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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 Monetary Policy Report 2016,/1l was adopted by the Supervisory Council Decision
No 58, dated 04.05.2016. The economic, financial and monetary analyses in this
Report are based on the latest data available as at 22 April 2016.
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FOREWORD BY THE GOVERNOR

The new economic and monetfary information for the last months has been
overall on the down side of Bank of Albania’s expectations. Economic growth
for the fourth quarter of 2015 resulted somewhat lower than projections, and
inflation for the first quarter of 2016 recorded a sfrong and unexpected drop
as a result of supply-side shocks.

Irespective of these developments, the Bank of Albania deems that the Albanian
economy remains on a positive development trajectory. In the medium-ferm
horizon, we expect economic growth to improve and inflation fo gradually return
fo farget. Yet, new information illustrates the risk and uncertainties surrounding
the materialisation of this scenario. Thus, the external environment appears
deteriorated — in terms of both the growth of our exports and the disinflationary
pressures arising from it — whereas the business confidence and climate in the
Albanian economy continue to remain volatile. These developments tend to
decelerate the return of the economy to equilibrium and of inflation fo target.

In response to them, in line with the analysis and projections of the Monetary
Policy Quarterly Report approved today by the Supervisory Council and the
previous monetary policy stance, the Supervisory Council decided to lower the
key interest rate by 0.25 percentage points. The lowering of the key interest rafe
aims af boosting the monetary stimulus to the economy. Through the lowering
of interest rates in the financial market, the monetary policy seeks to support
the further growth of credit, consumption and private investments. This move
signals also the will of the Bank of Albania to take all the necessary measures
for maintaining price stability, in accordance with ifs inflation target.

Following is an overview of analyses and conclusions in greater defail.

In the first quarter of the year, inflation averaged 0.7%. Within this quarter,
inflation recorded a sharp decline over the first two months to stabilise at 0.3%
in March. Inflation dropped due to supply-side shocks, in the form of low
inflation from food items and the slump in oil prices, as well as due fo technical
factors of the high comparative base of the same period in the previous year.
These shocks originate, to a large extent, in the global markets and are reflected
in a rapid drop of inflation across all the countries of the region. Their effect on
inflation is expected to be fransitory. Yet, it will be present in the second quarter,
to be gradually cancelled out in the third and fourth quarter. In response also o
economic growth, af the end of 2016, the level of inflation is expected to be
around 1.9%, down from the 2.3% projection in the previous Quarterly Report.
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While the drop in inflation in the first quarter was caused by supply shocks,
overall inflationary pressures at home remain low. Aggregate demand,
monetary expansion and inflation expectations do not signal a rapid recovery
of inflation towards the target.

Though upward, aggregate demand is not yet able to generate full utilisation
of production capacities both in the labour market and the capital market.
Therefore, pressures on the rise of wages and production costs remain weak,
which is reflected in low core inflation rates.

According to INSTAT data, the Albanian economy grew by 2.2% in the fourth
quarter of 2015. The balance of available information suggests that it has
recorded similar growth rates in the first quarter of this year. From the sectorial
perspective, economic growth has been driven by the expansion of the activity
in consfruction and services, while the activity in industry showed weakness
due fo the unfavourable conjuncture in global markets and Albania’s trading
pariners. From the aggregate demand perspective, economic growth is driven
mainly by the expansion of household consumption and private investments.

These trends are expected to surround economic growth even during 2016. For
this year, economic growth is expected to be somewhat higher than the 2.6%
rate registered in 2015, but somewhat lower than our previous assessments.
The expansion of economic activity will be supported by the continuation of the
positive trend in consumption and private investments. Their growth is expected
fo be financed mostly by private sector savings and foreign direct investments
projects. It will also benefit from more favourable financial conditions that are
expected fo exist for 2016.

In response fo the accommodative monetary policy stance and reduction of
public borrowing in domestic markets, the financial environment is characterised
by ample liquidity and low interest rates. In addition, the exchange rafe is
stable, financial balance sheets of firms, households and the banking sector
improved, and credit standards eased. These stimulating financial conditions,
however, have not been translated yet in steady credit growth, as a result of
the reluctance amid economic and financial agents. Excluding the effect of the
loan write off from banks balance sheets, the porifolio of credit to the private
sector recorded 2.4% average annual growth in the first two months of the
year.

The Bank of Albania judges that the banking system should be more realistic
and bold in its decisions to lend. The complete fransmission of monetary policy
effects in financial markets will be accompanied with an increase in banks’
interest to lend. Moreover, the success of the plan of measures for reducing
non-performing loans will contribute o lowering the perceived credit risk. Both
factors create premises for a better outlook of credit performance.

In the medium term, economic growth is expected to improve over 2017
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and 2018. In this horizon, it is expected fo reflect better the effects of the
accommodative monetary policy and find greater support from the improved
global environment. The Albanian economy is expected to return gradually to
equilibrium during 2017, contributing to the refurn of inflation to target around
the end of 2018. Both projections show a slight deviation from the previous
forecast, while the balance of risks remains on the down side.

To creafe more adequate monetary conditions for achieving the inflation target,
with the approval of this Report, the Supervisory Council decided to lower the
key inferest rate to 1.25%. Also, the Supervisory Council decided to keep
the overnight deposit facility rate unchanged at 0.25%, and cut the overnight
lending facility rate to 2.25%.

Based on the available information, the Supervisory Council deems that the
monetary stimulus may increase further during 2016, while the upward cycle
of inferest rafes will not start out before 2017.

The Supervisory Council notes that the accommodative monetary policy stance
is a necessary, though not sufficient, precondition for generating faster and
steadier economic growth. This policy stance should be associated with an
intensified pace of structural reforms in the economy, and constant efforfs
for improving the business climate and reducing - actual or perceived - risk
premiums in the economy.
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1. EXTERNAL ECONOMIC ENVIRONMENT

The external economic environment remains sluggish and inflationary pressures
are low. Expeciations for the economies’ improvement are downward and
uncerfainties surrounding them have increased. Central bank policies remain
on the accommodative side, transmitting the decrease of inferest rafes fo the
money markets. Financial markets have shown vo/afi/ify, due to their sensitivity to
the sluggish performance of economic indicators and implications on monetary
policy and financial stability.

Overall, the external economic environment remains challenging. Developments
in our frading pariner countries do not appear favourable for the growth of
Albanian exports. Furthermore, the financial markets’ appetite to increase
the exposure in the regional countries remains weak. lastly, low prices in the
international markets have generated disinflationary pressures on the Albanian
economy.

1.1.GLOBAL ECONOMY

The growth pace of the global economy slowed down at the end of the
previous year, and is expected to grow at a moderate pace this year.
Advanced economies are expected to grow somewhat faster, thus reflecting
the better conditions in the labour markets and the persisting low interest
rates. Economic activity in emerging economies is expected to decelerate the
economic growth af a global level. The slowdown of the Chinese economy is
confributing negatively to the other surrounding emerging economies. The fall
in raw material prices has affected negatively the economies of the exporting
countries. Global economy forecasts have been revised downwards and
uncertainties surrounding these forecasts are on the down side. Global prices
rose slightly at the beginning of 2016; vyet, they remain low. The presence of
low inflationary pressures suggests that global inflation will remain weak in the
medium term horizon.

Table1. Selected macroeconomic indicators

GDP change Unemployment .
Quarterly Annual - rate liiton oz
Countries Q4- Q3 Q4 Q3 Februan-16 March-16/  March-16/
15 15 15 15 Y1® Febuary16  March-15
USA 03 05 19 27 5.0! 0.1 0.9
Euro area 0.3 0.3 1.6 1.6 10.3 1.0 0.0
Germany 0.3 0.3 1.3 1.7 4.3 0.8 0.1
France 0.3 0.3 1.4 1.1 10.2 0.8 0.1
United Kingdom 0.5 04 1.9 21 5.1? 0.4 0.5

Source: ECB, Fed, Eurostat and respective statistical institutes.
" March 2015;
? December 201 5February 2016.
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EURO AREA
The economy of the euro area continued fo grow positively in 2015 Q4,
at the same growth rate as in the previous quarter. Economic activity was
driven mostly by the increase in investment and government spending, while the
confribution of consumer spending was positive, but weaker than in the previous
period. Against the low demand from emerging economies, net exports steered
economic growth downward. High frequency indicators suggest the growth
trend will persist in the first quarter of 2016. Retail sales increased, reflecting the
higher disposable income due fo the fall in oil prices and the monetary stimulus
of the ECB. Industrial production has shown positive signs, especially in the big
economies of the euro area, while business indicators, although lower than @
quarter earlier, remain above their historical average. Unemployment showed
a slight downward trend, but continues to stay above 10%. Annual inflation
marked 0.0% in March, slightly up from the previous quarter, continuing to
reflect low energy and food prices. Low inflationary pressures are expected to
maintain the level of inflation at positive and near zero rates throughout 2016.

1 Chart 1 Inflation rate and GDP growth in the Euro area
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UNITED STATES

The United States economy continued to register positive growth in 2015
Q4, but its pace has followed a slowing-down trajectory. The economy
is driven mostly by infernal factors, such as growth of consumer spending,
cenfral government spending and residential investments. Conversely, local
governments spending, net exports and non-residential investments have
contributed negatively. High frequency dafa suggest an improvement of the
economy in Q1 as the improvement in the labour market has encouraged higher
consumer spending. Also, the improvement in the housing market, together with
a broadening of the fiscal policy, will be reflected in the infernal economy
indicators. On the other hand, the slight tightening of lending standards is
expected fo decelerate investments, and the appreciation of the US currency
may have lowered foreign demand.
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ECONOMIES IN THE REGION

ltaly’s economy saw a rapid growth in 2015 Q4. The growth in economic
activity was driven by the contribution of consumer spending and investments.
The weak foreign demand has contributed negatively to net exports. Preliminary
data show that the economy has continued to grow at positive rates during
2016 Q1, driven mostly by internal demand. Industrial production and retail
sales posted growth in the first two months of the year. The improvement of the
housing market has led to growth in investments in this sector. Unemployment
increased somewhat in February. Inflation was slightly up, thanks to the fading
out effect of energy prices.

The Greek economy continued to shrink in 2015 Q4, but at a more moderate
pace. The only positive contribution came from net exports, dictated by the
contraction in imports. Consumer spending shrank slightly, whereas investments
decelerated the shrinking pace. Inflation returned to negative territory in March,
after a slight improvement in the previous month. Indirect indicators suggest that
the difficult economic situation will continue in this year.

Economic activity in Turkey marked a rapid growth in 2015 Q4, driven by
all the components of demand. Thus, consumer spending maintained the rapid
pace from the previous quarter, and investments and government spending
accelerated their growth pace. Net exports also contributed positively, driven
by the increase in exports and decrease in imports. Though inflation trended
downward, it remains at high levels.

