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OBJECTIVE

Bank of Albania’s primary objective is to achieve and maintain price stability. Promoting
long-term investments, maintaining the purchasing power of money, enhancing the
efficiency of fund allocation in the economy and safeguarding the financial stability
are some of the benefits of an economic environment characterized by stable prices.
Stability is the greatest contribution by the cenfral bank to sustain a steady and long-term
economic growth.

In line with its approved Monetary Policy Document, the Bank of Albania is committed
fo achieving and maintaining annual inflation at 3.0% in the medium term. The
announcement of the quantitative inflation target aims at anchoring economic agents’
expectations and reducing the risk premiums.

In view of achieving this goal and enhancing its transparency, the Bank of Albania
prepares and publishes the Monetary Policy Report quarterly. This Report is the main
instrument of the Bank of Albania to communicate its monefary policy to the public. It
provides a thorough assessment of the latest macroeconomic developments and the
factors expected fo contribute to consumer prices in Albania.

The quaterly Monetary Policy Report 2016/l was adopted by the Supervisory Council
Decision No 84, dated 03.08.2016. The economic, financial and monetfary analyses
in this Report are based on the lafest data available as at 22 July 2016.
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FOREWORD BY THE GOVERNOR

The Albanian economy and financial markets have performed overall in line
with Bank of Albania expectations. Economic activity expanded in the first
half of the year, inflation showed upward frends in the second quarter, and
the accommodative monetary policy stance provided for a liquid financial
environment with low interest rafes.

Against this backdrop, medium-term projections of the Bank of Albania have
not changed.

Moreover, the actual monetary policy stance, as regards both the base interest
rate and the forward guidance on its course, is assessed as adequate for
complying with the price stability objective in the medium-term period.

Inflation recorded progressive increase in the second quarter. At the end of
June, annual inflation increased to 1.2%, mainly affributable fo the rise in food
and rent prices.

In macroeconomic terms, inflation returned to an upward trajectory driven
by the reduction of foreign desinflationary pressures and strengthening of
domestic pressures. This trend confirms Bank of Albania’s assessments for the
fransitory nature of supply-side shocks that led 1o the fall in this indicator during
the first quarter. It also reflects the improvement of the economic activity in

Albania.

Economic growth in the first quarter resulted above our expectations. According
fo INSTAT data, the Albanian economy recorded 2.96% annual growth in the
first quarter of the year. This growth reflects the improved activity in services
and construction, while the activity in industry and agriculture continued to fall.
Indirect available indicators suggest similar growth rafes even in the second
quarter.

Economic growth for the first half of the year reflected the combined effects of the
accommodative monetary policy and consolidating fiscal policy implemented
in Albania. Economic activity expanded as a result of the increase in private
domestic consumption and investments. Their growth reflects the improvement
of enferprises and households financial balances, positive developments in the
labour market, reduced uncertainties and the resurgence of the construction
market. The monetary stimulus and reduction in financing costs also contributed
fo this performance. On the other hand, foreign frade and public sector
activity did not favour economic growth. Albanian exports continue to suffer
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from the unfavourable price conjuncture in international commodity markets.
Nevertheless, it was alrgely offset somewhat by the improvement in tourism.
Moreover, the fiscal policy has mainfained a consolidation stance, showing
higher infensity than previously anficipated.

In view of the trends evidenced in the first half of the year and the financial
conditions of the economy, economic growth and expected inflation during
2016 were revised slightly upward.

Financial markets appear calm. The monetary stimulus passthrough to these
markets is reflected in lower financing costs for the Albanian economy. Interest
rates hit new historic minimum levels across the entire spectrum of financial
instruments, over the second quarter. The accommodative monetary policy
stance has brought down costs for financing consumption and investments, and
has eased the costs of servicing credit and debt, without generating negative
consequences for financial system's soundness indicators. In particular, banking
sector’s liquidity and capitalisation maintain adequate levels.

The credit performance showed trends of improvement in the second quarter.
Cleaned from the write off effects, the bank credit portfolio recorded around
3% average annual growth. This performance owes largely to the annual
expansion by 6.4% of lek credit, while the portfolio of foreign currency credit
remained almost unchanged from the previous year.

Yet, its annual growth rates remain sluggish. The sluggish credit growth
continues fo reflect both the low demand and the tht supp|y for this produc’r.
The Bank of Albania deems that the bolstering of demand and the further
improvement of supply for credit remains a precondition for steady medium-ferm
and longterm growth in Albania. For that reason, the complete implementation
of the action plan for the treatment of non-performing loans is pivotal. Therefore,
the Bank of Albania welcomes the justice reform and deems that - among others
- it will pave the way for a more transparent and reliable legal setting for the
commitment of parties in longterm confracts.

The new available information and update of analyses have not produced
any significant changes to our medium-term forecasts. In this horizon, the
Bank of Albania expects economic activity fo improve progressively, reflecting
also the favourable financing conditions. The Albanian economy is expected to
refurn fo equilibrium in the second half of 2017, which would create premises
for the retun of inflation fo target in the second half of 2018.

These forecasts are conditioned by maintaining the stimulating the monetary
policy stance over this period. The monetfary stimulus is expected to remain
unchanged over 2016. With the approval of this report, the Supervisory Council
decided fo leave the base inferest rate unchanged at 1.25%. Moreover, the
Supervisory Council decided to keep unchanged the interest rafes on overnight
deposits and credit facilities, at 0.25% and 2.25%, respectively.
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The balance of risks remains on the down side. This is further exacerbated by
pofential direct or indirect Brexit implications on the Albanian economy and
financial system.

The Bank of Albania judges that the positive trajectory of economic and
financial developments will be maintained in the period ahead. In any case,
the monetary policy stance will be in line with the inflation target and the need
for further consolidation of sources of economic growth.

Bank of Albania 17



| Quarterly Monetary Policy Report, 2016/l

1. EXTERNAL ECONOMIC ENVIRONMENT

The external economic environment has improved, but uncerfainties about its
future frend have grown. After the referendum outcome in favour of the United
Kingdom leaving the European Union, expectations for improvement in major
economies have decreased. Inflationary pressures remain low and central banks
have continued fo implement an accommodative monetary policy stance.

Overall, the external economic environment remains challenging. Developments
in frading pariner countries do not appear favourable for Albanian exports’
growth. Also, the appetite of financial markets fo increase the exposure in
regional countries remains weak. Lastly, low prices in international markets are
generating disinflationary pressures on the Albanian economy.

1.1.GLOBAL ECONOMY

The global economy accelerated in the first quarter of the year, showing a
betterthanforecasted performance. The economic activity expanded mainly
affributable to the emerging economies, while the activity in advanced
economies was sluggish. Inflation remained low in advanced economies,
reflecting the effect of low oil and primary commodity prices. Uncertainties in
international markets have spiked, following the outcome of the referendum in
the UK. Due fo these uncerfainties economic growth rates by global financial
institutions have been revised downward. The absence of inflationary pressures
is expected to support the low level of prices in international markets.

Table 1. Selected key macroeconomic indicators

CGDP change Unemploy- .
Quarley 9 Annual i rF()]Te\/ Inflation rate
Counfries Q4:2015  Q1:2016  Q4:2015 Q12016 Mayle  Jnel6/ Jneld/
ay-16 June-15
USA 0.3 0.2 2.0 2.0 4.9* 0.2 1.1
Euro area 0.4 0.6 1.7 1.7 10.1 0.2 0.1
Germany 0.3 0.7 1.3 1.6 4.2 0.1 0.2
France 0.4 0.6 1.4 1.4 Q.9 0.1 0.3
United Kingdom 0.6 0.4 2.1 2.0 4.97 0.2 0.5

Source: ECB, FED, Eurostat and respective statistical institutes.

*June 2016; T MarchMay 2016.

EURO AREA
The euro area economy grew steadily in the first quarter, driven mainly by the
domestic demand, thanks fo the increase in consumption and investments. The
confraction in net exports contributed negatively to growth, reflecting faster
growth in imports. Indirect indicators for the second quarter signal that the
economy has continued fo grow this quarter as well. Thus, industrial production
data, sales and confidence indices have shown signs of improvement, while
the unemployment rate continued to trend down. Inflation continued to be low,
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but shiffed to positive territory in June. The financial sector in several euro area
countries remains a concern and increases uncertainties in the economy.

Chart 1 PMI and quarterly GDP (left) and business and consumers w
w confidence, ESI (right)
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—Euro area PMI index Consumer confidence |
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| Source: Markit, Eurostat, EC. 3

The outcome of the referendum in the United Kingdom, in favour of the exit from
the European Union, is reflected in downward revision of economic agents’
forecasts. The effects of this decision will be more apparent in the economic
activity of 2017, as economic and financial agents adjust their behaviour.
The United Kingdom is one of the main frading partners of the euro area and
uncertainty about the future will continue to exist until the new conditions are sef
for frade and financial exchanges between these two economies.

UNITED STATES

The US economy continued to grow in the first quarter, with rates similar to the
previous quarter. Economic growth was driven by the expansion of consumer
spending, of local governments, and residential investments. The confraction
in non-esidential investments and central government expenditure contributed
fo the deceleration side. The appreciation of the national currency has led to
the confraction of net exports, thus producing a negative effect on economic
growth. Provisional highfrequency indicators suggest that economic growth will
remain af similar levels in the period ahead. Consumer spending is expected to
continue to support economic activity, whereas industrial production is expected
fo slow down. The unemployment rate continued to remain below 5%, although
it increased in June. Alfter rising in the first quarter, inflafion stood af 1.1% in
the second quarter. The situation of the economy and uncertainties in European
financial markets has prompted the Federal Reserve to postpone an expected
increase in the base interest rate.

ECONOMIES IN THE REGION

The ltalian economy's growth was contained in the first quarter of the year.
Consumer spending and investments were the main factors driving growth,
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whereas net exports made negative contribution. Preliminary data suggest an
improvement in manufacturing in April and May, while consumption is expected
to be atf lower levels. Inflation remains in negative territory, while core inflation
has recorded positive values.

