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QUARTERLY REVIEW OF ALBANIAN ECONOMY, FIRST
QUARTER 2006
APRIL 2006

1 GOVERNOR'S SPEECH

The Albanian economy at the end of the first quarter 2006 continued to
be characterized by a general macroeconomic stability, mainly reflected in
keeping inflation under control, and by a considerable budget surplus, caused
as a result of income realization above the projected level, while budget
expenditures have resulted lower. Local currency has been stable throughout
the period, while the data for January indicate that the volume of foreign
trade in terms of value has undergone a significant growth compared to the
same period the previous year. Like in the previous year, credit to economy
marked stability in the growing rates, as such becoming the main source of
money supply growth.

Annual inflation over the first quarter 2006 remained below the low limit
of the objective of the Bank of Albania. Average annual inflation rate for
this period was 1.4 per cent, recording a decrease of 0.8 percentage points
compared to the same period the previous year. The low inflation recorded
over the first quarter was determined by the low pressure exerted on consumer
prices by the aggregate demand, and by the lack of excessive inflationary
pressures by the supply factors. Monetary and fiscal policies have contributed
to maintaining macroeconomic stability, by keeping demand inflationary
tendencies under control.

The monetary policy pursued over the first quarter 2006 has maintained
the monetary factor stability in the inflation rate performance. The slowdown
in the growing rates of monetary indicators and the sustainability of financial
indicators have been consistent with the current dynamic of inflationary
pressures on economy. The growing rate of money supply slowed down over
this period, meanwhile the LEK exchange rate is presented stable and money
supply liquidity ratios have improved. The time structure of interest rates in
economy fluctuates to minimal and stable intervals compared to the historical
standards, as such reflecting the expectations for low inflation rates in the
medium-term.

Fiscal policy over the first quarter, following the significant reduction
of domestic financing at the year-end 2005, had a direct impact on the
establishment of a non-inflationary environment. According to the data
provided by the Ministry of Finance, by the end of March was collected 106
per cent of the planned income and were realized about 87.6 per cent of the
projected expenditures. Fiscal balance for the first quarter resulted in about
LEK 10.3 billion of surplus, compared to the forecasted amount of LEK 1.1
billion. The increase in the budget income testifies for a step forward in the
enhancement of efficiency in fiscal administration.
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Treasury bills yield has displayed a slight but gradual decrease throughout
the first quarter, as a result of the added income and the Government’s
constraint in spending. However, the Government’s spending policy over the
second semester of 2006 should be pursued prudently, in order to correct the
possible negative effects of its concentration in short time intervals. Moreover,
the carrying out of capital investments calls for greater attention on behalf of
the competent authorities, since these investments are utilized for the creation
of the required infrastructure in order to support the economic growth in the
long run.

Lek exchange rate is presented stable in nominal effective terms; however,
there has been an annual appreciation of 1.0 per cent. Over the first quarter,
the average exchange rate of lek to euro marked an annual appreciation of
2.9 per cent. However, the appreciating tendency of Lek to Euro has decreased
compared to the previous quarter and to the same period the previous year.

The performance of oil prices in the international markets in the quarter
being analyzed shows an increasing external pressure. The annual rise of
fuel prices in these markets was 23 per cent. The recent rise in prices and the
vague perspective characterizing this market, raise a lot of questions regarding
the impact of this product price on economy. The small weight shared by this
product (subgroup, wherein the oil price is included, shares a weight of 1.6
per cent in the consumer index basket) causes its direct effect on inflation to
be limited. However, second round effects, which may influence on inflation
in the form of increase in costs, remain a concern.

Money supply annual growth decreased to 11.6 per cent in February
compared to 14.0 per cent at the year-end 2005. Over the first two months,
M3 aggregate grew by only LEK 2.2 billion in absolute value. The return
of cash into the system, after its seasonal growth at the end of the previous
year, resulted in more rapid rates than projected. Moreover, the positive fiscal
balance sheet of the public sector in the first months of the year conditioned
the low Government’s borrowing from the banking system. Both these factors
have established the grounds for a rapid increase of liquidity in the system
over the first quarter.

