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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 central bank to sustain
a steady and long-term economic growth.

In line with its approved Monetary Policy Document, the Bank of Albania is committed
to 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 monetary policy to the public.
It provides a thorough assessment of the latest macroeconomic developments and
the factors expected to contribute to consumer prices in Albania.

The Quarterly Monetary Policy Report 2017/ lll, adopted by the Supervisory
Council’s Decision No. 37, dated 02.08.2017. The economic, financial and
monetary analysis in this Report is based on the latest data avaiable as at 21 July
2017.
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1. FOREWORD BY THE GOVERNOR

The Albanian economy posted growth in the first half of the year. According
to INSTAT data, the Gross Domestic Product increased by 3.9% in the first
quarter, reflecting the positive contribution by almost all the constituent sectors
and branches. Indirect available data suggest positive growth, though in slight
moderation, in the second quarter.

From the aggregate demand perspective, the economic activity expanded
reflecting both the growth of domestic demand and the improvement of the
balance of frade with abroad. In greater defail:

®  Private consumption and investments confinued to grow in the first half of
the year, on the account of favourable financing conditions, improved
confidence in the economy, increased employment, and continued
high Foreign Direct Investment flows.

e Similarly, the fiscal policy produced a positive stimulus. VWhile this policy
maintained the consolidation trend in the first half of the year, which is
reflected in the positive values of the budget balance, the intensity of the
fiscal consolidation appears lower than in the previous year.

® On the other hand, the improvement of the balance of frade has
reflected the favourable international conjuncture, the added attention
for Albania as a tourist desfination, and structural improvements in the
chain of extraction, processing and trading of oil in Albania.

Overall, the performance of the economic activity followed the expected trend,
but the growth rate was higher than our projections. Our analyses indicate that
the paces of improvement in the balance of trade during the first half, as well as
the size of its positive confribution to GDP were dictated by factors that do not
represent medium-ferm frends. As a result, our projections for economic growth
in 2017 have been only slightly revised upward.

For the second quarter, inflation averaged 2.0%, downward from the 2.4%
average recorded in the previous quarter. The fall in inflation in this quarter was
dictated, in part, by the high inflation rafes recorded in the previous quarter
as a result of supply-side shocks and, in part, by the downward effect from
the appreciation of the exchange rate. The exchange rafe effect was more
present in the fall of imported inflation, particularly in food items. Based on the
performance in the second quarter, our projections for the average inflation in
2017 have been slightly revised downward, from 2.3% to 2.2%.
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On the other hand, macroeconomic factors with a medium-term and longferm
impact on inflation are in line with its further increase and return to target in the
medium-erm. Hence:

e The Albanian economy is gradually approaching ifs potential level,
as reflected both in the decline in the unemployment rate, and in the
medium-term trend of the increase of the production capacity utilisation
rate. Such cyclical improvement will enable a gradual increase of
wages and convergence of business profit margins with the hisforic
average.

® In pardllel, the adverse effect of the exchange rate is expected to
dampen gradually. The Bank of Albania deems that the current infensity
of the exchange rate appreciation - derived fo a large extent by the
rapid improvement of the balance of exchanges in trade and services
and high foreign direct investment flows - will weaken. Under these
circumstances, the deceleration effect on inflation from such appreciation
is expected to progressively decline in the medium-term horizon.

The current and expected performance of both GDP and inflation is in line with
the financial markets performance and our monetary policy stance.

Our accommodative monetary policy - implemented through the low policy
rate, the continuous liquidity injection, and the forward guidance tool - has
been fully passed through to the financial market segments. Such policy stance
has: brought inferest rafes to the lowest historical levels, confributed to the
progressive reduction of risk premiums, and annual growth by 9.3% of the lek
credit portfolio.

Data for the second quarter, however, suggest that the credit performance
remains moderate. Cleaned from the loan write off in the banks’ balance sheets,
credit fo the private sector recorded 2% average growth in the second quarter,
driven by the 3.2% annual decline of the foreign currency credit portfolio. In
sectorial terms, lending showed faster and steadier growth in the segment of
loans to households, especially with regard to consumer credit, whereas the
growth of loans to enferprises showed more sluggish.

The stilllmoderate pace of credit growth reflects both the weak demand for
credit and the prudent bank lending policies. The upward cycle of investments
is financed, until now and to a large extent, by the use of enferprises own
funds. Yef, looking ahead, the growing need for businesses financing is
expected fo be accompanied by growth of demand for loans. Likewise, the
further improvement of the business climate, the reduction of the credit risk and
the further improvement of the banking system balance sheets are expected
fo facilitate the credit supply. In this regard, the non-performing loans ratfio
was further lowered standing af 15.58% in June, illusirating the success of our
measures and providing encouraging signals for the future improvement of the
lending activity.
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Judging on the actual trends of the economic performance, and determining
factors in both the internal and external environment, the Bank of Albania
deems that economic growth will continue in the medium term. In our baseline
scenario, this growth will be sufficient to place our economy on equilibrium and
will be a determinant factor for the refurn of inflation to target within 2018.

The achievement of these objectives requires pursuing an accommodative
monetary policy throughout the medium-erm horizon to offset the shorterm
decelerating effect of the exchange rate.

Bank of Albania
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2. PRICE STABILITY AND BANK OF ALBANIA'S
MONETARY POLICY

The monetary policy of the Bank of Albania is formulated and implemented in light
of the ultimate objective: achieving and maintaining price stability. In response to
the low inflationary pressures arising from the slow economic growth after the global
financial crisis, Bank of Albania triggered an accommodative monetary policy. The
policy rate was lowered gradually and stands below the minimum historic level of
1.25%. Also, monetary policy communication has aimed at reassuring market agents
that the low policy rates will be maintained until the conditions for the achievement
of the inflation target are met. Through these instruments, the stimulating monetary
policy has been crucial at boosting private domestic demand, strengthening economic
growth and placing inflation on a trajectory converging to the target.

Over the last quarters, the economy has performed positively and we expect this
trend to continue in the medium term. Monetary stimulus is assessed as sufficient
for supporting the growth of the economy to equilibrivm and the return of inflation
to target within 2018. Nevertheless, the balance of risks for the materialisation of
these expectations has shifted to the down side. In view of these considerations, the
monetary policy will remain stimulating, but the intensity of the monetary stimulus
will be adapted to the needs for maintaining the macroeconomic balances.

Economic and financial developments in Albania are positive and confirm
the upward frend of the Albanian economy. Economic activity is assessed
fo have expanded at high growth rates in the first half of 2017, but inflation
showed volatile. After rising to 2.4% in the first quarter, average annual
inflation decelerated to 2.0% in the second quarter. Fall in food and oil prices
inflation as well as the downward prices of durable goods contributed to
such deceleration. Prices of other items in the consumer basket were stable,
confributing positively fo the formation of inflation. In the second quarter, annual

inflation surged from 1.9% in April, to 2.0% in May and 2.2% in June.

The rise of inflation toward the farget is underpinned by macroeconomic factors
such as confinued expansion of aggregate demand and better anchoring of
medium-term inflation expectations. On the other hand, imported inflation
continues to be a factor providing unstable confribution. Overpricing frends in
the exchange rate are estimated to have produced a downward confribution
fo the inflation rafe in the last year'. The action of this factor is reinforced also
in the presence of slower rise in commodity and consumer prices in frading
partners than startofthe year forecasts. In our assessment, these shocks will
have a transitory effect, and are largely expected to phase out within 2017.
The added domestic inflationary pressures are expected to materialise in an
upward and steady frend of inflation over 2018.

Our assessments for the fransmission of the exchange rate appreciation fo inflation are
summarised in the Box on the “Effects of the exchange rafe appreciation on inflation” in this
report.

Bank of Albania



Statistics published by INSTAT point to a rapid growth of economic activity,
beyond our expectations in 2017 Q1. The Gross Domestic Product increased
by 3.9% annually, driven by the growth of productions in all the sectors of
the economy. The performance reflected the increase in both domestic and
foreign demand. Amongst demand-side components, private investments
and consumption gave the main confribution. The improvement of financing
resources - high foreign direct investments inflows, increase in employment -
and economic agents’ confidence underpinned the growth of private secfor's
demand. The recovery of consumption and investment was driven by favourable
financing conditions and growth of credit fo the private secfor. Moreover,
budget expenditures have contributed positively to economic growth in the
first quarter and data for the second quarter suggest similar contribution.
Lastly, economic developments in the external environment were positive, by
supporting the growth of exports and tourism. Available data show that these

trends continued in 2017 Q2.

The Bank of Albania’s accommodative monetary policy stance continues to
confribute essentially to the improvement of financial conditions, which have
underpinned growth in investments and consumption, creating thus the premises
for the rise of inflation toward the target.

The policy rate is at 1.25%, the lowest level, unchanged since May 2016. The
forward guidance has aimed at orienting the financial and economic agents’
expectations on mainfaining the accommodative monetary policy stance in
the policy-relevant horizon. Bank of Albania confinued to supply the needed
liquidity to the banking market, by helping the infermediation activity and the
stability of inferest rates in the money market.

Following this policy, financial markets are characterised by low volatility and
low interest rafes. They continued to frend down, reflecting both the monetary
policy pass through and the improved balance sheets of the banking system.
The average interest on lek loans fell to 6.8% in 2017 H1 from 7.3% in 2016
H2. Also, the bank lending survey suggests financing conditions improved also
due to other non-price elements of lending. Households received most support
for financing, whereas lending conditions for enterprises remained unchanged.

Improvements in economic and monetary indicators are reflected in the recovery
of credit to the private secfor, albeit at a slow pace. Excluding the effects of the
exchange rate and non-performing loans write off, the annual growth of credit
fo the private sector amounted to 4.0% in 2017 Q2. lending was driven by
the growth of credit in the domestic currency, which maintains steady growth
pace, at around 9.3%. The growth of intermediation in the domestic currency
expands the space for the monetary stimulus pass through in the economy and
reduces the euroisation risks to financial stability. The Bank of Albania expects
credit developments to reflect further the positive performance of the economy,
and the improvement in the lending environment and the banks' balance sheet.
Profitability indicators of the banking system were bolstered by the reduction of
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the non-performing loans. This indicator dropped to 15.6% in June 2017 from
18.2% in December 2016.