The economy of Macedonia accelerated the growth pace in 2015 Q4, driven
mostly by the increase in investments and consumer spending. Government
spending has increased, but slower than in the same period in the previous
year. The increase in exports was offset by the increase in imports. The data
about industrial production indicate that growth will continue in 2016 Q1.
Inflation continues to show negative rates.

Economic activity in Kesovo has grown rapidly in 2015 Q3 driven mainly by
investments, while consumer and government spending shrank. Net exports
showed negative performance, due to the sharp confraction in exports. In
March, inflation confinued to show slightly positive values.

Table 2 Economic indicators for countries in the region

Countries GDP change Annual inflation Unemployment rate

Q4:15/Q4:14 March-16 January -15
ltaly 1.0 0.2 11.78
Creece 0.8 0.7 24 .4
Macedonia 3.9 0.3 24.62
Serbia 1.2 0.6 17.92
Croatia 2.0 0.9 16.4
Turkey 57 7.5 11.1
Kosovo 4.0! 0.1 35.34
Albania 2.2 0.3 17.72

1-2015Q3; %- December 2015, *- February 2016, #-In 2014.
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1.2.COMMODITY PRICES IN GLOBAL MARKETS

Commodity prices continued to fall throughout 2016 Q1, determined by the
ample supply for these goods, and the slowdown of the Chinese economy.

According to the European Brent index, the average il price for the period
under review ranged USD 26-41 per barrel. In 2016 Q1, the oil price fell 37%
in annual terms. Apart from the added supply, the slowdown of demand for this
commodity reflected also the particularly warm weather conditions for the period.
Developments in this quarter dictated a rise in oil prices during February-March,
in synchrony with the efforts of the OPEC countries for a possible blockage of
output quotas. Dynamics in the infernational markets are reflected in the domestic
market as well, where the oil price continued to decrease in this quarter. Despite
the characteristic high volatility for this market, the average oil price for 2016

and 2017 is estimated to be USD 35 and USD 41 per barrel, respectively.!

Food and metal prices followed o downward trend (respectively -8.30% and
-20.3% in annual terms), although at more moderated pace toward the end
of the period under review. Fed’s decision in March for a more moderate
rise in the inferest rafe trajectory contributed fo the weakening of US dollar,
consequently fo upward frend of these prices in this quarter.

Chart 2 Annual changes in commodity prices
% %

¥
M“"""‘\i“ﬂﬂ“w“w‘m%

605 405
01/11 01/12 01/13 01/14 01/15 01/16 Ql/11 Q1/12 Q1/'13 Q1/'14 Q1/15 Q1/'16

m International oil price — Food Price Index
m USD/ALL exchange rate — Metal Price Index
Domestic oil price

Source: EIA, IMF, authors’ calculation.

1.3 . FINANCIAL MARKETS

At its meeting in March 2016, the Goveming Council of the ECB decided
to decrease the key rate at 0%. The other main central banks kept their key
interest rates unchanged: the US Federal Reserve at 0.25-0.5%, and the Bank
of England at 0.5%.

Energy Information Administration Report, April 2016.
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| Chart 3 Key interest rates of some central " purchase programmes further expanded in the ECB
| banks . Governing Council meeting in March. ECB decisions
. focused in two main aspects: the further lowering of
the interest rates as well as the strengthening of the
quantifative easing and broadening of its universe.
. The overnight deposit rate at the ECB was lowered
from -0.3% to -0.4%, and the key rate was lowered
at 0%, to discourage banks from holding unused
funds and promote lending to the economy. From the
quantifative aspect, (i) the completion of four auctions
for targeted longerterm refinancing operations (TLTRO)
. was announced, fo incenfivise lending fo the economy,
(ii) a decision was made to raise the quantity injected
through the existing program for quantitative easing
(QE), and |iii) the type of assets accepted as collateral
by the ECB, including corporate bonds, expanded.

In the euro area money markets, Euribor rates continue fo decrease reflecting the
ECB's accommodative policy. In the capital markets, the yield of government
bonds showed a downward trend, but with added volatility. In the first two
months of the year, the publication of the economic indicators below the
expeciations of the economic agents affected their behaviour, creating high
volatility. However, after the decisions of the ECB in March, the yield of euro
area bonds decreased for both the public and the private categories.

The euro appreciated against the US dollar and other major currencies (apart
from the Japanese yen). In quarterly terms, the euro was appreciated 1%
against the US dollar in the first quarter. One euro was exchanged for 1.1103
US dollars in March, appreciating 0.1% against February and 2.4% against
the previous year.

Chart 4 Selected economic indicators performance in the infernational
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2. PRICE STABILTY AND BANK OF ALBANIA'S
MONETARY POLICY

The monefary policy of the Bank of Albania is formulated and implemented in
view of the objective for maintaining the price stability. The cyclical weakness
of the economy and low inflationary pressures dictated the implementation
of a stimulating monetary policy over the recent years. This policy aims at: (i
lowering the costs of lending to the economy and boosting growth through the
promotion of consumption and investments; (i) improving the flow of money of
economic agents, releasing financial funds that may be also used fo increase
consumption and investments; and [iii] keeping anchored economic agents’
inflation expectations. Moreover, the accommodative monetfary policy stance
stimulates the improvement of the frade balance, providing another instrument
for boosting aggregate demand. Growth of aggregate demand and retum of
the economy to equilibrium is a precondition for the return of inflation to target.

Our monetary policy stance has become increasingly accommodative during
recent months. The lowering of the key interest rate has strengthened the
monefary stimulus, aiming fo promote economic growth and ensure the return
of inflation to target over the medium term. Based on the available information,
the Bank of Albania deems that the monetary stimulus will not weaken from
current levels, throughout 2016.

New available information during the first months of 2016 is dominated by

rapid decline in inflation during 2016 Q1 and slowdown of the growth rate in

2015 Q4. On the other hand, financial markets continue to be characterized

by a downward frend in interest rates, ample liquidity, and easing of bank

lending standards. Our analyses suggest that the rapid decline of inflation owes

fo temporary factors, whose effects will gradually

disappear during the year. At the same time, the
external environment is more challenging to the

Albanian economy and the uncertainty of economic | so,. |

agents in Albania remains high. These factors will | 454 o

! 401 ! 1
contribute the shortterm economic growth and will ;| Lo o
tend to decelerate the retumn of inflation to farget. | 30 / L
Against this backdrop, an increase of the monetary | i‘f}’; \/_\M/\/\
stimulus in the economy is rendered as necessary. The | 15! L
lowering of the key interest to 1.25% and the ample ! 10; o
liquidity in financial markets are expected fo create | O'Zi ‘
adequate conditions for achieving our inflation target BEEEEE88888838838888 !
in the medium term horizon?. %%%%%%g%%%%%%%%%%%%
Annual inflation stood around 0.7% in 2016 Ql, i annual inflation — average headline inflation i

! —target !
falling unexpectedly in February (0.2%) and in /\/\Orch ‘ |
(0.3%). The fall in inflation was dictated by the low . Souce:INSIAT and Bank of Albania. |

2 With the approval of this Report, the Supervisory Council decided fo lower the key interest
rate by 0.25 pp, fo 1.25%.
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food prices in global markets, fall of il prices in global markets, and its pass
through to other items in the consumer basket, as well as by the appreciation
of the exchange rafe. These factors led to a rapid decline of imported inflation.
Also, the fall in inflation was affected by the base effect, as defermined by the
relatively high levels of inflation in the same period last year.

In addition to the disinflationary pressures from the external environment, overall
inflationary pressures remain low. These pressures are associated with below-
potential economic growth and the adaptive nature of inflation expectations.
As a result, core inflation remained in negative ferritory.

BOX 1: FACTORS CONITRIBUTING TO THE DECLINE OF INFLATION*

The lower inflation rates during the first months of 2016 (especially in February and
March) may be mainly due to supply-related factors, with food and fuel prices as the
main contributors. These effects are deemed to be temporary. Also, the base effect
is associated with relatively high rates of inflation in the first months of the previous
year (dictated by supply-side phenomena). The following provides information in
greater defail.

1. Base effect
Base effect was present in the inflation rates of February and March. This effect
captures deviations from the seasonal behaviour of inflation during the previous
year. Floods and adverse weather conditions had negative shocks on the offer and
increased transportation’s costs over the past year. This phenomenon increased the
monthly inflation of February 2015 to 2.3%. Despite monthly changes within normal
parametfers, this effect was also present in March 2015. If all other factors remained
unchanged, the effect of the high comparative base in 2015 Q1 would confribute
to annual inflation reduction by 0.6 percentage points. The annual inflation rate in
2016 Q1 was 0.7%, whilst in the absence of base effect it was 1.3%.
T 20 Food prices in the region and beyond
Chart 6. Confribution to inflation by category (in @ Food inflation in the region has shown a downward
pp) and annual inflation (in%) - trend during 2015, which was apparently infensified in
2016 Q1. In Balkan countries (excluding Albania)*, the
- average annual inflation of 'Food” was 1.2% for 2015
. against the -0.6% negative value, recorded in 2016
' QI. A similar trend is noted in food inflation in Albania,
' which stood at 5.4% in December 2015, but fell to 2. 1%
' and 2.5% in February and March 2016, respectively.
. This category’s confribution to headline inflation fell from
. 2.3 percentage points in December 2015 to 0./ and
' 0.9 percentage points in February and March 2016,

. respectively.

- 3. Impact of fuel price decline

. This impact is measured including the direct and indirect
. effect. The direct effect derives directly from the statistics of
. the Consumer Price Index where ‘Fuels and lubricants for
Source: INSTAT and Bank of Albania's sioff estimates. | personal fransport equipment” is included separately with
respective index changes and contribution fo inflation. In
addition to this contribution, from the national accounts

12/15 01/16 02/16 03/16

mFoods mmFuels == Other —Inflation
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data for the Table of Uses 2012, the indirect impact from oil prices is assessed
through output costs. This table provides also the structure of input costs for each of
the 21 branches included in it. One of the items, is the intermediate consumption
of fuel. Under the assumed annual inflation for the category ‘Fuels and lubricants for
personal transport equipment” (by CPl statistics) the change (decline] in input costs is
calculated by branches. In the next step, it is assumed that branches (expect those
characterized by administered prices] in various degrees will reflect these lower costs
in lower prices of final consumption of the population. Based on the consumption
structure by branches [also included in the Table of Uses) the change of inflation,
stemming from the indirect effect of the lowest cost of fuel, is estimated.

Annual inflation for ‘Fuels and lubricants for personal fransport equipment’ (according
to CPl stafistics) was negative, affected by the fall in fuel prices in global markets. The
reflection of international prices in domestic prices has accelerated since September
2015, especially in February and March 2016. Consequently, the contribution of
this category to inflation { including both direct effect from the basket, and indirect
effect through output cost] in headline inflation deepened from -0.2 pp in December
2015, 10-0.9 and -1.1 pp in February and March 2016, respectively.