The economic activity in Greece deepened the contraction in the first quarter.
This trend is dictated by the performance of all production components, as
well as of consumer and government spending, investments and net exports.
Indirect indicators of industrial production and confidence indicafors suggest a
negative performance of the economy in the second quarter as well. Inflation
shifted to a positive territory in June.

Serbia’s economy grew faster in the first quarter, reflecting the growth of
investments and exports. Private consumption, which had been weak in the
previous period, refurned to positive growth in this quarter. Indirect indicators,
such as retail frade and industrial production, signal a positive growth, but
somewhat slower in the second quarter. Inflation has fallen to low levels, due
to downward food and energy prices.

The Turkish economy grew fast in the first quarter, but slower compared fo the
previous quarter. Growth was driven by the pronounced increase in consumer
and government spending, stirred by the 30% increase in the minimal wage
in January. The impact of investments in the economic activity was negligible,
while net exports contributed negatively as a result of the rapid growth of
imports. Data from refail sales and industrial production suggest a slowdown
in growth in the second quarter. The polifical fensions in July have generated
uncertainties and are expected fo decelerate economic growth in the next year.

The economy of Macedonia grew af a slower rafe in the first quarter. Economic
activity slowed down as a result of pronounced contraction in investments,
reflecting market uncertainties caused by the actual political landscape. Private
consumption and net exports increased at positive ferms. High- frequency data
suggest a somewhat faster growth in the second quarter, with higher industrial
production. Inflation fell further entering into negative territory as a result of
decline in energy, food and fransport prices.

Kosovo's economy grew in positive ferms in the first quarter, driven mainly by
strong investments growth and increased consumer and government spending.
The rapid growth of imports and the sluggish export growth had a negative
impact on the economic activity. Inflation continued to record negative values,
due fo the strong decline in food prices.

Table 2 Economic indicators for countries in the region

Countries Annual change of GDP Annual inflation Unemployment rafe

Q4-2015 Q1-2016  May2016  June 1016 May - 2016
taly 1.1 1.0 0.3 0.2 1.6
Greece 0.9 -1.4 0.2 0.2 24.9
Macedonia 3.9 2.0 0.7 0.7 24.5*
Serbia 1.2 3.5 0.7 0.3 19.0*
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Turkey 5.7 4.8 6.6 7.6 10.7*
Croatia 2.0 2.3 -1.2 -1.2 13.3
Kosovo 5.0 3.8 0.1 0.3 31.2F
Albania 2.1 3.0 0.7 1.2 16.6*

* 2016 Q1; T 2015 (due to methodology change, it may not be compared fo past values).
Source: Respective statistical institutes.

BOX 1: BREXIT AND THE POSSIBLE IMPLICATIONS ON THE ALBANIAN
ECONOMY

On 23 June 2016, the United Kingdom held a referendum to decide whether the
country will remain in the European Union or leave it. The outcome showed that
the majority (52%) voted to abandon the European Union. Currently, the United
Kingdom has not yet begun the exit process, which is expected to be a gradual
one and may take some fime.

The effects of the exit of the United Kingdom (UK) from the European Union, also
known as “Brexit”, may be fransmitted to the Albanian economy and financial
system through several channels. A full assessment of these impacts is rendered
difficult by the vast uncertainties surrounding this process. Brexit implications for
Albania theoretically can be divided info two groups: (i) direct effects, deriving
from economic, financial and frade relationships with the UK; [ii] indirect effects,
stemming from the consequences of Brexit to the regional and global economies
and financial markets. Below is a preliminary assessment of the potential direct and
indirect “Brexit” effects.

A) Direct effects, deriving from economic, financial and frade relationships

The impact of the direct effects can be transmitted through:

— Trade channels (import and export of goods and services);
— Withdrawal of financial flows or foreign direct investments;
= Conraction of remiffances.

Table 3 Data on trade and financial relations with the United Kingdom
In currency (EUR millions)  Against GDP (in %) Against fotal (in %)
2015 2016* 2015 2016* 2015 2016~

Trade exchanges 39.0 9.8 0.4 0.3 0.7 0.6
Export 3.3 0.8 0.0 0.0 0.2 0.2
Import 35.8 Q.0 04 0.3 0.9 0.7
Remittances™ * 32.3 n/a 0.6 n/a 11.0 n/a
FDIs* * * 19.8 n/a 0.2 n/a 0.44 n/a

Source: INSTAT and BoA.
Notes: * Data for 2016 4M; ** Data for 2015 H2; *** Data for 2014.

- Trade exchanges with the UK have a small share in Albania’s total trade activity.
Imports and exports with the UK share respectively 0.8% and 0.2% in total exports.
Deceleration of Albanian exports o the UK will have a very marginal effect on the
Albanian economy.

- Stock of foreign direct investments originating from the UK was estimated at EUR
19.8 million in 2014. This investment stock is estimated at 0.44% of total FDIs stock
in Albania and around 0.2% of the GDP in 2014. The withdrawal or the curbing of

the investment inflows would have an insignificant effect on the Albanian economy.

- The latest available information about the share of remittances from Albanian
emigrants residing in the UK is as at 2015 H2'. Estimates show that the share
of remittances from the UK to Albania is about 11% for the reference period,
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representing a fransfer value of EUR 32.3 million or 0.6% of the nominal GDP.
A complete stoppage of remittances is a low-probability event. Meanwhile, their
curbing could have marginal effects on the level of consumption and growth rate.

B) Transmission channels of indirect effects

Brexit indlirect negative effects may materialize in the form of one or more of the
following shocks:

- Economic recession in the euro area, due fo the increase of exireme uncertainty
This scenario would have negative consequences for the Albanian economy,
negatively affecting our exports, FDI inflows and increasing insecurity in the country.

- New crisis in the European banking and financial system

This scenario would lead fo liquidity and capitalization problems of parent banks.
Depending on the infensity, the consequences can be ranged from a decrease of
appetite for expansion in Albania, in a deleverage or reduction of exposure fo the
Albanian economy. However, it should be noted that the Albanian banking system
will not be affected directly by the withdrawal of funds, because locally generated
deposits are more than enough to cover loans and government securities on the
active of the banking system.

- Strong depreciation of the Euro against the US dollar

Proportionally, our exports are more oriented toward the Euro (around 85%) in
relation with the imports (around 70%). This means that, in case of a depreciation
of the Euro against the US dollar:

(a) export bills will fall faster than import bills; but,

(b) trade balance will improve, because imports are in valve significantly higher
than exports’.

-Effects in the balance of the banking system

Brexit is associated with strong depreciating tendencies of the British Pound (2.3%
against the Euro). Theoretically, these frends ease the burden of creditakers in
GBP and diminish the value of savings (deposits| in GBP. Given their weight in the
total volume of deposits and loans in the Albanian banking system, the intensity
of the action of this channel seems negligible. GBP deposits and loans, comprise

respectively, 0.002% and 1.17% of the tofals, according to data of April 2016.

i latest available data.

i These results were obtained from the Survey on Emigrants’ Remitiances, which represents
a comprehensive indicator of the origin of remittances in Albania.

i For example, a depreciation of 10% of the Euro against the USD is estimated to bring an
improvement of around 5% in our trade balance.

1.2.COMMODITY PRICES IN GLOBAL MARKETS

Commodity prices in global markets persisted to be low in the second
quarter. The price of ail, according to the European Brent Index, fell by 26%
annually, being traded on average at around USD 45.5/barrel. In line with
these developments, oil prices continued fo decline in the domesfic market,
also helped by the favourable USD/AlL exchange rate. Meanwhile, on a
quarterly basis, the same index rose by 35%, largely conditioned by the fall
in producing countries such as Canada and Nigeria. The average price for
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a barrel is expected fo rise slowly and average USD 52 dollars in 20177
In 2016 Q2, food prices resulted in increase in annual terms (4.3%), for the first time
since 2013 Q2. The adverse weather conditions in some Latin American countries
limited the production of some food products, especially in June. After the positive
performance in April, metals prices maintained those levels in the following two
months. Upward inventories as well as uncertainties that continue to characterize
the Chinese economy were the main deferminants of this development.

Chart 2 Annual changes in commodity prices 1

% |
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! Source: EIA, IMF, authors’ calculations. |

1 3 FINANCIAL MARKETS Chart 3 Base interest rates in some central
AR banks

ECB’s Governing Council did not change the base | cooi—
rate in the meeting of June 2016, leaving it at 0%. ! :
Other major central banks have also left their base

interest rates unchanged, e.g. the US Federal Reserve
at 0.5%, the Bank of England at 0.5% and the Bank
of Japan at-0.1%. |

L
*****************************************

In the euro area money markets, Euribor rates continue
to decline, reflecting the accommodative policy of !

. . ! —FECB —FED —BqJ Banka OF England !
the ECB. In capital markets, yields on government | |
Source: Respective central banks [ECB, Fed, BoJ and BoE). |

bonds have been mostly downward. ECB's decisions - - Pere ceniebonts b, Ted, B ane o)
related fo the programs of quantitative easing and

improving economic sentiment in the market agents

has contributed to the decrease of asked premiums in financial markets during

these months. The publication of overall positive economic indicators and the

slight upward trend in oil prices this quarter has also confributed positively to

improving the climate of agents’ confidence, strengthening downward trends of

the yields. The pace of contraction has been higher in countries that implement

fiscal consolidation policies and with maximum rafing by the rating agencies.

Energy Information Administration Report, July 2016.
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In the second quarter, the euro appreciated against the US dollar and main
currencies (except the Japanese yen). The performance of the European
currency is dictated by the improved economic senfiment of agents, driven by
the betterthanforecasted positive frend of economic activity. In quarterly terms,
the euro appreciated by 2.5% against the US dollar, while in June 1 euro was
exchanged for USD 1.1228, appreciating by 0.1% compared fo the previous

— Euribor-3m ltaly — AAA bonds
— Libor USD-3m — Spain  — Greece [right)
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2. PRICE STABILTY AND BANK OF ALBANIA'S
MONETARY POLICY

The monetary policy of the Bank of Albania is formulated and implemented
in view of the objective fo maintain price stability. The cyclical weakness
of the economy and low inflationary pressures warranted the pursue of an
accommodative monetary policy over the recentyears. This policy aims fo support
economic growth and the return of inflation fo target within the policy-elevant
horizon. The monetary stimulus has contributed to reducing financing costs and
improving money flow of economic agents, while the open communication for
maintaining low inferest rates has contributed fo the reduction of risk premiums.