1 Chart 1 Inferest rafes of domesitc currency
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The expectations for a positive outlook of the economy firmed up. The growth in
public and private investments, increase in consumer spending and expansion
in exports are expected to be reflected in higher economic growth in 2017 In
the absence of shocks, the positive pace of the economy is expected fo continue
in the medium-term monetary policy-relevant horizon. The higher utilisation
of production capacities is expected fo be reflected in the reinforcement of
domestic inflationary pressures, albeit the inflation slowdown in the second
quarter has decelerated the speed of its rise in the short term. Headline inflation
is predicted to average 2.2% in 2017, from 1.3% in the previous year. The
improvement of the economy and the gradual closure of the negative output
gap are expected fo confribute to a gradual increase of inflation toward the

target within 2018.

Inflation expectations for the medium-erm are confingent on maintaining the
accommodative monetary policy stance over the mediumterm horizon. The
presence of accommodative monetary policy conditions is necessary for the
gradual rise of inflation and its refurn to Bank of Albania's farget. This implies that
the economy will continue to be supported by interest rafes below equilibrium
ones. Nonetheless, the update of the analysis and forecasts in this report
suggests that downside risks have increased, amid uncertainties surrounding
the external prices and the appreciation of the exchange rate. Under these
circumstances, the monetary policy should assume a more stimulating nature in
the medium term, compared fo our previous assessments.
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3. EXTERNAL ECONOMIC ENVIRONMENT

The global economic environment showed improvement in 2017. Economic activity
improved, albeit unevenly across various economies. Economic growth is expected to
continue throughout the current year. Risks fo this forecast are present mainly on the
down side, and weakening. Upward inflation rates in the first quarter were proven
to have been driven by transitory factors, and fell in the second quarter. Financial
markets showed low volatility, under the effect of the improved global economic activity.

3.1 GLOBAL ECONOMY

Global economic indicators for the recent months suggest that economic growth
continued in the external environment. The Global Composite Output Index?,
and the leading GDP indicator increased slightly in April, May and June,
confirming the positive trend of economic activity. In the first quarter, the GDP
of some main countries slowed down its growth rate; however, this slowdown
has not led to the slowdown of the global economic activity. The global trade
improved, driven mainly by the growth in developing economies. Financial
markets are characterised by low volatility. Still, uncertainties surrounding the
economic policies in major countries may creafe fensions in these markets,
having an adverse effect on investors” assessment. Inflation maintained steady
rates in the second quarter, reflecting the mitigation of effects from the earlier
rise in the prices of goods. The fall in oil prices in recent weeks is expected to
decelerate global inflation in the short term.

Chart 2 Composite leading indicator of GDP (CLI) and Industrial production
in main countries* (left) and inflation (right)

*Industrial production changes on a monthly basis whilst the longterm of Cll is 100. Main countries are |
those of OECD and Brazil, China, Russia, India and South Africa. 3
Source: OECD. |
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UNITED STATES ECONOMY

The US Economy grew in 2017 Q1. Preliminary data showed deceleration,
but the update of the data showed that the trend of economic growth in the
previous quarters continued in 2017 as well. Growth in investments, residential
and non-residential, and expansion of exports were main drivers fo the economic
performance. Consumer spending, while af a lower growth pace, confributed
also positively to aggregate demand. The lack of the materialisation of the
expected fiscal stimulus is shown in the negafive contribution by central and
local government spending. The effect of the latter, coupled with the increase
in imports, has dragged down economic growth in the first quarter. The labour
market continues fo show positive performance, with the unemployment rate
set on a downward frajectory for several quarters. According fo preliminary
high-frequency indicators suggest continuation of improvement in the economic
activity in the period ahead. Refail prices, industrial production and consumer
confidence index have been upward.

After the 2% rate in the first quarter, inflation frended down in the second quarter,
moving away from the Fed target. The policy rate also fell, thus reducing the
possibility for another monetary tightening in the quarters ahead.

Table 1 Selected macroeconomic indicators.

USA 0.3 2.1 4.4 2.5 1.9
Euro area 0.6 1.9 Q.3 1.8 1.3
Germany 0.6 1.7 4.5 1.9 1.7
France 0.4 1.0 9.6 1.1 0.9
United Kingdom 0.2 2.0 4.6 2.1 2.7

Source: Eurostat, respective statistical institufes.
*Employment data in euro area countries and in the UK are as at May 2017

EURO AREA ECONOMY

Euro area economy grew by 0.6% in 2017 Q1. This figure was higher than in
the previous quarters and surpassed the estimates and preliminary expectations
of financial agents. Consumer spending and investments were the factors that
made positive contribution. In the meantime, foreign demand had a neutral
confribution in this quarter. Indirect and leading indicators on the output dynamics
for the second quarter suggest the economic growth continued in the euro areq,
at similar pace to the first quarter. The continuous easing of the monetary policy
and the more favourable financial conditions in financial markets are reflected
in the growth of credit to enferprises and households over the period. Risks to
growth appear as balanced, with global political developments on the down
side. Inflation showed deceleration in the second quarter, after reaching close
to the ECB target in the first quarter. Moreover, core inflation remains low.
Recent projections see it gradually rising in the medium term.

Bank of Albania
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The economies of Albania's main trading partners, ltaly and Greece, showed
an improvement in their economic activity in the first quarter. The economy of
ltaly benefited from higher consumer spending and investments. Conversely, the
growth of exports was offsef by a sfrong increase in imports, pulling aggregate
demand growth down. Preliminary data for the period ahead point to an
improvement of consumption and industrial production, whereas unemployment
rose slightly. The economy of Greece returned at positive rates in the first quarter,
thanks to the strong rise in investments and improved consumer spending. The
significant growth in imports contributed negatively to aggregate economic
growth. Preliminary indicators suggest consumption will grow in the period
ahead, but the situation is surrounded by uncertainties in relation to refinancing
public debt. In both countries, inflation has pursued a slightly downward trend,
standing below the ECB's target.

Chart 3 Composite Output Index (PMI), quaterly GDP and ESI (leff] and

business and consumer confidence (right) ‘

| 1.5 65 9 r3.0 |
1 1 |
| i ]r--mm o Sl Bl et el Tl ” |
! 0.5} 55 r1.0 |
I ! I

! I
0 n ! !

|
05! 45 b0
I ! I
! 1. 21 | !
‘ |
I | I
; 15 35 l3o !
| D! -31 ! !
| ! !
| 25 bt p e 25 | !
| e 8 2 8 5 8 8 “ b
! ~ N X ~ X X X = I A T - SR~ S ~ S !
‘ 8 8 & S & ® & N S S S > > > > !
! ® 8 o0 - o w & o N |
| |
! Euro area GDP (q.0.9) —Consumer confidence |
3 —Economic sentiment indicator —Business confidence {right) 3
| —Euro area PMI !
‘ ‘
D Source: Markit, Eurosiat, European Commision. |
REGIONAL ECONOMIES?

The economies of the region saw positive growth in the first quarter, fuelled
by consumer spending, which expanded across all the countries in the region,
as well as by net exports. Macedonia is an exception fo this performance, as
political instability dampened economic growth. Preliminary data show that
the economies of the region will continue to grow, driven by both domestic
and foreign demand, which is expected to benefit from the better economic
environment in European trading partners. Inflation rafes in the countries of the
region tend to approach the central bank fargets, as the base effect of food
and energy prices in the previous year weaken.

The pace of economic activity performed unevenly across the countries. The
economy of Turkey accelerated in the first quarter, driven by high government

Main frading partners in the Balkans, non-EU members.
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spending and growth in net exports. Consumer spending also increased,
though at slow terms. This frend is expected to continue in the quarters ahead,
with upward public investments and weak consumer spending. The expansion
of economic activity decelerated in the first quarter, due to temporary weather-
related factors, which affected the energy sector and the performance of
investments. Consumer spending and net exports contributed positively to
economic growth. The economy of Macedonia experienced stagnation in the
first quarter. The froubled political situation affected the level of investments,
and uncerfainties decelerated domestic production, hence decelerating
exports. Consumer spending increased. As the political situation gefs clearer,
the economy is expected to improve in the period ahead. The economy of
Kosovo accelerated the pace of growth in the first quarter, driven by the good
performance of consumer spending, investments and nef exports. Government
spending made negative contribution to economic growth.

Inflation rates showed improvement across the countries of the region. In Turkey,
inflation remains high, above the upper bound of the central bank target. In
June it fell, driven by food and energy prices. In Macedonia and Kosovo, the
inflation rafe rose, moving away from the low rates recorded in the previous
quarter. This performance was defermined by the rise in prices in their trading
partner countries. Inflation in Serbia fell, remaining above the central bank
farget, but within its tolerance band.

Table 2 Economic indicators for countries in the region

ltaly 1.2 11.31
Creece 1.0 21.7*
Macedonia 2 4 0.0 1.5 22.9
Serbia 2.5 1.2 3.6 14.6
Turkey 3.5 5.0 10.9 10.5*
Kosovo 3.0 3.8 1.9 30.5
Albania 4.1 3.9 2.2 14.2

Source: Respective stafistical institutes.
Note: *Valve for April 2017; tValve for May 2017,

3.2 MAIN COMMODITY PRICES IN GLOBAL MARKETS

Commodity prices continued the slowdown of their upward trend in the second
quarter, with some of the main indices shifting to annual contraction in June.
This trend, which had starfed af the beginning of the year, was driven by the
base effect of energy and food prices at the beginning of 2016. The increase
in the goods index continued the slowdown trend, entering in negative ferritory
in June. The oil index showed a similar behaviour, shifting from two-digit
increase in the first quarter, fo a slight negative increase in June. The food prices
index continues fo rise at a slower pace, recording negative annual growth in
the last month. The low inflation of these prices owes to the higher supply in
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some larger grain producer countries. The metal price index continues to show
posifive increase, reflecting the higher demand in advanced economies, in
which investments are improving.