The table summarizes the downward effect of food and fuel prices on inflation

Table 3.Food and fuel contribution to inflation decline (in pp from

December 2015)

Category February March
Food -1.6 -1.4
Fuel - Direct effect 0.2 0.3
Fuel - Indirect effect 0.5 0.7

Source: INSTAT and Bank of Albania’s staff calculations.

* Serbia, Macedonia, Kosovo, Montenegro and Croatia.
* Wiitten by E.Cela, E.Celiku and G.Hashorva, Monetary Policy Depariment.

Our analyses and assessments suggest that supply shocks are transitory,
although inflation is expected to remain low during the quarter. Annual inflation
is expected to gradually increase in 2016 H2, standing at 1.9% at the end
of it. This decision takes into account the expected cancelling out of the supply
shocks effect and assessments for aggregate demand growth in the period

ahead.

In this regard, the earlier lowering of the key inferest rate and maintaining
monetfary sfimulus infensity for 2016 have contributed to creafing the most
suitable conditions for financing the economy. At the same fime, monefary
operations consisted in liquidity injection, confributing to the monetary policy
pass through. To improve the latter, the corridor of standing facilities narrowed
to 2.00 pp (+/- 1.00% against the key rate] from 3.50 pp (+/- 1.75% against
the key rate). The narrowing reduces fluctuation of inferest rafes in the interbank
market and he|ps anchor them near their key rafe.

The accommodative monetary policy stance implemented for several years was
fransmitted in lower lending rafes in the domestic currency. Consequently, lek
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loans expanded steadily, being the main driver of lending in the last two years.
However, lending is not showing steady improvement. Credit demand remains
low and credit supply remains tight, reflected in credit conditions in this period.

! Chart 7. Inferest rafes in economy
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low interest rates in the financial markets and reduction of public borrowing
in the domestic market led to increased liquidity in the system and flattening of
the yields' curb. Further decline of inferests, including long-term ones, reduction
of domestic borrowing as well as the implementation of the plan of measures
for the reduction of non-performing loans are expected to boost lending, and
supporting consumption and investments in Albania.

Expansion of private consumption and investments are expected to be the
main drivers of economic growth for 2016. Expansion of private demand is
expected fo be sufficient to generate higher employment and higher utilisation
of production capacities, albeit the litlle support from the public and external
sectors of the economy. Economic growth this year is projected fo be higher
than in 2015. However, growth rafes are expected to be lower than our
earlier assessments, due to expectations for a weaker performance of the euro
area economy, weakness in some sectors of the Albanian economy, and the
stilthigh uncertainty, as reflected by confidence indicators. The economy is
therefore expected fo operate below potential for a longer period, delaying
the return of inflation to target. The inflation rate is projected to return to target

by 2018 Q4.

Taking info account these considerations, and to prevent a further reduction of
inflationary pressures, with the approval of this report, the Supervisory Council of
the Bank of Albania decided to strengthen the monetary stimulus to the economy
and reduce the key interest rate by 0.25 percentage points. The monetfary
policy easing aims to boost consumption and investments, by reducing the cost

20 Bank of Albania



Quarterly Monetary Policy Report, 2016/l |

of financing. The boost would improve the utilisation of production capacities,
and increase inflationary pressures.

In parallel, the Supervisory Council assesses that the stable return of inflation
fo target will require implementing an accommodative monetary policy in the
period ahead. Based on the available information, the Bank of Albania deems
that the upward cycle of interest rafes will not start before 2017.

BOX 2: SUPPLY SHOCKS AND MONETARY POLICY RESPOINSE

Supply inflation (also known as cost inflation) caused by the increase and decrease
of costs. There are several factors that may lead to shocks in production costs, such
as: increase / decrease of raw materials cost; increase/decrease in labour costs
per unit [due fo the increase/decrease of wages or increase/decrease of labour
productivity); increase/decrease of taxes; and increase,/decrease in transport costs.
In small and open economies, where imported products take up a relatively large
part in the structure of final consumer goods, supply shocks can also take the form
of consumer goods growith in frading partners or the form of exchange rate shocks.

The rapid inflation decline in Albania during 2016 Q1 seems to reflect mostly
supply shocks (see Box 1 in this Report). In response to this development, the Bank
of Albania intensified the monetary stimulus, by reducing the key interest rate by
[0.5 percentage points]. This response is estimated fo be sufficient for achieving
our inflation farget in the medium-term, although the current shock to inflation seems
fo be relatively high. This Box aims to shed light on theoretical considerations that
are faken into account in formulating the monetary policy response.

While the monetary policy response to demand-related shocks is relatively clear - a
positive or negative shock on aggregate demand fends fo produce respectively a
tightening or easing of monetary policy - the response to supply-elated shocks is
conditioned from a wider range of circumstances and objectives.

In a first analysis, the monetary policy tends fo ignore the supply shocks. This (non)
reaction is associated with at least three reasons. First, supply shocks are generally
temporary. So, they leave no medium and longerm frace in the frajectories of
economic growth and inflation, and may not be addressed by the monetary policy
because of its fransmission mechanism time-lags. Secondly, unlike demand shocks,
supply shocks contain a selfcorrecting mechanism. Thus, a supply shock would lower
production costs (and inflation) but would on the other hand increase consumers’
purchasing power and aggregate demand, thus selFcompensating for part of its
direct effect. The above mechanism operates in the opposite direction in case of
increasing shocks in production costs and inflation. Third, the opposing effect of
these shocks on inflation and economic growth poses dilemmas on the functioning
of the monetary policy response, which typically weighs the divergence of both
inflation from target and the economy from equilibrium.

Despite these considerations, supply shocks can generate longterm inflationary
pressures and be legitimately subject fo the response of monetary policy, on at least
two occasions. First, these shocks can damage (decrease or increase) inflationary
expectations. This may occur in case of prolongation, as well as of adaptive nature
[oriented retroactively] inflation expectations (Albania case). The damage (decrease
or increase) of inflation expectations is equivalent to a change in monetary condlitions
in the economy (their tightening or easing). Secondly, the presence of indexing

Bank of Albania 2]



| Quarterly Monetary Policy Report, 2016/1I

mechanisms in the economy (mutual indexing of consumer prices and wages/ can
generate a spillover effect in prices and costs in the economy. Both these channels
can lead fo the creation of the so called “second round” phenomena, which tend
to make supply shocks last longer.

Thus, the analysis and the proper understanding of the extent, intensity and secondary
effects of supply shocks are of primary importance for monetary policy. The strongest
these elements are, the stronger the monetary policy reaction is. In Albania, second-
round effects are not expected to be significant: supply shock prolongation is not
expected fo last and indexing mechanisms are not present. In such circumstances,
the control of inflation expectations is of high importance for the control of supply
shocks” secondary effects.

Thus, the Bank of Albania increased the monetary stimulus, while communicating
clearly and with fransparency their expected effects.

* Wiitten by E.Themeli, E.Cela, Monetary Policy Department.
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3. FINANCIAL MARKETS AND MONETARY
INDICATORS

The accommodative monetary policy and reduction of public borrowing in
the domestic financial markets have created favourable conditions in financial
markets. Liquidity increased but interest rates, in particular governments” securities
yields, have fallen further. Deposits interest rates declined as well, significantly
in the long-term segment. In the credit market, interest rates remain volatile but
are higher than in 2015 Q4, hence signalling for higher credit risk premiums,
especially for enterprises. However, banks continued fo ease non-price lending
conditions, for loans to both enterprises and households. Meanwhile, demand
from the private sector for financing was weak, conditioned from the risk
aversion and the weakness of economic activity.

3. 1.FINANCIAL MARKET DEVELOPMENTS

INTERBANK MARKET

Interest rafes of the Inferbank Market continued to decline during 2016 Q1.
liquidity was ample and fraded volumes significantly increased compared fo the
previous year. Besides key maturities (one and seven days), two and three days
fransactions are now available, confirming thus a more active participation of
banks in this segment of the financial market. The Bank of Albania continues to
provide liquidity through its main instrument, the one-week repo, and through repo
agreements with one month maturity. The injected amount is below the average of
2015, whilst the interest rate required by the system is near the key inferest rafe.
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Banks decreased interest rates in the money market, amid ample liquidity and
perception of mainfaining the accommodative monetary policy by the central
authority. At the beginning of April, the Bank of Albania lowered the key interest
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rate by 0.25 percentage points, to 1.50%. The lowering of the key interest rate
was reflected immediately in inferbank rates in the subsequent period. During
2016 Q1, inferest rates fluctuated® mainly below the key interest rate. These
three months* volatility indicators appear almost at the same levels as in the
previous interval and remain low. In Q1, the overnight interest rafe stood af
1.58% or 0.23 percentage point lower than in the previous quarter, while the
sevenday rate fell to 1.57% from 1.75%. Volume traded by banks doubled
for both maturities compared with the previous quarter. The ovemnight maturity
averaged AlL 3.6 billion (from ALL 1.8 billion), whereas the seven-day maturity
averaged AlL 7.0 billion (from ALL 4.7 billion)

PRIMARY MARKET
Yields on government securities continued the downward trend during 2016
Q1. Yields fell across the entire spectrum of maturities in the market (from short
fo longterm). Asked vyields in the primary market reduced for every auction,
while the bid for these insfruments was high®. Their performance is reflected in
the yields' curve shifting down of and softening of ifs slope.

At the beginning of April, the yield on &-month T-bills fell at 1.15% compared
to 2.46% in December. The same trend applies for the yield on 12-month
T-bills, an instrument widely used by banks as a reference in determining the
interest rates on financial products. It fell to 1.55% in early April from 2.4%
in December. The accommodative monetary policy stance has supported the
downward trend of yields. In addition, government's low demand for funding
amid ample liquidity has further contributed to the yields" downward trend over
the recent months.

Chart 9. Yields on government securities in the primary market 1
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The spread between the overnight rate and the key rate expanded fo 19 basis points in 2016
Q1, from 3 basis points in 2015 Q4.

4 In 2015 Q4, the standard deviation of the overnight interbank rate was O. 14 from O.15 in
the previous quarter.

The ratio of the amount asked by banks to the issued amount has been significantly above
one, in almost all the instruments.
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The same situafion is noted in the longterm segment, with the bond vyields
declining during the last three months. The yield on the 2-year bonds fell to
1.65% in the last auction (April), from 3.45% in January. The 5 and 7-year bond
auctions decreased with respective yields down to 4.95% and 4.90%°, from
6.42% and 6.79% in the last quarter. Participation in bonds and T-bill auctions
was high, especially in those on fixed-interest instruments. The lowering of the
key interest rate by the Bank of Albania is expected to add downward pressures
on yields and support the continuation of this frend in the following months.

FOREIGN EXCHANGE MARKET

The foreign exchange market is characterized by the appreciation of the
domestic currency in 2016 Q1. The Nominal effective exchange rate (NEER)
index appreciated 3.15% in annual terms, reflecting mainly the appreciation
of the Albanian lek against the Turkish lira, the Chinese renminbi and the euro’.
The modest annual appreciation in real terms (2.9%) compared to nominal
terms was due fo the narrowing the spread between domestic inflation with that
of European pariners, particularly in February and March.