Economic growth improved in the first quarter of 2016, driven by the expansion
of consumption and investments. Qur forecasts point to higher growth of the
economy compared to the previous year. This frend is expected to be reinforced
over the next two vyears, creating the conditions for the gradual increase of
inflation and its return fo target by 2018. The new economic information is
more positive than in the previous quarter, but uncertainties in the external
environment have increased. Maintaining the stimulating stance of the monetary
policy will contribute to rebalancing the risks around the inflation and economic
growth outlook.

Inflation returned o an upward frend in May and June, affer the low levels
recorded in the first months of the year. Supply-side shocks, in the form of sharp
decline in food and oil prices, and their passthrough to other items in the CPI
basket caused inflation to drop rapidly in February-April, ranging around 0.2-
0.3% in this period. Our analysis and estimates suggested that these shocks
would be transitory and inflation was expected to rise gradually in the following
months. Inflation growth at 0.7% and 1.2% in May and June confirmed our
previous assessment.

Besides the weakening of supply shocks, domestic inflationary pressures
increased. While negative, the output gap is estimated to have narrowed in the
first quarter. Economic activity and aggregate demand grew at a stronger pace
and the unemployment rate was reduced. Private consumption and investments
were the main drivers of growth, while the strong fiscal consolidation produced
a direct negative confribution. The increased revenues from tourism pushed the
confribution from net foreign demand to positive territory in the first quarter.

Core inflation followed an upward trend in Apriune, reflecting the improved
domestic balance of inflationary pressures. The development of this component
contains also same base effects in certain groups. On the other hand, the non-core
component marked a further slowdown in the second quarter, mainly driven by
developments in the external environment. The impact of the supplyside factors
was present, but at lower intensity. The external environment remains a source of
disinflationary pressures in Albania and the appreciation of the exchange rafe in
recent quarters has strengthened their influence.
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The behaviour of these components is expected to continue in similar terms over
the next months. Inflation is forecasted fo rise gradually in the second half of the
year and fluctuate around 1.9% at the end of 2016. The undershooting of the
inflation target continues to be driven by the below-potential economic growth,
disinflationary pressures from the external environment and the adaptive nature
of inflation expectations.

In this context, the monefary policy remains accommodative to ensure
price stability and provide appropriate support for the economy tfo refurn to
equilibrium. Monetary stimulus was further strengthened during the first half of
the year. The low inflationary pressures in the first months and the downward
shift in the balance of risks required a monetary policy response. The base
interest rate was lowered by 0.5 percentage points in tofal in March and April,
down to 1.25% level. At the subsequent meeting of the Supervisory Council
in July, the monetary stimulus was judged to be appropriate to achieve the
medium-term farget and the base interest rate was left unchanged at 1.25%.
Also, to help the accommodative monetary policy passthrough in the interbank
market, the corridor of overnight facilities of the Bank of Albania narrowed from
3.50 percentage points fo 2.00 percentage points. The interest rafe for the
overmight loans was sef at 2.25% (from 3.50%) and the rafe for the overnight
deposits at 0.25% (from 0.0%). The communication of the monetary policy
stated the commitment to mainfain the accommodative stance of the monetary
policy in the period ahead, to assure market agents for the continuation of low
interest rates.

Chart 5 Base inferest rate and passthrough to other inferest rafes
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The accommodative monetary policy has supported the growth of the economy,
by reducing financing costfs for economic agents, improving cash flow and
reducing risk premiums with respect to the evolution of longterm yields. The
financial environment is characterized by ample liquidity and low inferest rafes
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across all the segments in the domestic currency. The decrease of the inferest
rate on lek credit has driven the demand for loans up, supporting private
consumption and investments. The faster expansion in credit growth in the
Albanian currency increased its share in the total credit to the private sector. Lek
credit growth helps the tfransmission of monetfary stimulus to the real economy
and supports safeguarding the stability of the banking system, which has
sound capitalization and profitability indicators. However, credit performance
remains sluggish, and credit conditions are sfill tight for enferprises. Besides the
structural barriers in financial markets, the risk aversion of banks, the high level
of non-performing loans and sfilHragile demand are among the cyclical factors
hampering the pass through of the monetary stimulus to the economy.

! Chart 6 Credit and inferest rates in ALL
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The current effects of the monetary policy and the expectations for a better
fransmission of the monetary stimulus to the real economy indicate that the actual
monetary conditions are adequate for bolstering economic activity, helping
keep inflationary expectations in check and raising inflation fowards the target,
without generating added volatility in financial markets and economic activity.

The economic activity is expected fo confinue improving during 2016 -
2018. In the short term, private consumption and investments are expected to
support growth, faking advantage of the stimulating monetary conditions and
the improved confidence of economic agents. Financing is expected fo be
generafed by the accumulated savings, inflows of foreign direct investments
and improvements in the labour market. On the other hand, the public sector
support is expected fo be absent, given the confinued fiscal consolidation.
Foreign demand is expected to provide a small contribution to economic
growth in 2016, mainly through the growth of services export; however, it will
have an upward contribution and broader base in the period ahead.

Bank of Albania 2]



| Quarterly Monetary Policy Report, 2016/l

Increased utilization of production capacities of employment and capital, along
with the curbing of disinflationary fendencies in the global markets, is expected
fo increase inflationary pressures in the medium term. Inflation is expected to
refurn fo fargef in 2018 Q3. The new economic information is more positive
than in the previous quarter, suggesting a fasfer return of inflation to target.
However, uncerfainties in the external environment have increased. /\/\ointoining
the accommodative stance of the monetary policy will contribute fo rebalancing
the risks around the macroeconomic forecasts. If significant deviations from
these projections or a shift of the risks balance do not materialize, the monetary
stimulus is not expected to weaken in 2016.
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3. FINANCIAL MARKETS AND MONETARY
DEVELOPMENTS

Developments in financial markets and monetary aggregates have reflected
the passthrough of the accommodative monetary policy signals and the fiscal
consolidation effects. Overall, interest rates frended down, mostly in the segment
of long-term instruments. lending interests were also down, thus confirming the
easening of monefary conditions in the economy. Neveriheless, the private
sector’s demand for financing showed a moderate increase, supported by
credit in the Albanian lek.

Notwithstanding the lowering of credit price, banks tightened the non-price
standards for enterprises, and eased them for households. These developments
were reflected in higher credit demand from households. Credit demand from
enterprises remains weak and volatile. Given the lack of a stable credit recovery
and in the presence of the fiscal consolidation policy, money creation remains
weak and monefary pressures on consumer prices are low in Albania.

3. 1.FINANCIAL MARKET DEVELOPMENTS

INTERBANK MARKET
Inferest rates in the inferbank market continued fo decline in the second quarter.
They fall throughout the three months and across all maturities, reflecting the
central bank’s monetary policy and the improved liquidity situation. The base
rate cut and previous signals of the monetfary policy were swiffly fransmitted to
the interbank market.
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Source: Bank of Albania. !

The volume of transactions in the interbank market contracted, resulting below
the average of the first quarter. The two and three-day transactions were used in
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addition to the main maturities of one and seven days. The interest rate on the
overnight credit fell to 1.36%, from 1.58% in the first quarter, whereas the rate
on seven-day transactions fell by 0.28 percentage points, fo 1.29%.

Chart 8 Banks' quotes in the interbank market and volume of
fransactions !
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Inferbank rates fluctuated mainly below the base rate, with @ minimum spread?.
Volatility indicators® during the period do not differ considerably from those
of the first quarter, remaining low. The Bank of Albania continued liquidity
injection operations in the system through the main one-week REPO instrument.
The injected amount in this quarter was higher than in the previous one. The
interest rates in the conducted auctions stood close fo the base rate.

PRIMARY MARKET
Yields on T-bills and notes fell further in the second quarter, driven mainly by the
accommodative monetary policy implemented by the Bank of Albania during
this period. In addition, the shift of government financing to exteral financing
affected the yields' dynamic. The funds freed from this policy continue to feed
the banks” demand fo invest in these securities. Agents shifted their preference
to longerterm maturities, exerting more downward pressures on nofes than

T-bills yields.

The yield on 12-month Tbills stood at 1.30% in the auctions of June. The
yield on &-month T-Bills was 0.94%. These yields were 1.56% and 1.26%,
respectively, at the end of first quarter. Yields on bonds showed the sharpest
fall, trending down in each auction. The 2-year bond (with regular monthly

N

The spread between the ovemight rate and the base rate was-0.01 in 2016 Q2, from -0.19
2016 Q.

In this quarter, the standard deviation of the overnight inferbank rate was 0. 1312 from 0. 1416
in the first quarter.
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Chart @ Interest rates in securities market
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issues) fell successively these months, down to 1.50% in June, from 1.90% in
March. In the auctions of 5 and 7-year bonds, the yields fell to 3.93% and
4.00%, respectively, from 4.95% and 4.90% in the previous auctions*. The
yield on 10-year bond fell to 5.80% for fixed-rate instruments and to 3.7%
for variable rate instruments®, in the first days of July. The required margins
for variable rate bonds reduced at the auctions taking place in these months,
reflecting the market's expectations for the continuation of the accommodative
monetary policy.

DOMESTIC FOREIGN EXCHANGE MARKET

The Albanian lek continued to appreciate in the last quarter, both in nominal
and real terms. The nominal effective exchange rafe (NEER|®, appreciated by
3.5% on average in annual terms, from 3.1% in the previous quarter. In the
period under review, the domestic currency appreciated against the basket of
the main foreign currencies, both on annual and quarterly terms”. The narrowing
of the inflation differential toward European partner countries brought about
a real annual appreciation of the lek close the nominal one, of 3.7%. The
appreciation frend of the Albanian lek against the basket of the main foreign
currencies continued throughout July.

The previous auctions for these maturities were conducted in March and February, respectively.
The yield on 10~year bonds with fixed rate was 5.80% in both auctions conducted in April
and July, from 7.90% in January. The margin of variable rate bonds fell at 3.70% in July, from
4.11% in April and January.