The Brent oil price recorded further decline, reaching USD 46.4 per barrel
in June. While OPEC countries reduced the output, the supply was added by
countries outside the OPEC, which have decided to cover a larger share in the
market.

Qil, food, and metal prices are expected o remain at the current levels until the
end of 2017, with a slightly upward trend afterwards, as a result of expectations
for an improved global economic activity.

Chart 4 Annual changes in commodity prices

Annual changes of oil prices Price indices of commodities
and the exchange rate ! (FMN, Annual change)

Infernational oil price —Food Price Index
== USD/ ek exchange rate —Metal Price Index
—Domestic oil price QOil Price Index

Burimi: EIA, FMN, Bank of Albania’s calculations.

3.3 FINANCIAL MARKETS
The Federal Open Market Committee [FOMC) of
the Fed raised the policy rate by 0.25 percentage
point fo 1.25% in its June meeting. The other major
central banks kept their key inferest rafes unchanged,
respectively: the European Central Bank at 0.0%, the
Bank of England at 0.25% and the Bank of Japan
at-0.1%.

Chart 5 Key interest rafes of several
central banks

Inferests of money market instruments in the euro area
did not change in the second quarter, remaining af

low levels. Yields on government and enferprises 8 8 8 8 8 - § 8§ g 8
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securities showed a slight downward frend. Since
the beginning of the second quarter, the tranquillity
following the French elections, and the publication




of many positive macroeconomic indicators on financial agent expectations
have defermined an overall decline in sovereign premiums in many euro area
countries. The improvement of the overall business climate has been another
factor contributing fo the reduction of premiums in European financial markets.
The spread of securities of counfries under fiscal consolidation obligation
against the German bonds narrowed in these three months.

During the second quarter, the euro appreciated against the US dollar. The euro
benefited from the performance and the positive outlook. In average terms, the
euro appreciated by 3.5% against the US dollar, compared to the previous
quarter. On average, in June 1 euro was exchanged for 1,123 US dollars, or
5.5% above the rate at the beginning of April.

Chart 6 Selected financial indicators performance
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4. FINANCIAL MARKETS AND MONETARY
DEVELOPMENTS

The monetary conditions in the economy continued as accommodative in the second
quarter. Adequate liquidity levels, low risk premiums, and improvement of banking
balance sheets have contributed to fully transmitting the monetary policy signals to
the economy. Thus, the average interest rate on lek credit decreased and, together
with the easing of other lending standards, supported credit growth. Stimulating
conditions contributed to the increase of lending to households, while lending to
enterprises slowed down, determining lower growth for the private sector. On the
other hand, the portfolio of credit in the balance sheets of the banks was affected by
the settlement of non-performing loans and by the appreciation of lek exchange rate
against foreign currencies. The improvement of the external position of the economy
supported the strengthening of the lek during this period. Moderate monetary
expansion rates bring low inflationary pressures on consumer prices in the country.

4.1 FINANCIAL MARKET DEVELOPMENTS
INTERBANK MARKET

Inferbank market was characterized by low interest rates over the second
quarter. Interest rates applied by banks in this segment ranged mainly below
the policy rate. They maintained the minimum margin against it, in line with the
operational objective of the monetary policy. Volatility indicators* appear close
to the low levels of the previous quarter. The exchanged volume was similar fo
that of the first quarter of the year. The two and three days transactions were

Chart 7 Bank of Albania open market operations (left) and
interbank rafes {right)

8.0;

—O/N interbank rate
7-d inferbank rate
—Policy rate

Burimi: Banka e Shqipérisé. |

4 In Q2, the standard deviation of the overnight interbank rate was 0,075 from 0,054 in the
previous quarter.
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used in addition fo the main maturities of one and seven days. The interbank
market was characterized by a calm liquidity situation, which supported the
low volatility in inferest rates. The Bank of Albania continued to supply liquidity
through its main instrument, the one-week repo, and through the three-month
maturity repo agreements. The average injected amount was slightly larger
than that of the previous quarter, whilst interest rafes were very close fo policy
rates.

DOMESTIC FOREIGN EXCHANGE MARKET

The Albanian lek confinued to strengthen during the second quarter of the
year, with a more rapid pace in May and June. In nominal effective terms?,
lek's annual appreciation amounted to 4.6% in this quarter, deepening from
3.5% and 3.2%, respectively in the first quarter of the year and in 2016. This
performance reflected the strong appreciation of lek against euro during this
period, at a time when it confinued fo strengthen at the same pace against
other currencies of the basket. In real annual terms, lek appreciated averagely
by 4.4% in this quarter, compared to 4.0% in the previous quarter. The smallest
real appreciation against nominal in this quarter reflected the negative difference
of inflation at home with the average inflation of partner countries®.

Chart 8 Effective exchange rate and individual currencies of the bansket
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Strengthening of the domestic currency lately reflected the improvement of
external position of the economy- the narrowing of the current account deficit

5

The nominal effective exchange rate (NEER) is calculated against the currencies of the five
major frading pariners (lialy, Greece, Germany, Turkey and China), using the relevant market
weights. For the purpose of calculating the TRY/AlL and the CNY/ALL rates, the official
reference rafes remain those of the TRY and the CNY against the USD. The REER is calculated
similarly fo the NEER, but it considers the domestic inflation and those in the frading pariners,
as well.

Inflation rate in Albania was lower than then average inflation in pariner countries this quarter.

@’
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(as a result of the narowing of frade deficit of goods and the increase of
services' surplus), at the same time it reflected the increase of net inflows of the
capital and financial account. The latter was influenced by the continuation of
high foreign direct investment inflows, which were more than enough fo cover
the current account deficit”. Consequently, foreign currency inflows into the
economy have been significantly higher than oufflows, and some of them have
been franslated as foreign exchange surpluses in the market.

The strengthening of the lek against the European currency has been more
pronounced in May and June. The exchange rate was stable during February-
April, around the 135.5 EUR/ALL, but fell to 134.6 EUR/ALL in May and
further down to 133.2 in June. In annual terms, lek's sirengthening during these
two months was respectively 2.7% and 3.4%, from 2.1% on average in the
first four months of the year.

The appreciation of the domestic currency against euro is not a phenomenon that
happens only in Albania. Throughout 2017, all Central and Eastern European
countries that apply a free exchange rate regime, except of Romania, are
noficing appreciation of their currencies. Among the factors that defermined the
strengthening of these countries’ currencies is the reduction of foreign investors’
risk aversion and the downward assessment of risk related fo investments in the
region counfries which are experiencing improvement of the macroeconomic
situation, This phenomenon is reinforced even more by the very accommodating
monefary policy pursued by the ECB, which contributed to the growth of (short-
term) liquidity in euro.

Chart @ Effective exchange rate and individual currencies
1 of the basket 1
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Source: The Bank of Albania and the central banks of other countries. The region includes Serbia, |
Romania, Poland, Hungary and the Czech Republic.

7 The coverage rate has averaged 107% during 2016 Q4 - 2017 Q1. More details on the
performance of balance of payments and frade can be found in the box “Developments in
the Balance of Payments 2017 Q1”, in this report.
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The USD/ALL rate was in line with the developments in the international currency
market, reflecting strengthening of lek against euro. The US dollar dropped
significantly in the second quarter of the year, down from 126.7 USD/ALL in
March to 118.6 USD/ALL in June, recording an average depreciation of 2.2%
a month in the second quarter (1.6 % against euro in the international market).
Compared to a year ago, USD/ALL rate returned the appreciation trend of Us
Dollar; in May and June it is 3.4% lower.

Developments observed in the first half of July show the durability of the EUR/
AlL rate close to the levels observed at the end of June. The US dollar continued
to be depreciated in the domestic market, in line with its depreciation against
Euro in the infernational market.

PRIMARY MARKET

Yields on T-bills and bonds of government debt securities showed an upward
performance in MayJuly. After starting the second quarter with the some
downward frend that characterized the end of the first quarter, the yields of
securities refurned fo the upward trend in May. Yields increased across all
traded maturities®, but it was more contained than the one at the end of 2016.
The auctions in the second quarter were characterized by the ratio of demand
coverage for government funds standing above 1, but lower compared with
the first quarter of the year®. This dynamics of the yields is reflected in the
increase of the yield curve, while its slope has remained almost unchanged.

Chart 10 Yields in the primary market*
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* The chart includes auctions conducted until 20 July 2017
Source: Bank of Albania. !

& With the exception of the 3-month T-bills which was not issued during this period.
The bid / cover ratio for auctions conducted in the second quarter resulted in 1. 13 for 1 2-month
T-bills and 1.2 for bonds. During the first quarter of the year, these ratios were respectively

1.5 and 1.6.
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The average vyield of the 12-month Treasury bills increased to 2.05% in June,
from 1.79% in April. Also, in the auction conducted in the first week of July,
the 12-months T-bill yield increased again to 2.10%. Bond yields followed the
frend of 12-month treasury bills yield. The 2-year bond yield (regular monthly
issue increased consecutively, resulting in 2.64% in the last auction in July, from
2.25% in April. The 7-year bond yield increased to 5.39%, from 5.24% in the
previous auction [March). With the exception of the 5-year bond, whose yield
fell to 4.95% in May from 5.15% in February'©.

4.2 INTEREST RATES AND FINANCING STANDARDS ON
LOANS AND DEPOSITS™

Interest rates on new deposits in lek were stable, close to their minimum levels.
The average interest rate resulted at 0.89%, from 0.91% in the first quarter. The
accommodative monetary policy stance of the Bank of Albania was reflected
in the low financing cost of banking activity, providing lower inferest rates on
credif to the privafe sector. Interest rates on new deposits in euro were close
fo the average level recorded in 2017 Q1, at 0.16%. The spread between
inferest rates on deposits in lek against those in euro continues to be at a
minimum level, about 0.7 percentage point.

Chart 11 Inferest rates on new deposits
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Interest rates on new credit in lek were downward in 2017 Q2.The interest
rate averaged 6.42%'?, from 7.23% in 2017 Q1. They confinued fo have

19" This bond’s auction took place in the first week of May 2017 The 12-month Treasury bill that

is used as a benchmark was lower than in February when the previous auction for the 5-year

bond took place (respectively 1.98% in May and 2.93% in February).