During the quarter under review, the euro/lek exchange rate ranged 137 .4-
139.5 lek/euro, showing added volatility in the domestic market. One euro
was exchanged on average 1.4% cheaper than in the previous year. Despite
the frade deficit widened during January-February, the supply for euro in the
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This auction for this maturity was realized in March and for the 5-year maturity in February.
This has contributed fo fixing the lowest yield for the /~year maturity and confirms the sharp
downward trend of yields, month after month.

NEER is measured against the currencies of Albania’s five main frading 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 is used. The TRY
depreciated 19.6%, in annual terms, against the USD and 0./% on average against the AlL.
As a resulf, the ALl appreciated 15.8% yoy against the TRY, contributing fo the performance
of the domestic currency in nominal and real terms, despite the 10% share of our frade
activity with Turkey. Following the same logic, ALl appreciated about 4.0% against the CNY
for the same period. Thus, the appreciation of the AlL against these currencies contributed
approximately 60% in the lek’s appreciation in terms of the NEER.

Bank of Albania 25



| Quarterly Monetary Policy Report, 2016/1I
domestic market resulted higher than the demand, favouring thus the domestic
currency. Despite the seasonal trend of foreign companies fo repatriate their
profits during the last week of March, the average exchange rate euro/lek
showed no significant depreciating frend.

The Albanian lek continued to depreciate against the US dollar in the beginning
of this year, although at moderate rafes compared to 2015. In line with lek/
euro exchange rates developments, the Albanion lek depreciated against
the US dollar in annual terms in January and February, by 5.5% and 1.0%,
respectively. By confrast, in March, the domestic currency appreciated 3.9%
against the US dollar, compared fo the previous year.

3.2.INTEREST RATES ON DEPOSITS AND FINANCING
CONDITIONS IN THE ECONOMY®

Developments in the interest rates on loans and deposits showed that in the
first two months the credit cost increased slightly and the downward trend in
the deposits price continued. Inferest rates on loans remained more rigid in
the shortterm. Against the backdrop of low levels of new loans, they are also
affected by non-ypical interest rates applied by individual banks for specific
loans. Beyond monthly fluctuations, loan interest rates remained low, especially
in the households segment. This is in line with the easing of lending standards
for households, as reported in the Bank Llending Survey. Banks confinue fo
consider engagement in loans to enterprises as risky, as also reflected in the
performance of the loan price for this segment.

The average interest rate for new lek deposits declined during the first two
months of the year, particularly in February when it stood af 1.17%, from 1.35%

Chart 11. New deposit inferest rates w
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The latest official data related to interest rates on new loans and deposits refer to February

2016.
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in 2015 Q4. The decline is evident across almost all the maturities, particularly
in long-term ones. The inferest rafes for euro deposits did not change in the first
two months of this year, thus continuing to be at historically low levels (0.27%).

Interest rates on new lek loans rose in January and fell in February; yet, they
did not descend to the levels noted in 2015 Q4. The inferest rate averaged
7.91% for these two months. This behaviour is mainly dictated by the interest
rates on shortterm loans, whilst the average interest for the medium-term loan
(1-5 years) remained almost unchanged and the inferest rate on long-term loans
(over 5 years) decreased. Over the past two months, the credit price in lek is
similar fo the one recorded in 2015 Q3, and fell compared with the previous
year. By client and purpose of use, the interest rates on loans to enterprises for
investments purposes increased, whilst interest rates on the households segment
declined for all purposes of use.

Chart 12. Interest rates on new loans
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Inferest rates on new euro loans were higher in the first two months of 2016
than those registered in 2015 Q4. However, inferest rates on new euro loans
were particularly low, affected by non-typical loans granted by cerfain banks.
Excluding this effect, interest rates on euro loans decreased for both enterprises
and households, affecting more the longterm segment, associated with the
financing of investments and real esfate purchase. On average, they account
for 5.48% in the first two months of the year, from 5.10% and 6.06% in 2015
Q4 and 2015 Q83, respectively.
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BOX 3 BANK LENDING SURVEY 2016 Q1 *

Standards for loans to enterprises eased during 2016 Q4, both for small and
medium-sized and large enterprises. Likewise, standards for loans to households
continued fo follow the easing frend noted in several consecutive quarters. Standards
for loans to households eased both for house purchase and consumer credit.

Factors that contributed fo the easing of credit standards remained almost similar to
those of a previous quarter. Competition in the banking system, capital adequacy,
Bank of Albania decisions and the banks’ level of liquidity, all contributed fo the
easing of standards. Conversely, non-performing loans, the macroeconomic situation
and the sectorspecific problems are some of the factors that confributed to the
fightening of standards.

Chart 13. Credit standards and demand
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Eased bank standards for loans fo enterprises and households were mainly
implemented through the narrowed average margin on credit and the reduction of
commissions.

The demand for loan from small and medium-sized enterprises increased in 2016
Q1 as reported by banks, while demand from large enterprises decreased. For
households, unlike banks’ expectations in the previous survey, demand for loan fell,
both for house purchase and consumer credit.

Banks expect easing of standards for the small and medium-sized enterprises segment,
and tightening of standards for the large enterprises. Businesses demand for loans
is also expected to behave similarly. Thus, demand from small and medium-sized
enterprises is expected fo increase, while demand from large enterprises is expected
fo decrease. Standards for households are expected to remain on the easing side,
for both house purchase and consumer credit. Household demand for loans is
expected fo increase in both segments.

* For more information, refer to the Bank lending Survey 2016 Q1
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3.3.LENDING TO THE ECONOMY?

lending to the private sector was sluggish in the first two months of 2016.
lts steady recovery is curbed by the economic agents’ reluctance to fake risk
and the incomplefe ufilization of existing production capacities. This affitude is
reflected through a conservative approach of banks to lending to enterprises,
and an anaemic credit demand. The situation is more positive for loans to
households; however, the continuous easing of conditions in these segments
has not yet boosted demand to the expected levels.

Excluding the effect of the written of loans, credit fo the private sector shrank
by around ALL 0.5 billion in January and February, in line with the seasonal
behaviour at the beginning of the year. Its annual change confinues to fluctuate
in a narrow interval of low values; annual growth of credit to the private sector
averaged 2.4% in January and February, close to the average of the previous
year. lek credit continues to increase with high annual rates, averaging 5.3%
in these two months. On the other hand, foreign currency credit registered
positive annual growth values in these two months, averaging 0.5%.

Chart 14. Credit to the private sector by currency and by
economic agents !

203, el chonge 205, Annval change

i N N N N N o N N N N N o :
| ~ ~ S~ ~ ~ N ~ ~ ~ ~ ~ N |
| N N N N N N N N N N N N |
| g 5 8 8 5 3 s 5 8 8 5 5 |
i — N w IN [ = — N w IN o = i
I o o I
| —Credit to the private sector —ALL __Credit to businesses |
! !
! —FX —Credit to households |

!

S Source: Bark of Albanio
The sluggish performance of loans fo enterprises remains the main factor
dictating the weak performance of credit to the private sector. Similar to the
previous year, its performance was weak during the first two months of this year.
In late February, the portfolio of loans to enterprises was around ALL 1 billion
lower compared with the end of 2015, reflecting the contraction of credit for
liquidity. The annual dynamics of loans fo enterprises and relevant components
has improved as a result of the base effect because from its contraction in the
first two months of the year. In annual average terms, loans fo enferprises grew

by 1.6%, for liquidity by 0.7% and investments by 2.6%.

?  The anadlysis of the credit portfolio is based on monetary data adjusted for written off loans.

The written off loans for the first two months of the year fotalled ALL 1.5 billion.
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Chart 15. Lloans to enterprises by purpose of use
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lending to households performed well in January and February, strengthening
the recovery signals nofed af the end of 2015. Households benefited from the
easing of financing conditions by banks and the reduction of interest rafes.
During these two months, increased bank funding was entirely for real estate
purchase, while consumer outstanding credit at the end of February was similar
to the end of the previous year. Annual growth of mortgage loans in these two
months averaged 3.1%, close to 2015 Q4 levels. Consumer credit continued
fo show high rafes of annual growth, averaging 12.4% for this period.

Chart 16. lending fo households by purpose of use
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3.4.MONETARY INDICATORS

Money supply continued to expand moderately in January-February. The M3
aggregate slowed down the growth rafe to 1.2% in annual terms in February,
against 1.9% at the end of the previous quarter. Monetary expansion continues
to be driven mainly by the foreign currency component, while reduction of the
domestic government funding and sluggish credit to the private sector led to the
reduction of its rafes. Slowdown of money creation in the economy reflected
the performance of the domestic money aggregate M2. This indicator declined
in January-February, by around 0.8% in average annual terms, compared with
the expansion by 1.4% in the previous quarter. The liquid money aggregate,
M1, also continued the slowing frend, recording an annual rate of 7.3% in
February. The ratio of currency outside banks to M2 also fell to 31.6% after a
seasonal growth in December.

Chart 17. Monefary Indicators
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The stock of deposits in the banking system at end of February was about 2.1%
higher than a year earlier. In absolute terms, the stock of deposits in the first two
months declined by around ALL 1.6 billion. These developments have mainly
reflected the contraction of deposits in the domestic currency, which reduced
by ALL 6.5 billion during this period. The performance of lek deposits reflected
the low creation of the domestic currency, due to the high budget surplus during
this period. Unlike lek deposits, foreign currency deposits continued the upward
frend (5.7% in annual terms) reflecting the lack of altfernative financial savings
instruments outside the banking system, offered mainly in local currency.

Time structure of deposits continues to show a shift toward more liquid
instruments. At the end of February, demand deposits accounted for 33.6% of
fofal deposits, from 28% in the same period in the previous year. At the same
fime, the shift toward deposits of two-year maturity has continued, whose stock
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Chart 18. Deposits in the banking system
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increased AlL 3.4 billion during January-February. Performance by economic
agents highlights the expansion of households" deposits by 1.6%, yearon-
year. Business deposits are characterized by a more volatile performance,
decreasing during this period.

BOX 4: STRUCTURAL CHANGES OF THE CURRENCY IN THE ECONOMY

The monetary dynamics has undergone important changes during recent years, in
both quantitative and qualitative terms. In our periodic reports and analyses, we
have regularly analysed the slowing trend of monetary aggregates. On the assets
side of the banking system, credit fo the private sector and the low government need
for financing have slowed down the mechanism of money creation. This is reflected
in the slow growth of deposits and financial savings. In parallel with this downward
frend, the financial saving structure itself changed: the share of the fraditional saving
instrument - bank deposits with one-year maturity- continued fo decrease.