The banking system excess liquidity at the end of the first quarter displayed
a growing tendency to the level of LEK 9.5 billion, while the quarterly average
resulted in about LEK 5.8 billion. The presence of the Bank of Albania in the
money markets has aimed at withdrawing the system liquidity through the
use of long-term and short-term instruments of the monetary policy. Reverse
repurchase agreement of one-week maturity, with fixed and very unlimited
price, was the main instrument. Starting from February, the Bank of Albania
withdrew liquidity through repos of three-month maturity, while the liquidity
invested by banks in repos of one-month maturity was in minimal levels. The
withdrawal of liquidity through three-month and one-month repos has aimed
at smoothing the decreasing pressures of inferest rates in the money markets.
Moreover, the Bank of Albania has withdrawn the daily excess liquidity through
the use of overnight deposit.
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Pursuant to its strategy for the accomplishment of quantitative objectives,
the Bank of Albania has also been present in the foreign currency market.
Foreign exchange market interventions have resulted in the injection of about
LEK 0.8 billion currency in circulation. The presence of the Bank of Albania in
this market has improved the position of foreign reserve for the first quarter,
thus, contributing to the increase in the level of reserve by about USD 100
million above the objective. Under the conditions of tightening the monetary
basis was enabled the observance of the objective of net domestic assets,
while the lack of need for fiscal deficit financing has left the level of net
domestic credit to the Government unchanged.

The currency and time structure of money supply has observed the historical
tendencies noticed in the recent years. The foreign currency component of
money supply has continued to grow rapidly. The ratio of foreign deposits to
M3 in February grew to 27.2 per cent compared to 24.1 per cent in the same
period the previous year.

Credit performance in January — February 2006 maintained the upward
tendency as noticed in 2005. Credit balance grew by LEK 7 billion or with an
annual average rate of 71.4 per cent. During this period was extended a total
of LEK 18 billion of new credit or 31 per cent more than the credit extended
over the same period the previous year. At the end of February 2006, credit to
economy shared 22.2 per cent of M3 and 15.2 per cent of the GDP projected
for year 2006. On the other hand, the further increase was also reflected by
the indicators of bank intermediation. The ratio of credit to total assets of the
banking system reached to 25.6 per cent, while its ratio to total deposits to
29.2 per cent. The rapid credit growth may have influenced on the deepening
of current account deficit, supporting the increase of demand for imported
goods and machinery.

The ratio of short-term credit to total credit has maintained a downward
tendency in the first two months of 2006. On the other hand, it is observed that
credit of over 5 years of maturity continues with its upward trend, evidencing
at the end of February a considerable growth to 38 per cent of credit
portfolio. Crediting to branches of economy has generally maintained the
same distribution as in the end 2005. Trade sector remains the most credited
branch sharing 18.7 per cent of credit portfolio. Credit to the production
sectors of economy has increased most considerably, reaching to 14.3 per
cent. Credit to the construction sector has remained unchanged to the level
of 13 per cent of credit portfolio.

In its perspective viewpoint, the Bank of Albania is above all underpinned
by its inflation forecasting models. Pursuant to these forecasts and expected
developments, both national and international, we are assessing prudently
the appropriateness of the current position of the monetary policy and the 5
per cent level of the core interest rate.

Although the short-term forecasts indicate an under-control inflation
rate, we are seriously assessing a few potential risks, which for a while have
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been pending on our economy. In more concrete
terms, factors such as: the performance of oil and
energy prices, the rapid increase of crediting, large
possible concentration of budget expenditures in
the last months of the year (including a possible
supplementary budget) as well as the constant
decrease of the difference between the interest rates
in LEK and those in foreign currency, may call for
the need of a possible modification of the monetary
policy target, releasing it from the relatively long
status of neutrality it has been in.

Chart 1 Performance of economy sales
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2 ECONOMIC DEVELOPMENTS AND
INFLATION
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2.1 ECONOMIC ACTIVITY AND ECONOMIC
Chaort 2 Contribution of sectors fo economy GROWTH

soles [in percentage poinis)

The assessment of the Albanian economy
performance over the first quarter 2006 becomes
difficult, due to the lack of data for almost all
economic indicators by different sectors. The
available data enable the analysis of economy sales
for the last quarter 2005 and the performance of
the energy sector over the first quarter 2006.