The latest official data related fo interest rates on loans and new deposits are as of June 2017

12 The average inferest rate on new credit in lek, cleaned from the effect of two specific credlits
granted in April and June, results 6.58%.
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high volatility over the months'?® affected by specific loans, mainly in the short-
term segment, provided by individual banks. Beyond this volatility, they are
characterised by a slight downward trend, reflecting the monetary policy and
its pass through in the financial market segment. The performance of interest
rates was mainly driven by the downward trend of interest rates on loans
fo private enterprises, for liquidity and investment purposes. Also, households
benefited from the slightly lower interest rates in 2017 Q2, for consumption
and real estate purchasing. However, the interest rates on mortgage loans
remained above their lowest level recorded in the second half of the previous
year.

Chart 12 Interest rates on new credit, &-months moving average
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The average interest rate on new loans in euro was 4.69% in 2017 Q2, close
fo the average of the three previous quarters. The average inferest rate on loans
fo private enterprises decreased on loans for liquidity and increased on loans
for investments. Inferest rates to households slightly increased for mortgage
loans, but remained unchanged for consumer loans. The spread of the average
rate of credit in lek against that in euro has been downward in the first and
second quarters, compared with the second half of 2016. The narrowing of
this spread continued to support the shift of the credit porifolio, from foreign
currency toward the domestic currency .

Bank lending survey results in 2017 Q2 show standards on loans to enterprises
remained almost unchanged, affer three quarters of successive tightening.
Credit standards for liquidity were eased, while standards for investments were
tightened. The reduction of commissions contributed positively fo the easing of
standards, while increased demands for collateral contributed to the opposite
side.

With particularly low rates of 5.25% in April, or particularly high in June of /7.48%.
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Credit sfandards applied on loans to households eased in 2017 Q2.
Standards on loans to households eased on consumer credit, while those on
loans for house purchase remained unchanged. The easing approach of banks
fo this segment is materialised through the improvement of debtto-income ratio,
the increase of credit size, the reduction of commissions, and the easing of
collateral requirement.

4.3 CREDIT TO THE PRIVATE SECTOR'

lending fo the private sector continued to grow moderately in 2017 Q2. This
portfolio expanded, on average, by 2% in annual terms, compared with 3.1%
in the previous quarter. The slowdown in the growth of credit to the private
sector mainly reflects the contfraction of the credit portfolio in foreign currency
[-3.2%). This contraction bears the appreciation effect of the domestic currency
against both euro and the US dollar, particularly in May and June. Credit
portfolio o private sector, adjusted for this effect, records an annual average
growth around 4% in the second quarter. Credit in lek continues to perform
steadily, driven by the more favourable credit supply and the increasing
demand for financing in the domestic currency. In 2017 Q2, credit portfolio in
lek expanded averagely by 9.3% in annual terms.

The ratfio of credit to the private sector to GDP is assessed af around 36.5%
at the end of 2017 Q2. Developments in lending activity reflect a slow
improvement of credit demand and fight lending sfandards to enterprises.
Nevertheless, the good performance of new disbursed loans over the first part
of the year, and the continuous growth of qualitative credit portfolio suggest

14 Credit analysis is based on monefary data adjusted for written-off loans from the balance
sheets. Credit data for June are preliminary.
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confinuing structural improvements in the credit market. Also, credit portfolio
was considerably affected by the high sefflements of non-performing loans in

the first half of the year.

Chart 14 Credit o private sector by currency and economic agent
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Developments by segments affirm a moderate growth of credit to enterprises.
This portfolio was significantly affected by the performance of the exchange rate
during this period, due fo the foreign currency dominant structure. The annual
rate of credit fo enterprises, adjusted for the exchange rate effects, increased
on average about 2% in 2017 Q2. In recent years, developments in credit to
enterprises have reflected a weak credit demand and tight lending standards'®
particularly applied to large enterprises. In addition, in 2017, this portfolio

—business credit investment credit

— liquidity credit

Chart 15 Credit by economic agent and purpose of use
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19" The quarterly bank lending survey showed that affer tightening for four quarters, in 2017 Q2,
banks maintained the lending standards unchanged. For more information see: hifps://www.

bankofalbania.org/web,/Bank_lending_survey_531
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has been considerably affected by the setlement of non-performing loans'®
and the performance of foreign exchange rate. By purpose of use, credit for
liquidity reflects 0.4% annual reduction, on average. Credit for investments

slowed down at 3.9% on average, from 4.8% in 2017 Q1.

Credit to households grew steadily, supported by both the increasing
demand and the more favourable lending supply-side conditions. lis positive
performance simultaneously reflects the higher share of the domestic currency
in ifs composition. The sfock of credit to households!” recorded an average
annual growth of around 7.5% in 2017 Q2. The expansion of this porifolio
was confinuously supported by the credit for consumption (12.9%) and the
credit for house purchase (6.3%).

4.4 FINANCING TO PUBLIC SECTOR

In 2017 Q2, Government borrowing was AlL 3.1 billion. Total borrowing,
during the first months of the year, was ALl 14.2 billion. Unlike in QT,
when domestic borrowing was conducted through both short and longterm
instruments, borrowing in Q2 was realised only through longferm instruments,
while the balance of the contracted debt with shortterm instruments reduced ot

AlL @.4 billion. O

! Chart 16 Budget deficit and its funding (cumulative in AlL billion)
and holders of domestic debt*
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Source: Ministry of Finance, Bank of Albania. |

By profile of investors, the composition of public debt remains almost unchanged.
At the end of first quarter, the domestic debt accounted for 54.5% of the debt,
unchanged from the previous year. On the other hand, commercial banks

confinue o own the highest share of the domestic debt stock (58%).

16" The effects of the plan of measures for the NPLs reduction materialised during 201.7. The NPL
rafio to the total stood at 15.6% in June, from 18.2% in December 2016, owing mostly fo
the settlement of non-performing loans in the enterprises segment.

17" Data for credit to households are adjusted for the exchange rate effect.
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4.5 PERFORMANCE OF DEPOSITS AND CURRENCY IN THE
ECONOMY

The monetary supply expanded at a slower pace during 2017 Q2. The broad
money indicator, the M3 aggregate, grew on average 3.4% in 2017 Q2,
from 3.7% in 2017 Q1. Developments in assefs reflect a lower confribution by
the foreign currency item to the expansion of monetary supply, particularly in
May and June, mainly related with the appreciation of the domestic currency
against both main currencies. On the other side, net claims on government
increased their confribution, whereas credit contribution to the expansion of
monetary supply remains low. Money aggregate in lek, M2, also expanded
at a moderate pace. It grew, on average, by around 1.8% in annual terms,
in Q2, from 2.1% in 2017 Q1. The indicator of the liquid money, M1
aggregate, slowed down the growth rates at 11.6%, from 13.6% in the first

quarter. Currency outside banksto-M2 rafio rose to 34.6% at end-period, from
34% in March.

Chart 17 Money Indicators
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Deposits stock in the banking system grew by 4.5% in average annual terms,
maintaining the some growth rafe with the previous quarter. The stable expansion
of deposits continues to be supported by the more rapid increase of deposits
in foreign currency (6.3%), compared to the increase of lek deposits (2.7%).
At the end of June, deposits in the banking system are assessed at around
7 1% against GDP. The performance according to economic agents points fo
growth of business’ deposits, which shows increase of their liquidity due fo the
improvement of the economic activity. On the other hand, households” deposits
recorded a more contained growth pace, in annual terms.
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The sfructure of deposits continued to shiff toward demand deposits. At the end
of June, demand deposits in the banking sector accounted for around 40.3% of
the tofal stock. Deposits of over two-year maturity also grew during this period.
Their ratio fo total deposits of the system stood at 8.1%, by supporting the
extension of the average maturity of banks’ funds available for intermediation.
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5. INFLATION AND ECONOMIC GROWTH

The annual inflation averaged 2.0%, in 2017 Q2, slowing down compared to both
the first quarter and the forecasts. Inflation reduction was considerably affected by the
deceleration of foreign inflationary pressures, due to the appreciation of the exchange
rate. On the other hand, inflationary pressures generated from the growth of aggregate
demand and the cyclical improvement of economy did not offset the effect of this
factor and of other shortterm developments of prices over the second quarter. The
action of the exchange rate is expected to be lower in the second half of 2017, while
inflationary pressures from the demand side are expected to strengthen gradually.

Economic growth accelerated at a higher pace than projected, reaching 3.9% in
2017 Q1. The growth of aggregate demand, as expected, was supported by the
positive contribution of all its components, while investments, population consumption
and net exports provided the main impact. On the production side, the construction
activity and services sector were the main contributors fo the expansion of the
economy’s real growth. Available data for 2017 Q2 suggest growth trend will
continue, in line with a similar profile to that of the first quarter, from both production
and expenditures sides.

The economy is expected to progress along a stable growth trajectory in the period
ahead, by gradually converging toward its potential. This process is expected to
increase medium-term inflationary pressures, contributing to the return of inflation
to target within 2018.

5.1 INFLATION

Annual inflation averaged 2.0% in 2017 Q1, standing 0.4 percenfage point
lower compared to 2016 Q4. Notwithstanding the fluctuations during 2017

Chart19 Annual inflation and target (left). Inflation in regional and EU countries
(right)
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Q2, the average annual inflation, has maintained the upward trajectory started
af the beginning of this year.

The cancelling out of temporary inflationary pressures by supply-side factors in

January partially affected the slowdown of inflation in this quarter. In addition to

this effect, the falling prices of oil and of some nonfood products provided lower

contributions compared fo the previous quarter (0.2 percentage point). Inflation

frended upward during the second quarter, from 1.9% in April to 2.2% in June,

driven by the acceleration of the confribution from “Unprocessed foods”. The

contribution of this category rose from 0.9 to 1.6 percentage points in the

period April - June. Overall, this quarter shows increased supply and falling

prices for these products. But, the seasonal fall in this year was higher than in

the previous years in April, and rather low in June.

