for managing the operational risk
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of non-bank financial institutions to extend regulatory requirements to
electronic money institutions.

® Regulation on electronic payment instruments, which sefs forth rules
about fransparency in the framework of electronic money activities.

e Cuideline on managing the inferest rate risk in banking books, which
sefs forth the rules and procedures for managing the interest rate risk
position in the banking books.

®  Regulation on capital adequacy ratio®, which, in accordance with the
Basel Il standards, presents new approaches for risk measurement and
a more calibrated calculation that the banks need to hedge against

risk.

®  Regulation on prevention of money laundering and terrorist financing.

Regulatory acts partially amended during 2013

e Regulation on capital adequacy ratio - partiol amendments to the
existing regulation in the framework of the package of measures to
improve lending in Albania.

e Regulation on credit risk management - partial amendments to create
necessary stimuli for banks in carrying out the credit restructuring
process, as an effective way to prevent further deferioration in the loan
portfolio quality.

®  Regulation on liquidity risk management - partial amendments fo revise
the level of some liquidity indicators, in line with the changes in the
banking system liquidity situation.

1.2.5. LICENSING

In 2013, the structure of the Albanian banking sector remained unchanged, with
16 commercial banks of foreign or domestic capital origin. In accordance with
and pursuant to requirements under the Llaw No. 9662, dated 18.12.2006
"On Banks in the Republic of Albania” and for the smooth functioning of
the baking activity, through assessing requirements set forth in prudential
regulations, the Bank of Albania has supported banks in their applications

during 2013.

During 2013, following assessment, two applications were approved,
under bank licence annexes, for conducting additional activities: one for
intermediation in insurance and reinsurance (Raiffeisen Bank sh.a) and one
for providing guarantees and taking commitments, trading for the account
of clients, and foreign exchange transactions in a selforganised market of
fransferrable securities (Infesa Sanpaolo Albania sh.a.). It is worth notfing that
intermediation in insurance and reinsurance is an innovation in the banking
activity and is an outcome of changes made to the bank licensing regulation
a year ago, which expanded the spectrum of banking and financial activity
by including these activities, as well. Further, the conduct of this activity is

33 This regulation will enter into force on 31 December 2014, whereas during 2014 a festing
period for bank reporting is projected in terms of implementing the requirements under this
regulation.

58 Bank of Albania



Annual Report 20 | 3

affractive to other banks of the system, which are in the application process
or are inferested in meeting the related requirements.

During the year, banks submitted applications for expanding or reducing their
branches or agencies in the country. During 2013, five new bank branches/
agencies were opened and 14 existing agencies/branches closed, hence
leading to contfraction in the banking network by nine branches/agencies on
a year earlier.

2010 2011 2012 2013 Z)ab/lf 8. /nd/'/fofors of
Branches/agencies within the country, ank network expansion,
by prefecfurg K 20 I . 529 by prefecture (nuFr)nber of
- Tirana 210 212 218 213  branches/agencies)
- Berat 20 21 21 22
- Dibra Q 10 10 10
- Durrés 54 54 55 53
- Elbasan 30 30 30 30
- Fier 44 44 43 40
- Gjirokastra 24 24 23 23
- Korgé 38 37 37 38
- Kukés Q 10 Q Q
- lezha 25 26 25 24
- Shkodra 25 25 25 24
- Vlora 41 41 42 4]
Branches abroad 2 ] ] ]
- Athens, Greece ] -
- Kosovo 1 1 1 1
Total 531 535 539 530

Source: Bank of Albania.

The Bank of Albania has paid special atfention to defining the core principles
and rules for a responsible and effective bank management, by constantly
assessing bank organisational structures and management responsibilities.
These principles led to changes made by end-2012 to the regulation on
core principles for management of banks and branches of foreign banks and
the criteria for approving their administrators. During 2013, the presented
practices highlighted that, along with the granting of consent by the Bank
of Albania, there were also cases of changes in the decision-making by
banks’ steering boards and withdrawals of candidates who did not meet the
required criferia.

The Bank of Albania granted approval for 45 new administrators, of which
14 members of the steering council, & members of the steering committee and
25 executive managers. Approvals also included administrators of non-bank
financial institutions.