We analysed in defail the infroduction of new instruments and new financial
intermediaries and their impact on the broad money, in a box in the Monetary Policy
Report 2013 Q1. The box notes the partial shifting of economic agents’ financial
savings, from bank deposits fo government securities and shares in investments funds,
which are not included in the calculation of M3 aggregate.2

This behaviour has continued. Beyond the sluggish performance of credit and the
low money growth in the economy, the performance of deposits was also driven by
low interest rates and the presence in the market of the longterm debt instruments,
with relatively affractive interest rates compared to bank deposits. The fime structure
of monetary deposits highlights a shift toward more liquid components: current
accounts and demand deposits. In a lesser extent, monetary deposits are shifting
towards deposits with maturity of over two-years, which are not included in M3.

Besides the change in the structure of bank deposits, some financial savings are
shifting outside the banking system. This performance reflects a rational behaviour of
economic agents, sensitive to deposits” inferest rates. The presence of other financial
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instruments, such as government securities, has served as an alternative market for
savers in quest of more favourable interest rates. This shift has mainly affected the
stock of deposits in the domestic currency.

Changes in the monefary stock reflect the shifting to deposits with over two-year
maturities as well as the flows towards other financial instruments outside the banking
system. Inclusion of other instruments in the calculation of the broader monefary
aggregate would evidence a higher stock of broad money in the economy.

Chart 19. Annual contribution and households investments instruments
in the economy
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The Bank of Albania continuously monitors such monetary indicators, more inclusive
ones, fo better understand the mechanism of money creation, the origin and the
movement of monetary flows in the economy. This analysis complements the
judgement on the monetary policy action in the economy and in financial markets.

In the current situation, the conclusions of this analysis suggest that changes in
the deposits” structure is an expected and acceptable phenomenon, against the
backdrop of the expansion of instruments in the financial market and the easing of
the monetary policy by the Bank of Albania.

*  For a technical discussion of the methodology of the calculation of the monetary

aggregates refer to the information box in the above-mentioned report, or Methodology
of the Monetary and Financial Statistics of the Bank of Albania
Witten by O. Manjani, Monetary Policy Department.

*
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4. INFLATION AND ECONOMIC GROWTH

Annual inflation averaged 0.7% in 2016 Q1, sharply down from the end of
2015. This reduction was due to disinflationary impulses from the external
environment and their more complete and broader transmission fo consumer
prices in Albania. These effects are expected fto be present during the next
quarter, conditioning a low increase in prices during 2016.

Economic activity slowed down the growth pace in 2015 Q4. According fo
INSTAT data, the Albanian economy grew 2.2% in 2015 Q4, and estimated
at 2.6% for 2015. Construction and services sectors are the main confributors
to output growth. Investments and net exports are the main contributors to
aggregate demand growth. Consumer spending was upward during the last
two quarters of 2015, while consumption of the public administration remained
weak. These developments are expected to persist during 2016.

The Albanian economy is expected to grow slightly faster during 2016,
compared to the previous year. Nevertheless, the growth pace is expected
to be lower from the previous forecasts. Thus, economy will remain below
potential until mid-2017. The slower return of economy to equilibrium and the
presence of strong disinflationary pressures, in global markets, will lead to a
slower return of inflation fo target. Inflation is expected to gradually rise and
return within Bank of Albania’s target by 2018 Q4. The monefary policy is
committed and has in place the right instruments to maintain price stability.

4.1 INFLATION

In 2016 Q1, annual inflation averaged 0.7%, driven mainly by the low inflation
rates, in February (0.2%) and March (0.3%). Our analyses and assessments
show that the fall in inflation in these months was mainly atiributable fo supply-
side shocks, expressed in the fall of inflation of prices of unprocessed foods, oil
and related services. Also, the fall in inflation was dictated by the base effect,
related to the relafively high prices of foods in the same period of the previous
year. This effect is expected fo remain present for some months ahead.

The sharp fall in inflation at the beginning of year was not a particular
phenomenon of the Albanian economy. Inflation in the euro area or regional
countries fluctuated af rather low rafes, even negative ones, in the last months.
The fall in oil and unprocessed foods prices provided the main contribution to
the reduction of inflation in these countries. Beyond global factors, the economic
growth in Albania below its potential and the low inflation expectations
confinued fo be a source of low inflationary pressures.

Annual inflation confinued to be shaped by the contribution of inflation of
unprocessed food prices, albeit its considerable fall in February and March
2016. The fall in primary commodity prices in international markets is reflected

34 Bank of Albania



Quarterly Monetary Policy Report, 2016/l |

1 Chart 20 Annual inflation and Bank of Albania's target, and inflation in
regional* and EU countries 1
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The 'processed foods’ provided negative contribution to headline inflation. Due
to the weak inflationary pressures from external prices of food items inflation
in this item fell during the end of 2015 and in the first months of 2016.
Inflation of this category dropped at-1.5% in 2016 Q1. Hence, its confribution
to headline inflation fell at 0.4 percentage point. The fall in grains prices
provided the main confribution to the prices of this category. This item, due
to the increased share in the new inflation basket, determines the direction of
fluctuations in prices for this category.

In February 2015, due to adverse weather conditions and floods throughout the country, fruit
and vegetable prices increased considerably.

In the consumer basket of December 200/, this item’s share was 19.3%, while in the new
basket of 8 February 2016, this share was reduced to 17% (INSTAT).
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‘Non-food consumer goods' continue fo provide negative contribution fo
headline inflation, due fo the further drop of oil prices. The fall in the prices of
pharmaceutics products and clothing also affected the formation of this item's
confribution.

Overall, the other categories recorded negligible fluctuations of their constituent
goods and services' prices. ‘Housing’ continues fo negatively affect the inflation
rate (0.2 percentage point), maintaining the down trend of 2015 H2.

Table 4 Contribution of key items to annual inflation (p.p.)*
2014 2014 2014 2014 2015 2015 2015 2015 2016

Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 Ql
Processed foods 0.1 0.2 0.1 0.2 0.3 0.2 0.1 0.0 0.4
Bread and grains 0.1 -0.1 0.1 0.1 0.0 0.0 0.0 -0.1 0.2
Alcohol and tobacco 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.2 0.1
Unprocessed foods 1.6 1.3 1.5 0.8 1.7 1.8 1.8 2.6 1.5
Fruit 0.7 0.7 0.2 0.4 0.5 0.8 0.8 0.9 0.7
Vegetfables 0.9 0.6 1.2 0.2 1.1 0.9 0.9 1.7 0.8
Services 0.1 0.1 0.1 0.2 0.1 0.0 0.0 0.0 0.1
Regulated prices 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.0 0.1
Fuels and energy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Housing 0.3 0.2 0.1 0.1 0.1 0.1 0.0 0.2 0.2
Non-food consumer goods 0.2 0.2 0.2 0.0 0.4 0.2 0.2 0.3 0.3
Durable consumer goods 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.1
CPI (annual change, in %) 1.9 1. 1.7 1.3 1.9 1.8 1.8 2.1 0.7

6 .
Source: INSTAT and Bank of Albania.
*The table presents some of the main items.

BOX 5 MAIN FEATURES OF THE CPI BASKET

Consumer Price Index (CPI] is one of the most important macroeconomic indicators.
The CPl measures inflation, or the general change in prices of goods and services
purchased by households between two periods of time. Infernational standards
and best practices on statistics suggest the periodic review of CPl series. The
main objective of this step is to achieve a proper real presentation of households’
consumer model in a given country. The updating of the “list of the most consumed
goods and services and their respective share in the households spending budget’
is known as the recomposition process or review of the CPl basket. The basket
review is expected fo lead to a changed profile of household consumption, which
may consist in the eniry of new items, and removal of less consumed items from
the population, the increased,/decreased or unchanged share of these items. If the
basket is not reviewed for a long time, it would provide non-real information related
fo the degree of the overall change of consumer prices in the economy.

Since 1992-93, the history of the CPl basket in Albania has been reviewed in:
1993, 2001, and 2007 and lastly in 2015. The current basket, infroduced in
2015, is based on the Household Budget Survey (HBS) for rural and urban areas in
2014. The new basket was expected to bring changes in the content and structure of
consumption, due fo the relatively long time from one HBS (2006-2007) fo the other

(2014). In this time-period, important economic changes had occurred in Albania.

At the conclusion of the statistical process of the new basket compilation, the number

of items increased compared fo the basket of 2007. The basket of 2007 included
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271 items, while the new basket shall collect the prices of 333 items. Six items are
removed from the old basket. laspeyer (which considers the unchanged shares)
remains the method to measure the index.

The most important changes of shares in the new basket (2015) compared fo the
basket of 2007, are as follows:

. share of 'Food and non-alcoholic beverages’ fell; in particular, the share
of oils and fats sub-group has a pronounced fall. Meanwhile the share of
‘bread and grains’ increased (from 6% to /. 1%).

. share of ‘rent, water, fuels and energy” increased due fo the higher share of
imputed rent (estimated under the National Accounts and not in HBS) and
the slightly increased share of energy (from 2.7% to 3.6%);

. ‘fransport” slightly increased its share, (from 1.9% to 2.8%), mainly due fo
the increased expenses for oil.
. share of expenses for education increased considerably due fo the increase

of households spending for university education.
. spending for ‘hotels, bars and restaurants’ dropped, due fo the fall in spending
for restaurants.

Table 5 History of change of baskets from 1993-2015 (main groups)

Baskef Basket Basket Baskef Change
Classification according to COICOP structure structure structure structure 2015 vs
1993 (%) 2001 (%) 2007 (%] 2015 (%) 2007 (pp)
O1. Food and non-alcoholic beverages 79 4 42.6 39.3 36.1 3.2
02. Alcoholic beverages and tobacco i 3.1 3.6 5 1.4
03. Clothing and footwear 2.8 3.8 5.1 4 -1.1
04. Housing (rent), water, fuel and energy 6.4 24 .4 16.3 20.3 4
05. Furtnishing, appliances and maintenance 8.3 4.6 10 7.4 2.6
06. Health 0.9 2.1 3.4 3.9 0.5
O7. Transport 4.8 6.1 6.3 0.2
08. Communication 5.2 1.3 2.6 2.8 0.2
09. Enfertainement and culture 36 2.6 3.1 2.8 0.3
10. Education structure ‘ 1 1.4 3.9 2.5
11. Hotels, bars and restaurants - 7.3 4.2 2.6 -1.6
12. Miscellanoeus goods and services 0.5 2.4 4.9 4.9 0
Total basket 100 100 100 100

Source: INSTAT and Bank of Albania.

* Wiitten by: E.Celiku and G.Hashorva, Monetary Policy Depariment.

4.2 .GROSS DOMESTIC PRODUCT AND AGGREGATE
DEMAND

According to INSTAT data, the Albanian economy recorded 2.15% annual
growth in 2015 Q4. The slowdown of economic growth was in line with our
expectations, albeit the growth rate was lower than expected. Services and
construction were the main sources of output growth. From the expenditures
point of view, investments, private consumption and net exports supported
aggregate demand growth.'?