The category of “Processed foods” was characterised
by a downward rate of annual inflation compared fo !
the previous quarter, contributing by 0.5 percentage |
point fo headline inflation. This fall was higher in |
June. Lek appreciation affected the inflation of this |
category, by reducing the increasing contribution |
of imported inflation to headline inflation. Also, the
prices conjunciure in world markets, in particular |

Chart 20 Confribution by food and
non-food categories to annual headline
inflation

for grains, has been downward, compared to the
beginning of this year.

The positive contribution of “Non-food consumer |
goods” narrowed during this quarter, determined by the !
falling trend of ail prices in Albania. Also, the other items |
of this category slowed down in ferms of contributions.
“Housing” and “Services” provided positive and equal
contributions to headline inflation. Meanwhile, “Durable goods” was the only
category providing negative confribution (0.1 percentage point.)

== "Food” category contribution
mm 'Non-food” category contribufion
—Total

Table 3 Confribution of key categories to annual inflation (p.p.)

Breod and grains (p.p.) 0.1 O 2 {) 1 0.1 0. 1

Alcohol and tobacco [p.p.) O.3 O.3 0.2 0.1 0.1 O.] 0.1 0.1 0.0
*---------

Fruits (p.p.) 0.8 0.8 0.9 0.7 0.6 0.4 0.2 0.3 0.3

Vegetables (p.p.] 09 09 17 08 03 08 06 09 07
00 00 00 ©1 00 02 00 00 01
---------

0.1 0.1 0.1

0.1
---------

Fuels and ener

Source: INSTAT and Bank of Albania.

*The table presents some of the main items.
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The strengthening of domestic demand-side pressures and the closing frend of
the output gap have affected and are expected to more considerably affect
the developments in inflation. Impacts from supply-side transitional factors have
been present, but the fluctuations they have caused are assessed to be short-
ferm, and having no impact on the achievement of the inflation farget in the
medium-erm horizon.

5.2 GROSS DOMESTIC PRODUCT AND AGGREGATE
DEMAND

According to INSTAT data, Gross Domestic Product (GDP) resulted in 3.9% real
annual growth in 2017 Q1. The growth rate was lower compared to 2016 Q4
(0.2 percentage point), but higher than our forecasts.

In sectorial terms, the producing sector provided the highest contribution in
the growth of GDP, mainly reflecting the upward constriction activity. The
expansion of the activity in industry and agriculture also contributed to the
economic performance of the quarter. Meanwhile, the services sector continues
to positively contribute to economic growth, but at a lower degree from the
previous quarter. In terms of aggregate demand, economic growth has owed to
private consumption, net exports and investments. The latter provided the main
contribution in this regard.

5.2.1. PRODUCTION BY SECTORS'®

Producing sector provided the highest contribution to economic growth in
2017 Q1 (around 1.8 percentage points). The added value of the sector
accelerated the growth at 4.4%, from 3.9% in the previous quarter. The
upward frend of ifs activity confinued mainly determined by the performance
of construction, confributing by 1.0 percentage point to the economic
growth of the first quarter. Also, other activities included in the producing
sector, such as ‘industry’ and ‘agriculture, forestry and fisheries’, provided
a positive contribution, by 0.5 and 0.3 percentage point, respectively, to
GDP growth. Meanwhile, the contribution of services sector accounted for
around 1.6 percentage points, lower compared to 2.0 percentage points
in the previous quarter. This reflects the lowering of the growth dynamic of
services added value. Economic growth of the first quarter was supported by
the component of net taxes, which provided a positive contribution of 0.6
percentage point'?.

'8 Performance of GDP and gross value added by sector is analysed in terms of real annual
changes. The analysis is based on the latest GDP data according fo the output method for
2017 Q1, published by INSTAT on 30 June 2017. The differences between the sectors'
growth rates of this publication and those analysed in the Monefary Policy 2017 /Il are a
result of the series review.

19" The confribution of this effect completely reflected the positive effect from tax items on producis.
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Chart 21 Gross domestic product by production and confidence indicator

—Trade confidence indicator

Source: INSTAT and Bank of Albania. *Data are preliminary. ** A preliminary assessment.
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The value added of the services sector grew at 3.4% in 2017 Q1, lower
compared to the 4.0% in 2016 Q4. The sector’s growth rate remains above its
historical average of 3.1%. The value added of “Trade, hotels and restaurants
and transport” provided higher contribution (1.1 percentage points) to the
growth of the secfor, albeit the continuing slowdown trend. The branch of
“Public administration, education and health” provided the same contribution
in the services secfor. This branch recorded an annual growth of 4.2%, slightly
above the historical average. The high growth of the value added of “Financial
and insurance activities”, of 15.8%, confributed around 0.8 percentage point
to the sector's growth. Meanwhile, the branches of “Professional activities
and administrative services” and “Real estate” contributed by 0.6 and 0.1
percentage point, respectively, fo the growth of value added of services, almost
af the same level as in the previous quarter. The dynamic in “Information and

Chart 22 Confributions of branches and capacity utilization rates
in the services sector
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communication” and "Other services” was on the down side, but at a slight
negative impact [0.2 percentage point] on the annual performance of the
services sector.

Although the confidence indicators in services and frade fell in 2017 Q2, the
confidence level remains above the historical average and above the value of
the previous year, suggesting the positive developments in the services sector
continues.

—Value added in construction — Issued building permits
(annual changes, in real terms) [moving average sum,4 terms, index 2008=100)
— Capacity utilisation rate — Order books (balance from the business survey,
(ths, né& %) moving average with 4 terms, rhs.]

Construction sector accelerated the growth during 2017 Q1. Value added
of the sector expanded at a high annual pace, around 14.1%, confinuing
the positive pace of the previous quarter”®. The realisation of engineering
works and the cafegory of new constructions were the main confributors to the
developments of the sector?!. The increase of leading indicators of the number
and opproximate value of construction permits was mainly affected by the
category of residential buildings??. Also, the continuation of the Trans-Adriatic
Pipeline project (TAP)?® and the growth of foreign direct investments flows are
assessed to have positively affected the performance of the construction sector.

20 Data of net sales index in volume and the production volume of this sector shows a similar
dynom/'c to constriction. In more concrete terms, in the quarter under review, net sales indicator
in volume for construction grew by 13.6% in annual ferms, from 7. 2% in the previous quarter,
while the volume of production expanded by 24.2%, from 7.5% at the end of 2016.

The expansion of production volume in construction was mostly attributable fo the category of
engineering works and of new constructions. The category of reconsiructions also performed
positively.

22 In 2017 Q1, the approximated valve of consiruction permits recorded an annual growih for
residential buildings. The number of construction permits granted was 101 out of 147 permits
approved a quarter earlier, and higher than the permits granted a year ago.

Specific items of imports related o TAP project continued the increasing performance during

2017 Ql.
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The increase of approved numbers of consfruction permits and positive
confribution of public investments 24 signal the confinuation of positive
performance of constfruction in 2017 Q2. Also, the confidence indicator and
the capacity utilization rate in construction suggest that construction sector will
continue to perform on the upward direction.

Chart 24 Branches confributions in value added in industry and
capacity ufilization rafe

30 - Annual changes (%] and contributions (percentage points) 80, %
i

20k ! | ! ! ! oI - [ — —— peeeen

2229202200000029000200089 © 199200020082800080008008528
20111 20121 20131 2014 12015 12016* % 2011) 2012 2013) 2014} 2015! 201612017
Mining and quarring, water supply \:
and sewerage

== Manufacturing industry

—Industry

— Capacity ufilisation rate

Industry sector performed positively in the first quarter as well. The value added
of the sector increased by 4.3%, down from the previous quarter (5.5%) and its
historical average (6.1%). The growth dynamic of this sector was shaped by the
posifive contributions of “Mining and quarrying, electricity, water supply and
waste management” (+2.9 percentage points), and the “Processing industry”
(+1.4 percentage points). The value added of “Mining and quarrying, electricity,
water supply and waste management” slowed down the annual growth rate af
5.6%, after the 15.2% growth in the first quarter. This was mainly determined
by the slower performance of the electricity branch?®, notwithstanding the
relatively better developments of mining and quarrying industry?. On the other
hand, mining and quarrying industry recorded an annual growth of 3.4% in
the quarter under review, interrupting downward frend of the two previous
quarters?’.

24 Referring fo preliminary data of local government capital spending, that recorded a high

growth also in 2017 Q2.

In 2017 Q1, index of production in volume for the branch of “Electricity, gas, steam and air
conditioning supply” recorded an annual fall by 28.0%, affer the gradual growth in the three
previous quarters, on an average of 35.2%.

According fo the index of production and net sales in volume, the mining and quarrying
industry grew in the first quarter. As industry broadly orienfed towards exports, these positive
developments are assessed to have been affected also by the growth of main related exports.
Data in valve of exports of fextile indusiry, clothes, leather and foot wear, that is the branch
with the highest share in the processing indusiry, confinued fo grow, although at a slower
pace.

Bank of Albania
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The increase of confidence indicator and capacities utilisation in industry
above the historical average suggests the positive performance of the sector
will continue in 2017 Q2. Also, in this quarter, some of the exports groups of
industrial products continved to grow?®.

5.2.2. AGGREGATE DEMAND

Aggregate demand continued to expand during 2017 Q1, supported by both
domestic and foreign demand. Population consumption, gross fixed capital formation
and net exports provided the main contribution in this regard. The information from
indirect indicators suggests a similar growth profile of aggregate demand during
2017 Q2.

Domestic demand expanded by 4.1% in 2017 Q1. As in the previous
quarters, the main contributions were from population consumption and capital
formation. Public consumption has provided positive, albeit lower contribution.
About capital formation, the positive contributions are mainly related with public
investments; private investments were also highly present.

leading and indirect indicafors signal that domestic demand will confinue
fo increase in 2017 Q2. This increase will be fuelled mainly by population
consumption and by investments, while fiscal data signal positive contributions
from public consumption.
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Private consumption continued to increase during the first quarter of this year,
but at a slower pace than in the previous quarter. Consumer spending grew
by 1.9% in annual terms in 2017 Q1, or around 0.2 percentage point

2 In 2017 Q2, exports in valve for groups “Ores, slag and ash”, “Salts, sulphur, oxides, lime
and cement” and for the groups related io the textile industry of clothes, leather and foot wear
continued to increase. The growth pace was lower for the group of products related fo the
mining and quarrying industry.
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lower than in 2016 Q4. Private consumption growth was underpinned by
positive developments in employment, eased lending standards, as well as
the positive performance of the consumer confidence indicator. The consumer
confidence indicator has remained above the historical average during the
last three quarters, suggesting a continuation of the improving cycle of private
consumption in the economy.

