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1. FOREWORD BY THE GOVERNOR

The Albanian economy saw slow economic growth and weak inflationary
pressures throughout 2013. Economic growth slowed down to 1.1% in the
second quarter, while available information suggests weak economic activity
during the third quarter. The sluggish private demand offset the increasing
positive impulses generated by the fiscal stimulus and external demand in the
first half of the year. Consumption and private secfor investments were weak,
whereas external demand continued fo curb due to the economic situation
in Albania’s trading partners. Private agents’ uncertainty about the future
was reflected in low tendency to spend and weak demand for loans, which
in turn prevented the fransmission of the monetfary stimulus fo the economy.
Moreover, banking system’s conservative policies kept the lending standards
fight, and prevented the normal functioning of the monetary policy transmission
mechanism.

Albania saw stable economic and financial situation in the face of this context.
Private agents” inflation expectations were anchored around Bank of Albania’s
farget, showing good perception of monetary policy signals, and effective
communication of the Bank of Albania. The banking system remained sound
and wellcapitalised, with sufficient liquidity to ensure the retum of financial
infermediation to adequate levels, in spite of loan quality-related concerns.

Average annual inflafion continued the decelerating trend in the third quarter,
seffling at 1.5%. The profile of inflation was almost entirely determined by
the contribution of inflation from prices of agricultural products. Beyond the
seasonal effect related to the satisfaction of demand with domestic agricultural
produce, these prices dropped also due fo the lower import prices for processed
foodstuff in the countries of origin. Prices of other consumer goods” items made
low confribution to headline inflation, hence offsefting each other.

The low inflation rates, particularly in the longterm component, point to the
presence of a negative output gap. The frail domestic demand has created spare
capacities in the economy, and has led to weak pressures for higher production
costs and wages. Additionally, the sfable global prices and exchange rate
resulted in contained pressures from imported inflation. Developments in the real
economy, especially the frail domestic demand and low monetfary expansion,
will keep the inflation rates low in the period ahead. Inflation expectations
remain anchored and in line with price stability.

Economic growth was driven by public sector demand during the second
quarter, whereas other components were weak. Though higher than in the first
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quarter, consumer spending did not manage fo make significant confribution
fo economic growth. The performance of this domestic demand component
continues to be affected by the high uncertainty and limited financing resources.
Private investments remained low due to the curbed consumer demand, spare
capacities, and relatively tight lending standards.

Developments in fiscal indicators during the first nine months of the year point fo
a stimulating fiscal policy, especially in the first half of the year. The stimulating
features were present both in expenditure and revenues. During the nine-month
period, budget expenditure increased 8.3% from a year earlier, driven by both
current and capital expenditure. Revenues marked a 4% annual decrease,
reflecting the decline in most of its constituent ifems. The performance of revenues
and expenditure led to the budget deficit amounting about 1.25 times higher than
a year earlier, most of which was funded through domestic long-term instruments.
Budget deficit dynamics was reflected in further expansion of public debt.

Data from the external sector of the economy show that external demand, net,
was weak in the second quarter. Real exports, net, narrowed by 1.5% during
this period, contributing negatively to aggregate demand. Their performance
was defermined simultaneously by the increase in imports and deceleration
in exports, in real terms. Data relating to infernational trade in goods for July-
August reveal that trade deficit narrowed 15.1% in annual nominal terms,
during this period. Exports surged 15.8% in annual terms, whereas imports
dropped 3.0%.

Financial markets continued fo reflect low risk and inflation premia. In the interbank
market, frading volume increased and inferest rates dropped, showing lower
volatility. In the primary market, yields dropped further, especially on securities
with longer term to maturity. The yields curve moved downward and its slope
was reduced. Interest rates continued to fall in the deposit market, while, in
August, interest rates on loans fell as well. In spite of this, credit performance
was weak during these months. Following the persisting deceleration over the
first half of the year, private sector credit contracted in July and August. As of
the end of August, it was 2.0% lower than a year earlier. Credit performance
reflected the weak credit demand from both businesses and households, as
well as the tight lending conditions.

A positive factor observed and encouraged by the Bank of Albania in the past
months was the write-off of non-performing loans having no hope of recovery
from banks’ balance sheets. Beyond its statistical effect in the short run, cleaning
banks' balance sheets is part of a complex process of non-performing loan
portfolio management. If implemented efficiently and actively, this process will,
in the long run, establish the premises for releasing lending capacities in the
economy and restoring sound credit growth.

The monetary indicafors analysis shows weak monefary inflation pressures in
the economy. The annual growth of money supply decelerated significantly
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to 2.7% in August. The deceleration was driven by the weaker performance
of foreign currency inflows and lower demand for borrowing from the private
sector. On the other hand, increased lending fo the public sector through banks
supported the growth of money in the economy.

Economic growth is expected to be weak for the rest of the year due to the
sluggish external demand and absent fiscal stimulus. Meanwhile, available
data insofar do not signal the recovery of consumption or investments in the
near future. Below-potential growth of the economy will condition contained
consumer price rise in the period ahead. In the absence of unexpected supply-
side shocks, oneyear ahead annual inflation is expected to range between

0.4-3.1%, with Q0% probability.

The above forecasts condition the stimulating nature of monetfary policy to
confinue in the quarters ahead. The Bank of Albania will confinue to supply
the banking system with adequate liquidity to ensure smooth functioning of
financial markets.

Bank of Albania Q
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2. PRICE STABILTY AND BANK OF ALBANIA'S TARGET

Annual inflation averaged 1.5% in 2013 Q3, down from the previous quarter
and below Bank of Albania’s target. Third-quarter inflation was almost entirely
defermined by the fluctuations in CPl food prices. In the macroeconomic aspect,
the performance of inflation reflected the continued weak demand-side pressures
and the reduced supply-side ones. To a large extent, these developments are
expected to persist in the medium run as well. In response, the monetary policy
strengthened its accommodative nature by cutting the key interest rate further in
July and reinforcing the guiding message for the medium-term period.

2.1 INFLATION AND MONETARY POLICY

Macroeconomic environment in Albania saw lower
intensity of genero| inﬂcﬂonow pressures during
Chart 1. Annual inflation (in %) . 2013. This tendency became more pronounced
w " in Q3. Annual inflation hit a record low of 1.5%
- in 2013 Q3. In oddition fo the longferm factors

relating to the weak aggregate demand, the low
inflation rates were also affected by transitory factors.

. These overlapping factors reduced the inflation rate

to below the lower bound of Bank of Albania’s
medium-term target band of 2-4%.

. The decelerated economic growth in 2013 Q2

and continuation of this trend in Q3 were reflected

2888888853 | in weaker aggregate demanddriven inflationary
58882258888 | pressures. This was, in tum, reflected in the partial
utilisation of production capacity and curbed labour
,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, cost and production dynamics. On the other hand,

. Chart 2. Output gap and annual change in Unit Labour Cost (ULC) (leff)*; key
inferest rate and annual core inflation (right) |
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indirect data suggest that the possible improvements to domestic supply of
agricultural products played fransient role in the rapidly falling consumer prices
during July and August 2013. Additionally, the Albanian economy did not
experience mounting inflationary pressures deriving from the external economy,
due fo the curbed inflation in its trading partners and stable exchange rate.

Based on cenfral bank’s forecast of continued weak inflationary pressures,
mainly due to the persisting negative output gap, the Bank of Albania cut the
key interest rate by 0.25 percentage points in July 2013. This was the seventh
consecufive cut, bringing the key rafe to a record low of 3.5%.

The key inferest rate cut was fransmitted to the financial market rates. Given the
reduced Government demand for borrowing, it saw more infensive fransmission
to the primary market of Government securities. The effectiveness of monetary
policy actions was, however, limited on bank lending and the real secfor of
the economy, due fo the high risk premia in the financial markets and sluggish
economic agenfs” demand for borrowing. In parallel with the monetary policy
move, the Bank of Albania continued to supply the banking system with liquidity
through 7-day and T-month reverse repo operations.

2.2 INFLATION BY ITEM

After fluctuating within a narrow band of low rates | 1

over a oneyear period, annual inflation decreased Chart 3. Annual inflation by items of goods ;

considerably in July and August, to lafer recover | and services (in %) |
the expected seasonal increase in September. The | |
performance of inflation in 2013 Q3 was almost T N
entirely defermined by food prices, particularly the | O'OA?
unprocessed ones. The fluctuating prices of other | *% o
basket items made low confribution o headline | °% |
inflation, hence offsetting each other. o || | |

I 0 ARG L L AL S R by I
Annual inflation of ‘Unprocessed foods’ averaged Omgg%ogggggggggg;ggggg;gggg
7.4% in Q3, down 2.6 percentage points from | 8558888858885 55 2855w
the previous quarter. This performance lowered the I ' }
respective confribution to headline inflation from :'ﬂ?@','f;,”f;ifﬁ‘iodl ~Headline
2.0 to 1.5 percentage points in Q3, being the | |
driving item of third-quarter’s inflation rate. The lower | Souce: INSTAT and Bank of Albania calculations |

inflation was mainly driven by the increased domestic

production, which safisfied the demand in the market. The lower prices in
'Unprocessed foods’ were also driven by the price decrease in Albania’s major
frading partners (ltaly and Greece).

Inflation of ‘Processed foods’ made lower contribution to headline inflation
than in the previous quarters. Their annual inflation marked 0.5%, driven by
the stable global prices of processed foods and the favourable exchange
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1. Processed foods (pp)
Bread and grains (pp)
Alcohol and tobacco (pp)
2. Unprocessed foods (pp)
Fruit (pp)

Vegetables (pp)

3. Services (pp)

4. Regulated prices (pp)
Fuel and energy (pp)

5. Housing (pp)

6. Nonfood consumer goods

2011 2011 2011 2011 2012 2012 2012 2012 2013 2013 2013

Q1 Q2 Q3 Q4 QI Q2 Q3 Q4 QI Q2 Q3

22 25 22 16 07 04 04 06 05 03 0.1

67 10 08 05 02 00 0O 00 01 01 01

05 04 04 04 01 01 01 02 01 02 01

66 05 00 0O1 06 05 13 1.0 1.7 20 15

62 04 02 03 03 03 05 05 03 04 038

61 04 06 O7 12 01 07 02 12 15 05

o0 00 01 00 00 02 02 02 02 01 01

64 03 01 0O 01 01 01 o1 01 01 01

62 03 02 01 0O 0O ©0O 0O 00 00 00

02 ©8 038 03 03 62 00 D02 H£H2| 02 O

06 05 04 06 06 04 05 05 01 02 02

7. Durable consumer goods (pp) 0.0 0.1 0.1 0.1 0.0 0.1 02 02 0.1 0.1 0.0
Consumer Price Index (y-oy, %) 4.0 4.1 3.2 2.5 1.1 1.9 2.7 2.4 2.5 2.2 1.5

! —Monthly change in imports value, vegetables  —Monthly change in imports value, fruit,
! [-1) preceding months (la) in the same month (la)
! —Monthly inflation of vegetables (ra) —Monthly inflation of fruit (bd) !