12" Investments’ refers fo the ‘Gross fixed capital formation’, @ GDP component on the expenditures
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Available information for 2016 Q1 suggests a growth of the economy ot
a similar pace to the previous quarter. In the quarters ahead, this pace is
expected o infensify, mainly due to the expansion of the domestic private
demand. Private demand is expected to fake advantage of the sound private
sector balances, the low inferest rafes and the confinuing positive trend of
foreign direct investments.

The Gross Domestic Product rose 2.15% and 0.73%, in annual and quarterly
terms'?, respectively, in the fourth quarter. The annual growth rate was lower
compared fo the previous quarter (2.98%). Construction and services sectors
provided the main positive contribution, while industrial and agricultural activities
fell. The analysis of the demand components shows the positive confribution of
the domestic demand, expressed in the expansion of both investments and
private consumption. On the other hand, public consumption continued fo fall,
reducing the economic growth. The foreign demand did not support economic
growth, but the reduction in the import of goods and services provided a
positive contribution fo net exports.

accelerated in 2015, standing at 2.61% from 2.02%
in the previous year. The manufacturing sector, mainly
driven by the expansion of construction activity,
is estimated fo have confributed 1.7 percentage
points, while the confribution of services is estimated
around 1.3 percentage points. From the demand
perspective, investments and net exports supported
the economic growth, while both population
consumption and  public consumption contributed
negatively to economic growth.
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: Source: INSTAT and Bank of Albania. | €xpected to strengthen by the end of year. The profile
7777777777777777777777777777777777777777777777777777777777 of economic growth is expected to be similar to that
of 2015; the domestic demand is expected to provide the main confribution
fo growth, being financed by private sector savings and foreign direct
investments. On the other hand, public consumption is expected not to support
economic growth, in line with the commitments for fiscal consolidation. Foreign
demand support is expected to lack, reflecting expectations for a low increase
in the frading partner markets and the notso-good perspective of infemnational
commodity prices.

5 On 11 April 2016, INSTAT published the GDP data by production and aggregate demand
components until 2015 Q4. The data for 2013 remained semiinal, for 2014 preliminary and
data for 2015 a first publication, and as such will be again a subject to review in the future.
Economic analysis and the assessments of aggregate demand for Q1 are based on the
updated fiscal indlicators, the external trade, credit and deposits until November and confidence

indicators for 2016 Q1.
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4.2.1. OUTPUT BY SECTOR'"

In 2015 Q4, economic growth was supported to a greater extent by the
services sector, similar to the previous quarter. The added value in the economy
from services continued fo increase in the quarter under review. It contributed
1.66 percentage points to the annual GDP growth. The 3.5% growth of the
sector was 0.1 percentage point higher from the previous quarter and above
the 2.6% historical average rate of growth.

Chart 23. Gross Domestic Product by output and confidence indicators
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All octivities under services performed positively, except for 'Real esfate’ and
"Financial activities and insurance’. The contraction of added value of both
branches contributed negatively to the annual growth of services, by 1.2
percentage poinfts and 0.2 percentage points, respectively. The branches
of ‘Trade, hotels and resfaurants and transport''® and ‘Public administration,
education and health’, contributed most, by 1.5 percentage points. Also, the
branches of ‘Professional activities and administrative services'"” (0.8 pp),
'Other services' (0.7 pp), and ‘Information and communication’ (0.5 pp)
provided positive confribution.

GDP and GVA by sectors are analysed in terms of real annual changes. The analysis deals
with the latest GDP data by output method for 2015 Q4, published by INSTAT on 11 April
2016. The spread between the growth rates of sectors of this publication and those analysed
in the previous Quarterly Monetary Policy Report are a result of the series review. The data
for 2013 are semifinal, for 2014 preliminary and data for 2015 a first publication.

Details on the turnover indicate the positive developments in hotels activify (annual growih of
11.3%) and wholesale trade, the refail trade of vehicles and motorcycles repairing (annual
growth of 3.2%). In the trade activity, refail trade grew annually by 6.8%, after the expansion
by /.8% in the previous quarter.

According fo the statistical classification of the economic activities in this sector are included:
"Professional, scientific and technical activities” (Section M| and “Administrative and support
services” (Section N|). The increase in the turnover volume from the shorterm statistics data
shows how the services offered by travel agencies, tour operator and other travel services,
part of section N, also the architecture activities and engineering one, part of section M,
continue fo support the growth of the branch in the fourth quarter.
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Confidence indicators, both in trade and other services, resulted at lower levels
during 2016 Q1. like in the previous quartfer, confidence in other services
ranged below the historic average. The trade confidence indicator continues to
stay above the historic average. These indicators support the assessment for a
confained performance in the first quarter of this year.

Chart 24 Confributions by branches and capacity utilisation rate in services.
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'Manufacturing’ secfor continued fo slow down the growth pace to 2.0%,
from 3.5% in the previous quarter, contributing by 0.8 percentage point to
the economic growth in the fourth quarter. ‘Construction’, with a confribution
of 1.54 percentage poinfs fo economic growth, provided a positive impact
on the performance of the added value in this sector. By confrast, activities
of ‘Agriculture, forestry and fishing” continued the narrowing trend manifested
during the year, while, industrial activity mainly reflected the contraction in
the added value of ‘Mining and quarrying, electricity, water and sewerage

Chart 25. Performance of added value in construction and
capacity ufilisation rate
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services'. Confribution of ‘Agriculture, forestry and fishing” and of ‘Industry’
to the annual performance of GDP was -0.37 and -0.38 percentage point,
respectively.

'Construction’ continued to expand at a high pace during 2015 Q4, albeit the
performed frend showed a slowdown of the activity. The added value of the
sector increased by 12.7% in annual terms, in the quarter under review, after
the expansion by 24.7% and 16.7%, in Q2 and Q3, respectively. Analysis of
indirect data of the approximate value of building permits shows their increase,
mainly from the increase of engineering works, with the public secfor as the
main confributor, and at a lesser extent from residential buildings'®. On the
other hand, foreign direct investment flows provided an opposite contribution,
taking info account that it fell 31% in annual ferms.

The considerably lower level of confidence indicator in construction, and the
fall in the capacity utilization rate suggest a faster slowdown of the activity in

construction during 2016 Q1.

Chart 26 Confribution by branch to value added in industry and capacity
utilisation rate
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The added value in ‘industry’ deepened the downward trend during 2015
Q4, recording 2.9% annual fall. The sharp contraction of the added value
of ‘Mining and quarrying, electricity water and sewerage services''?, sharing
61% of the total added value of industry during 2015, led this sector providing
negative contribution, by 8.9 percentage points. Data on output volume show

'8 Data on building permits and types of construction are published in quarterly statistical bullefins

of INSTAT. In 2015 Q4, the increase of the approximated value of building permits mainly
reflected the increase in engineering works (at the higher extent the streets infrastructure works
and sewage, electrical and telecommunication), and buildings for habiting. Around 55%
of the approximate value of the approved building permits for Q4 is carried out by public
clients, while 45% belongs o the private clients. In more details, the data show that 95% of
the engineering works belong to public client, while habiting buildings to private client.
According fo the statistical classification of economic activities, NEV Rev 2, the included
branches correspond fo sections B, D and E. The total share of these activities in the sector
of industry is calculated on the series of the added valve to current prices.
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a considerable fall of production in ‘mining and quarrying'?°. The unfavourable
infernational conjunctures in ferms of demand and price have driven the fall in
production, especially of fuels?'. Meanwhile, the more dynamic activity in the
processing industry supported the secfor’s upward performance, contributing
by 5.9 percentage points.

The signals from the fall in confidence indicator and the capacity utilisation rate
suggest that the performance of the sector may remain weak in 2016 Q1.

BOX 6 HOUSING PRICES *

The House Price Index (HPI), affer falling in 2015 Q4, resumed the upward trend
in 2016 Q1. Adjusted for inflation, the HPI increased 11.3% in this quarter. On
the other hand, the House Rent Index (HRI) declined for the second consecutive
quarter. In Q1, the HRI recorded a real decline of 10.7%. The price/rent ratio
slightly increased, affer staying almost unchanged for several years, due to the short-
term fluctuations of different directions in both price indices in the housing market.

Chart 27. HPI and HRI and price-fo-rent rafio
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20 The production index of ‘Mining and quarrying fell annually by 27.5%, after the fluctuation
of one year around the annual fall 23.6%. Given that this industry is broadly oriented to
exports, more detailed data of external trade, show an annual fall of exports, both in value
and quantity, in ‘Mineral fuels, mineral oils and their distillation products” and ‘Salt, sulphur,
oxides, lime and cement’. The annual fall in the production of ‘Electricity, gas, steam and
air conditioning’ was more mitigated, from 27.9% in Q3, fo 12.7% in 2015 Q4. Electricity
production was reduced during 2015 H2 (fall 10.9% y-o-y).

According to data from Bankers Pefroleum Corporate Presentation, production of fuels in
quarterly terms has begun to fall since 2014 Q4 and throughout 2015.

21
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Confidence survey in construction provides signals on the Chart 28. Prices in consfruction,
increase of prices in this sector. According fo survey data, confidence survey on construction !

the balance of the question on the sale prices of business
products of this sector increased in the first quarter. ;

* The price and rent analysis is based only on information —House price index_ma, (Ihs| !

available for Tirana. ‘ —Producer prices_Consruction_in balance, CCS [rhs) i

; Source: Bank of A\bonio.i

4.2.2. AGGREGATE DEMAND

Aggregate demand increased at a slower pace in 2015 Q4. The expansion
of domestic demand by 70% and the increase of net foreign demand by 30%
shaped the increasing rate. Notwithstanding the higher growth pace of private
consumption, the halving of investments growth slowed down the growth rate
af the end of year.

Information on developments in aggregate demand is scarce for Q1.
Nevertheless, in balance, the available information suggests positive growth
rates, mainly driven by the expansion of domestic demand.

Domestic demand continued fo grow in 2015 Q4, driven by the expansion of
investments and private consumption. Consumption of the public administration
provided negative contribution for the fourth consecutive quarter. Private
demand in the economy was supported by the accommodative monetfary
policy, eased financing standards, increase of employment and improved
confidence in the manufacturing secfor. Also, the low oil prices favoured the
increase of disposable income of households and decreased business costs?2.
Nevertheless, the domestic demand growth was slower due to the lower
expansion of investments.

Domestic demand continued to increase during 2016 Q1. Shortterm indicators
suggest that consumption and private investments will confinue fo provide
positive contribution, while public consumption was negative at the beginning
of the year. The dynamics of quantitative indicators suggests a more optimistic

22 The opinion on the positive impact of low oil prices is based on data from businesses’
confidence survey, where, notwithstanding the fall in confidence indicators, the balance of

new investments increased.
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performance of private consumption and investments in the economy in Q1,
compared fo the data of confidence surveys for this quarter.