Nominal effective exchange rate (KNEK/ NEER] is measured against the currencies of Albania’s
five main trading partners, namely ltaly, Greece, Germany, Turkey and China.

For calculating the lira/lek and lek/renminbi exchange rates, the official Turkish lira (TRY)
and Chinese renminbi (CNY) rate against US dollar is used. In 2016 Q2, Turkish lira and
Chinese renminbi continued to depreciate against US dollar, in annual terms, by 8.5% and
5.3%, respectively. lek appreciated against US dollar by 3.8% for the same period. Due fo
these ration, domestic currency appreciated against both, Turkish lira and Chinese renminbi,

by 11.3% and 8.6%.
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Developments in the EUR/ALL exchange rate in 2016 Q2 show that the
Albanian lek appreciated by 1.7% in annual terms. Although frade deficit
expanded, the domestic foreign exchange market was characterised by an
increase in surplus/demand ratio for the euro. The EUR/ALL exchange rate
was relatively stable in April and May, fluctuating within the interval ALL 138-
139. At the end of June, the EUR/ALL exchange rate reached ALL 137.14, the
lowest since December 2015. In addition fo the seasonal effect characterising
the period, the uncertainty related to the performance of the euro after the

outcome of the Brexit referendum appears to have been reflected also in the
EUR/ALL exchange rate.

The USD/ALL ratio confinued fo show high fluctuation, mainly driven by the
developments in the EUR/USD exchange in the international market. The
Albanian lek strengthened its position against the US dollar in annual and
quarterly terms, by 3.8% and 2.5%, respectively, in line with the appreciation
of the euro against US dollar. In this period, one U.S. dollar averaged All
122, among the lowest rates in the last year.

3.2.DEPOSIT INTEREST RATES

Inferest rates on deposits fell in 2016 Q2, reflecting the accommodative
monetary policy and the reduction of rafes in other segments of the financial
market. Average interest on new lek- denominated deposits continued to trend
down, standing at 0.89% and 0.84% in April and May, respectively, from
the 1.14% average in 2016 Q1. Inferest rates on deposits reduced for all
maturities, more considerably on their longterm segments. Inferest rafes on euro-
denominated deposits dropped further, at 0.18%, in these two months, from
the average 0.24% in the previous quarter.
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Chart 11 New deposit inferest rafes
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3.3.CREDIT INTEREST RATES AND CREDIT STANDARDS

lending interest rafes fell in April and May, reflecting the easing monetary
conditions and the reduction of market rafes with which they are indexed
(12-month yield). Interest rates on new loans are falling across the board, more
notably on loans to households. Banks applied increasingly eased standards
on loans to households. Meanwhile, banks continue to be prudent in crediting
enterprises, as shown by more rigid inferest rates and tightened credit standards.

Inferests on new lek credit were lower in April and May at 7.56%° and
7.29%, respectively. The average interest rate was around 0.2 percentage
point lower from the first quarter, and around 1.0 percentage point lower
than in the previous year. The downward trend of interest rates is more present
on medium-term credit {1-5 years) and longterm credit (over 5 years). Interest
rates on shortterm credits appear as stable. By customer, households are the
segment that has benefited most from lower interest rates, for both consumption
and mortgage loans. Interest rate applied on households averaged around
0.64 percentage point lower than in the previous quarter, and around 1.78
percentage points lower than in the previous year. The average interest rafe
applied on credits o enferprises in April and May was close fo that in the first
quarter, reflecting lower rates on loans for investment and higher rates on loans
for liquidity. Interest rate on credit to enterprises is around 0.74 percentage
point lower from a year earlier.

8 Interest rafe on lek credit was 6.0% in April, considerably affected by a shortterm credit
granted to a public company. The following analysis on the interest rates in LEK refers to the
average inferest rate excluding this credit.
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Chart 12 Interest rates on new credit
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Inferest rafes on new euro credit were slightly up in April and fell in May,
standing af 5.54% and 4.23%°, respectively in these months. In average terms,
the interest rate on new euro loans was 0.24 percentage point lower than in
the first quarter of year. The fall on interest rates was more present on short-
ferm loans, relafed to the financing of firms’ needs for liquidity, followed by the
mediumterm loans related to consumer credit. Average ratfe in the longterm
segment, dominated by mortgage loans, has remained almost unchanged.
The average inferest rate on new euro credit is around 0.79 percentage point
lower than a year earlier, reflecting ifs fall across all credit segments.
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The average inferest rate on euro credit in May was affected by a specific loan with a special
low inferest rate. Excluding this loan, the rafe stands at 4.82%, by maintaining the above-

described trends.
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Based on the bank lending survey results for 2016 Q2, standards for loans to
enferprises were fightened for enterprises and eased for households. The more
conservative approach of banks for lending to enterprises was implemented
mainly through increased collateral requirements and reduction of the maturity
of loans to enterprises. Credit standards to households were eased through the
reduction of commissions and of the interest rate.

3.4 . FINANCING TO PRIVATE SECTOR'®

Crediting to private sector improved slightly in 2016 Q2, returning fo the
previous seasonal behaviour. In April and May 2016, the portfolio of credit to
the private sector expanded by around ALL 5.6 billion or twice higher than the
expansion in the first quarter. Nevertheless, its 2.5% anual growth confinues fo
be at moderate levels. The sluggish credit growth reflects the low demand for
financing from enterprises and the tight crediting standards for this segment. On
the other hand, households’ demand for credit grew and crediting standards
have been eased from some quarters now. In the last two years, credit demand
of private sector has gradually improved, in line with the economic growth in
Albania. Credit supply recovered at a slower pace.

Chart 14 Credit fo private sector by currency and economic agent*
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The expansion of oufstanding credit to the private sector during 2016 s
dictated by lending in the domestic currency, which is supported by both the
demand of private sector agents and the bank lending policies. Also, this
shift is encouraged by the continuous narrowing of the spread of interest rafes
between lek and euro loans. The share of lek-denominated credit to the private

19" The following analysis of the credit portfolio is based on monetary data adjusted for loans off
the balance sheet. Total written off loans from the balance sheet is around AlL 3 billion in the
first five months of the year.
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sector recorded another record-high level, 41.5%, in May. Annual growth of
the lek credit portfolio stood at 6.1% in May, while the growth of the euro credit
portfolio was close to 0.0%. Yet, adjusted for fluctuations in the exchange rate,
this portfolio shows higher annual growth from the first quarter.

Chart 15 Credit to enferprises by purpose of use
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Credit fo enferprises improved slightly in 2016 Q2. Annual growth in this
portfolio stood at 2.1%, or 0.2 percentage point higher than the average of the
first quarter. Crediting to businesses was supported by the needs for investments,
in particular in May. Nevertheless, monthly changes of business credit do not
confirm a steady growth of this portfolio. Groth of credit for liquidity stood at
1.7% [from 2.3% in Q1), and growht of credit for invesment stood at 2.7%
(from 2.0% in Q1). The sluggish performance of credit fo enterprises remained
conditioned by the tight crediting sfandards. The behaviour of banks in this
segment continued to factorise credit quality and sectorial problems of economy.

Chart 16 Credit to household by purpose of use

| ' 2 - Monthy average change

J“.hLJ,J“dﬂ"

14

miliardé

006 N

0¢
0¢
0¢
0¢
0¢
0¢
0¢
0¢
0¢
0¢
0¢

! Consumer credit 1Mortgage credif |
—Mortgage credit 1Consumer credit |
—Households credit

! Source: Bank of Albania. !

30 Bank of Albania



Quarterly Monetary Policy Report, 2016/l |

Annual growth of the credit to households averaged 3.5% in April and May,
similar to the growth in 2016 Q1. The expansion of the credit portfolio to
households continues to be underpinned by the growth in consumer credit,
which stood at 10.7% in May. The annual growth rate of this portfolio slowed
down from 2016 Q1, owing fo lower new flows, high sefflements and the
small size of the portfolio. Mortgage loans showed a stable monthly increase
and their annual growth stood at 2.5%. The considerable promotions of banks
supporting the financing to households for house purchase supported the
positive performance of this portfolio.

3.5.FINANCING TO PUBLIC SECTOR

The consolidating  fiscal  policy  implemented
during the 2016 H1 s reflected in budget surplus | Chart 17 Budget deficit and its financing
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half of the year increased by around AlL 19 bilion ¢ Source: Ministry of Finance. !

through the issue of long-ferm instruments (2, 5, 7 and

10~year bonds), thus offsetting the fall by around ALL 5 billion in the shortterm
instruments (T-bills). Domestic borrowing was mainly financed by commercial
banks during 2016 H1. On the other side, the households investment portfolio
in the primary market shows a moderate growth compared to the previous year.

Net foreign borrowing'' was around ALL 8 billion as atend-2016 H1. The major
part of the foreign borrowing during this period consisted in funds disbursed by
IMF in the form of budget support, in compliance with the provisions of the EFF
Arrangement'? with IMF.

""" Net borrowing is taken as the difference of loans to other foreign funds extended at the sum
of repayments fo for the foreign debt servicing.

12 The Extended Fund Facility is a three-year arrangement of IMF signed with the Albanian
Government in February 2014, designed to support the structural reforms in Albania.
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3.6.MONETARY INDICATORS

The annual growth of monetary supply slowed further in May. The broad
money aggregate - M3 - increased moderately by 0.3% year on year from
1.4% af the end of 2016 Q1. Money expansion is supported by the increase
of foreign assets in the banking system, while it has been held back by the high
budget surplus in 2016 H1 and the sluggish crediting to the private sector. The
low money creation in the domestic currency underpinned the performance of
the M2 monetary aggregate, whose annual rates slowed down and then fell
below zero. In May 2016, the monetary aggregate M2 fell by around 1.7%,
in annual terms. The liquid money M1 aggregate grew by 7.3% in annudl
terms, mainly reflecting the rapid expansion of demand deposits. Currency

outside banksto-M?2 expanded at 31.8%, from 31.5% in March.