! * The Albanian market supply of agricultural products is, to a large extent, met with domestically-produced goods 3
' during this period of the year. In the absence of data on domestic agricultural production during 2013 Q3, we have |
| used data on import of fruit and vegetables. Results show a sharp monthly decrease in their imports in June and July |
I 2013. This fact hints that demand was met with domestic production 1o a higher degree during this period. The higher |
3 supply led to lower food and vegetable prices, mainly in July [vegetables| and August (fruit). 3

! Source: INSTAT and Bank of Albania. !

rate during 2013 Q3. Both these factors contributed to reducing this item’s
confribution fo headline inflation over the past two years.!

Table 1. Annual contribution of key items to annual inflation (in percentage
points)

Source: INSTAT énd Bank of Albania.
*The table presents some of the main items.

"Nonfood consumer goods’ and ‘Housing’” made negative contribution during
2013 Q3. Inflation of the former remained almost the same over the months
(-1.8% from -2.1%), reducing the headline inflation by about -0.2 percentage
points. "Housing’ prices took a turn in September 2013. While in September
2012, thisitem's inflation and contribution marked negative rafes?, in September
2013 they were positive (1.2%), raising the respective contribution fo inflation
by 0.1 percentage pointfs.

In 2011 HI, this item’s contribution to headline inflation was around 60-70%.
Inflation of ‘Housing” averaged -1.6%, whereas its contribution fo headline inflation was -0. 2
percentage points.

2
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The other less-weight items confinued to make low confribution fo annual
inflation, similar to a quarter earlier.

Chart 5. Annual inflation by items of goods and services (in %)
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3. MACROECONOMIC DEVELOPMENTS

Macroeconomic developments insofar and related projections suggest low
economic activity and weak inflationary pressures during 2013, Below-
potential growth and the stable exchange rate and prices in the global markets
gave rise fo a low inflation profile. Inflationary pressures will remain subdued
in the period ahead, due to the general deceleration in real economy and
slow money growth. Inflation expectations for the mediumterm period remain
anchored and in line with price stability.

The Albanian economy grew at a slow pace in 2013 H1. It was driven by the
external demand and fiscal stimulus, whereas consumption and private investments
were sluggish. INSTAT's latest estimate of GDP pointed to 1.1% in 2013 Q2.
For the rest of the year, growth is expected to remain similar to 2013 HI.
Uncertainties and limited funding sources remain factors of risks for consumption
and private invesiments in the shorterm period. Over an extensive period of
fime, private domestic demand will benefit the stimulating monetfary conditions
and recovery of global economy. The future performance of fiscal policy will be
another important factor for the stable recovery of domestic demand.

3.1 EXTERNAL ECONOMY

3.1.1 ECONOMIC GROWTH AND MAIN MACROECONOMIC
BALANCES

GLOBAL ECONOMY
Clobal economy continued to manifest slow growth pace. The latest developments
show improved general conditions in advanced economies and point to a
positive performance in the period ahead. Despite the slightly subdued growth
momentum in emerging and developing markets, they continued to make positive
contribution to global growth. Inflationary pressures remained weak in advanced
economies, whereas signals from emerging and developing markets were vague.

Table 2. Selected CDP change Unemployment rate Inflation rate
macroeconomic Countri 2013Q2 2013 Q2 Aug 2013 Sept 2013 Sept 2013
indicators | SUMES 2013 Q1 2012 Q2 Y9 Aug 2013 Sept 2012
USA 0.6 1.6 7.3 0.1 1.5!
Euro area 0.3 0.5 12.0 0.5 2.6
Germany 0.7 0.5 5.2 0.0 2.1
France 0.5 0.3 11.0 0.2 2.2
United Kingdom 0.6 1.4 7.7 0.4 2.2
Japan 0.6 0.9 4.1 0.3! 0.9
Source: ECB, Fed, Eurostat and respective statistical institutes.
'August 2013
ADVANCED ECONOMIES

Euro area’s economy continued to improve in 2013 Q2; however, it is worth
nofing that there was a low comparative base. This performance reinforced
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the idea that the euro area has now hit a turning point as it recorded positive
quarterly growth after six quarters of economic contraction. All large economies
had positive performance. Germany and France grew af positive rafes, whereas
ltaly and Spain slowed the pace of contraction. Growth was primarily driven by
domestic demand and net exports, whereas inventory changes made negative
impact. This quarter's growth benefited the favourable climate conditions and
fransmission of positive financial market developments fo the real economy.
High unemployment, the increasing sovereign debt of member states and the
slow transmission of monetary policy into the markefs were among euro area
economies’ concerns. Indirect data for the period ahead suggest slow growth
in 2013 Q3, with consumer spending remaining similar to Q2.

The U.S. economy continued to record positive growth in 2013 Q2, driven by
the higher consumer spending, exports, private residential and non-residential
investment and slower confraction in government spending. The increase in
imports and decrease in private invenfory investment made opposite confribution.
The growth rate is expected to be slightly lower in 2013 Q3, due fo the lower
consumer spending attributable fo the detferiorating confidence indices and
lower job creation. The period ahead sees considerable uncertainty surrounding
the outlook for the U.S. economy; initially, the U.S. lawmakers’ debates on
budget deficit and national debt, which shut down part of federal government
in October and, next, a shortterm solution that is expected to make adverse
confribution fo the economic performance. Financial markefs are waiting for
signals from the Federal Reserve over the possible tapering of the quantitative
easing programme that has been effective in the past years.

ECONOMIES IN THE REGION
The ltalian economy continued to shrink in 2013 Q2, hence remaining in
recession. Investment and consumer spending made major impact on the
negative growth. After the positive confribution in the first two quarters, net
exports decelerated in Q3. Their slowdown and the higher unemployment
suggest that the ltalian economy will remain in recession until the end of 2013
and start to show positive rates in 2014.

The Greek economy shrank at a more moderate pace. Aggregate investment
and consumer spending confinued fo perform negatively. Net exports made
positive contribution to GDP due to the sharp contraction in imports. Preliminary
data show that the Greek economy will continue to contract in the period
ahead and remain negative unfil the end of 2014.

The Turkish economy recorded rapid growth in 2013 Q2, aftributable to the
fastgrowing consumer spending as a result of the increase in employment and
bank lending. Inventories, which have been increasing in the last two quarters,
were the second major sector driving growth in 2013 Q2. In the meantime,
private investment and net exports made negative confribution. Preliminary data
suggest that growth is expected to be slightly lower in 2013 Q3 due fo the
slight fall of domestic demand.

Bank of Albania 15
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FYROM's economy continued fo improve and register annual growth in 2013
Q2. Construction was the main driver of growth, followed by investment,
which showed stable growth despite the slower growth rate. Third-quarter
data show that the economy may decelerate its growth rate due to the low
increase in industrial production. The latest forecast projects positive, albeit
lower, economic growth in 2013.

Table 3. Economic  Counfries GDP change Annual inflation  Unemployment rate
indicators for countries 2013 Q2/2012 Q2 September 2013 August 2013
in the region lialy 2.0 0.9 12.2

Greece 4.6 -1.0 27.6!

FYROM 3.9 1.6 28.82

Serbia 0.2 4.9 24.1°

Croatia 0.7 1.1 18.4

Turkey 4.4 7.9 9.3

Kosovo 2.5¢ 0.2 30.94

Albania 1.1 1.7 12.82

I-July 2013, 2-2013 Q2; 3-2013Q1l; 4-2012

|  3.1.2 PRIMARY COMMODITY PRICES

: - In contrast to 2013 H1, il price rose both in
quarterly and annual terms in Q3. The Brent price
! - rose 0.6% in annual terms®, averaging USD 110.3
2% per barrel. Geopoalitical tensions, the lower North
" Sea oil production and the contracted exports from
- some OPEC members (Irag, Iran, Llybia and Nigerial
. were major factors contributing fo the rise in ol
- price in Q3. It rose sharply by 7.5% from Q2 due
fo the spike in oil demand during the summer and
- the recovery of global economy in Q3. Despite the

above, the moderate turmoil in Syria and Egypt, and

| 30%

- the expansion of supply from oilproducing counfries
outside OPEC, are expected fo reduce oil price in

””””””””””””””””””””””””””””””””””” Q4 to around USD 107 per barrel .4

Based on the periodic IMF Primary Commaodity Prices Index, primary commodity
prices remained quite similar to a year earlier in 2013 Q3, increasing by only
0.7%. This index increased 3.2% from Q2, reflecting primarily the performance
of oil prices in the international markets. In line with the growth of supply of
agriculture products, food prices showed downward trend, both in annual

(4.9%) and quarterly (4.2%) terms.®

From the average of -4.6% during January-une.

Based on October 2013 Review of U.S Energy Administration Information.

The downward primary commodity price dynamics (excluding energy) is considered to have
been driven by the lower investment pace in developing and emerging economies. This
performance also reflected Fed's reduced monetary stimulus expected to materialise in the
later months. These evaluations appear in line with the close correlation between the rise
in primary commodity prices and the expansionary monetary policy pursued by advanced
economies.
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3.1.3 MONETARY POLCY AND FINANCIAL : :
MARKETS

Chart 7. Key interest rates of selected
central banks

The major central banks kept their key interest rafes
unchanged, respectively, the European Central Bank |
at 0.50%, the Federal Reserve at 0-0.25%, the Bank !
of England at 0.5% and the Bank of Japan at 0-0.1%. |

Euribor rafes in euro area money markets remained !
low across 2013. ECB and Fed's supply of free !
money during this period impacted on keeping low
money market inferest rates. In the capital markets,
government bond yields were volatile and displayed
non-uniform performance across the ratings. Yields
on positivelyrated  bonds  dropped,  whereas
negatively-rated ones rose slightly. Yields in major
global financial markets reflected agents’ behaviour

following Fed’s announcement of possible tfopering of quantitative easing
policy. In the foreign exchange markets, the euro appreciated against the U.S.
dollar and maijor currencies, such as the British pound sferling, Japanese yen
and Chinese renminbi. In average terms, one euro fraded at USD 1.3242 in
2013 Q3, appreciating 1.382% from 2013 Q2. In September, it stood 3.8%

higher than a year earlier.