Sales index of economy in the last quarter 2005
increased in total by 13.5 per cent in annual terms.
The increase in sales by sectors has changed
the dynamics over the last quarter of 2005. The
Saurce: IMSTAT, Soks ndex  CONTribution  of - “Industry” and  “Construction”
to the annual growth of economy sales has
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“Construction” has lowered the increasing rates

over the fourth quarter of 2005. Sales for this period Chart 4 Quorlery rate of sales change in
have marked an annual growth of 6.8 per cent, "Trade, hotels and restourants” sector
compared to 45.6 per cent in the previous year, [in percentage]

while the cement imports decreased by 1 per cent.
Construction costs, as indicated by the cost index in
construction, increased reasonably, both compared
to the previous quarter and the previous year.

Services

Services sector continues to share a significant
weight in economy sales. “Trade, hotels and
restaurants” item contributed to the annual growth
of the general index by 10 point percentage, as such
determining almost its entire upward amplitude.
The annual growth of this sector’s sales was 21.6
per cent, while compared to the previous quarter,
the growth reached to 7.2 per cent. The booming
in the production of this sector was accompanied by
an increase in the prices’ contribution of this group
to the consumer price index.
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Saurce: INSTAT, Soles mdex

Chart 5 Annual change of sales in “Total industry”
seclor and constituant branches

§ 5

Industry

Industry sector, one of the most significant sectors
of the Albanian economy, as regards its increasing
weight and contribution, increased by 1.7 per
cent over the fourth quarter of 2005. Extracting
industry holds 7.4 per cent of this sector’s sales
weight, making a contribution to its growth by
0.5 percentage points. The annual growth of the
industry sector’s total sales was determined by the
increase in the sales of “Processing industry” sector.
The latter contributed to total growth of industry
sales by 3.6 points percentage.
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— Tehal industey  — Exdracting irclusing - Procedging indugiey
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Share to total Sales ‘05//04 Table 1 Performance of
Total industry 100 1.7 per cent sales in .fhe industry sector
Extracting industry 7.4 6.1 per cent for the first semester 2005
Processing industry 67.3 5.3 per cent (in percentage)
Energy, water and gas 25.3 -7.8 per cent

Source: INSTAT, Sales index

As noticed in the following chart, processing industry increased with lower
rates than in the previous year. Meanwhile, extracting industry has begun to
mark positive increasing annual rates, after a decrease by 20 per cent in the
last quarter of 2004.

Energy
Over the first two months of the current year was recorded an annual
growth in the energy supply by 8.4 per cent. The increase in supply was

Bank of Albania 11



volume 9
number 1
March 2006 | Economic Bulletin

mainly covered by import, considering that the domestic production of energy
suffered a decrease by about 11.4 per cent compared to the production of
the same period the previous year. Hydro electric power remains the greatest
source of energy production in the country, covering about 98 per cent of total
production. Import of energy increased significantly over this period compared
to the same period the previous year. Import during January-February 2006
shared 17.9 per cent of the supply.

Losses in the system increased, recording a level of 19.6 per cent higher
than the same period the previous year, while losses in equipment resulted
27.1 per cent higher. Invoiced consumption increased modestly by 0.4
percentage points, while the fact that un-invoiced consumption has increased
by 139.5 per cent compared to the same period the previous year, remains

an issue.
Table 2 E/ecfrtc:fy.bo/once Jan-Feb  Jan-Feb  Jan-Feb  Jan-Feb 06/05
(in GWh) 04 05 06  in percentage
Domestic production energy 1,023.4 1,110.9 983.7 -11.4
Import 176.1 13.1 209.3 1,494
Distribution 1,124.8 1,077.7 1,168.5 8.4
Losses in distribution 481.9 4443 531.4 19.6
Technical losses 216.3 222.4 282.6 27.1
Invoiced consumption 642.9 633.4 637.0 0.6
Un-invoiced consumption 265.6 221.9 531.5 139.5
Household’s invoiced consumption 405.6 398.1 399.6 0.4
Household’s invoiced 63.1 628 62.7 02

consumption (in percentage)
Source: Albanian Power Corporation

2.2 LABOUR MARKET

Due fo the lack of more complete statistical data’,

it may be concluded that the labour market has

Chart & Unermplayment struchure by developed slightly over the first two months of 2006.
sge-group and educalicn This period was characterized by a further reduction

of the number of unemployed, registered in the
employment offices. This fact is underpinned by the
analysis of the data on the rate of unemployment
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- 1 until the end February. Until this period, the number