Chart 18 Monetfary aggregates
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Chart 19 Deposits in the banking system
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The expansion of deposits in the banking system slowed down in 2016 Q2.
The stock of deposits recorded around 1.1% annual growth in May, compared
to 2.3% in March. Annual growth of deposits was mainly driven by the foreign
currency deposits (4.0%), while it is conditioned by the contraction in annual
terms of lek-denominated deposits (-1.5%). By economic agenfs, households’
deposits showed moderate growth, by 0.7% in May. The growth of business’
deposits slowed down to 4.7%, in annual ferms.

In terms of maturity structure, deposits continued to shift toward demand deposits.
In May, demand deposits accounted for around 34.5% of the fofal stock of
deposits, from 34% at the end of 2016 Q1. This performance reflects the
further reduction of deposits” inferest rates, in particular on longterm maturities
in April and May. Time deposits - lower than two years - fell, while those with
maturity over two years decelerated.
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4. INFLATION AND ECONOMIC GROWTH

Annual inflation averaged 0.74% in 2016 Q2. The uptum that inflation
recorded in May-une countered the low level it recorded in February-April.
In line with the previous assessment, the pronounced decline in this period
resulted temporary.

The improvement of domestic demand confributed fo longterm inflation
pressures. The positive rhythm of economic activity, in line with expectations,
accelerated during 2016 Q1. According to INSTAT data, economic growth
resulted in 2.96% in this quarter. Construction and services continued fo be the
main contributors. Meanwhile, households consumption and gross fixed capital
formation provided the main contribution fo aggregate demand growth, in
addition to a slight positive contribution by net exports. The Albanian economy
is expected to grow at higher rates in 2016, compared to both 2015 and our
previous projections.

The acceleration of economic growth will contribute to the return of the economy
to equilibrium and will be associated with increased domestic inflationary
pressures. In parallel, external inflationary pressures are expected to remain
subdued and economic agents’ inflation expectations to converge towards the
target. These factors will help inflation return fo target within the medium-erm
horizon.

4. 1T.INFLATION

Annual inflation averaged 0.74% in 2016 Q2. It ranged in a broad inferval (0. 3%

1.2%) over the months of this quarter, recording an upward trend in Maydune.

Chart 20 Annual inflation and target (left) Inflation in regional countries*

and EU[right)
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Source: INSTAT and Bank of Albania calculations. !
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Food prices continued to be the main drivers fo the rise in consumer prices
during the quarter. The rise in processed food prices determined the increase
in the annual inflation rate in the last two months. Meanwhile, the fall in ‘Non-
food consumer goods’ continues to provide negative effect on the formation of
headline inflation, albeit at a lower infensity than af the year start. In particular,
oil prices continue to rise in monthly terms, but remain lower than in the previous
year. In April, the category ‘Housingrent’ saw a rise in annual inflation due
fo the base effect from the monthly fall in the previous year, whose effect was
upheld event in the following two months.

The confribution of ‘Processed foods’ to headline inflation increased. The
inflation rafe of this cafegory has been positive for two consecutive months,
after six months in negative rafes. The contribution of this category increased
from -0.4 percentoge point in 2016 Q1 to 0.1 percentage point in 2016
Q2. The values of the second quarter reflected the rise in producer prices in the
food processing industry for the domestic market (domestic CPI) in the previous
quarter. In the same-stated period, import prices in this category also rose.

In the category of ‘Unprocessed foods’ inflation -
rates were low but positive, remaining in line with : Chart 21 Contribution by food and nonfood |
the seasonal behaviour of the second quarter. In categories fo annual headline inflafion |
annual terms, this category’s inflation contributed by
0.9 percentage point to headline inflation. Despite
the reduction for several consecutive months, this
contribution remains a determinant in the headline
inflation rate'®. Due to the seasonality of prices of
nondurable goods, the fall was most pronounced |
for the sub-category of vegetables, whose domestic

supply peaks during these months. ‘

The annual fall in oil prices continues to affect the |
category of ‘Nonfood consumer goods'. In June, | :

i . . ) ! Contribution of “nonfood” —Total |
the price rise for some imporfant sub-categories mConfribution of food 1
([pharmaceutical  and  communication  products) | Source: INSTAT and Bank of Albania. |

together with the monthly rise of fuel prices contributed

fo narrowing the negative contribution'®. The category of ‘Housing' returned
fo the slight positive confribution to the inflation rate in 2016 Q2, reversing
the downtrend of prices recorded in the period OctoberMarch'®. Other items
continue to be characterised by low inflation rates, in spite of price fluctuations
in some of the goods and services listed under it.

The contribution of unprocessed foods determined the pronounced fall in inflation in February
and March of this year, when the confribution of this category fell by half compared to
December 2015.

This category confributed -0.2 percentage point fo the inflation rate, compared to -0.4 p.p.
in the previous month.

1> In the period OctoberMarch, this category made negative average contribution fo inflation,
0.2 p.p.
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Table 4 Contribution of key categories to annual inflation (p.p.)*

2014 2014 2014 2014 2015 2015 2015 2015 2016 2016
Ql Q2 Q3 Q4 QI Q2 Q3 Q4 QI Q2

Processed foods (p.p.) 0.1 02 01 02 03 02 01 00 04 0.1
Bread and grains (p.p.) ©01 1 01 HO1 00 00 00 01 02 O
Alcohol and tobacco (p.p.) 03 @3] 03 03 03 03 03 02 01| I
Unprocessed foods (p.p.) 1.6 1.3 15 08 1.7 1.8 18 26 15 09
Fruit (p.p.) 67 07 02 04 05 08 08 09 07 06
Vegetables (p.p.) 09 06 12 02 11 09 09 17 08 03
Services (p.p.) 0.1 0.1 0.1 0.2 0.1 00 00 00 0.1 0.0
Regulated prices (p.p.) 00 00 0.1 0.1 0.1 0.1 0.1 0.0 0.1 0.0
Fuels and energy [p.p.) 00 00 00 00 0O 0O 00 01 00 00
Housing (p.p.) 03 02 01 01 01 01 00 02 02 00
Non-food consumer goods 02 02 02 00 04 02 02 03 03 03
Durable consumer goods (p.p.) 0.1 0.1 00 00 00 00 00 00 01 0.1
Consumer Price Index (annual change, %) 1.9 1.6 1.7 1.3 1.9 1.8 1.8 2.1 0.7 0.7

Source: INSTAT énd Bon'k ofA/bénio,

*The table presents some of the main items.

Domestic prices have been affected by an environment that generates low
inflationary pressures. The below-potential growth of the Albanian economy
and the low level of inflation expectations have been accompanied with a
rapid decline of inflation rafes, which continues to characterise the euro area
and especially regional economies. However, the recovery of economic
growth, driven by the boost in private consumption and investment, and the
accommodative monetary policy will provide more substantial impulses fo
inflation’s upturn in the months ahead.

4.2 .GROSS DOMESTIC PRODUCT AND AGGREGATE
DEMAND

According to INSTAT data, the Gross Domestic Product (GDP) resulted in
2.96% real annual growth in 2016 Q1, confirming the expected acceleration
of the economic activity, and higherthan-previous forecasts.

By sector, services provided the main positive confribution. The production
sector also showed positive contribution, mainly from construction. In terms of
aggregate demand, capital formation and households consumption confributed
most. Also, net exports recorded positive real growth.

According fo INSTAT, in the first quarter, the GDP rose by 2.96% and 1.2%,
in annual and quarterly terms, respectively. The annual growth rate was higher
compared fo the previous quarter (2. 12%). Both construction and services sectors
provided the main positive contribution, while industry and agriculture reduced
the activity. The analysis of demand components shows positive confribution
from the domestic demand, mainly from the households consumption and
capifal formation. By contrast, public consumption continues to fall, whereas
net exports supported only slightly the real growth.
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Available information for the second quarter suggests 1

that positive growth rates will continue. The growth Chart 22 Annual and quarterly GDP |
dynamic is expected to strengthen gradually fowards o }
the end of year. The growth profile of the economy | * 10 comesic procuet in et fems

is expected to be similar to 2015; domestic demand
is expected to be the main driver with positive
confributions  from households consumption and
privafe investments. Conversely, public consumption
is expected not to support economic growth, in
line with the commitments for fiscal consolidation. |

The confribution of net exports is also expected fo

be negative, reflecting unfavourable conditions of | s 8 8 8 8 8 8 8 8
. . . . | s 5 - 5 5 & % @ g |
foreign demand and international prices. : 5 2 2 R 2 2 g S i
| @ N [9) |

| —Quarterly changes, seasonally adjusted - |

3 —Annual changes 3

4.2.1. OUTPUT BY SECTOR'® L Source: INSTAT and Bank of Albania.

The services sector continved fo lead the expansion of economic activity
in Albania during 2016 Q1. This secfor's growth was translated info ifs
confribution by around 2.36 percentage points fo annual GDP growth,
reflecting the positive dynamics of the main branches. The value added by
this sector recorded 5.1% annual growth in the quarter under review, standing
higher than the annual growth recorded in the previous quarter (3.7%) and the
historic average (2.8%).

Chart 23 Gross Domestic Product by output and confidence indicators

| 5 Contributions of economic activities in annual growth of GDP
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*Semifinal data **Provisional data. * * *First esfimate. |
| Source: INSTAT and Bank of Albania. |

Performance of GDP and gross value added by sector is analysed in terms of real annual
changes. The analysis focuses on the latest GDP data according fo the output method for
2016 Q1, published by INSTAT on 15 July 2016. The spread between the growth rafes
of sectors in this publication and those analysed in the previous Quarterly Monetary Policy
Report are a result of the review of the series.
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The branch of ‘Trade, hotels and restaurants and transport’ contributed most, by
1.8 percentage points o the expansion of the value added in services during
the first quarter. Indirect data on tumnover volume emphasize that hotel services
showed a faster dynamics among the activities listed under this branch!”. The
subbranch of fransport and storage showed positive developments, whereas
frade expanded the activity slightly slower than in the previous quarter'®. The
increase in the value added by "Public administration, education and health’'?
supported the services sector by 1.3 percentage points, standing lower than
the 1.7 percentage points contribution made in the previous quarter.