Chart 8. Selected financial indicators in international markets
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3. 1.4 IMPACT ON ALBANIAN ECONOMY

The performance of global economies and financial markets had negative
impact on the Albanian economic growth. The inflationary pressures originating
from the external economy are expected to generate weak inflationary pressures
domestically.
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Aggregate demand in Albania’s frading partners is expected to remain weak
in 2013 H2, hence making negative confribution to the export of goods
and services. However, in the face of contracted domestic demand in these
countries, price competitiveness of Albanian exports to frading partners in the
region remains an important factor for the period ahead.

Though the global financial market developments do not display any tensions
or liquidity shortages, the external financing conditions remain tight. Against
the backdrop of an external economic environment characterised by moderate
prices of primary commodities and consumer goods, inflationary pressures on
domestic consumer prices are likely to be contained.

3.2 GROSS DOMESTIC PRODUCT AND AGGREGATE
DEMAND

Aggregate demand and economic activity decelerated in 2013 Q2. GDP grew
1.1%, down from 1.6% in 2012 and 1.8% in 2013 Q1. Unlike the previous
quarters, growth in Q2 was mainly driven by domestic demand. External
demand, net, made negative contribution due to the increase in imports and
decrease in exports of goods and services. On the other hand, the increase in
domestic demand was mostly attributable to the improved contribution of the
public sector, whereas private sector demand remained weak.

The growth of economic activity was generated by the production sector. The
increase in public sector’s capital spending boosted construction, which - in
addition fo the agricultural production — was reflected in the positive contribution
of the production sector. On the other hand, services shrank for the first time
since 2009 Q4. All branches of the services sector saw decreasing value

added.

Chart @. GDP and annual dynamics of external and domestic economic :
| growth components |

—Real exports, net [y-oy; ra) !

| —Quarterly growth (@seas) — Domesiic demand lyoy: la) 1

‘ —~Real economic growth

Source: INSTAT and Bank of Albania. !
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Available data show slower growth in 2013 Q3. For 2013, the economic
growth is expected to remain close to a year earlier. Consumption and private
investment continued to curb, due to the high uncertainty, unstable income
sources and tight funding conditions. In individual sectors of the economy, it
was reflected in higher tendency to safe and attempts to adjust their balance
sheets. In parallel, the increase in exports proved insufficient to recover the
previous growth rafes, due fo the concems facing Albania’s trading partners
and the low export base of the Albanian economy. In 2013 Q4, the reduced
contribution of the external sector is expected to be offset by the expectedly
higher fiscal stimulus. The future path of fiscal policy will be another important
factor for the performance of the Albanian economy; however, there is very
limited room for the public sector to pursue countercyclical policies. Under these
circumstances, projections of economic growth are subject fo added downside
risks.

3.2.1 OUTPUT BY SECTOR

Albania’s GDP grew 1.1% annually in 2013 Q2. 7 For the same period, ifs
quarterly growth was 1.0%.8 The production secfor made major confribution
to economic growth in the first two quarters of 2013, unlike the previous year
when GDP growth was driven by the services' sector dynamics.” The production

Chart 10. Contribution of sectors to annual GDP and confidence
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sector contributed by 2.3 percentage points to annual GDP growth in 2013

¢ To evaluate Albania’s economic performance in 2013 Q3, we base on the value of imports
and exports of goods; lending to the economy as of the end of August; fiscal indicators; and
qualitative data obtained from confidence surveys for Q3.

7 The analysis is based on valve added series by sector and GDP at basic prices.
¢ Excluding the seasonal effect.
Q

Branches included in the production sector are grouped into: “Agriculture, hunting, forestry and
fishing’, ‘Indusiry” and ‘Construction’. Branches included in the services sector are grouped
info: ‘Trade, hotels and restaurants’, ‘Transport’, ‘Post and telecommunication” and ‘Other
services'.
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Q2. lts contribution reflected primarily the temporary recovery of construction,
combined with the lower growth of agricultural and industfrial production. By
contrast, the annual decrease in services' value added was translated into a
negative contribution of 1.2 percentage points to domestic production. The
value added generated by each of the branches of the services secfor was
lower than a year earlier.

After the 14.4% growth in 2013 QI, industrial production decelerated
considerably in Q2. During the quarter under review, value added in industry
increased at a low annual rate of 1.3%, contributing by 0.1 percentage point
fo annual GDP growth. The resfrained growth rates of exports of industrial
products were reflected in slow industry dynamics. On a branch level, the
performance of industry was affected positively by the improved activity in
extractive industry; however, the annual contraction in ‘Processing industry” and
‘Electrical energy, water and gas’ by 2.8% and 2.9%, respectively, slowed the
performance of industrial production.

Chart 11. Contribution of industry branches fo value added and capacity ufilisa-

! fion rafe !
| |
| |
i Annual changes [in %) and contributions (in pp) %, Capoacity utilisation rate in industry i
‘ T B e P St s INNR o
! ! PoUn F A A !
| T o O T O R T R S S S S T R R B |
! T R . T R R R I D !
: I/ | A A N L N
e Y IS e sl SN B O NI P B B sl
1 () R A s SN A A g A R R S
! I 1\ . ! ! v (O T R O R T R R R B R ] !
! | I ! | o | | [ | o !
! ! T T T T O T S O R B S B Y R ] !
! ! A T T T O T S O R B S B A B ] !
! r ! . o I I I [ !
‘ [ e R R R I e S B B e w
! ! Lo [ | | [ [ !
! A T T T O T S O R B S B Y ] !
! A T T T O T S O S B S B A B !
! Lo | | | | [ !
! A T T T O T S O R B S B Y ] !
! T T O T O S S S S O T U R R I I !
| 50 p -l te N R R R U |
| 1Q1Q2Q304Q122Q304Q1 @2Q304Q1@2Q304Q1Q1 1Q1Q2Q304Q102Q304Q1Q22Q3Q4Q1Q2Q304Q 10204 i
i i i i | | | i | |

| 12009 1 2010 7 2011 ; 2012 12013 2009 | 2010 ; 2011, 2012 ; 2013]

| Electrical energy, water and gas mmmProcessing indusfry
Exiractive industry —Total industry

! Source: INSTAT and Bank of Albania. !

Value added in the construction sector increased 16.0% annually in 2013 Q2,
after contracting for five consecutive quarters. The confribution of construction
to annual GDP growth was estimated at around 1.4 percentage points. The
expanded activily in the construction sector is believed to be temporary, driven
by the higher public investment, reflected mainly in the increase in engineering
works'?. By confrast, residential construction was low, due to the weak domestic
demand and fighter funding conditions. The number of approved construction
permits does not suggest any improvements in the trend of residential construction

10

In 2013 Q2, the value of engineering works recorded the highest increase after five consecutive
quarters, attributable fo the construction of roads through public funding. For detailed data,
see INSTAT's publication “Quarterly Statistical Bulletin — 2013 Q2.
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in 2013 Q3."" Survey data on the construction sector also signal possible
deceleration in its performance during the same quarter.

Chart 12. Value added, contribution and capacity utilisation rate in the
construction sector !
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The performance of ‘Agriculture, hunting, forestry | |
and fishing' improved slightly in 2013 Q2. More | Chart 13. Value added in agriculture, hunting,
specifically, value added of this item rose 3.0%, ! forestry and fishing and their contribution to annual !
from 2.5% in Q1. Consequently, the contribution of
this sector to annual GDP growth increased to 0.8
percentage points.

The services sector had a negative performance in
2013 Q2. The weak domestic demand continved
to affect output of the services branches, but at a

higher infensity. Value added of services decreased
by 2.1% in annual terms during 2013 Q2. While 0102036461 2650401 Q2036401 263 ala1 6 |
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all branches of the services sector shrank, trade | - _
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decrease in services' value added. Value added

of frade recorded an annual drop of 3.3% during © . Source: INSTAT and Bank of Albania. !

the quarter under review, from the 1.4% drop in the

previous quarter.!?

Transportation, whose dynamics is closely related to industrial production and
external demand, accelerated the decrease, yielding a value added of around
5.3% lower in annual terms. Affer recording high growth rates in the previous

1" The number of approved construction permits is a leading indicator of developments in the
construction sector, According fo the lafest data, the number of construction permits opprovec/
in 2013 Q2 hit the alltime low of 9, from the average of around 273.

This performance was driven by the slower growth of refail frade and curbed wholesale frade.
Based on turnover by volume data, retail trade increased by 6.4% (from 13.7% in Q1),
whereas wholesale trade dropped by 1. 1% (from the 4.4% drop in Q1), in annual ferms.
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four quarters, post and communication services fell 4.6% in annual terms,
reflecting mainly the performance of communication.'® Value added of other
services' also displayed downward dynamics, albeit at a low pace of 0.4%.
This is largely atfributable to the decelerated financial infermediation. Value
added of "Hotels and restaurants’ remained slightly fo the downside, around
0.4% lower in annual terms, making an almost negligible contribution to total
services' value added. The improvement in some survey data'® in Q3 signals
a more positive dynamics of the services sector.

Chart 14. Contribution of services branches to value added and capacity
utilisation rate

Annual changes (in %) and contributions (in pp)
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19" The turnover index in communication rose 0.5% in annual terms, considerably lower than the
average annual rate of 18.2%. The same index for post deepened its annual fall to 5.1%.
Other services include: Financial intermediation; immovable property, leasing and business-
related services; public administration, protection and social security; education; healthcare;
and other collective, social and individual services.

In Q3, businesses operating in the services sector reported improved general situation, financial
position, capacity ufilisation rate and confidence.
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BOX 1 HOUSING MARKET PRICES*

In 2013 Q3, House Price Index recorded an annual negative change for the fifth
consecutive quarter. The 1.2% realterm fall may be considered low compared fo
the doubledigit decline recorded since 2012 Q3. In the meantime, Rental Price
Index rose 10.4% in Q3, representing a turning point from its continuous drop since
2012 Q3. This performance reduced the price-to-rent ratio closer fo the historical
average. This ratio was 10% lower y-oy and 47% above the historical average.

130+ -
! HO?.II
90+ -

‘ ‘
‘ ‘
05y~ fongiem averoge 1

mm Annual changes (ra) —HPI (la) —HPI/RPI ratio

Source: Bank of Albania. !

The performance of house prices in Q3 continued fo reflect the weak aggregate
demand and lower consumer income. Based on bank lending survey, the lending
standards applied to morigage loans remained tight in Q3.