Chart 29 Structure of aggregate demand and ESI
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Private consumption accelerated the pace of growth in 2015 Q4. This
component increased 2.1% in annual terms, or around 0.4 percentage point
higher from the previous quarter. Positive developments in the labour market,
easing of lending standards and increase of purchasing power of disposable
income due the low oil and overall price level, are considered as factors for
boosting households” spending.
7777777777777777777777777777777777777777777777777777777777 In 2015 Q4, private consumption increased
affributable to the increase in consumer spending for
services and goods. Spending for durable goods

Chart 30 Private consumption and
confidence in the trade sector

goods.

mmm Trade confidence_diff from average

——Private consumption

?2 . confinues to reduce?,

10!

i 5! " Private consumption increased in 2016 Q1 as well.
_23 " Revenues from the 'Value Added Tax' increased
L 0!  10.8%. loans to households (both consumer and
15| " morigage loans) were up in this quarter. On the other
. " hand, the consumer confidence indicator fell by 2.5
'25‘5 BB B3 BB EBEEB S . percentage points in Q1, mainly due fo the fall in
! 8355888255583 . the balance of large purchases (durable consumer

Source: INSTAT and Bank of Albania.

23 The disaggregation of private consumption by purpose is not published by the nafional accounts.
The analysis for the disaggregation of consumer spending by purpose of use is based on the
disaggregated data by the Refail Trade Index and the GDP data calculated according fo the
oulput method.
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Chart 31 Indirect indicators on private consumer spending in the third quarter.
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Investments in the economy continued to increase in
2015 Q4, but at a slower pace than in the two
previous quarters. Nevertheless, their 6.9% annual
growth in Q4 stood above the historic average.
Based on GDP data, measured according to output,
the 12.8% growth of the added value in consfruction
sector in Q4 shows the considerable confribution of

Chart 32 Gross fixed capital formation,
annual change
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Chart 33 Shortterm indicators of private investments
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credit for investment purposes recorded a slight - but positive - change, in
January and February, by supporting the further increase of investments.

PUBLIC SECTOR DEMAND AND FISCAL POLICY?*
Fiscal policy had a consolidating profile in 2016 Q1, in compliance with the
quantifative objectives sef out in the medium-term budget plan. The improvement
of fiscal position during this period materialised in a positive budget balance
of ALL 13.3 billion, the highest ever recorded in a quarter. Fiscal consolidation
was based, largely on the increase of revenues, which resulted around 10.5%
e inannual ferms. On the other hand, budget spending

Chart 34 Orientation of fiscal policy, proxied by shrank around 9.5%, mainly due to the effect of the

the change in the primary deficit - payment of arrears in the previous year.

3 The commitment of the govemment to reduce fiscal
C)

4

i | |

O

risks fo guarantee stable public finances in the long
run dicfates the continuation of the consolidating fiscal
policy in the rest of 2016. Nevertheless, the intensity

III |l " of fiscal consolidation is expected fo decrease
“I ‘I I . considerably in the quarters ahead.

Budget expenditure amounted to around AllL 82.5

o

' TR . 0
cosgrgeoeoeoegeyge | b||||gn |n.201é Ql, orognd Q.5% be|on the level
SSg8Q=ZZ-==S2zZ=Z55c¢cs - realised in the same period of the previous year.

aPrimary balance/GDP change - Excluding the effect of the payment of arrears a year
lexcluding arrears) - earlier, fotal expenditures fell less, amounting to

o -
Source: Ministry of Finance, INSTAT and BoA's staff esfimates. | around 1.4% in annual ferms.

Chart 35 Annual change of expenditures 1
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24

Fiscal data of 2016 Q1 published by the Ministry of Finance are preliminary and may be
subject of revision to the publication of the final version.
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Current expenditure in 2016 Q1 amounted to around ALL 75.3 billion in the
first quarter, or around 0.6% higher than the same period a year earlier. Payment
of inferests on foreign debt, social security and operafing expenses provided
positive contribution fo the increase of current expenditure. Capital expenditures
for central government resulted around 18.5% lower in annual ferms. Almost
all items in expenditures that serve as proxy for the final consumption of the
government fell from the same quarter in the previous year. These developments
on the expenditures side provided a direct negative contribution of the public
sector to the aggregate demand in 2016 Q1.

Budget revenues, in contrast to expenditures, reflected an improved dynamics
from a year earlier. The accumulated level in Q1 was around ALL 95.9 billion,
or 10.5% higher in annual terms. In the tax component, all composing items,
excluding the local government income, provided positive contribution to the
increase of revenues. Revenues from the 'Value Added Tax' (3.3 pp), ‘social
security’ (2.7 ppl and national taxes (2.5 ppl, provided the main contribution
to the growth of total revenues. The other items - ‘excise tax’, ‘income tax” and
'personal income tax’ contributed fo the growth of total revenues ranging 1.8-
2.1 percentage points.

Chart 36 Annual change of revenues
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Annual growth by 16.2% of tax revenues, during this period, is a result of
many factors. First, the applicable tax legislation, which stipulates unchanged
levels of excise from the previous year on fobacco products, and the vehicles’
circulation tax, is materialised info high levels of VAT revenues, excises and
national faxes?. This phenomenon has undone the partial shifting of tax revenues
from the beginning of the year to the end of the previous year. Second, the
formalisation process of economy, started in 2015 Q3, albeit difficult to be
factorised in quantifative ferms, continued fo confribute positively to the income

2> In the two previous years, the declared increase of these faxes was followed by the shift of
the import of fobacco products and fuels [petrol and benzine) from Q1 of the successive year

in the month of declaring the new fiscal package (respectively December 2013 and 2014).
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trajectory during Q1. Third, the improved economic environment is reflected at
higher tax income levels during the quarter under review. Fourth, the revenues
frajectory during this period partly bears the effect of the comparative base,
which reflects a low level of revenues due tfo the form of income reporting®.
last, the legal amendments for 2016% affected positively the increasing
frajectory of revenues.

The developments in revenues and expenditures in 2016 Q1 are reflected in
a budget surplus of ALL 13.3 billion, accounting for around 4.1% of the GDP.

Chart 37. Budget deficit and its financing
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Domestic borrowing increased around ALL 5.2 billion during 2016 Q1. The
increase in the domestic debt stock consists in the longterm components (2-, 5-,
7-and 10-year bonds), by decreasing the shortterm one (treasury bills) around
ALL 6.2 billion. The net external borrowing in 2016 Q1 resulted around ALL
8.8 billion, which mainly consists in the disbursement of the regular IMF tranche
in the framework of the EFF arrangement. The government’s borrowing policy
during this period, oriented toward the extension of the debt maturity, reduces
the refinancing risk and contributes to the mitigation of risk premiums.

EXTERNAL DEMAND AND EXTERNAL TRADE
Net exports contributed to the economic growth by 1.2 percentage points in
2015 Q4. The net exports deficit narrowed 6.3% in real terms, mainly related
fo the reduction in the import of goods. The positive contribution of exports

% For example related to “Income tax”, around ALL 0.8 billion less is calculated in income in
January 2015, due fo the implementation of the new IT system during the same month. Also
the amendment fo the law “On Income Tax], applicable since January 2015, affected the
increase of income, starting from February 2015 (in January the tax on source refer fo the
income for December, and so on).

7 These amendments mainly consist in the base of calculating the social security contributions
for freelance professions, and in the elements added fo the list of national taxes.
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was rather low driven mainly by the increase in the export of services. They

increased around 10.4% in annual terms, contributing 2.03 percentage points

to the real aggregate growth. On the other hand, the export of goods continued

fo be characterised by a downward dynamics (contraction by around 21% in

annual terms).

The overview for 2015 is similar to that of the fourth
quarter. The increasing contribution of net exports
was positive at 2.7 percentage points, mainly
formed by the contraction of imports. Exports reduced
by around 0.04% mainly affected by the fall in the
export of goods by 17%. Expectations on the external
demand and the perspective of international prices
do not show any hope on the recovery of exports
in the short run. On the other hand, the increase of
imports in 2016 Q1 may worsen the trade deficit (in
nominal and real ferms| with negative contributions
of net exports to economic growth.

Chart 38. Contribution of net exports fo
aggregate demand (in percentage poinfs)
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Data on net exports for 2016 include statistics of
January and February. The trade deficit in goods for
these two months expanded by around 11.8% in
annual terms, dictated by the decline in exports and
increase in imports.

Chart 39. Import and export orientation by item (in ALL million)
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The value of the export of goods was reduced by around 9.2%, in annual terms.
The decline in ‘Minerals, fuels and electricity’ and in ‘Construction materials
and mefals’ provided the main contribution fo this performance. The confinuing
fall in oil and mefal prices in the international markets dictated the fall in the
export value of both items. Thus, oil export in terms of value decreased by
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around 18%, and exports of basic metals by 30% in annual terms. On the other
hand, Texfile and footwear’ increased annually 19.1%, providing positive
contribution. Also, ‘Food, beverages and tobacco’, which expanded by 38%,
confinued to provide positive confribution. By large economic categories, the
export of consumer goods increased considerably offsetting the fall in the export
of goods for infermediate consumption.

! Chart 40. Oil price in the Brent market, export of domestic oil (left), mefals
! index price and of domestic mefals export (right] !

! —Oﬂ exports (value] —NMetals' exports [value) |
! —Oil price per barrel —Metals' price index !

! Source: INSTAT IMF, EIA.

Imports were up by around 3% in January and February 2016, compared to the
same period a year earlier. ‘Machinery, equipment and spare parts” increasing
by 13.2% provided the main confribution. It poinfs fo the continuation of the
investments cycle in Albania. Also, a high annual increase and considerable
positive contribution was noted in “Textile and clothing’ (annual increase 19%)
supporting the producing activity (and higher exports| in this sector of the
economy. Meanwhile, negative confribution is related to ‘Minerals, oil and
electrical energy’, which recorded an annual fall of 12.8%. The reduction of
imports in value of oil af 12.1% in annual terms provided the main contribution
in this regard. The fall in infernational prices was the main factor defermining
this performance, as the quantity of imported fuels increased at 54% in annual
ferms in January and February 2016. Trade statistics by large economic
categories signal an increase in the import of goods of final consumption and
capifal ones, while the import of goods for intermediate consumption decreased
(mainly affected by the fall in the import of fuels).

By geography, exports continue towards the markets of ltaly, Kosovo, Germany
and Greece. The origin of imported products appears more diverse, where EU
countries hold the main share against the fofal imports (on average 62% during

January and February 2016).
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BOX 7 BALANCE OF PAYMENTS DEVELOPMENTS 2015 Q4

Albania’s net current account balance recorded a deficit of EUR 413.4 million in
2015 @4, expanding around 8. 1% in annual level. It was estimated at 15.1% of
nominal GDP, around 0.7 percentage point higher, compared fo the same quarter in
the previous year. By item of the current account, the worsened frade deficit in goods
and services and the reduced secondary income flow contributed fo the expansion.
Exports of goods and services fell around 0.7%, while imports rose around 1.4%,
in annual terms. The net balance of secondary income account reduced by 2.1%
in annual terms. ‘Remittances’ were the main driver of this performance. In annual
terms, the remiftances inflows fell for the second consecutive quarter, by 10.5%.
The primary income deficit narrowed during this quarter, thus contributing fo the
narrowing on the annual performance of the current account deficit.