% L of unemployed? reduced by 1156 persons compared

R to the end December in the previous year, raising the

gege  uh kI [ " number of unemployed to 152094 or 14 per cent of

_ - all labour forces®. Compared to the previous year,
"";ﬁ;;‘;‘"l ,__l’r':’:_l”;;j: the employment rate has reduced by 2.5 percentage

points. With regard to the unemployment structure,
most of it is composed of unemployed above 35
Soueee: Ministy of Lobour,  years of age and their education does not exceed

Social Affees and fl||||:4 ':‘_:'l[‘:lilﬂl.-"-\:hm. The eigh’r-yeor SChOOl.
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Labour force and employment over the first quarter were not characterized
by an increase in figures. State administration reform, in particular reforms
in large state-owned enterprises, yet unprivatized, are deemed to have led to
the decrease of employment figures in the first quarter of the present year (the
same was observed in the fourth quarter of 2005). Meanwhile, increase is
expected in the private non-agricultural sector. In general, the increase in the
employment figures over the recent years has been mainly due to the increase
of employment in this sector. From the first quarter 2004 to year-ended 2005,
this sector has opened 9 thousand of new work places. Another important
factor in the employment of this sector is the decrease of taxes for the small
business.

2004 2005 Table 3 Labour market
Ql Qll Qll Qv Ql Qll Qli QI figures (in thousand of

i |
Tl o b foress 1080 1081 1080 1074 1087 1086 1086 108s PSP

thousand of people)

A. Total of employed (in 919 921 922 917 931 931 9312 932
thousand of people)

i) in the public sector 179 179 177 171 176 175.6 1756 175

i} in private non- 206 208 211 212 213 2134 214 215
agricultural sector

iii) in private agricultural sector 534 534 534 534 542 542 542 542
B. Unemployment (in thousand of people)

i) Total of unemployed 161 160 158 157 156 155 154.8 154
ii) Total of individuals
benefiting unemployment 11.7 12.3 12 11 115 115 115 11.2

compensation

C. Unemployment rate 149 148 146 144 143 143 142 142
(in percentage)

Source: INSTAT, Conjucture, April 2006

The average salary in the public sector has risen over the recent years.
Rise in salary is expected to be more considerable over 2006. The Ministry of
Labour, Social Affairs and Equal Opportunities has confirmed the rise of the
minimal salary, teachers’ salary and of low salary categories, as well as the
pension indexation.

2.3 FISCAL SECTOR

According to the data made available by the Ministry of Finance, by the
end of March was collected 106 per cent of the planned income and were
realized about 87.6 per cent of the projected expenditures. Fiscal balance for
the first quarter 2006 resulted in about LEK 10.3 billion of surplus, compared
to the projected amount of LEK 1.1 billion. The increase in the budget
income festifies for a step forward in the enhancement of efficiency in fiscal
administration. Over the first quarter of the year was observed a breakdown
of the trend generated over the last eight years, when there has been a fiscal
balance deficit.
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Table 4 Growth rates Ql- Ql- Ql- Ql- Ql- Ql-
of fiscal indicators (in 01/00 02/01 03/02 04/03 05/04 06/05
percentage) Income -24.0 48.5 9.1 16.9 9.8 16.7
Expenditure -22.7 47.0 9.8 7.8 8.0 -6.0

- Capital expenditure =11929. 8.0 -1.6 23.2 7.5 -33.7

Deficit -17.4 2.0 4.7 -53.5 -30.0 -829.1

Source: Ministry of Finance

Chart 7 Main fiscal indicatars,
January — February 2006 [in billions of LEK]
2.3.1 Budget income

&

@

:;: ' The first quarter of 2006 displayed a high
= growth of fiscal income. Total income grew to
;: k the level of 16.7 per cent compared to the same
2 g period the previous year, representing one of the
T:: v highest levels of income growth over the recent
1 years. Excise and tax income have had their best
1_!_']: ; k. performance with regard to income.
E:G%IWTMLEI- o Meanwhile, compared to the same period the
(i : previous year, income from local government