* The andlysis of house and rental prices is based on information on Tirana.

3.2.2 AGGREGATE DEMAND

The weak aggregate demand in 2013 Q2 reflected primarily the negative
confribution of external demand, net, whereas domestic demand was supported
by the higher fiscal stimulus. Consumption and private investments remained
weak; however, their contribution fo curbing aggregate demand was lower
than in 2013 Q1. The analysis of economic developments, updated with new
information collected during Q3, showed that domestic demand remained
weak, whereas external demand displayed signs of deceleration.

The macroeconomic determinants of consumer behaviour improved slightly in
2013 H1, but consumer demand remained weak. Second-quarter data show
that consumer demand for durable goods and services fell'®, while slowing

16" Judging from the declining balance of major purchases and lower imports of vehicles (-15%),
the decrease in consumption is believed to have been sharper for the consumption of durable
goods, based on the decrease in services” valve added in 2013 Q2.
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In 2013 Q2, consumer spending was driven by the higher real income,
improved consumer confidence and increase in consumer loans. The
improvement in these factors was considered to be fransient and not fully
reflected in consumer demand. The Albanian households continued to
show heightened uncertfainty, as evidenced by the increase in deposits and
investment in Government securities.'® The information available as of the end
of 2013 Q3 showed increased consumer caution on spending. This caufious
behaviour was reflected in the worsened consumer confidence in 2013 Q3.
According fo our estimates, the annual change in consumer spending remains
in negative territory. The absence of a stable trend in consumer spending shows
that private consumption sfill suffers from the elevated uncerfainty and tight
funding conditions.

The past years’ economic deceleration was reflected in lower production
capacity utilisation, contributing in turn to weaker business private investment.
Beyond infrastructure investment related to public sector projects, private and
consumer investment remained weak in 2013 Q2. The import of machinery
and appliances maintained the fall begun since 2012 Q2, to -11.3%. In
line with the weaker demand, investment loans fell (0.1%) in Q2, whereas
mortgage loans increased (0.4%) after having contracted for five consecutive
quarters. On the other hand, foreign direct investment inflows increased by

30.5% in Q2.

The performance of private investment in the economy during 2013 H2 will
reflect the high level of unused capacities, the overall weakness of demand and

17 Retail trade index rose 6.4%, from 13.7% in Q1.

'8 Households' tendency fo save seems fo have decreased, as evidenced by the slower growth
rates of household deposits and investment in securities, and the declining fendency of savings-
spending balance in the past two quarters.
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the relatively tight funding conditions. Their recovery is expected to be slower
and occur lafer in time than the other components of aggregate demand.
Qualitative data from business confidence surveys for 2013 Q3 showed that
the capacity utilisation rate in the production sectors of the economy remained
low. The import of capital goods accelerated its downward rafe in Q3
[-12.3%). Investment loans continued to shrink, confirming banks’ assessment of
the deferiorating business demand'?. Businesses, however, reported increasing
investment, driven primori|y by the optimism in the construction sector.

FISCAL INDICATORS AND FISCAL POLICY
The first eight months of 2013 saw a sharply easing fiscal policy, both on
revenue and expenditure side. Budget revenues shrank significantly, partly
reflecting the effect of new tax policy measures, whereas budget expenditure
increased. Consequently, budget deficit and public debt expanded, narrowing
further the fiscal room and increasing the need for corrective measures.

For the first eight months, budget revenues stood lower than a year earlier
[-3.8%), in response to the weak domestic demand, easing fiscal measures and
low efficiency in revenue collection. The worsened efficiency reflected, among
others, the broader range of tax exemptions applicable from early 2013. Unlike
revenues, the annual growth pace of budget expenditure remained high, albeit
with signs of deceleration in Q3. Their increase continued to be almost equally
driven by current and capital expenditure. The deeper budget deficit on a year
earlier (129%) was largely driven by the increase in expenditure (around 70%),
whereas the budget revenue gap had lower share (30%).

For the rest of the year, the performance of fiscal policy and budget figures
will rely on the implementation of corrective measures projected in the revised
budget. The poor performance of revenues calls for fiscal intervention in ferms

19" According fo the bank lending survey for 2013 Q3, demand for invesiment loans has been
decreasing. On the other hand, banks have tightened the standards applied to investment loans.
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of curbing expenditure and taking measures to keep budget deficit deepening
in check.?% The revised budget projects, among others, keeping a stimulating
fiscal policy for the rest of 201 3.

BOX 2 2013 BUDGET REVISION

In light of the performance of revenues as of the end of 2013 Q3, the Albanian
Government amended, upon the normative legal act no. 6, dated 4 October 2013,
law No. 119/2012 “On 2013 budget’. The main amendments consisted in
reducing the fiscal revenues plan, cutting expenditure and increasing budget deficit.
More specifically, revenve plan was reduced by All 38.7 billion from the initial
projection, whereas expenditures were cut by ALl 16.1 billion*. According fo this
revision, budget deficit is projected fo be around AlL 83.5 billion (from ALL 60.9
billion), estimated at around 6. 1% of GDP. At end-2013, public debt is projected
fo increase 4.3 percentage points from end-2012**. This year's and medium-term
fiscal position remains frail also due to Government’s debt in arrears.

According to the new Ministry of Finance plan, the ALl 22.6 billion addition fo the
budget deficit will be financed through the domestic market over the rest of the year.
Based on the issuance calendar published by the Ministry of Finance, the addition
fo domestic borrowing will be mainly made through securities with a maturity of over
one year. In October 2013, a new instrument - 10year bond - was added fo the
range of debt instruments. The 10-year bond auction represents a step forward in
improving Government securities” market infrastructure, confributing in turn to extending
the maturity of domestic debt held by the Government.

Table 1 shows the changes fo the 2013 budget plan, beginning from the initial plan,
which entered into force in early 2013, fo its last revision.

Table 4 Budget plan for major fiscal indicators (in ALL billion)

Initial Plan under CMD of  Plan under normative

plan 13 March 2013 acfof 4 Oct 2013

Revenues 360.7 360.7 321.9
Tax 328.1 328.1 220.1
Non-fax 20.6 20.6 24.1
Grants 12.0 12.0 7.9
Expenditure 409.6 421.6 405.4
Current 336.4 336.4 328.3
Capital 70.9 82.9 74.3
Reserve funds, contingency 2.3 2.3 2.8
Budget deficit 489 60.9 83.5
Domestic borrowing 28.0 28.0 52.8
Foreign borrowing 20.4 20.4 18.2
Privatisation receipts 0.5 12.5 12.5

Source: Ministry of Finance, Official Publication Centre.

* The inifial 2013 budget plan projected expenditures fo fotal ALL 409.6 billion, but the
net revenues of around AlL 12 billion entering the budget from the privatisation of four
hydropower plants, increased the expenditure by the same amount. This addition was
destined fo increase capital expenditure. (Council of Ministers” Decision 183, dated 13
March 2013 "On partial allocation of receipts obtained from the privatisation of HEC
Bistrica 1 and Bistrica 2, sh.a., and HEC Uléz and Shkopet sh.a.”).

** The addition to the public debt ratio from a year earlier did not consider the increase in
guaranteed domestic debt and Government's debt in arrears to domestic businesses.

20

In 2013 H1, real economic growth averaged 1.4%, whereas the 2013 budget was drafted
considering a 4% annual rate of real GDP growih.
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Budget expenditure amounted to around ALl 264.9 billion in the first eight
months of 2013, or 9.2% higher in annual terms. The growth rafes of budget
expenditure were sharper in 2013 H1, suggesting positive contribution to
economic growth, both in the form of Government's final consumption and
gross fixed capifal formation.

Chart 18. Annual change in budget expenditure by confributions of both main
categories (left) and annual change in main expenditure items (right)

B Confribution of transfers, in pp
Contribution of capital spending, in pp

B Confribution of current expenses, in pp

— Total expenditure, annual change in %

—Capital expenses

—Current expenses

Source: Ministry of Finance. E

As of the end of August, current expenses amounted to around ALL 217 billion,
or about 6.1% higher in annual nominal terms. Current primary expenses for
the eightmonth period (excluding inferest payments) were ALL 188.6 billion,
or 6.2% higher in annual nominal ferms. Social security, social assistance
and compensations, and local government, made major contribution o their
increase, respectively by 2.1 percentage points, 1.5 percenfage points and
1 percentage point. On the other hand, capital expenses amounted to ALL
47 .9 billion, or 33.1% higher y-oy. They contributed 4.9 percentage points to

increasing total budget expenditure during this period.

As of the end of August 2013 budget revenues amounted to ALL 210.6 billion,
or around 3.8% lower y-0-y. VAT revenues continued to make major confribution
fo shrinking budget revenues, by 2.9 percentage points. This item also shared
major weight in fofal revenues [around 35%). VAT revenues maintained a
curbing fendency throughout 2013 (by about 8.2%), an unusual path for this
tax ifem. The factors behind the decrease in VAT revenues related to the lower
import value from a year earlier (around 5.3%); weak domestic economic
activity?': higher VAT refunds??; and higher exceptions from VAT,

21 VAT collected on domestically-produced goods and services during the eightmonth period
was about 11.3% lower y-oy, whereas VAT collected on the import of goods was about
7.3% lower in annual terms.

22 Gross VAT [excluding refunds| was 6.8% lower in annual terms, whereas net VAT was 8.2%
lower.

For more information on the new VAT-related measures, see Monetary Policy Report for 2013

Q1 and Q2.
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In addition to VAT, excises, fax on profit and national taxes also made negative
contribution fo the change in total revenues. Excises shrank 4.6% on a year
earlier, in response to the decrease in imports of major goods subject fo this
fax. On the other hand, medium-sized and large enterprises reported lower
profits on a year earlier. Their tax on profit shrank by about 11.7% in annual
ferms.

Chart 19. Annual change in budget revenues by contributions of both main 1
categories (left) and annual change in main revenue items (right)
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Personal income tax and social security contribution were the only fax items fo
have recorded stable positive growth during 2013. The former increased by
about 8.4% in annual nominal terms, with the dividend income making major
confribution. Exemption from personal income tax on up o ALL 30 thousand
wages (June 2013) materialised info a lower declared tax on private sector
employees’ wages (ALL 0.2 billion) in July 2013, which was offset by a similar
increase in fax on public secfor’s wages. During the eightmonth period, social
security contributions increased by about 3.3% in annual terms, reflecting wider
fax-paying range.?*

Budget deficit was estimated at ALL 54.4 billion in the first eight months of
2013, or 129% higher on a year earlier. The higher demand for budget
deficit financing was satisfied through higher issues of financial instruments
in the domestic market and privatisation receipts. The latter amounted to
AlL 12.5 billion as of the end of August 2013, financing about 23% of this
period's deficit. On the other hand, borrowing in the domestic securifies’
market financed around 43% of total budget deficit. The increase in domestic
borrowing consisted in longterm debt securities, mainly in 3, 5 and 7-year

bonds.