Meanwhile, value added from the activiies under information and
communication continued fo accelerate annual growth rates, from 7.0% in
2015 Q4 to 14.6% in the quarter under review?°. The confribution from this
branch fo annual growth of services’ value added accounts for around 0.8
percentage point. The positive performance of other branches such as: “Redl
estate” (0.5 percentage point], “Professional activities and administrative
services” (0.5 percentage point], "Other services” (0.1 percentage point) and

9. Annual changes (%) and confributions (pp) 88 Capacity utilisation rate (%)
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The turnover volume recorded 24.7% annual growth for hotels activities from 11.3% annual
growth recorded in the previous quarter. Moreover, tourism statistics for the first quarter point
to higher annual increase in incoming Albanian and foreign passengers (referring fo INSTAT
data published in the Quarterly Statistical Bullefin).

The turnover volume index recorded 1.1% annual growth for transport and storage, affer
confracting for around two years. The improvement reflects largely the statistical effects related
to changes in the air transport index. Meanwhile, the turnover volume generated by wholesale
and retail trade and repair of motor vehicles and motorcycles increase by 3.0% from 3.2%
in the previous quarter. The index of refail frade showed a deceleration frend, growing 4.7%
from 6.8% annual growth in the previous quarter.

From indirect assessments of the public component of this branch, data on budget expenditure
by function show that expenditure in the area of health care increased.

This performance reflects largely the effect of a lower comparative base (a year earlier, the
value added in this branch recorded 3.8% annual fall). Indirect statistics on communication
related o the number of active subscribers of the mobile and landline telephony increased
in 2016 Q1 by 3.9% and 0.6%, respectively (referring to INSTAT data published in the
Quarterly Statistical Bulletin).

20
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“Financial and insurance activities” (0.1 percenfage point], was franslated in
relatively lower contribution to the sector’s growth.

The improved confidence in the services sector signals the continuation of the
upward dynamics of the secfor’s performance in 2016 Q2. Moreover, firms
report that they have utilised their production capacities more, both quarter on
quarter, and year on year.

The deceleration trend of the production sector continued in 2016 Q1. In this
quarter, the value added expanded by around 0.5%, in annual ferms, standing
lower than the 2.5% growth recorded in the previous quarter and the 2.2%
historic growth rate. The production sector contributed 0.21 percentage point
to GDP annual growth. The activity in construction contributed fo the positive
side. Irrespective of the slower dynamics, the activity in consfruction supported
economic growth for the quarter by 0.55 percentage points. By confrast,
negative developments in industry and agriculture, forestry and fisheries reduced
economic growth by 0.30 and 0.05 percentage point, respectively. The value
added in industry deepened the decelerating trend, recording 2.0% annual
fall, whereas the confraction of value added by 0.3% in agriculture, forestry
and fisheries resulted more confained.
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o Source: INSTAT and Bank of Albanio. |
Developments in the construction sector remained on the up side in 2016
Q1, but the performance of the value added confirms the continuation of the
deceleration frend. After expanding by 22.4% during 2015 Q2, the activtiy
growth in construction slowed down, at around 7.6% in the quarter under
review?'. According to indirect dafa from the consfruction permits proxy,

21" This dynamic is supported by the turnover volume and output volume, which point to a faster
deceleration of growth rate to 5.3% and 2.7%, respectively, from 14.5% and 22.2% in the
previous quarter.

Bank of Albania 390



| Quarterly Monetary Policy Report, 2016/l
growth was driven mainly by residential buildings and less by other buildings??.
Meanwhile, the annual fall of foreign direct investment inflows remains a factor
with a negative impact on the performance of the construction sector.

Signals from survey dafa on the capacity ufilisation rate in construction over
the second quarter are positive. Moreover, the continuation of works related o
projects such as the Trans Adriatic Pipeline (TAP) 2° is expected to support the
construction sector on the upward side. Meanwhile, the slight improvement of
the confidence in construction, albeit below ifs hisforic average, the limitation
of support from the public component?, and the negative effect from the
statistical effect of a higher comparative base?, suggest the decelerating frend
in construction will continue in 2016 Q2.

; Chart 26 Confribution by branch to value added in industry and

! capacity ufilisation rate
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The performance of the industry sector was negative also in the first quarter.
After the annual fall by 0.5% in 2015 Q4, the value added in industry shrank
2.0% in the quarter under review. This dynamic continues to be determined by
negative developments in the branch of ‘Mining and quarring, energy, water
and waste management’, which is accounted to have contributed negatively
by 6.3 percentage points to the annual performance of the sector. However,

2 In 2016 Q1, 65 construction permits were approved, higher than in the previous year, but
significantly lower than the historic average. Most of the permits were given for residential
purposes, whereas the rest for other buildings, mainly for industrial purposes. Consiruction
permit data show also the realisation of engineering works, though at lower levels than in the
previous year. Meanwhile, the value of these permits is attributed 31% to public and 69% fo
private clients. Data on building permits and types of construction are published in quarterly
statistical bulletins of INSTAT.

23 Indirect data from external trade related to imports of equipment and machineries for the
construction of the TAP segment in Albania registered high annual growih over April - May
20]16.

24 Budget capital expenditure continued fo record annual fall during 2016 Q2.

25

A vear earlier, the value added in construction recorded 22.4% annual growth, the highest
rafe since 2010.
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the annual fall by 9.8% in the value added of this branch was lower during the
referent quarter, against the 11.6% contraction recorded in the previous quarter.
According fo data from the oufput volume, the extractive industry recorded the
most pronounced decline in output during the first quarter.?> Meanwhile, the
processing indusiry continues fo perform at positive - but slower - pace. Its value
added recorded 12.2% annual growth from 15.1% in the previous quarter,
contributing by 4.3 percentage points to the growth in the industry sector. The
performance of this branch is estimated to have been supported by activities in
the textile, clothing, leather and footwear industries, which are driven positively
by external demand?”.

The slight decline of confidence in the industrial sector signals that negative
developments continue in the second quarter. However, the level of confidence
above the historic average and the increase in the capacity utilisation rate
suggest for more contained negative dynamics.

4.2.2. AGGREGATE DEMAND

Aggregate demand accelerated its growth in 2016 Q1 supported by private
domestic demand. Public demand contributed negatively whereas net exports
provided minimal upward confribution. Information obtained from indirect
indicators in 2016 Q2 suggest aggregate demand will grow at similar pace
fo the year sfart.

Domestic demand grew 2.4% in 2016 QI, supported by the private
components:  households consumption and  business investments.  The
confribution of government demand was negative for the fifth consecutive
quarter, reflecting the consolidating fiscal policy stance. The expansion of
the private domestic demand reflected a more favourable environment for
investing®® and the fransmission of the accommodative monetary conditions
fo the economy. Moreover, positive developments in the labour market and
continuing low oil prices have supported households' disposable income and
consumption increase.

leading and indirect indicators available for the second quarter signal the
confinuation of domestic demand growth. Private consumption and investments

26 This indicator recorded 27.4% annual fall in 2016 Q1, from a rate similar to the contraction in
2015Q4. More detailed data on trade with abroad for this industry oriented mainly towards
exporting point to an annual fall in exports value for the groups ‘Mineral fuels, mineral oils
and products of their distillation’, and ‘Ores, dyes and ash’, ‘Salt, sulphur, oxides, lime and
cement’. In particular, the production of fuels continues fo be determined by unfavourable
external developments related to demand and price. According to data from “Bankers Petroleum
Corporate Presentation, May 2016", the production of fuels in 2016 Q1 confinued the fall
noted in 2015. As regards 'Electricity, gas, steam and air conditioning supply’, the outout
index resulted upward by 35.7%, after the fall recorded in 2015 H2.

Exports from these groups of industries expanded at faster annual pace from the previous
quarter, in terms of both valve (19.8%) and volume (13.6%).

Based on the businesses confidence survey for the first quarter, the balance of new investments
in the economy increased.

27
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will continue to support the expansion of domestic demand, whereas public
demand will continue to provide negative contribution to growth.

Chart 27 Structure of domestic demand and performance of
main components

rivat consumption

—Domesfic demand +Domestic demand, yoy

*) Indices are constructed on the fourmonth moving average of real values. |
Source: INSTAT and Bank of Albania. |
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The main component of the aggregate demand, households consumption, rose

by 1.4%in 2016 Q1, contributing 1.2 percentage points fo aggregate demand
growth. The decisions of households to spend were affected positively by the
increase in consumption, easing of credit standards and savings accumulated in
previous periods??. The structure of consumption growth was more balanced in
this quarter and growth was recorded across all its categories both expenditure
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Source: INSTAT and Bank of Albania.

29 Accumulated savings are proxied by the steady growth of deposits and investments of
households in securities during the previous year and the first months of 2016 and are illustrated
by the improvement, during these months, of the balance of the households” income-spending
situation based on the consumer confidence survey data.
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for consumer goods and services, which continue to grow for several quarters,
and durable goods®.
Shortterm indicators  available for the second =~ e
quarter suggest households consumption continues | Chart 29 Indirect indicators on private
to grow faster than in the first quarter. Value odded consumer spending in Q2 |
fax revenues increased by 6% in the second
quarter, whereas the credit growth for households
has supported the increase in consumer spending
over this period. Quadlitafive indicafors from the
surveys support the positive signals from quantitative
indicators.  Moreover, the consumer confidence
indicator rose slightly in the second quarter. Bank
lending survey data show a recovery of households'
demand for credit for consumption purposes.
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annual growth was 7.3 %, driven by the increase

in private investments, while public investments are

estimated to have fallen. Indirect indicators which +—
proxy the structure of investments show an increase
in both main components: investments in construction |
and in machineries and equipment®!. The increase
in the annual value added in construction is 7.6 % |
and the annual increase in the imports of machineries
and equipment is /.2 % in the first quarter. The
increase in private investments is estimated to have |
been financed mainly by domestic savings, albeit
the higher contribution from foreign financing®2. On |
the other hand, credit for investment purposes has

Chart 30 Gross fixed capital formation,
annual change 1
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increase in investments is expected fo continue inthe ... Source: INSTAT. ;

second quarter, at levels similar to those registered in

the first quarter. Indirect quantitative indicafors, associated with higher imports
of machineries and equipment in the period ApriMay suggest a positive
confribution by this component fo capital formation in the second quarter®. Also,

3% The judgement on the performance of private consumption by ifs categories is based on the

refail rade index, which provides a disaggregated view of the main groups in the consumer
confidence survey data, classification by main industrial groups (MIG) from ShortTerm Statistics
and national account data according fo the output method.