Chart 26 Private consumption and consumer confidence
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The increase of private consumption is expected to continue in the second
quarter at a similar pace fo the first quarter??.

Chart 27 Quantitative (left chart] and qualitative (right chart] indirect
indicators for the performance of private consumption in Q1*

15 -annual changes, in % ma, diff from average

*Monetary indicators for 2017 Q1 are approximated by January and February 2017 figures.
Source: INSTAT and Bank of Albania. |
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2% Quantitative indicators that indicate a continuation of the increase of consumption are:
increased imports of food and vehicles, increased income from taxation on the added
valve and increased consumer credit. Qualitative data that also signal a continuation of the
increase of private consumption are the consumer confidence indicator, which has improved
by remaining above the historical average in the second quarter; the confidence indicators in
the services and trade sectors, which although registered a slowdown in the second quarter,
remain above the historical average for four consecutive quarters.

C} Bank of Albania




Quarterly Monetary Policy Report, 2017/1lI

The increase of investments in the economy
accelerated in the first quarter, giving the main
confribution to the expansion of aggregate demand.
Investments increased by 10.9% in annual terms;
around 5 percentage points more than the average
increase of 2016 and around 7 percentage points
more than the increase in 2016 Q4. Based on
indirect dafa, both private and public investments
affected the increase of gross capital during the
first quarter. The factors that are assessed to have
supported the increase of investments are: the

Chart 28 Gross fixed capital formation, annual
change

annual changes in %
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eased financial conditions. Also, the continuation of
great investment projects with foreign funding has
e Soureet INSTAT L sypported the formation of capital during the past
months. The increase of the number of construction
permifs as well as consumer demand for house purchase®! have also stimulated

investments in construction.
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Investments are expected to continue to increase in the second quarter, due to
the continuing impact of the aforementioned supporting factors as well as the
strengthening of domestic and foreign demand??.
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Data derived from Business Confidence Surveys.

Data derived from the Bank lending Survey at banks.

Indlirect indlicators that suggest an increase of invesiments in the economy during the second
quarter are the increase of public investments, the increase of import of materials used in the
construction sector, as well as the improvement of the confidence indicators in industry and
construction. In a smaller measure, the increase of investments in the economy is also supported
by the increase of invesiment credlit.

31
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BOX 1: PRICES IN THE HOUSING MARKET

The House Price Index (HPI) and the House Rent Index (HRI) performed on
different directions over 2017 H1. The HPI declined during the first two quarters.
In the second quarter, its real annual change was -11.5%. By contrast, the HRI

has continued to trend up, since 2016 Q3. The price/rent ratio recorded the
lowest level since 2015 Q1.
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——Price index ——HPI/Rent Index ratio (mov.aver. 4M)|

—Rent index

Burimi: Banka e Shqipérisé.

The analysis of house price and rent is based on data only on prices and rents in the city
of Tirana.

The performance of this ratio summarizes into a single indicator the overall dynamic of
the house market price and is used as a signal of “bubbles” in the house prices.

PUBLIC SECTOR DEMAND AND FISCAL POLICY?3

The fiscal landscape of the second quarter was similar to that of the first quarter.
Fiscal policy implemented during the first half of the year is assessed fo have
produced a positive fiscal impulse of 1.5% of GDP. The most part is attributed
fo the upward dynamics of budget expenditures, whereas the taxation policy
has been almost unchanged since the start of 2015. Budget balance registered
positive values throughout the period, but below the levels of the same period
the previous year. At the end of this period, fiscal surplus was around ALL 3.0
billion, from ALL 6.4 billion af the end of the first quarter.

3 Fiscal data for the half year belong to the publication of the Ministry of Finance on 21 July
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*The chart shows the change of the primary deficit created within a year (4 quarters moving sum) in
terms of GDP of the same period a year ago. Changes in the positive side show fiscal impulse, while
values below the horizontal axis suggest the consolidation of public finances..

Source: Ministry of Finance, INSTAT, calculations of BoA's staff.
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The current fiscal policy approach positions the public secfor as the underpinning
factor of economic growth for 2017 The positive contribution is expected fo be
reflected simultaneously both in higher government consumption and in higher
public investments, as well as a higher impact from the net taxation component.
The higher presence of the public secfor in the economic growth during 2017
is partially explained by the increase of wages in the sfafe sector®* and partially
by the strong fiscal correction that public finances experienced in the previous
year.

Budget expenditures in the second quarter followed a similar profile to those
in the first quarter of the year, registering 16.6% annual growth. As in the
first quarter, the increase of fofal expenditures was defined mainly by capital

Chart 32 Expenditures performance
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The 2017 budget plan foresees an increase of wages in the public administration by around
10% starting from March.
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expenditures (6.6 percentage points), local government expenditures (5.5
percentage points) and social security expenditures by around 2.9 percentage
points3?.

In 2017 H1, readlised expenditures were at ALL 209.2 billion, up 15.5%
annually from the previous year. For the same-stated period, current and capifal
expenditures increased by 11.7% and 56%, respectively, from the previous
year. The positive performance of current expenditures during this year was
supported by all the composing items®, except for expenditures for interests.
The latter have been constantly downward since 2016 Q2.

Budget revenue in the second quarter showed an improved dynamic, recording
around 8.8% annual increase, from 5.1% in 2017 Q1. The improvement from
the previous quarter is attributed to the dynamic of excise revenues and national
faxes.

Chart 33 Expenditures performance
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Fiscal revenues realised during the first half of the year were around ALL 212.2
billion, or 7% higher in annual terms. The revenue growth rates during this
year were determined by the revenue from national taxes, local government,
VAT and social security. The increase in local government revenues formed
around 20% of the expansion of total revenues at the end of 2017 H1, among
the highest confributions throughout the years. Meanwhile, national taxes
revenues® contributed at a relatively high level fo the increase in total revenues
during this year.

3 Social security expenditures are the item with the highest share in tofal expenditure, by around
37.5% for the 2017 HI.

Personnel, operative, local government, social security, as well as other expenditures have
positively contributed to the increase of current expenditures.

In national taxes are includes items such as mining rents, environment tax, vehicle circulation
annual tax, gambling faxes, efc.
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The dynamic of revenues during this year, amid almost unchanged tax policies,
reflects the improvement of aggregate demand, positive developments in the

labour market®® and the growth of imports®?.
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Chart 34 Confribution of nef exports to aggregate
demand (in percentage points)
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expansion.

5.2.3. FOREIGN DEMAND AND FOREIGN

TRADE

Real trade deficit in goods and services narrowed
in 2017 Q1. In real terms, the narrowing was
assessed at /.4%. The real annual increase of the
export of services by 8.3% was the main driver of
this development. Exports of goods, which expanded
by 27.8%, made also high contributions. Regarding
imports, the overall fotal increased by 5.0%, with the
main impact from the increase of imports of goods
(6.7%). The import of services increased also by

1.0%, in real annual terms.

Data on the performance of exports and imports of
goods are as at 2017 Q2. They show that the trade
deficit of goods narrowed by around 0.4% in annual
terms, driven mainly by the increase of exports, while imports contributed to its

Chart 35 Import and export orienfation by category (in ALL million)
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Employment in the non-agricultural private sector increased during Q1 as well, in line with

the around 6.7% increase from social security revenues. At the end of the first half, the latter

accelerated fo 7.9% in annual terms.
The import of goods, during H1, increased by 5.6% in annual terms. VAT on import of goods

39

revenue formed 84% of the increase of aggregate VAT from 4.7% in HI.
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Exports of goods expanded by around 10.2%, in annual terms, in 2017
Q2. The main confribution to this performance came from the increase of
exports of “Consfruction material and metals” and “Textiles and footwear”.
The contribution of the exports of “Food, beverages, tobacco” accelerated
compared with the first quarter. In this case, the main drivers were the sub-
categories of: “Vegetables”, “Fruits” and “Processed food”.

The only category that generated decreasing confribution was “Minerals, fuel,
electric energy”. This performance was mainly defermined by the developments
inJune. Up to May, the performance resulted very promising for both “Fuels” and
"Minerals”. In June, the decrease of exports in both annual and monthly ferms
was very strong particularly for “Fuels”. In the case of “Minerals”, the tendency
is related to a decreasing dynamic of foreign prices (particularly those offered
by China) starfed in May. In the case of “Fuels”, the high increase observed
since the third quarter of the previous year (related mainly with exports of
processed fuels) may be related more with a relatively temporary phenomenon
than a long-lasting one.

Chart 36 Annual Brent oil prices , domestic oil export (left), mefal prices
: and domestic metal export (right)
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Import activity increased by 7.5% in annual terms; mainly concentrated in
March. The main positive contribution came from “Food, beverages, tobacco”,
"Minerals, fuels, electric energy”, “Textile and footwear”. Negative contributions
are related mainly with “Construction materials and metals” and partially with
"Machinery, equipment, and spare parts”.

By geographic orientation, the countries of the European Union and particularly
ltaly remain our main trading partners for both exports and imports. The share
of China has declined during the last months, as a consequence of the decline
of exports of minerals towards this desfination. On the other hand, we observe
a higher diversification in the partners of exports of fuel. A downtumn has also
been noted in the shares of Macedonia and Serbia during the last two months.
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BOX 2: BALANCE OF PAYMENTS 2017 Q1

The net position of the current account recorded EUR 179.3 million deficit in
2017 Q1, narrowing by around 19.9%, annually. It was estimated at 6.9% of
nominal GDP, around 2.4 percentage points lower than in the same quarter of
the previous year. Determinant in this dynamic were the expansion of exports
of goods and services by about 26.8% annually, largely due to the growth in
export of services by 22.2% in annual terms.