Table 6 Balance of Payments indicators
Q314 Q414 Q1 15 Q215 Q315 Q4 '15

Current account (EUR mln) -313.2 -377.5 2395 -174.4 -327.1 4134
yoy (%) 555 139 177 451 10.5 8.1
/ GDP (%) -11.8 -145 -10.6 64 -12.6 -15.1
Goods and services -470.2 -540.8 -372.9 -360.5 -476.3 -564.2
yoy (%) 18.9 4.3 /.2 248 1.3 4.3
Exports, f.0.b. 803.7 720.0 5935 7059 7850 71438
yoy (%) -3.6 7.0 2.9 -1.0 2.3 0.7
Imports, f.o.b. 1273.9 1260.8 966.4 1066.5 1261.4 1279.0
yoy (%) 3.7 2.5 -1.2 -10.5 -1.0 14
Travel, net 320 660 436 764 645 516
Primary income 241 471 474 241 -27.2 -50.3
Credit 347 305 272 246 303 320
Debit 588 776 746 487 576 823
FDI income, net -31.6 -38.7 499 277 -325 -36.0
Secondary income 198.3 2054 180.7 2102 1764 201.0
Credit 230.6 2441 211.9 243.3 219.1 247.2
Debit 32.3 38.8 312 330 426 462
Remittances, net 165.1 171.0 141.8 161.7 1397 1539
yoy (%) 8.3 22.1 199 176 -154 -10.0
Capital account 207 21.1 260 21.3 456 32.8
Borrowing net/lending net 275.3 -361.3 213.6 -153.1 -281.5 -380.6
Financial account -183.2 2925 -167.3 -191.9 -114.4 -291.0
yoy (%) 131.5 175 -31.2 -11.1 -37.5 0.5
/ GDP (%) 7.3 -11.1 /.4 7.0 4.4 -10.7
Direct investments 242.3 2228 -257.7 211.3 2340 -167.7
yoy (%) 21.1 3.6 222 559 3.4 247
Portfolio investment 120 1051 /4.7 668 -11.2 -172.1
Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0
Other investminets -83.0 -135.9 533 /0.0 -181.7 -120.3
Reserve assefs 1540 -38.9 111.8 162 3125 169.1
Errors and omissions Q2.0 689 462 -38.8 167.1 89.6

Source: Bank of Albania.

In structural ferms, as measured by the national gap between savings and investments,
the private sector played a major role in 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 to the opposite
direction, driven by their reduction compared fo the previous year.

Net inflows in the capital account amounted EUR 32.8 million, around EUR 11.7
million higher compared o the same quarter in the previous year. Net position in the
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financial account shows a narrowing of the deficit by around 0.5% in annual terms.
Net inflows in the capital and financial accounts accounted for 78.3% of the current
account deficit. Net foreign direct investments decreased around 24.7%, in annual
terms. Other net investments were estimated at around EUR 48 million increase in
liabiliies. Net assets owned in the form of investments of portfolio recorded deficit
values due fo the increase around EUR 127 million in liabilities. The debtcreating
flows provided the highest contribution in the formation of the division of the current
deficit financing. In terms of the share in GDP, these inflows increased by 9.5
percentage points, in annual ferms.

The overall balance of payments resulted in increased foreign reserve assets by
EUR 169.1 million. At the end of 2015, the stock of foreign exchange reserve was
around EUR 2.88 billion. This level was sufficient to cover 7.5 months of goods’
import and services and 197.8% of shortterm external debt.

4.3.CYCLCAL ECONOMIC SITUATION AND INTERNAL
INFLATIONARY PRESSURES

The Albanian economy confinues to perform below ifs potential, generating

low inflationary pressures on wages, production costs and profit margins,

as well as low core inflation. The sfillthigh level of unemployment and the

lowerthan-the historical average of the utilisation of production capacities by

enterprises points fo the presence of unused capacities in the employment and

capital markets. Our projections suggest that the output gap will continue on

the negative side during 2016 and inflationary pressures originating in the real

economy are estimated fo remain weak.

Chart 41. Flat average changes in productivit, | Our estimations on the presence of the negative
labour costs and production ' gap are based also in the dafa refrieved from

. the employment market and survey data. The
. unemployment rate showed a slight rising tendency
" during 2015, from 17.3% in Q1 to 17.7% in Q4.
. Despite the rise in employment?®, the unemployment
. rafe continved to remain 1.5 p.p. higher than the

average rate recorded during 2012-2014. These
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| Wages and salaries index | for a rise in wages. In line with that, there is also the
| — Unit labour cost - decrease of the ufilisation rafe of capacities in the

| —Production prices index
; Production prices inde . economy during 2015 Q4 and the 2016 Q1, as

*Note: About the annual changes of the indicators, to miTi?oiei I its fluctuation bel the | 4 historical
| relevant fluctuations, 4 terms moving average is applied. | WEIl as 1is Tiuciuanon pelow e longierm nisiorica

| Source: Minisiry of Finance, INSTAT and BoA's siaff estimates. | average.

28 Compared with a year earlier, the unemployment rate for 2015 resulted at around 0.4 p.p.
lower, driven primarily from the strong growth of employment at 4.9% (annual average) affer
the 1.6% annual growth of 2014.

29" The unemployment gap is the difference between the average rate of unemployment and its
actual rate.
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The indicafor of labour costs per unit slowed down at an annual growth rafe
of 4.2% during 2015 Q4, from 5.1% in the previous quarter. Developments
in the labour cost per unit were determined primary by the downward trend of
labour productivity. Meanwhile, the wages fund index continued to increase,
but at lower rates, a trend followed gradually during all the year. In the fourth
quarter, industrial products’ prices, in tofal as well as for the national production,
continued their downward trend.

According to our forecasts, economic growth will confinue to fluctuate below
its potential for 2016 as well. Estimations show that the negative output gap
will follow a narrowing trend. However, against unused capacities and low
inflation forecasts, the inflationary pressures originating in the real economy are
estimated fo remain low during this year as well.

! —Capacity ufilisation rate
—Unemployment rate !

* QOutput gap is the average of several measurements for which the moving average has been applied !
for 2016 Q1 the GDP shortterm forecast is used). Capacities' utilisation rate and unemployment gaps !
are calculated as a divergence of the actual figure from the respective historical averages. |

Source: INSTAT and Bank of Albania. !

The cyclical economic weakness continued to reflect in the low core inflation.
In line with forecasts, this indicator remains in negative ferritory for 2016 Q1,
on average at-1%. The inflation in the nontradable sector of the CPI registered
similar values as well (mainly services). The supply shocks have affected the
decreasing of fransitory components of inflation, but they are partially reflecting
on the core inflation indicator as well. Our analyses show that this component
of inflation has not been enfirely isolated from the disinflationary global
developments during the first months of 2016. Thus, it has reflected partially
the influence of the fall of the price of foods and downward influence of the oll
price in the production costs in Albania. Likewise, the estimation for the non-
fradable and core inflation have partially reflected the changes in the basket of
consumer goods®.

30 The contribution of the core inflation sub-basket is 7/ 1.5% against /7% of the previous basket.

Bank of Albania 53



| Quarterly Monetary Policy Report, 2016/1I

Chart 43. longerm trends of inflation (left) and shortterm
inflation (right).
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! Source: Ministry of Finance, INSTAT and BoA's staff esfimates. 3

Non-core inflation fell rapidly beyond our expectations. It slowed down af
3.1% in March from 8.2% in January of this year. This decrease reflected the
effect of the high comparative base as well as a more complete impact, direct
and indirect, of the fuel prices decrease. The value of the shortterm component
was affected by: regional and global prices of raw material and food prices,
expressed also in the decrease of the tradable inflation (1.5%]; and the low
inflation of excise items and the negative value of the regulated prices category.

4.4 IMPORTED INFLATION

The decrease of imported inflation has reflected the downward effect of foreign
prices and the appreciation of the Albanian currency. During the beginning of
this year, the inflationary pressures from our trading partners have followed a
notable downward trend. Against the backdrop of insignificant pressures from
EU countries, the index of "Foreign prices”! showed a slight rise in Q1 af
1.4% driven by the high prices in countries like Turkey and Brazil. In the same
period, lek's appreciation in effective nominal terms (3.1%) has prevented
the full fransmission of foreign inflationary pressures in the economy. As a
consequence, the annual increase in the International Inflationary Pressures
Index (IIPI)*? resulted negative at 1.8%, from 4.3% recorded in the previous
quarter.

It is a proxy indicator with foreign inflationary pressures, comparable with the inflation of the
tradable sector of goods in the national CPI. The foreign prices index is based on the values
of inflation of: “Foods, alcohol, tobacco” for the 18 primary countries; and “Goods” (ie, not
just Foods) for Bulgaria, Germany, Greece, lialy and Turkey.

32 IPl is calculated as the annual growth of foreign prices NEER index for the respective month.
Foreign inflationary pressures are assessed fo affect the inflation with a delay of 1-3 months.
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Chart 44 1IPl and its components' contributions (left); imported and domestic
inflation confribution in annual headline inflation (right)
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The above developments have materialized in the decrease of the contribution
of the imported inflation in the headline inflation during 2016 Q1. Base on CPI
data, this contribution was estimated at around 1.5 percentage points; it fell
notably in February and March, respectively with 1.3 percentage points and
1.1 percentage points.

4.5 INFLATION EXPECTATIONS®?

Inflation expectations for the short and medium term have been revised
downwards by economic agents during 2016 Q1% The most pronounced

Chart 45. Inflationary expectations of various economic agents
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Inflationary expectations’ analysis is based on the results of the business and costumer
confidence survey with a quarterly frequency as well as in the surveillance of financial agents’
expectations, with monthly frequency.

Inflation expectations are measured through direct question directed at business, consumers
and financial agents through surveys organized from the Bank of Albania.
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decrease has been recorded in consumers’ expectations. The one year ahead
annual inflation expected from them has fallen to 1.3% from 1.7% in the
previous quarter. The revision of businesses' inflation expectations has been
lower. They expect the annual inflation to be 1.5% one year ahead, reducing
it by around 0.1 percentage point from the previous quarter. While higher than
consumers and businesses’ expectations, financial agents’ short and medium-
ferm expectations show a downward trend in the first quarter. Shorterm inflation
expectations fell at 2% (from 2.3% in the previous quarter) and mediumerm
inflation expectations fell at 2.3% (from 2.5% in the previous quarter).

Inflation expectations’ anchoring indicator is analysed through their deviation
from the respective longterm average. The highest anchoring level is registered
by financial agents’ medium+erm expectations, while the lowest level is
recorded by the consumers®.

> The actual level of consumers” expectations is around 3 deviation standard below the historical
average.
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