H Incame w=Expanditures  —Difict decreased by 13.4 per cent.
Sorarce: Mirishry of Finarce

Chort 8 Budgst income structurs for the firs The level of tax income at the end of the first
hwes manths of the year {in millians of LEK) quarter amounted to about LEK 47.3 billion, while

tax collected from the customs resulted in about

5 LEK 3.4 billion, realizing the forecasted level in
the draft budget of the beginning of the year by

[ e
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Pt P 105.6 and 112.4 per cent, respectively.

i: _ Value Added Tax constitutes the main source
o i of tax income. The growing rates of VAT income
2} d over the first quarter were 2.4 percentage points
% - higher than the average growth of this indicator
xR

over the last four years. Moreover, except for
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income from the local government, all other
BTk income Wincome fom loce goversenent fiscal income indicators have exceeded the plan
TiMon-fox income !Sochal ord el Insuronce

forecasted for this period.
Sorarce: Mirishry of Finarce

Table 5 Growth rates of Ql- Ql- Ql1- QI- Average Plan Realization
income over 2002-2005 (in 03/02 04/03 05/04 06/05 2002-06 Q1-06
percentage)

Total income 9.1 16.9 9.8 16.7 13.1 106.3

Tax income 471 13.3 8.8 15.2 21.1 105.6

Value Added Tax 15.7 15.7 7.9 16.3 13.9 106.5

Tax on profit 12.7 11.4 35.1 24 .4 20.9 139.4

Excises 50.6 17.8 204  34.1 30.7 122.1

Tax on personal income 3.7 227 23 239 10.1 108.0

Customs duties 10.7 2.7 -4.0 18.0 5.5 112.5
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e tizem log] 187.7 418 02 -134 540 79.0
government

Income from independent

budget (contributions) 14.8 10.1 11.7 115 12.0 100.6
Non-tax income -53.1 93.0 6.1 24.6 17.6 133.8

Source: Ministry of Finance

2.3.2 Budget expenditures

Budget expenditures over the first quarter of this year reached the level
of LEK 42.7 billion, constituting about 87.6 per cent of the programmed
level for this period. For the first time in the last 14 years, total expenditures
were lower than the same period the previous year, marking an annual
decrease of 8.9 per cent. Budget plan for 2006 forecasts a reduction of
9.5 percent of Government expenditures over this year, compared to the
previous year.

Current expenditures, which constitute about 92 per cent of total
expenditures, marked a decrease of 6 per cent compared to the previous
year. Maintenance, interest and local government operative expenditures
recorded the highest decrease in this period, by 30.7, 9.0 and 18.2 per cent,
respectively.

Personnel expenditure, which constitutes 30.5 per cent of current
expenditures and 28.2 per cent of total expenditures, were realized
to the level of 100 per cent. Capital expenditures, which underwent a
considerable decrease over the first quarter, continue to be below the
planned level, realizing 55.6 per cent of the plan. Expenditures covered
by domestic and foreign financing were realized to the level of 75.8 and
38.7 per cent.

ltisobserved thatexpendituresforsocialinsurance
and expenditures for social insurance contributions
solely increased in current expenditures.

Chort & Bruchure of budget expendifures
[in percentags)

SRR RERERET

Meanwhile, maintenance operative expenditures
and capital expenditures decreased more than
the other expenditure indicators, being below the
planned level.

Capital expenditures were considerably reduced
over this period, but their performance over years
is presented as asymmetrical, suggesting that
their performance is remarkably influenced by the
functioning of individual projects and Government

priorities. Characteristic of capital expenditures is e
the growing weight of domestic financing against W Curromt expendifures B Copital expenditures
the foreign one. Scarce: Ministry of Finance
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Table 6 Growth rates of Ql- Q1- Ql- QI- Average Plan realization
expenditures over 2002- 03/02 04/03 05/04 06/05 2002-06 Q1 - 06
2005 (in percentage)  Total expenditures
Current expenditures 8.6 9.2 7.9 -89 4.2 87.6
Personnel 9.8 7.8 8.0 -6.0 4.9 92.5
Wages 11.1 89 11.7 -02 7.9 100.0
Social insurance contribution 12.1 9.0 11.1 -1.2 7.8 100.2
Interests 7.6 8.5 13.9 3.5 8.4 99.3
Domestic 31.1 48 -70 9.0 5.0 93.4
Foreign 32.7 53 -7.0 -10.2 5.2 95.4