Structure of investments is not published in the quarterly national account indicators.

Based on the current account deficit expansion.

The import of machineries and equipment rose by 15./ per cent in annual terms for AprikMay

2016.
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credit for investment purposes recorded a slight positive increase, supporting
thus further growth in investments.

Chart 31 Shortterm indicators of investments in 2016 Q2
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BOX 2 HOUSE PRICE DEVELOPMENTS!

Indices of house and rent prices fluctuated in different directions in 2016 Q2, a
similar dynamic fo that of 2016 Q1. The house price index rose by 5.2% in 2016
Q2, after rising by 11.3% in the previous quarter”. The rent index fell for the third
consecutive quarter. In 2016 Q2, it declined by around 10%.

The price-torent ratio, which had remained almost flat during 2009-2015, showed
an upward trend in 2016 H1.

Chart 32 House and rent prices and pricefo-rent ratio
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i House and rent prices analysis is based solely on the information available for prices
and rents in Tirana.
i Real changes deflated by the consumer price index.

PUBLIC SECTOR DEMAND AND FISCAL POLICY?
In 2016 Q2, the fiscal landscape was similar to 2016 Q1. The strong
consolidating trend of the fiscal policy, due to developments in terms of both
expenditures and revenues, determined a direct negative confribution by the
public secfor to aggregate demand growth in 2016 H1. During 2016 Q2,
the budget balance continued fo fluctuate in a positive range, the highest ever
recorded.

For 2016, overall, the fiscal policy is planned o be consolidating in view of
meeting annual quantitative objectives that ensure the sustainability of public
finances in the long run. During 2016 H1, fiscal consolidation was highly
infensive, exceeding the commitments for this period. Compliance with to the
annual estimated budget deficit implies high concentration of expenditures
during the two last quarters of 2016.

3 Fiscal data for 2016 HI1 belong fo the publication of Ministry of Finance, dated 20 July,
2016. As such, they may be subject to revision until the publication of the final version.
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During 2016 H1, the revenues’ trajectory and expenditures performance
produced positive values of the budged balance, which at the end of the
period amounted to ALL 18 billion, estimated at around 2.5% of GDP.

The trend in budget expenditures in 2016 Q2 was similar to 2016 Q1,
shrinking by 7.6%, in annual terms. Expenditures continue to be dictated largely
by the payment of arrears in the previous year, whose contribution is estimated
at -4.9 percentage points. However, other components of expenditures also
shrank compared with the previous year. Thus, current expenditures in 2016
Q2 declined by 0.9% in nominal annual terms, versus the slight 0.6% increase
in 2016 Q1. As in 2016 Q1, capifal expenditures shrank by 16.8%, setting
a negative confribution of public investments to the gross fixed capital formation
during 2016 H1. The items that proxy the government final consumption are

Chart 34 Expenditure performance
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estimated as lower in annual terms, signaling for a negative impact from this
component on aggregate demand growth in 2016 H1.

By the end of 2016 H1, actual expenditures accounted for around ALL 180.1
billion, registering a gap of AlL 22.7 billion with the plan of this period.
The difference owed mostly to the local government and capital expenditures,
accounting for 23% and 21% respectively in the unrealized commitment.

In 2016 Q2, budget revenues continued the positive growth trend, but more
moderately than in 2016 Q1. During the period under review, revenues rose
by 6.2% in nominal annual terms, from 11.4% in 2016 Q1. In fotal, realized
revenues in 2016 H1 amounted to ALL 198.1 billion, slightly above the plan
for this period, and increasing 8.7% , in annual ferms.

The trajectory of total revenues, in 2016 Q2 continued to be determined by
the performonce of the tax component. The non-ax component continues to
negatively affect total growth. Revenues from social security contributions (2.2
pp), VAT (2 pp) and Local Government (1.8 pp) continue to contribute most to
the growth of fotal revenues®.

Chart 35 Performance of budget revenues
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The performance of tax revenues during 2016 Q2, saw positive contribution
by legal regulations for 2016, [mainly related fo the basis of calculation of the
social security contributions for freelance professions as well as to the added
elements in the list of national taxes). Furthermore, the process of formalizing
the economy, which started in 2015 Q3, albeit difficult to be factorised in
quantitative ferms, continued fo positively affect the revenues trajectory during

% In the first quarter, local Government revenues were the only tax items which negatively

contributed to the total revenues.
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2016 Q2. lostly, in annual terms, economic growth and the increase of
imports are franslated into higher levels of revenues (from VAT, profit tax, efc.)
compared fo the same quarter a year earlier.

Chart 36 Contribution of nef exports to
aggregate demand (in p.p.)

FOREIGN DEMAND AND EXTERNAL TRADE
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Chart 37 Import and export orientation by item (in ALL million)
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The value of exports in goods was reduced by around 7.2%, in annual terms.
The decline in ‘Minerals, oil and electricity’ and ‘Construction materials and
metals’ provided the main confribution to this performance. Thus, oil exports
decreased in terms of value by around 57% in annual terms, while basic metals’
exports by 17.9%. The international prices were the major factor related fo
the decline of exports. Regarding metals, low prices are accompanied by a
decrease of the exported quantities especially during May. On the other hand,
‘Textile and footwear’, which increased annually by 31.1% provided positive
contributions. Also, ‘Food, beverages and tobacco’ continues to increase and
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make positive confribution. It expanded by 35.6 %, mainly driven by rising
exports of 'Vegefables’ toward countries of the region. Trade stafistics by major
economic categories indicate that the downward frend in exports is mainly
driven by the decrease in the export of intermediate consumption goods. On
the other hand, the positive contributions relate to the final consumer goods.

. Chart 38 Annual performance of Brent oil prices, export of domestic oil (left),
* export of mefals prices and domestic metals (right)

! —OQil export [value) —Metal exports [value) !
| —Oil price per barrel —NMetal price index

Import was up by around 16.5 % in April and May 2016, compared to
the same period a year earlier. Positive contributions extend across all major
categories. 'Minerals, oil and electricity’ is an exception as it continues fo be
characterized by a downward trend. ‘Construction materials and metals’ has
given a significant positive contribution, particularly as a result of the massive
imports associated with the TAP project, during April (annual growth of 91%).
Also, the import of ‘Machinery, equipment and spare parts’ confinued fo
grow during these two months by about 15.7%. ‘Textile and footwear’ has
also shown annual growth, to support the need for inputs for the re-exporting
industry. The contributions are positive in regard to other categories as well.
Data of major economic categories point fo high positive contributions from
goods for intermediate and final consumptions.

By partner country, exports continue to be oriented toward ltaly, Kosovo,
Germany and Greece. There is also a growth in the share of the countries of
the region |(i.e. Serbia, Macedonia, Monfenegro and Bulgaria) as a result of
goods exported to these desfinations. Also, the origin of imported products is
more diverse, with the EU countries having the major share in the total.
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BOX 3 BALANCE OF PAYMENTS DEVELOPMENTS DURING 20716 Q1

The net position of the current account resulted in a deficit of EUR 257.7 million in
2016 Q1, expanding by around 7.6% in annual terms. It was estimated at 10.7%
of the nominal GDP, approximately O. 1 percentage point higher than in the same
quarter of the previous year. By items of the current account, the worsening of frade
deficit in services, and the decrease in secondary income inflows contributed fo the
expanding side. The exports of goods and services decreased by around 2.5%, while
imports increased by around 4.4%, in annual terms. The net balance of secondary
income decreased by 10.7% in annual ferms. Remittances were the primary factor
contributing to this performance. Their inflows continued fo fall in annual terms for
the third consecutive quarter, decreasing by 10%. Primary income deficit declined
during this quarter, thus contributing to the narrowing of the annual performance
of the current account deficit. Under the structural approach, as measured by the
national saving and investments gap, the private sector had the main contribution to
the formation of the current deficit. The increase of private investments provided the
main contribution fo the expansion of the current deficit. On the other hand, public
investments contributed fo the opposite direction, due fo their reduction compared
fo the previous year.

Net inflows in the capital account amounted EUR 6.6 million, around EUR 19.4
million lower than in the same quarter of the previous year. The net position in the
financial account shows a narrowing of the deficit by around 0.9 % in annual terms.
Net inflows in the capital and financial accounts covered 66.9% of the current
account deficit. Errors and omissions covered the rest of this deficit. Net foreign
direct investments reduced by around 44%, in annual terms. Other net investments
were estimated with an increase of liabilities by around EUR 54.5 million. Net
assets owned in the form of portfolio investments recorded surplus values due fo the
increase in assets by around EUR 160 million. Non-debtcreating inflows provided
the main contribution fo the financing of the current deficit, while debtcreating
inflows provided the opposite contribution. In terms of the percentage to GDP, non-
debt creating flows inflows decreased by 6.2 percentage points in annual ferms.

The overall balance of payments resulted in the reduction of the foreign reserve
assets by EUR 49.6 million. At the end of 2016 Q 1, the stock of foreign exchange
reserve was around EUR 2.8 billion. This stock was sufficient to cover /.3 months
of imports of goods and services and 189% of the gross shortterm external debt.