Also, the export of goods expanded by around 44.6%. Total imports grew by
around 7.2% in annual terms, with major contributions from imports of goods,
which expanded by about 9.0% compared to the previous year. Furthermore,
the import of services increased by 3.1%. Net remittances were about 0.1%
higher in annual terms. Regarding the primary income account, the surplus
resulted at EUR -35.8 million, while the previous year marked EUR 10.4 million,
mainly owing to the developments in the income from the investments account.

In the case of financial account, net direct investments inflows increased by
17.6%, in annual terms. About the current deficit financing by flow profiles, the
main contribution was from non-debt-creating flows, while debt-creating flows
increased as well. Reserve assets grew by EUR 8.6 million.

Table 4 Balance of payments indicators (in EUR million)

yoy (%) 5.7 4.0 -3.1 120.3 -34.1 -39.6 -19.9
/GDP (%) -12.2 -14.8 9.3 -12.9 7.7 8.4 6.9
. 4763 5645 4033 5551 4109 4369
yoy (%) 1.3 4.4 8.2 54.0 -13.7 22.6 22.3
Exports, f.0.b. 785.0 7147 608.5 717.2 926.8 857.0 771.8
yoy (%) 2.3 0.7 2.5 1.6 18.1 19.9 26.8
Imports, f.o.b. 12614  1279.1 1011.9 12723 13376 1293.8 1085.1
yoy (%) -1.0 1.5 4.7 19.3 6.0 1.1 7.2
Net Travel 64.5 51.6 67.3 72.8 153.1 Q5.7 75.6
.| ‘128 342 104 213 55 278 358
Credit 40.0 43.9 50.8 38.1 42.5 45.7 41.6
Debit 52.8 78.1 40.3 59.4 48.0 73.5 774
Net income from Direct Investments 277 -31.7 -3.8 -30.5 21.3 -29.8 -51.5
1764 2010 1691 2168
Credit 219.1 247 .2 205.0 250.1 250.7 2554 199.1
Debit 42.6 46.2 35.9 33.2 40.5 31.0 29.3
Net Remittances 139.7 153.9 135.7 153.8 159.6 165.4 135.9
oy (%) -15.4 -10.0 -4.2 -4.8 14.2 7.4 0.1

. 328 66 72 31 494 238
2701 3648 2173 3524 2031 <1909  -155.6
71266 2433 1705 2552 900 1492 2540
yoy (% 309 168 43 289 387 490
/GDP (%) 4.9 9.1 3.4 5.2 9.8
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5.3 CYCLICAL SITUATION OF THE ECONOMY AND
DOMESTIC INFLATIONARY PRESSURES

The continuation of the positive dynamic of domestic demand has helped in narrowing
the negative output gap. Current and expected developments suggest that the cyclical
position of the economy is improving, despite the presence of spare capacities in
the labour and capital markets. The convergence of the economy to potential will
exert upward pressures on wages and other output costs, thus contributing to the
return of inflation to target in the medium-term.

Positive developments in domestic demand have continued fo exert pressures
towards the narrowing of the output gap, although the lafter is assessed fo be
in negative ferritory in the first half of 2017, According to the results of the
confidence survey, enterprises in the economy assess that they have utilized
production capabilities at the 70.8%° average rate in the second quarter. The
indicator remains below its historical average by around 3 percentage points,
suggesting the presence of spare capabilities in the economy. Despite the lafest
shortterm fluctuations, its tendency towards convergence with the longferm
average (started towards the end of 2015) is expected to continue, reflecting
the positive developments in the increase of aggregate demand.
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—Output gap (in % of potential) —Unemployment rate gap !

i —Core inflaQion (%) — Capacity utilisation rate gap

*The output gap is the average of several measurements on which the method of moving average s
opplled The capacity ufilisation rate gap is assessed as a deviation of the current value from the relevant !
| historical average, and then the method of the four terms moving average is applied. The unemployment |
I rate gap is assessed as a deviation of the balance rate of unemployment with its current value, and then |
the method of the four terms moving average is applied. !

1 Source: INSTAT and estimations of the Bank of Albania.. |

Developments in the labour market resulted positive during 2017 Q1. The
employment in the economy increased, but at more moderated rafes?!.
Compared with the same period in the previous year, the number of employed

increased by 3.5%, compared to 5.5% in 2016 Q4. Meanwhile, the quarterly
performance of employment resulted positive, at around 0.2%, after the 1.4%

40 Starting from 2017 QI, the capacity utilisation rate indicator is analysed adjusted for
seasonality.

The analysis of employment and unemployment is based on the data of the quarterly labour
Force Survey, and it refers to the indicators for those 15 years old and up.
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Chart 38 The average hammered annual
changes of productivity, labour costs and
production*

—Labour productivity
—Labour cost per unit
—\/\/ci?es and salaries index

Production prices index (rhs)
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decrease in the previous quarter*?. Employment in the services sector is assessed
to have contributed most to the annual growth of employment in the economy .
The positive impact of this sector ebbed due to the confraction of employment
in the agricultural sector (-0.9%) and the slower increase of employment in the

industry sector (at 3.0% from 5.1% in 2016 Q4.

The unemployment rate resulted around 14.2% in the first quarter, at the
same level registered in the previous quarter and around 2.4 percenfage
points below the level registered in the same period in the previous year.
The assessments show that the unemployment gap*® continues to be negative,
but with a narrowing fendency, which is expected to increase the upward
pressures on wages in the economy.

The labour costs per unit** confinued to slow down the upward trend in
2017 Q1, registering 1.8% increase, after the 3.4% marked in the previous
quarter. This performance reflected the curbing of the improving tendency of
the real average wage for activities covered by shortterm sfatistics, combined
with the mitigation of the downwards dynamic of labour productivity. These
developments suggest that the labour market has yet to deliver strong growth
signals  for the domestic inflationary pressures.
Meanwhile, industry production costs increased by
around 5% in the first quarter*®, a high rafe against the
0.9% of the previous quarter. Construction production
cosfs*® continued their annual growth in 2017 Q1
which although modest (1.0%), was higher than in
the previous quarter (0.4%).

The confinuation of the narrowing fendencies in
the output and unemployment rate gaps were not
reflected in the expected direction and infensity of the
inflation components during 2017 Q2. The general
slowdown of inflation was generated mainly by the
shortterm and foreign components. Core and non-

|
|

[N N
|

2014 ! 2015

*On annual changes of indicators were applied four ferms moving | tradable QOOdS inflations of the CPI basket were

averages, fo miigate random fluctuations. | 0.9% and 1.6%, respectively. The more contained
Source: INSTAT and Bank of Albania estiamtions. | . . . .
********************************************************** dynamics in the rise of the price of some foodstuff,

42 The number of employed with quarterly frequency from the labour Force Survey has been

published since 2012 Q1. The aggregated series does not show seasonality, and as a
consequence quarterly changes are calculated on the non-adjusted for seasonality series.
45 The gap is calculated as the difference between the balance rate unemployment (the average
of the assessments NAIRU and NAWRU) and the actual rafe of unemployment.
The proxy indicators of labour productivity and labour costs per unit of output are calculated
by the Bank of Albania, using the total series of shortterm statistics (STS, INSTAT, 2017 Q1).
Their calculation includes: the index of paid employees, the net sales volume and total wage
fund for the total of activities covered by the survey of STS. The reported growth rates are
referred fo the four ferms moving average of the annual changes of the indicafor.
45 This growth carries also the impact of the low comparative base of the previous year (-4%).
Construction cost index for apartments includes prices of building materials, labour force and
other capital expenditures used for the consiruction of a typical building of 8-10 floors.

44

Bank of Albania



some other durable goods and some services produced lower confributions to
headline inflation than in the previous quarter. The impact of the appreciation
of the domestic currency is assessed to have also delivered deceleration
developments for the core inflation, which did not remain isolated against them.
Inflationary pressures in this quarter were also curbed by the developments in
non-core and tradable goods inflations of the CPI basket. They registered 4.9%
and 2.4%, respectively, lower than the previous quarter. It is assessed that the
higher intensity in the reducfion in headline inflation was from the tradable
component, affected by the appreciation trend of the domestic currency.

—Non-core inflation
—Tradable inflation

Source: INSTAT and Bank of Albania estimations.

The positive developments in the output of the goods and services markets are
expected to materialize more visibly in strengthening the inflationary pressures
from domestic demand provided the improvements in the labour market
confinue.

5.4 IMPORTED INFLATION

Overall, inflationary pressures slowed down mainly driven by the contraction of
the contribution of imported inflation compared to the contained developments
in the domestic inflation. Imported inflation contributed by 0.8 percentage point
to the headline inflation in 2017 Q2, or 0.4 percentage point lower than in
the previous quarter. The performance of the Imported Inflationary Pressures
Index (IIPI)*” preceded this development. lIPI narrowed averagely by 0.3%
in annual ferms during AprikMay, affected, on one hand, by the increasing

4 |IPl is calculated as the annual growih of the imported prices index and the NEER index for

the respective month. Inflationary pressures of foreign origin are assessed fo affect domestic
inflation with around 1-3 months lag.
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impacts of the “foreign prices” index*®, which expanded by 4.1% in average

annual terms with positive contributions by almost all the involved partners. On

the other hand, the appreciation of the nominal effective exchange rate (by

4.2% in average in the same period) sfopped the transmission of the imported

prices’ effects to the IIPI.

Chart 40 Confributions of imported and domestic inflation to annual
headline inflation (left). 1IPI and contributions of its components (right)
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Source: INSTAT and Bank of Albania estimations.

Domestic inflation continues to maintain the determinant role in the inflation

formation, although inflation slowed down in this quarter.

BOX 3': THE IMPACT OF THE EXCHANGE RATE APPRECIATION ON
INFLATION

The domestic currency showed an appreciation trend in relation to the currencies
of the main partner countries during the period September 2015 - June 2017.
In nominal effective exchange rate (NEER) terms, annual appreciation averaged
around 3. 1% in the aforementioned period. The appreciation intensity has been
upward: from 3.3% in 2016 to 4.2% in 2017 H1. The appreciation of the lek
agaisnt the euro has been the main contributor in this development because of
the very high share (around 80%) that this currency has in the major currencies
basket. The lek appreciated on average by 1.7% and 2.3% against the euro,
during 2016 and 2017 H1, respectively.