The performance of budget revenue and expenditure reflected in considerably
deepening primary deficit during 2013. As of the end of August 2013, the

24 According to the General Tax Directorate, in the first seven months of 2013, the number of

social security confribufors increased by 11650.
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moving sum of the primary deficit was about ALL 31.5 billion, the peak level
since April 2010. The worsened primary deficit dynamics was translated info
considerably increasing public debt. As of the end of 2013, public debt is
expected fo be 4.3 percenfage points higher than a year earlier (excluding
guaranteed domestic debt).

Chart 20. Budget deficit and its financing by instruments, in ALL billion (leff) and
moving sum of primary deficit (right)
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NET EXTERNAL DEMAND
Net external demand was the main driver of aggregate demand growth over the
past quarters. The deficit in real exports, net, narrowed due to the shrinking real
imports of goods and services and increasing exports in 2012 and 2013 H1.
External sector developments were weak and did rot ©+
frigger economic growth in 2013 Q2. Second-quarter
data on the balance of payments provided evidence
for the widening of the deficit in real exports, net, by
about 1.5%.?° Net external demand made negative
confribution to the annual growth of aggregate
demand during the quarter under review. Net export
deficit expanded in Q2, reflecting the increase in the
volume of imports of goods and services, and slower
increase in real exports. Our forecasts for the rest of
the year point to a positive, albeit weaker, external
demand. The impact of this component to economic
growth will rely on the future performance of external
demand for Albanian goods and services, pace of
domestic demand recovery, and ability of Albanian
products fo compete imported products.

Chart 21. Confribution of real net exports to real
GDP (in percentage points)

i Exports Imports  —Net exports

2 In order fo switch from nominal to real terms of imports and exports of goods, we use the
Unit Value Index, as calculated and published by INSTAT, while for imports and exports of
services, we use the Consumer Price Index and Harmonised Consumer Price Index of services,
as calculated by the Bank of Albania and Eurostat, respectively.
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: . External frade data for July and August 2013 showed

Chart 22. Contribution of imports and exports to the annual narrowing of frade deficit by about

} frade balance performance " 15.1%, driven primarily by the decrease in imports’
R mbpots | . value. Excluding the electric energy frade flows?,
J— mporis || trade deficit narrowed by nearly 13.4% in annual
| —Tiade balance 1 tgrms. Trade exchanges increased by about 2.3%
WO%*; | in annual terms, and the import coverage ratio stood
R . at 46.6%. This ratio is /.4 percentage points higher

than in the same two-month period a year earlier.

Againstthe background of a positive external demand,
‘ domestic exports continued to trend up during July
W W W WL ECLP AL "~ and August 2013, albeit at more moderate rates
SSoSgs===-—---==—=--- 1 thaninthe same period a year earlier. Total exports
. were up by about 15.8% in annual terms. Similar
L Source: Bank of Albania. 1o 2012, the performance of exports during 2013
H1 was largely driven by the positive contribution
of the export of goods included in ‘Minerals, fuels and electric energy’ by
10.6 percentage points. All items included in this category registered positive
developments in their exports.?”” Exports of re-exported goods included in
‘Textiles and footwear” increased by about 19.1% in annual terms, during
July and August 201 3. By contrast, exports of goods included in ‘Construction
materials and metals’ dropped by about 30.5% in annual terms (mainly due to

the decline in export of castiron and steel).

Albanian imports continued to decelerate due to the poor domestic demand.
Imports of goods dropped by about 3.0% in annual ferms, during July and
August 2013. This performance was largely driven by the contraction in imports
of goods included in ‘Minerals, fuels and electric energy’, and particularly in
imports of electric energy. Excluding this effect, tofal imports dropped by about
1.1% in annual terms. Starfing from 2012 H2, imports of goods included in
'Machineries, appliances and spare parts’ recorded continuous fall, signalling
slower investments in Albania. This ifem’s imports made major contribution to the
decrease in fofal imports during the period under review. Within this item, the
import of ‘Machineries, electrical appliances and parts thereof” and the import of
"Passenger vehicles' dropped 11.5% and 11.9%, respectively, in annual terms.

Exporting activity continues to be mainly oriented toward Albania’s trading
pariners, such as laly, Spain, China and Cenfral European Free Trade
Agreement (CEFTA) member countries. In addition to Albania’s main trading
partners, exports to Malfa increased at fast rafes in annual terms. Crude oil is
the main product exported to Malta. Concerning the import of goods, lialy,
Greece and Germany remain Albania’s main trading partners.

2 Time series of frade deficit of the import and export of electric energy are cleaned to identify
the occasional component unaffected by public economic policies.

27 More specifically, crude oil, mineral oils and products of their distillation, electric energy,
minerals (chrome ores in particular), salt, sulphur, oxides and cement.
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BOX 3 BALANCE OF PAYMENTS HIGHLIGHTS®

The overall balance of payments saw increased foreign reserve assets by about
EUR 86.4 million in 2013 Q2. The current account posted a deficit of EUR 294.7
million, up 17.1% in annual terms. The current account deficit was estimated at
about 11.5% of nominal GDP, or about 1.4 percentage points higher than in the
same period a year earlier. Net foreign currency flows fo capital and financial
account increased by about /6./7% in annual terms, and financed the entire current
account deficit of the quarter under review.

Table 5 Main Balance of Payments indicators

/ GDP -10.00% 9.60% -2.80% -10.30% -11.50%

Exports, f.0.b. 394.2 4025 403.1 381.6 4588

Imports, f.0.b. -869.7 943 920.9 714 -856.4
—-----
Credit 381.1 578.1 402.1 283.6 3469
Debit -354.9Q 4454 3742 -327.5 -384.1
Travel - net 6.2 1197 123 346 -31.5
Balance ofincome 277 206 02 -113 216
Credit 43 57.8 55.3 42.2 494
Debit /0.7 /85 555 535 /1.1
FDI income - net -29.8 42 262 351 -45.6
Credit 2652 2241 2858 1957 1938
Debit 399 384 319 326 -32
Remittances -net 171.6 140.8 1963 1223 1044
/ GDP 7.40% 6.90% 10.30% 9.40% 12.80%
Capital account 43 98 156 4 4.8
Financial account 1425 1646 2335 1969 32209
A. Lliabilities 2777 3784 2244 2272 3126
Foreign direct investments 191.1  164.5 183.7 197 249.3
Portfolio investment 19.6 /.8 21 20 20.2
Other investments 67 206 19.7 10.2 43
Borrowing 304 285 10.5 222  21.1
Currency and deposits 34.8 16438 3.7 6.1 21.9
B. Assets -135.2 -213.8 Q2 -304 10.4
Foreign direct investments 0.3 /.7 7 2.1 =137
Portfolio investment 99 264 10 289 -106.5
Other investments -144.8 -179.7 26.2 0.6 1306
Currency and deposits -133.2 -178.2 67 4 923

40.3

Lending (for commercial financing] 0.6 -1.8  -52.8 4
Frosondomssons 738 158 46 55 s34

In 2013 Q2, the current account dynamics was largely affected by the deterioration
of the current transfers balance. Net export deficit continued to narrow, albeit af a
lower pace from the previous four quarters. In annual terms, the trade deficit narrowed
by about 16.4%, while the net balance of the services account resulted in a deficit of
around EUR 37.2 million, compared to the surplus registered over the same period
a year earlier. The combined position of both accounts led fo the narrowing of the
net export deficit for 2013 Q2, by about 3.2% in annual nominal terms.

*The latest balance of payments data refer to 2013 Q2.
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Due to the decrease in investment income outflows, the net income account balance
resulted in a deficit of around 21.9% lower from the same period a year earlier.

Capital and financial flows, net, recorded a positive balance of EUR 327.8 million in
2013 Q2. This account's surplus was about 76.7% higher than in the same period
a year earlier, and was estimated at about 12.6% of nominal GDP. Net foreign
direct investments posted ALl 235.6 million, up about 23.5% in annual ferms. If
the series of foreign direct investment is cleaned from privatisations, estimated at
about EUR 111 million, foreign direct investment inflows record an annual decrease
of 27.5%. Net portfolio investments increased our assefs invested in non-resident
economies by about EUR 86.3 million during 2013 Q2. Other investment, net,
registered a positive balance of EUR 173.6 million, mainly due to the movements
in currency and deposits of the Albanian banking system into the foreign one.

3.3 CYCUCAL POSITION OF THE ECONOMY, WAGES,
LABOUR COSTS AND INFLATION TRENDS

Albanian economy has grown below potential in the recent years. Aggregate
demand has been insufficient to fully ufilize the productive capacity of the
economy and the output gap has remained negative. 26 Against this background,
employment indicators have performed sluggishly, hence being reflected in low

increase in wages, production costs and final prices

Chart 23. Output gap and annual ‘
change in unit labour cost w

. 3.3.1 LABOUR MARKET

" The labour market developments in 2013 Q2 saw
an almost unchanged unemployment rate, at 12.8%,
- and the longterm unemployment rate at 8.9%,
compared to 2013 Q1. The annual dynamics of
- indicators improved slightly. This improvement was
reflected in the annualised 0.3 percentage-point
. decline in unemployment rate and 1.5% increase
- in employment. On the other hand, the aggregate
demand growth was insufficient to lead to drop of

- longterm unemployment rafe, which did not improve
\ Source: Bank of Albania.; on g year earlier??.

! —Output gap as a % of potencial output (la)
| —Y-oy ULC {ra)

26 QOulput gap is a macroeconomic concept measured as: (actual outputpotential oulput]/potential
output. To estimate the potential output, we apply the known statistical filtering methods. For
more information see: Bank of Albania, Monetary Policy Report for 2011 Q1, Box 2: Potential
output and output gap. Our estimates show that the potential growth of GDP has fallen in the
recent years. This coniraction reflects, on the one hand, the need for restructuring the Albanian
economy, re-allocation of resources across economy seciors and re-qualification of its other
segments, and on the other hand, the fighter lending standards during the last year.