Table 5 Balance of Payments indicators
2014 Q3 2014 Q4 2015Q1 2015Q2 2015Q3 2015Q4 2016 Ql

Current account [in EUR million) 3132 3775 2395 -174.4 -327.1 4134 2577
yoy (%) 55.5 13.9 7.7 451 10.5 8.1 7.6
/ GDP (%) -11.9 -14.6 -10.6 6.4 -12.6 -15.2 -10.7
Coods and services 470.2  -540.8 3729  -360.5 4763 5642  -400.2
yoy (%) 18.9 4.3 /.2 24.8 1.3 4.3 7.3
Exports, f.o.b. 803.7 720.0 503.5 705.9 785.0 714.8 608.3
yoy (%) 3.6 7.0 2.9 -1.0 2.3 0.7 2.5
Imports, f.0.b. 1273.9  1260.8 Q664 10665 12614 1279.0 1008.5
yoy (%) 3.7 2.5 -1.2 -10.5 -1.0 1.4 4.4
Net Travel 32.0 66.0 43.6 76.4 64.5 51.6 67.3
Primary income 24.1 471 474 24.1 27.2 -50.3 -18.8
Credit 34.7 30.5 27.2 24.6 30.3 32.0 24.8
Debit 58.8 /7.6 74.6 48.7 57.6 82.3 43.6
Net FDI income 31.6 -38.7 -49.9 277 2.5 -36.0 20.1
Secondary income 198.3 205.4 180.7 210.2 176.4 201.0 161.3
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Credit 230.6 2441 211.9 243.3 219.1 247.2 197.2
Debit I2.3 38.8 31.2 33.0 42.6 46.2 35.9
Net remittances 165.1 171.0 141.8 161.7 139.7 153.9 128.0

(%) 8.3 22.1 19.9 17.6 15.4 10.0 Q.7

yoy (%]

(Brrors andlomissions, 02,01 689l 462188 81 le7 1896|8531

Source: Bank of Albania

4.3.CYCLCAL SITUATION OF THE ECONOMY AND
DOMESTIC INFLATIONARY PRESSURES

Our analyses suggest that the Albanian economy, although growing,
remains below its potential. The signals from the capacity utilization rate and
unemployment rate are in line with this assessment. Despite the improvement in
2016 H1, they suggest that the economy is operating amid spare capacities
in the capital and labour markets. This performance is reflected in the low
core inflation rate. The expected narrowing of the negative output gap will be
translated into higher core inflation dynamics and inflationary pressures from
the supply side and production costs during the year.

The positioning of the economy below its production potfential suggests that
the cyclical weakness continued during 2016 H1. However, in line with the

Chart 39 Indicators on the cyclical situation of the economy

Deviation from long-term average,m.a.
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—Output gap (in % against potential) (ra) —Unemployment rate
—Core inflation contribution {in pp of fotal) (la) —Capacity utilization rate

* Output gap is the average of a number of measurements on which the moving average method is
applied. The gap in capacity utilization and unemployment rates is calculated as the deviation of the
actual value from the respective historical average.

Source: INSTAT and Bank of Albania.
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dynamics in the capital and labour markets, our estimates for the potential
output suggest for a narrowing frend of the negative output gap throughout the
year. Survey results on capacity utilization rate in the economy during 2016
Q2 show an increase of this indicafor by 7.2 percentage points compared
with the previous quarter and 2.0 percentage points with the previous year.
The current level of 73.5% is 0.4 percentage point above ifs historical average.

Also, according to the lafest labour market data for 2016 Q1, the estimated
unemployment gap continues to be negative, but with a slight tendency
towards narrowing. The unemployment rate® stood at 16.6% in the quarter
under review, respectively 0.7 and 0.3 percentage point lower than in the
previous quarter and the same period a year earlier. The fall in unemployment
is mainly atfributed tfo the strengthening of the labour demand®” as signalled
by employment growth®®. The index of the number of the employees in the
economy accelerated the pace of annual increase in the first quarter, to 5.2%,
from 3.6% a quarter earlier. Employment growth in market services activities®

| Chart 40 Hammered annual average " largely supported employment recovery. Despite

| changes in prOdUCT;V”?;beUFCOSTS and - the positive developments in the labour market,
| outpu | .
; P . the unemployment rate remains 0.6 percenfage

; 1 /\,\_\ . points above its average rate for 2012- 2015
| ‘ 125 - and inflafionary pressures originating from wage
| ‘ AN /\/\'\/\ 1

. developments are low.

| 2 - The labour cost per unit*® slowed down the annual
L .o growth by 3.1% during 2016 Q1 compared to
EREIEIE R . 4.2% in 2015 Q4. The wages fund continued
° “ngourgrod%cﬁv%w = 8282 - the trend of 2015, by further easing growth rates.
:\L/o\/ggjgjggperumt labour  productivity continued fo show negative
: Producter prices (ral . developments, although at decelerated pace, sefting

I *Fourterms moving averages are applied fo mitigate occasional; QS A result the d\/ﬂOmiCS in the labour cost per unit.

| fluctuations on annual changes of indicators. | . . . . . .
; Source: IMSTAT o Bk of ARDes @ e lafionet The industrial producer prices remained in negative

The unemployment rate specified by INSTAT as defined by the International labour
Organization in the quarterly Survey of labour Force for 2016 Q1, refers fo the age group
of 1574 vyears old.

The labour demand is approximated through the labour performance while labour supply
through changes of working age and participation rate in labour force.

The positive performance of employment may also reflect the impact of the formalization
process initiated in 2015 Q3. From the analysis of the labour market administrative data, it is
noted the high number or registered employees in the private non-agriculiural sector starting in
2015 Q3. According to them, employment in this sector grew annually by 23.0% in 2016
Q3, affer an increase with 21.9% and 21.8% during 2015 Q3 and Q4. These rafes were
significantly higher compared fo the historical average of 3.5%.

Market services group the services” activities related to the wholesale and refail frade, repair
of auto mobiles, hotels, restaurants, transport, storage and communication, financial and
monefary intermediation as well as real estate.

Proxy indicators of labour productivity and labour costs per unit of output are calculated by
the Bank of Albania using the fotal series Short Term Statistics (SHTS, INSTAT, Q1°2016).
Their calculations consist of the index of employees paid, turnover and fotal wage fund for
the total of the activities covered by the SHTS.
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territory.*! They were lower in the first quarter compared with the same period
a year earlier.

The narrowing trend of the negafive output gap is expected to strengthen
inflationary pressures transmitted from the real economy. The annual core
inflation verified the upward frend expected for 2016 Q2, being relatively
stronger than expected, reaching around 0%. The same behaviour was also
shown by the nontradable sector of CPI prices for this quarter (0.6%). The
above developments reflected a relative improvement of the domestic demand.
On the other hand, the above values were also affected by the developments
in certain groups of goods and services and the effects of the low comparative
base with the previous year.

Shorterm inflation components, the non-core and traded one, showed slow
growth, 2.6% and 1.0 % respectively during 2016 Q2. Developments in
the shortterm components of inflation originating from abroad show that the
fluctuations from external factors continued fo be present, but more moderate.

13.0 -
12.0 4
11.04
100!
9.0 !
8.0 !
7.0 1
6.0 1

—Core inflation
| —Net NTR inflation

4.4 IMPORTED INFLATION

The inflationary pressures generated by our trading partners are positioned on
the negative side, for the second consecutive quarter. While Foreign prices'*?
grew on average by 1.6% in 2016 Q2, (reflecting mainly high inflation in

41 In 2016 QI, industrial producer prices continued fo fall in annual terms by 4.1% against

2.3% in the previous quarter. Also, the consiruction cost index for housing (includes prices of
materials used for building, labour force and other capital expenditures used for the construction
of an apartment of 8-10 floors) declined annually by 0.2% in Q1.

It is a proxy of imported inflation pressures, comparable fo tradable inflation of Albania’s CPI
basket. Import Price Index is based on the inflation rates of “Food, beverages and fobacco”
for 18 major countries, and “Goods” (i.e., not only “Food”) of Bulgaria, Germany, Greece,

ltaly and Turkey.
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countries outside the EU), Imported Inflationary Pressures (lIPIJ*® shrank by
1.9%. The appreciation of the Albanian lek in nominal effective terms by 3.5%
continued to defermine these developments. The presence of this effect played
a decelerating role for the full transmission of foreign inflationary pressures o
the domestic economy.

Chart 42 1IPl and contributions of its component (left); contributions of imported
inflation and domestic inflation to annual total inflation (right)
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The above development in foreign prices and exchange rate materialized in
the continuous reduction of the confribution of imported inflation fo headline
inflation during the quarter under review. In average terms, imported inflafion
confributed by 0.23 percentage point, and the domestic inflation contributed
by 0.51 percentage points fo the formation of headline inflation. The latter
reversed the side of its contribution to positive and upward values over the
quarter, also in response fo relatively more positive developments in the
domestic demand.

4.5 INFLATION EXPECTATIONS#4

Inflation expectations remain low during 2016 H1. During this period, they
continued their downward trend, with the exception of the inflation expectations
from enterprises, which slightly increased in Q2. Consumer and financial
agents expectations stand at 1.2% and 1.5%, respectively. Medium-term (two
years ahead) expectations of financial agents are 2% while their longterm
(three years ahead) expectations at 2.3%.

45 |IPlis calculated as the annual increase in Import Price Index and NEER index for the respective
month. Imported inflation pressures impact inflation with a 1-3 month lag.

The analysis on inflation expectations is based on the results of the businesses and consumers
survey as well as on the financial agents expeciations survey.
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Consumer’s inflation expectations, besides being lower in absolute value, show
significant deviation from the longerm average. The indicators that quantifies*
how anchored inflationary expectations are around the historical average,
stands 3 standard deviation points below the historical average.

Enterprises expectations were slightly upward by O.1 percentage point in
2016 Q2, setiling at 1.6%. In comparison with expectations of other agents,
enferprises expectations are better anchored close to historical averages.

Chart 43 Inflation expectations from different economic agents
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45 Anchoring expectations indicator is measured as the change in the value of expected inflation

from its longterm average divided by the standard deviation. Calculation of this indicator
allows a comparison of the degree of anchoring among the inflationary expectations of
different economic agents.
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Method NACE Rev 2) 4-1

Producer price index and construction cost index 4-2 {for
dwellings)

Consumer price index 4-3

Employment, unemployment and wages 4-4
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1-19 NORMAT E INTERESIT PER BONOT E MATURITY BREAKDOWN OF TREAUSURY

THESARIT SIPAS AFATIT* BILLS YIELDS* 1-19
Né& pérgindje In percentage

Burimi: Banka e Shqipérisé Source: Bank of Albania.
*Pérfagésojné normat mesatare 16 ponderuara t& periudhés. *Weighted average interest rafes.
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