This behaviour is assessed to have dampened the overall inflationary pressures in
the economy. Below are presented some quantitative assessments of the exchange
rate appreciation impact on inflation. The exchange rate impact on inflation may

48

It is a proxy of imported inflation pressures, comparable to fradable goods secior inflation of
Albania's CPl basket. The foreign price index is based on the values of: the inflation of "Food,
beverages, tobacco" for the 18 main countries; and inflation of "items" (i.e.,, not only foods)
for Bulgaria, Germany, Greece, ltaly and Turkey. Some of the goods marked annual price
growth, while imports share of the respective states also increased. This caused the index
final value (the weighted average of aforementioned CPI with their imports monthly shares) to
significantly increase.
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be transmitted through several channels, but the two | 1
main ones are: (i) the direct channel, through which the Chart 41 NEER's annual changes
! performance (%)

exchange rate appreciation is fraduced in the decline of
the prices of imported goods, which are components of |
the consumption basket; (i) the indirect channel, through
which the exchange rate appreciation affects negatively
the competitiveness of Albanian products, which then |
brings a lower economic growth, as a consequence |
of the weakening of the inflationary pressures and |
deviation of inflation from target. 1

The impacts of the exchange rate on inflation are
assessed through several econometric approaches
available at the Bank of Albania, which range from the
use of the transmission coefficient of the exchange rate
impact to inflation, according to a VAR assessment’; to
the shortterm forecasting models of headline and core
inflation®. Based on this approaches, the exchange
rate appreciation has given an average impacttothe + Source: Bank of Albania
decrease of inflation, which fluctuates between -0.12

percentage point at the beginning of 2016, to -0.33 percentage point at the

middle of 2017. According to the transmission coefficient through the VAR

approach, the average impact is assessed around a decline of -0.2 percentage

point of inflation. Similar results are reached by the assessments of the inflation

shortterm forecasting models as well. They show that the hampering intensity

in inflation has grown from 2016 to 2017 HI. Both approaches converge

in the conclusion that inflationary pressures have dampened because of the

appreciation behaviour of the domestic currency in effective nominal terms,

by reducing headline inflation by 0.2 in average, during the period January

2016 - June 2017.

The aforementioned assessments give an average for the behaviour of the
exchange rate against the impact on inflation. The reaction of inflation against
the fluctuation of the exchange rate is not symmetrical to appreciation as it is
to depreciation. The transmission may have variable intensity in time and size
in accordance with different situations. Several studies show" that inflation in

Chart 42 The direct impact of the exchange rafe appreciation for
the period January 2016 - June 2017, by months
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the Albanian economy is much more sensitive to depreciation of the domestic
currency, while appreciation tendencies are transmitted with more contained
intensity on consumption prices.

The behaviour of the rate appreciation, in the time period of one year and a half,
in certain periods was reflected with stronger slowdown of headline inflation.
This has become more relevant because appreciation is assessed to have also
affected components of inflation relatively more isolated against fluctuation of
the exchange rate.

Thus, long-term pressures have not been entirely inmunized by the appreciation
impact in the Albanian economy. Sub-basket items on which core inflation
is measured are affected by the accumulated appreciation behaviour of the
domestic currency. The latter has caused a slowdown of the core inflation, mainly
during 2017 Q2. The slowdown is combined with the high persistent nature
of the long-term component of inflation, thus amplifying the slowdown impact
on inflation by the appreciation of the domestic currency. On the other hand,

the closing behaviour of the output gap has given an

Chart 43 Decomposition of core ‘
‘ inflation gap by: NEER gap; output gap - The assessments show that the gradual growth of core

inflation expressed in a contraction of the deviation

0% 3 jg . between core inflation and the 3% inflation target

06 ., . is affected by the gradual closing behaviour of the

o4 20 | negative output gap during the 2016 Q3 -2017 Q2.

02 101 On the other hand, the exchange rate appreciation in

| oo:T"—,.nnr"]*"*”"""”’"’“I 0}% - 2017 Q2 has pulled core inflation down, too.

02 10

| | 1 2.0 |

;04 30 ' Inconclusion, the average impact of the exchange rate

. 00 40 | appreciation on the contraction of inflation is assessed

Lo08 90 1 around 0.2 percentage point, in the period under

; é o é 5 5 5 5 g é g é g é 5 . review. Mganwhi/e, considering the .exchange rate

1 - a factor with a much more transitory impact than the
mm Output Gap Effect (pp) (lhs) . output gap on core inflation, it is assessed that precisely

3 NEER Gap_Effect (pp) (lhs)

Core inflation Gaplpp [rhs] the positive developments in closing the output gap will

give the increasing impulse in long-term inflationary
pressures and in returning inflation fo target.

The Box was prepared by Evelina Celiku (according fo the assessments updated in July
2017).

Istrefi & Semi (2009) Exchange rate pass-through in Albania: Evidence of autoregressive
vectors. The results of this paper are updated by I. Vika, Research Department, 2015
Celiku and Hashorva (2012), “Performance evaluation: Uncertainties in forecasting
inflation”, discussion paper, Bank of Albania, 01(51)2012; Celiku and Hashorva (2013),
“Inflation Forecasting Performance and Monetary Policy DecisionMaking during 201 1-
2012", discussion paper, Bank of Albania 09(68)2013. In this papers are freated the
econometric models used at the Bank of Albania for headline, core etc. inflation short-
term forecasting approach (also with the participation of the NEER exchange rate as an
explanatory variable that enters in models with defined fime lags).

V" Kolasi, Celiku and Harshova, (2001), “Inflation Trend in Albania during the previous decade:
an empirical outlook”, Economic Bulletin, Volume 4, No.4, Bank of Albania. httos://www.
bankofalbania.org,/web,/Economic_Bulletin_Volume_4_no_4._Inflation_trend_in_Albania_
during_the_previous_decade_An_empirical_outlook_1971_2.php2ke=0,27,0,0,0

Peters, M (2005) “What about Monetary Transmission mechanism in Albania@ Is the
exchange rafe passthrough (still] the main channel@ Fifth Annual Conference of Bank of

Albania. htfps://www.bankofalbania.org/web/pub/M_PETERS_1328_1.pdf
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5.5 INFLATION EXPECTATIONS#

ShortHerm inflationary expectations are revised downwards in 2017 Q2,
adapting to the declining tendency of the inflation figures published according
to the months of the first quarter. Financial agents’ medium-+erm inflationary
expectations have not changed from the level market in the previous quarter.

Consumer shortterm expectations were revised down by 0.4 percentage point
in the second quarter. Currently their level remains 0.9 percentage point below
the historical average of the series. Businesses shortterm expectations were
also revised downwards by 0.1 percentage point. By sectors, the downward
revision was registered mainly in services businesses, by 0.3 percentage point.
The expectations of the sector of industry and construction fluctuated less, while
those of the frade sector registered an increase. Financial agents’ expectations
after one and two year were also revised down by 0.4 and 0.2 percenfage
point, respectively.

Medium-term expectations (after three years) are more stable and less affected
by the shortterm fluctuations of inflation remaining anchored close to the 3%
inflation target. Their average level during the last two quarters has been 2.7%.

Chart 44 Enterprises and consumers' inflationary expectations (left chart), and
financial agents' inflationary expectations (right chart), annual change in %

4.54 3
4.0 |

! 2.5
3.51‘ I
3.0 9!
2.54 |

: 154
2.0*‘ I
1,04

‘ 0.5
0.5+ !

O0+rrrrrrrrrr PP TP T T I T T I T T I T TITITTT (O it
[SENONRINI RN NONINININIRINININS)
7 B X e X R N S RN S IR U IRy T SR O )

8800 - oNwwernnno o N © o
Official inflation —— Actual inflation
—Businesses ——Financial agent’ expectations
— Consumers after 1, 2 and 3 years.

i
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
| |
! 1.54 1A
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|

Source: Monetary Policy Depariment.

47 The analysis on inflationary expectations is based on the results of the business and consumer
confidence survey, as well as on the financial agents' expectations survey.
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1-19 NORMAT E INTERESIT PER BONOT E THESARIT SIPAS ~ MATURITY BREAKDOWN OF TREAUSURY BILLS YIELDS*
AFATIT* 1-19
Né pérqgindje In percentage

Burimi: Banka e Shqipérisé Source: Bank of Albania.
* Pérfagésojné normat mesatare & ponderuara 18 periudhés. * Weighted average inferest rafes.

Banka e Shqjipérisé @




2014 86,430 443,977 7,253,748 83,133
2015 123,578 466,708 6,329,598 84,405
2016 122,550 508,935 7,676,910 90,137
2017/01 10,690 34,736 774,461 6,493
02 10,265 38,991 741,563 6,793
03 10,406 44,722 851,473 7,929
04 10,202 43,959 649,235 7,587
05 10,415 49,755 689,295 8,661
06 9,778 47,201 669,389 8,283
1.21 SHPERNDARJA RAJONALE E TERMINALEVE TE ATM & POS NUMBER OF ATM & POS TERMINALS BY
Fund periudhe REGION 1-21

End of period
.=—————_

57 47 39

2014 811 471 85 112
2015 826 469 93 54 53 44 113
2016 800 472 78 68 45 36 101
2014 6,540 5,090 321 197 297 189 446
2015 6,689 5,331 320 146 211 222 459
2016 7111 5,823 343 180 241 164 360

1-22 NUMRI | LLOGARIVE TE KLIENTEVE NE BANKA  NUMBER OF CUSTOMERS ACCOUNTS WITH BANKS 1-22
Fund periudhe End of period

2014 3,161,650 3,140,591 2,953,580 187,011 21,059 19,422 1,637
2015 3,307,663 3,287,990 3,004,995 192,995 19,673 18,347 1,326
2016 3,440,492 3,412,698 3,204,913 207,785 27,794 25,244 2,550

Burimi: Banka e Shqipérisé. Source: Bank of Albania.

@ Banka e Shqipérisé
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