The drop of long-term unemployment rate takes place with lags versus the recovery of aggregate
demand, considering also the time that people need for re-raining to meet work requirements.
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Annual change, in % 201012011112012/[2018Q112013G2| Table 6. Key

Labour force 01 19 3.1 0.9 1.2 employment figures
Total employed 0.1 24 36 1.3 1.5

Employed in the public sector 0.1 07 04 0.4 0.5

Employed in the private agricultural sector -1.0 1.7 44 -1.2 0.9

Employed in the private non-agriculiural sector 1.9 6.0 4.8 7.2 7.6

Total registered unemployed 1.3 -1.0 0 -1.0 0.9

Unemployment rate 13.7 134 129 12.8 12.8

Source: INSTAT.

Data on labour force balance sheet show that rise in employment in the private
non-agricultural sector determined the rise in employment in the economy over
Q2. Employment in the private non-agricultural sector rose 7.6% in Q2, reflecting
the comparative base effect®®, and the positive impact of the decision on
personal income tax exemption for wages up to ALL 30,000.%! Data from short-
ferm sfatistics show that in Q2, employment increased in industry and services,
and continued to decrease in construction. On the other hand, employment in
the public and agricultural sectors fell 0.9% and 0.5%, respectively.

Chart 24. Employment in the private non-agricultural sector and GDP (left);
unemployment rate and long-term unemployment (right) w

|
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! O O O OO OO0 O0OO0OoooOo QO 9O 9 o O O O o O O !
! 5560000060060 =2=====2= S o0 o oo ===2==2== |
! O NN ®®P0 0O O = = NNW N ® ©® 0 0O O O — = N N L |
! SRONSNONININININININININININI] O 0O 9 00 00 00 0 !
i N ENBEDNDENDBENDBENDRENDREDN AN BN A D AN B D AN |

. ) ‘
! — Employment-private non-agricultural sector —Unemployment rate ;
| —GDP —Llongterm unemployment rafe |

! Source: INSTAT. !

3.3.2 WAGES

Average wage index in the economy increased in 2013 H1, affer contfracting
in 2012. lis increase concentrated mainly in Q1 (5.9%), whereas in Q2 it

increased only 0.3%. CPldeflated, real wage fell by 1.9% in Q2. The redl

wage fall reflected mainly the wage contfraction in services and construction.

% |n 2012 Q2, the average number of employed in the private non-agricultural sector increased
slightly by an annualised rate of 1.6%.

By decision of the Council of Ministers, starting from 1 May 2013, the wages up fo AlLL 30
thousand shall be excluded from the Personal Income Tax liability. Refer to Official Journal No.
53, dated 15 April 2013, law No. 107,/2013, dated 28.03.2013: On some amendments
fo the law No. 8438, dated 28.12.1998 “On income fax” amended. This decision might
have encouraged businesses fo declare a higher number of employees.
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On the other hand, the real wage in industry continued to increase for the fifth
consecutive quarter. The public sector’s real wage rose by 3.6%.

Chart 25. Annual increase in wage indicators (in per cent) and wage
assessments in the economy

oo
o o

o
o

eal wage in the economy —Average wage in the economy_BCS
eal wage in the public sector — Yoy real wage index in the economy

o 7O

The latest data from confidence surveys show reduced wages in the production
sector, in Q3. Expectations are slightly more optimistic on the services secfor.

3.3.3 LABOUR PRODUCTIVITY AND UNIT LABOUR COST

In 2013 Q2, labour productivity (LP) in the economic non-agricultural activity
fell in annual terms -5.3%) for the sixth consecutive quarter. The rapidly slowing
value added growth rate versus higher paces of employment deepened the
downtrend of this indicator in the non-agricultural sector of the economy. In the
same quarter, the drop in annual average real wage associated the drop in

—LP_economy (excl. agriculture) ——q/q(-4) LP_economy [excl. agriculture|
Real average wage [excl. agriculiure) q/ql-4) Real average wage [excl. agriculture|
—ULC_economy (excl. agriculture) ——q/q(-4) ULC_economy [excl. agriculture)

* The measures refer to LP and ULC of the economy, excluding agriculture. The estimates use value added data |
(seasonally adjusted - INSTAT, GDP, 2013 Q2), and shorterm sfatistics on employment and wages (INSTAT, Shorterm |
statistics, 13 Q2). Shortterm statisfics exclude agriculture, therefore the value added is considered excluding agriculiure. |
Average real wage index is derived after deflafing it to the CPI (2013 Q2). For purposes of comparison and trend |
assessment, the indicators are re-based on the value of each indicator in 2005 Q1. The latest assessments reflect also |
the changes coming from reviewing the series of value added, employment indices and pension funds. The indicators |
are seasonally adjusted (value added and CPl) (lefthand chart), while annual changes are applied to the seasonally |
unadiusfed series (righthand chart). |

Source: INSTAT and Bank of Albania calculations. |
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the labour productivity. This development led to restrained annual growth in the
unit labour cost (ULC), estimated at about 3.5%.

ULC performance in the non-agricultural business activity did not add to
inflationary pressures during the past quarters. However, the deeper downtrend
of the LP shows that businesses in the non-agricultural sector are slightly orienfed
toward increasing the efficiency of human resource ufilisation.

3.3.4 INDUSTRIAL PRODUCER PRICES

The annual change in the producer price index (PPI) for products destined for the
domestic market was -0.7%, in Q2. This decline affected the performance of
inflation for certain basket items in 2013 Q3, restraining inflationary pressures
from production costs in the economy. The restrained rise in production costs
in food processing industry for Q2 (2.7%) was reflected in the gradually
diminishing annual inflation of processed foods in Q3. The decline in the
production costs in oil extraction and refining industry in Q2 (-9.5%), exerted
downward pressures on oil and fuel prices in the domestic market.

—
LON OO

NN O

! —PPI_domestic - Food industry  —PPI|_domestic - Oil and natural gas extraction ‘
3 —CPI_Processed foods —CPI_operations for personal transport vehicles !
! (including fuel) |

! Source: INSTAT and Bank of Albania 3

3.3.5 DOMESTIC INFLATIONARY PRESSURES

The weak domestic demand and below-potential economic growth in Albania
confinue fo generafe weak domestic inflationary pressures. In 2013 Q3, core
and net nontraded inflation was 0.1% and 0.45%, respectively, in annual
terms. The price index for primary commodities and services in general,
remained close to respective levels of 2012 Q3. The larger growth in supply
with seasonal products against the refrained paces of demand for them led to
a sharper downtrend of its shortterm component and imported inflation. This
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quarter’s annual core inflation was about 4.5% and the traded inflation was
2.1%, i.e., lower than the rates seen a year earlier and a quarter earlier.

Chart 28. longferm inflation trends (left); shortterm
frends (right)
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3.4 IMPORT PRICES AND IMPORTED INFLATION

Inflationary pressures stemming from Albania’s main
frading partners were downward over 2013 Q3,
in line with the primary commodity price dynamics
in international markets. Import price Index®?", which
is closely and positively correlated with the domestic
inflation, increased by 1.8% in annual terms, to about
1.6 percentage points below the Q2's figure. Also,
the lek’s slight depreciation in ferms of the NEER
index by only 0.33% on an annual basis played
a secondary role in the formation of the Imported

Chart 29. 1IPl and contributions of import prices
of goods and exchange rate to IIPI

‘ ‘ i 33

N R R LR R R R SRR R Inflationary  Pressures Index (IIPI)*°. Moreover, the
o O O O O O O 9O = = = — — — — — o, .
8882285885353 % lIPI expanded by roughly 2.1% on an annual basis

during these months, down 2.1 percentage points

—IIPI {@nnual growth, %) ,
from the previous quarter’s levels.

NEER (annual growth, %)

==|mport prices (annual growth, %)

,,,,,,,,,,,,,,,, Source: INSTAT and Bank of Albania caleulations! In 2013 Q3 the restrained rise in imported inflation
versus a relatively stable domestic inflation led to

%2 It is a new index measuring imported inflationary pressures, comparable io fraded inflation of
Albania’s CPl basket. Import price Index is based on the inflation rates of 'Food, beverage and
tobacco” item for 18 main countries and inflation of goods of Bulgaria, Germany, Greece,
ltialy and Turkey. The final index value is calculated as the weighted average of the above-
mentioned CPls and the monthly weights of their import.

33 IPl is calculated as the sum of the annual growth of import price indices and NEER index value
for the respective month. Imported inflationary pressures affect inflation with a 1-3 month lag.
This index is, however, affected by the fiscal measures taken by foreign countries, which do
not necessarily affect Albania’s import prices.
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drop in headline inflation. The imported inflation
accounted for about 1.1 percentage poinfs (75.4%)
of the headline inflation, while the domestic
component (including regulated price inflation®)
accounted for 0.4 percentage points or 24.6% of
the headline inflation.

Chart 30. Contribution of imported and
domestic inflation to annual headline inflation
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3.4.1 INFLATION EXPECTATIONS 2
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Medium-term inflation  expectations remain  well- 1O S eSS aG e ST
h d d B k fA'b ia's t t In2013 NP P (®090,0,0/00000 7 7 NN I 0,00
anchored around Bank of Albania’s target. In 22282R2R2R22820282R2822282

Contribution of domestic inflation
mm Confribution of imported inflation
—Headline inflation

Q3, financial agents expected a lower inflation rate;
consumers expected a slight increase; businesses
expected a rate similar to that of the previous quarter.

Source: INSTAT and Bank of Albania calculations:

Chart 31. Inflation as expected by different agents and Expectations
Anchoring Index

3 Expectafions anchoring index
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——Businesses ——Businesses
——Financial agents ——Financial agents

——Consumers ——Consumers |
Financial agents (as to 2-years ahead) i

Expectations Anchoring Index3® shows better anchored consumer expectations.
This index was O in Q3, testifying that consumer expectations stand at historical
average levels. It was close to O for businesses and slightly below the historical
average (two sfandard deviations) for financial agents. Inflation expectations
for two years ahead are markedly below the historical average: Expectations
Anchoring Index stands more than two standard deviations below the average.®”

34 This inflation continues fo hit minimum rates.

The Bank of Albania measures economic agents’ inflation expectations through business and
consumer confidence surveys and financial agent expectations survey.

3% Expectations Anchoring Index is measured by deducting their long-term average and dividing
it by the respective standard deviation.