Even during 2013, based on the submitted applications, the Bank of Albania
granted licences fo financial instfitutions subject to its licensing and supervisory
framework.
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Table 9. Number of 2010 2011 2012 2013
financial instituions  Banks and branches of foreign banks 16 16 16 16
licensed by the Bank of  Nonbank financial institutions 17 19 21 21
Albania Foreign exchange bureaus 284 301 322 333

Unions of savings and loan associations 2 2 2 2

Savings and loan associations 126 126 126 12

Source: Bank of Albania.

In 2013, the number of entities operating in the non-bank financial market did
nof change, since three new licences were granted for factoring and financial
leasing and three other licences were revoked. Three non-bank financial
institutions were revoked their licence for not starting the financial activity as a
consequence of merging with a commercial bank and at their request. Given
the right of licencing by regulation, two non-bank financial institutions applied
fo the Bank of Albania for conducting additional services to their core activity.
They received approval for conducting all payment services via internet or by
agents, and for conducting overthe-counter activities. Also, initial approval was
granted to a non-bank financial instfitution for the significant holding fransfer.

licensing foreign exchange bureaus continved in 2013, albeit at a slower
pace than a year ago. Specifically, 18 foreign exchange bureaus were
licensed and seven were revoked the licence. At end-2013, 333 licensed
foreign exchange bureaus operated in the foreign exchange market.

In terms of licensing the savings and loan associations, this year no new
licences were granted, while their number dropped as a result of revoking
the licence fo five savings and loan associations: four as a consequence of
starting the liquidation procedure and one as a consequence of merging with
union associations.

Also, an important part in Bank of Albania’s supervisory process was the follow-up
and assessment of changes faking place in banks, non-bank financial insfitufions,
foreign exchange bureaus and savings and loan associations, changes in the equity
structure, increase or decrease in capital, leaving of administrators, branch closure,
ebanking services, changes in organisational structure, changes in addresses, or
other changes under the legal and regulatory requirements for banks.

1.2.6. ON-SITE EXAMINATIONS

On-site examinations, as an important part of the supervisory process, have
aimed af closely inspecting and assessing the risk profile of entities licensed by
the Bank of Albania. The planning and organisation is based on the following
pillars: switching fo risk-based supervision, ensuring institutions’ compliance
with effective legal and regulatory framework, and enhancing the efficiency
of the supervisory instruments. Also, the frust in offsite inspection is of crucial
importance to the process of planning on-site examinations. This funcfion aims
to monitor dynamically and proactively the financial position of each licensed
institution and the overall banking system, identifying the current and future
concerns, and serving the early warning system.
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During 2013, eight fullscope examinations and three partial examinations
were conducted on banks: two examinations on non-bank financial institutions;
and one examination on the savings and loan associations union. During these
examinations, cooperation was in place with other supervisory authorities,
such as the General Directorate for Prevention of Money Laundering and the
Financial Supervisory Authority.

This process has identified the following supervisory concerns:

COMPLANCE WITH THE LEGAL AND REGULATORY FRAMEWQORK
Overall, the activity of licensed institutions has complied with the requirements
of the supervisory, legal and regulatory framework. However, in some cases,
on-site examinations highlighted the need for rigorous implementation of
risk management principles, specifically the requirements of the following
regulations:

®  Regulation "On credit risk management”. On-site examinations have
required a higher classification of credit risk for some borrowers and
strengthening of bank’s internal systems, aiming fo improve the credit
risk management practices.

® Regulation “On managing risk from significant exposures of banks”
in the framework of reassessing the relationships of some borrowers
with the bank, for computing the maximum allowed exposure.
Recommendations have addressed the issue of identifying, measuring
and monitoring bank exposure to a borrower or a group of connected
borrowers.

e Regulation "On core principles for management of banks and branches
of foreign banks and the criteria for approving their administrators”.
Onssite examinations focused, among others, on full implementation
of the new requirements of this regulation, which entered into force ot
end-2012. Specifically, the supervisory requirements have aimed at
re-conceiving the role and responsibilities of committees supporting the
bank management activities, assessing some executive functions that
require initial approval by the Bank of Albania, efc.

*  Regulation “On capital adequacy ratio” is related to correct classification
of asset items and their risk-weighting.

®  Regulation "On liquidity risk management” is related to monitoring of the
optimum level of bank's liq