Medium-erm expectations refer to two-yearahead inflation expectations and are measured
only for financial agents through a monthly survey.
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4. MONETARY DEVELOPMENTS AND FINANCIAL
MARKETS

The rate of monetary expansion in the economy continued fo fall in 2013
Q3, reflecting the economic agents’ slower money demand and banking
system’s lower intermediation role. The poor cyclical performance of the
economy conditioned the private sector's weak money demand, while bank
lending standards remained relatively tight. Expansion of monetary assets in
the domestic currency was a supportive component fo money creation in the
economy. This component reflected mostly the positive impulse gained in Q2
from lending fo the public sector.

Financial markefs were calm and risk premia were falling. This performance
helped transmit the easing policy signals to all market segments. However,
banks’ prudential stance in lending and the response of money demand to
interest rate continued to restrain the monetfary stimulus pass+hrough to the real
economy.

Overall, monetary and financial market developments confirm the presence
of low inflationary pressures on the economy. Monetfary expansion is likely
fo remain at moderate levels over the period ahead, in line with economic
developments and economic agent’s money demand. Monetfary developments
do not signal any medium-term inflationary pressures.

4.1 MONETARY POLICY AND FINANCIAL MARKETS

Inferest rates in Albania’s financial market continued to trend down in Q3. The
ask premia fell sharply for debt instruments in the primary market and interbank
market, while deposit and loan interest rates fell marginally. At end]uly, the
Bank of Albania decided to lower the key interest rafe by 0.25 percentage
points, fo 3.5%. In the money market, the interbank interest rates have reflected
instantly the last key interest rate change and during the last two months they
have frended down. The same situation appears in the debt security market,
in which asked yields on treasury bills continue to fall in every auction. This fall
has reflected the low key inferest rate and the weak demand for government
funds. The yield fall was sharper on over-one-year maturities, hence diminishing
the yield curve slope. The share of longterm debt instruments has expanded but
not created any upward yield frend. Against a sefting where banks perceive
lending to the economy as a high-risk business, agents’ strong preference for
purchasing government securities has reinforced the downside pressures over
ask premia. In the inferbank market, banks have increased their frading volume,
maintaining low inferest rates.

lek deposit and credit market has transmitted the monetary policy signal more
slowly. Loan inferest rates have been volatile. Only in August, they fell for all
maturities. The last quarter saw drop in deposit interest rafes during the three
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months. Since yearstart, the financial market inferest rates have pursued the
Bank of Albania’s key inferest rate changes, though the size and speed of ifs
impact have been stronger in certain segments.

Change in percentage points (pp) 2013 Q3 /2012Q3 2013Q3 /2013Q2 Table 7. Average

Repo 0.5 pp 0.25pp change in interest rates
3-month T-bills -1.4 pp 10pp and key rate*

12-month T-bills 2.4 pp 1.0 pp

2-year bonds 2.9 pp -1.3 pp

12-month lek deposits -1.2 pp -1.0 pp

Lek loans 1.1 pp -0.75 pp

Source: Bank of Albania.
* New lek loan and deposit rates for Q3 are the average for July and August.

4.2 FINANCIAL MARKETS

The inferbank interest rates dropped markedly on both maturities, in Q3. Bank
frading volume increased, contributing tfo reinforcing the interest rate downtrend
in this market. Transaction profile did not change, maintaining the advantage
of weekly to daily volume. The interest rafes trended down, generally fluctuating
below the key interest rate. The spread between the overnight rate in the money
market and the key inferest rate narrowed during this quarter®®, but was slightly
less volatile than in the previous quarter®”. The Bank of Albania continued
fo conduct regular open market operations, injecting liquidity of 7-day and
1-month maturity. The liquidity injected info the system was slightly less than in
the previous periods, while the auction yield resulted close to the key inferest

rate.

1 Chart 32. Bank of Albaniao open market operations and 1
1 interbank rafe
3 7.25 :uh\ |
! 5.25 !
< 3.25
b8 |
5 |
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3 1 /-day Repo — T-week interest rate !
: 3-month Repo — Ovemnight inferest rate 1
! 1 1-month Repo Key interest rate |
| Source: Bank of Albania. |
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The spread between the overnight interbank rafe and key interest rate was 8 basis points in
this quarter, from 9 basis points in the previous quarfer.

The standard deviation of the overnight interbank rate for this quarter was 0.1910, from
0.2054, in the previous quarter.
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The ovemight rate in Q3 averaged 3.52%, from 3.67% in Q2. One-week
interest rafe fell by 0.20 percentage points, to 3.54%. The average bank
frading volume increased for both maturities, where overnight transactions
increased by ALL 1.2 billion to ALL 3.1 billion, and oneweek borrowing
increased by ALL 1.9 billion to ALL 11 billion.

YIELD PERFORMANCE

Yields on primary market government securities continued the downtrend having
stared in 2013 H1. During this quarter, their drop was sharper, exceeding
nofably the size of key interest rate cut (-1.00%) by the Bank of Albania in the last
two changes. However, this phenomenon may be temporary, depending on
the government’s demand for funding. The 12-month yield dropped significantly
fo 3.85% in early October, from 5.35% in early July. The premia asked for all
maturities also dropped, though the drop was sharper for over-one-year maturity
securities. The spreads between maturities narrowed further over these months,
diminishing the yield curve slope and shifting it down. The auction demand for
T-bills and bonds was high, intensifying the downward pressures on ask yields.
Though the share of long-ferm instruments in deficit financing has increased, the
yield performance shows that the banking system prefers these debt securities,
without creating any upward pressures on their premia.

Similarly to T-bill yields, the bond yields of 2, 3, 5 and 7-year maturity dropped
continuously during this period. Their current level is 4.67%, 5.45%, 7.70%
and 7.38%, falling on average 1.80%° from the end of the previous quarter.
The yields on variable-tate bonds show lower ask margins, hence confirming
agents’ lower risk perception and inflation expectations.

870 r

06 October 13

— 12-month yield - 3-month yield — June ‘13
O-month yield —2-year yield — December '12
—5-year yield

Source: Bank of Albania. !

40 More specifically, yields on fixed-rate bonds of 2, 3, 5, and /~year maturity dropped 2.03%,
2.73%, 0.75% and 1.74%, respectively.
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EXCHANGE RATE

In 2013 Q3, the nominal effective exchange rate remained unchanged from
a year earlier (0.01%). Despite the euro’s appreciation against the domestic
currency, the euro’s sharp appreciation against the US dollar and the increased
share of trade exchanges with China and Turkey have contributed to maintaining
the NEER index*' at 2012 Q3 levels. In quarterly terms, the NEER fell by
-1.2%, reflecting the seasonal impact characterising this period. In real ferms,
the domestic currency appeared stable, reflecting the moderate expansion (by
0.15% on an annual basis) of the domestic inflation differential with that of the
trading partners. In line with the above developments, the Exchange Market
Pressure Index stabilised close to ifs historical average, lacking pressures over
the domestic currency.

. Chart 34. Annual change in NEER and REER, and Exchange Market Pressure
Index w

Annual change in NEER and REER Exchange Market Pressure Index |

—EMP |
—EMP+2.50 |

—Historical average !

! Source: Bank of Albania.

In 2013 Q3, the lek depreciated against the euro by 1.7% in annual terms,
being fraded at ALl 140.28 on average. Though exports for July-August
increased by 14.8%, the economic agents” higher demand for foreign currency
and euro's appreciation in international markets*? brought about the lek’s
depreciation against the euro. On a quarter earlier, the euro lost ferrain against
the domestic currency by only 0.3%, hence transmitting one of the weakest
seasonal impacts over the past four years*?.

In the foreign exchange market, one US dollar was traded at ALL 105.92 on
average, or 4.0% cheaper than a year earlier, in line with its performance

41 NEER — Nominal Effective Exchange Rate is measured against the currencies of Albania’s

five main trading partners, namely lialy, Greece, Germany, Turkey and China. Higher NEER
implies the lek’s depreciation.

In @3, as a consequence of FED's statements for contracting the quantitative easing program,
the euro appreciated significantly against the US dollar by about 5.8% in annual ferms.

This performance reflected the uncertainty related fo elections in June and start of the Month
of Ramadan in July, leading to weaker summer fourism in the country. Also, data on deposits
signal less foreign currency inflows from remittances.
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in the global market. Unlike in H1, the US dollar appeared less volatile and
depreciated by 1.7%, in quarterly terms.

In Q3, almost all currencies of the countries in the region, except the lek,
depreciated against the euro. This depreciation was defermined by reduced
foreign investments in financial assets of those countries due to FED's preliminary
statements for reducing its monetary stimulus, hence generating pressures for
depreciatfion in domestic currencies.

Chart 35. EUR/LEK and USD/LEK (left) and EUR/domestic currency of Central
and Eastern Europe and the Balkans (right)
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BANKING SYSTEM AND LENDING CONDITIONS
In 2013 Q3, deposit interest rates were generally downward, particularly
those in leks. During this period, the lek deposit interest rates were falling
month in month out, reflecting a faster response to key interest rate change
than in Q2. The euro deposit interest rates were steadier but slightly lower.

Chart 36. Interest rates on lek and euro deposits (leff) and interest rates on lek
loans (right)

— 12-month euro deposits Tofal credit — Shortterm credit
— 12-month ALL deposits MidHerm credit  —Longterm credit
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On average, the 12-month lek deposit interest rate was 3.8% in August, down
0.46 percentage points from Q2. The deposit interest rafes fell for all main
maturities, despite the effects of promotional policies pursued by certain banks,
a common phenomenon in summer. The preliminary dafa show further drop
in new lek deposit interest rafes in September. The spread between lek and
euro fime deposit inferest rates narrowed due fo the larger decline in the first.

The 12-month euro deposit interest rate averaged 1.97% in July-August, from
2.36% in 2013 Q2.

Inferest rates on new lek loans fell slightly over the last two months*4, particularly
in August. A defailed analysis highlights that the drop in loan rates for short
and longferm maturities impacted the most on this fall. The inferest rafe on new
loans averaged 10.21% for July and August, down 0.66 percentage points
from Q2 and 0.72 percenfoge points from Q1. Inferest rafes on new euro
loans were less volatile, albeit generally downward. This trend is confirmed by
the performance of the &-month moving average, which in the last six months
fluctuated below previous periods’ figures. The interest rates on euro loans,
unlike those on lek loans, were most affected by the drop in loan rate for short-
term maturity and slightly less by the one for medium-erm maturity. Inferest rafes
on bank loans were volatile, often affected by the weight and price applied
by certain banks.
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| Source: Bank of Albania. |

The overall economic developments in the country have contributed to
banks’ maintaining high interest margins against businesses and consumers,
cancelling out the positive impact from the 12-month T-bill yields used as a
reference insfrument in loan pricing. Average lending costs remained higher
for households, though lower than a quarter earlier for both businesses and
households. Business lending standards resulted generally tighter. Medium-term
credit frended down in this quarter, while longferm credit applied mostly for
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mortgage loans reversed in August, posting a considerable drop in interest
rates, fo 9.58% in July-August, down 0.90 percentage points from the previous
quarter.

Inferest rates on new euro loans remained highly volatile and the lending cost
was relafively tight. Over the last two months, the inferest rafes on overdrafts
and working capifal for businesses increased, while for investments fell slightly.
The interest rates on consumer loans fell but on mortgage loans increased.

BOX 4 SUMMARY OF BANK LENDING SURVEY RESULTS*

Bank lending survey results show that the lending standards applied to businesses
remained flat, while those applied to households tightened slightly in 2013 Q3.
By purpose of use, the lending standards for households tightened on both house
purchase and consumer loans. lending standards for small, medium-sized and big
enterprises remained flat. Banks reported tightening standards on working capital
loans and easing ones on investment loans.

Chart 38. lending standards and business credit demand (net balance)
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Source: Bank Lending Survey, Bank of Albania.

Factors contributing substantially to tightening household loan standards were:
household financial position, non-performing loans, and real estate market
developments. On the other hand, factors contributing to easing lending standards
were: current or expected bank liquidity level, bank competitiveness, capital
adequacy ratio and Bank of Albania’s decisions. Specific sectorrelated concemns,
non-performing loans in the banking system, and Albania’s macroeconomic situation
continued fo contribute fo fightening business loan standards. Bank of Albania’s
decisions, current or expected bank liquidity level, bank competitiveness and capital
adequacy continued fo drive the easing of business loan standards.

45 The survey conducted in September 2013 covers the developments in bank lending
during 2013 Q3 and bank expectations for lending in 2013 Q4.
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Credit demand by businesses and households dropped. For businesses, the drop in
credit demand was seen in small, medium-sized and big enterprises. For households,
the demand dropped on house purchase loans and increased on consumer loans.

Chart 39. lending standards and household credit demand (net balance)
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Albania’s current and expected macroeconomic situation, lack of the demand for
financing fixed investments and use of alfernative sources of funding were the main
factors affecting negatively the business credit demand in 2013 Q3. Consumer
confidence and alternative sources of funding affected negatively the household
credit demand.

4.3 LENDING

lending to the economy performed poorly in July and August compared to
2013 H1 and a year earlier. During both months, its outstanding balance
contfracted by about ALL 12.4 billion, resulting at end-August down 1.3% from
a year earlier. As in the previous months, foreign currency credit continued to
contract at higher paces in annual terms, while lek credit growth contfinued
fo slow down. At end-August, the annual changes in both portfolios were
-7.2% and 4.3%, respectively. The restricted lending to the economy was also
reflected in a lower impulse to economic growth. At endJune, credit to GDP
ratio reached 41.2%, down 1.5 percentage points from a year earlier.

Developments in lending reflected mainly the poor performance of lending to
private secfor of the economy, particularly to private businesses. As at end-
August, the lending fo private sector was down 2.0% on a year earlier. In
a broader sense, the performance of lending is determined by immediate
impact of several factors. Against the backdrop of low investments and weak
consumption, credit demand by businesses and households is weak.
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On the other hand, lending conditions remain tight, reflecting the sfill high credit
risk premia.

Chart 40. Credit to the economy
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Chart 41. Llending to the private sector
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Besides the demand and supply interplay, the performance of lending was
heavily affected by cleansing of banks' balance sheets. This process was
particularly present in July and August, in the segment of foreign-currency
business loans for investment purposes and in consumer lek loans, leading
fo significantly lower lending during both months. Though in the shortrun the
cleansing of bank balance sheets affects negatively the lending performance,
in the long run a more active and efficient management of non-performing loans
would lead to recovery of credit.

The performance of lending to businesses deteriorated in July and August. During
both months, its outstanding balance contracted by about AL 10 billion, resulting
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Chart 42. Business loans by purpose of use
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at end-August down 3.0% from a year earlier. The low credit demand by
businesses and fight credit supply defermined the performance of lending to
businesses during this year. According fo the lending survey, the demand for
business loans dropped, particularly for investment loans. Also, the lending
standards on investment loans remained fight. The annual confraction of
investment loans deepened further, seftling at 4.7% at end-August. Working
capifal loan confinued to grow at slightly positive annual rates, fluctuating
around 1.1% in July and August, and hence maintaining the second-quarter
average.

The analysis of lending to businesses by secfor of the economy indicates poor
performance in almost all of its segments. lending to other services*® was
the only segment increasing at low rates in July and August. lending to other

Chart 43. Business loans by sector of economy
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Note: The brackets show each sector's credit share in business credit.
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sectors contracted significantly to construction and trade, hotels and restaurants
during both months. The annual growth of lending to industry and other services
slowed down to 5.5% and 4.1%, respectively. lending to construction and
frade, hotels and restaurants contracted by 22.3% and 0.5%, in annual terms.

The second-quarter positive developments in lending to households lacked
in July and August. lending to households contracted during both months by
about ALL 1.4 billion. After its recovery in Q2, its annual growth slowed down
again, down to 0.6% at end-August. These developments are in line with
banks’ reporting on the performance of household credit supply and demand,
in Q3. They have reflected the tighter standards of lending to households and
households’ lower demand for loans in Q3, particularly for real estate purchase
loans.

The significantly lower oufstanding credit to households in July and August
reflects mostly the contraction in consumer loan portfolio during both months.
lts annual growth, affer peaking at 7.2% at end-Q2, fell close o zero at end-
August. Mortgage loan appeared weaker in July and August relative to Q2. Its
annual growth slowed down to 1.1% on average, in both months, from 1.3%

at end-Q2.
Chart 44. Household loans by purpose of use
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4.4 MONETARY INDICATORS

Money supply slowed down significantly in July and August. The annual growth
of M3 aggregate dropped fo 2.7% in August, from around 4.8% in 2013
H1. The slowing broad money growth over both months was heavily offected
by slowing net foreign assets of commercial banks and confracted lending
fo private sector. Foreign assets contribution to M3 growth, which dropped
gradually in 2013, was 2.3 percentage points in August, from 4.1 percenfage
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points at endQ3. lending fo private sector, affer a slightly positive impact
on money growth in 2013 H1, made an escalated negative contribution in
both months, resulting -0.9 percentage points in August. On the other hand,
the public sector’s higherthan-past -year money demand was reflected in
increasing bank lending to this sector. This component's confribution increased
fo 1.7 percentage points in August, from 1.2 percenfage points at endJune.

Chart 45. Money demand and related components
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! Source: Bank of Albania. !

The slowdown of monetary assets in the economy was present in their foreign
currency component. In the meantime, the lek aggregate, M2, maintained the
stable growth rates. lts annual growth, affer trending up in 2013 H1, averaged
6.4% in July and August, approaching endjune’s figure. Positive developments
in the lek component reflected the increase in lending to the public sector, while
even the lek lending to the private secfor, though slowing, continued to affect
positively. In terms of liquidity preference, monetary aggregate developments

1 Chart 46. Money supply and monetary aggregates
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highlight a higher preference for liquid money during both months, as also
shown by the higher growth rates of M1 aggregate (by 9.0%) in August.
Currency outside banks to M2 increased slightly to 28.8% but remained ot
historically low levels.

Banking system deposits continued to slow down in July and August. As at
end-August, their annual growth fell to 1.9%, from 3.8% and 5.4% at the end
of 2013 Q2 and Q1. In monthly terms, they performed positively in August,
increasing by about ALL 13 billion, mainly in the form of households’ foreign-
currency demand deposits. Despite the more positive monthly developments,
foreign-currency deposits are the main driver of deposit slowdown in the
banking system. On a year earlier, they were much lower, and at end-August
their stock was 2.8% lower in annual terms. Besides lower foreign-currency
money creation due to poor performance of foreign-currency loans and reduced
foreign-currency inflows, the foreigncurrency deposits during this year were
also affected by channelling of households’ foreign-currency savings into an
altfernative form of investment outside the banking system. On the other hand,
the annual lek deposit growth has improved since May, reflecting the public
sector's increased activity, standing at 6.6% in August.

Chart 47. Deposits by currency and economic agent
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By maturity term and private economic agent, foreign-currency deposit growth
was due to high growth of demand deposits, mainly by households, while time
deposits dropped in both segments. The Lek demand deposits were slightly
volatile in July and August, while time ones dropped, reflecting the higher
decline in household deposits against the low increase in business deposits.
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1-19 NORMAT E INTERESIT PER BONOT E MATURITY BREAKDOWN OF TREAUSURY BILLS
THESARIT SIPAS AFATIT* YIELDS™* 1-19

Né pérgindje In iercenfoie

Burimi: Banka e Shqipérisé Source: Bank of Albania.
* Pérfagésojné normat mesatare t& ponderuara té periudhés. * Weighted average inferest rafes.

. Banka e Shqipérisé
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1-20 SISTEMI' | PAGESAVE
NDERBANKARE

INTERBANK PAYMENT SYSTEM 1-20

2010 80,356 332,777 4,436,661 43,976
2011 75,269 388,208 4,085,059 64,098
2012 77,090 361,552 6,743,429 66,990
2013/04 7,042 32,681 457,936 6,165
05 7,015 29,378 575,512 5761
06 6,942 28,715 514,125 5719
07 6,665 21,323 578,617 4,777
08 8,022 27,629 673,042 6,015
09 7,538 25,476 646,163 5717

1-21 SHPERNDARJA RAJONALE E TERMINALEVE TE ATM NUMBER OF ATM & POS

& POS TERMINALS BY REGION 1-21
Fund periudhe End of period

234 ]
2010 771 407 95 53 68 39 100
2011 805 443 84 63 53 a 121
2012 823 470 84 55 54 39 121
2010 4,903 3,834 133 238 244 16 338
2011 5126 4011 155 241 186 19 414
2012 5,307 4149 210 245 135 14 454

122 NUMRI | LLOGARIVE TE KUENTEVE NE BANKA NUMBER OF CUSTOMERS

Lae ACCOUNTS WITH BANKS 1-22
End of period
| e
2010 2,446,495 2,432,998 2,257,079 175,919 13,497 12,618 879
2011 2,634,971 2,608,654 2,445,922 157,732 311,317 27,495 3,822
2012 2,724,668 2,705,819 2,554,330 151,489 18,849 17,956 893
Burimi: Banka e Shqipérisé. Source: Bank of Albania.
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