Maintenance operative

. 48 62 54 203 3.4 67.4
expenditures
Social insurance expenditures 376 65 102 -307 57 78,1
and other transfers
Capital expenditures 12.8 4.0 12.1 5.7 6.7 96.0
Domestic financing -1.6 232 7.5 -33.7 -1.2 55.6
Foreign financing 21.8 285 -19.0 53 9.1 75.8

Source: Ministry of Finance

2.3.3 Fiscal deficit

Due to high income and reduction of Government expenditures over the first
quarter of this year, was accumulated a fiscal surplus of LEK 10.3 billion.

Table 7 Growth rates of Ql- Ql- Ql- QI1- Average Plan Realization

deficit over 2002-2005 (in 03/02 04/03 05/04 06/05 2002-06 Q1 - 06
percentage)  Deficit

Domestic financing 4.7 -53.5 -30.0 -829.1 -227.0 922.2

Foreign financing 46.0 -82.6 -148.5 3334.0 787.2 482.1

Source: Ministry of Finance

Government borrowing projects an evident asymmetric distribution over 2006.
In the draft budget of 2006, 92.5 per cent of the deficit is projected to result in
the second semester of the year, while in the three previous years this semester
was projected to share on average 62.3 per cent of annual deficit weight.

Table 8 Deficit distribution by Ql Q2 Q3 Q4
quarters in the draft budgets 2003 31.3 20.6 19.8 28.3
of 2003-'06 2004 7.3 13.9 26.3 46.4

2005 5.1 28.9 34.2 31.8

2006 -6.7 14.2 29.2 63.4

Source: Ministry of Finance

2.4 EXTERNAL SECTOR OF ECONOMY

The volume of trade activity with the rest of the world over January 2006,
reached to EUR 205.2 million, marking an increase by 26 per cent compared
to the previous year. The increase of trade transactions for this period came
as a consequence of the growth in both export and import. Exports in January
amounted to about EUR 46 million or 21 per cent more than the same period
the previous year. Imports amounted to EUR 159 million, increasing by about
28 per cent compared to the previous year.
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Trade deficit for January marked EUR 113.3
million, deepening by 31 per cent in annual terms. Chart 10 Trade balence {in millians of EUR)
The increase of imports was the main factor of trade
deficit deepening. Despite the lack of information

En |
on balance of payments accounts for this period, . ' . .

based on the significant influence of trade balance as
on current account, it could be expected deepening 0
. . B i |
of current account deficit for January. o h\
o e =
5 =] . Sl
2.4.1 Exports ‘: r"ﬂf
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Albanian exports over January 2006 were
dominated by the commodity groups of textiles, BEEqpcd  ESlmport k- Trode boloncs
footwear, mineral exports and base metals, which
in total share 80 per cent of total exports. Export of
mineral products recorded a considerable increase
over this month. The weight of this commodity group
to total exports for January 2006 was 13.5 per cent, compared to 0.86 per
cent in the previous year. The export weight of the commodity groups of
textiles, footwear and base metals to total exports marked a decrease by 12

percentage points, compared to the same period the previous year. Table 9 Structure of exports
and imports
(in percentage)

Saurcn: Bank of Albanio

Export Import
Jan ‘05 [,)gg Jan ‘06 982 E,)gg 982
1 Live animals; animal products 0.27 032 077 334 23] 3.08
2  Vegetable products 3.11 299 237 9.67 563 6.10
3 Animal or vegetable fats and oils 0.00 0.06 0.08 220 124 224
4 Prepared foodstuffs, spirits and vinegar, tobacco 392 259 319 697 720 7.5
5  Mineral products 0.86 3.37 13.48 10.88 14.75 19.02
6 Products of the chemical or allied industries 0.82 0.35 0.03 6.39 6.76 6.80
7  Plastics and articles thereof; rubber and articles thereof 0.43 0.66 1.14 3.43 2.63 2.50
8 Raw hides and skins, leather, fur skins and articles thereof 1.71 1.86 2.09 2.51 2.14 2.38
9 Wood and articles of wood; cork and articles 183 198 131 1 46 139 101
of cork; manufactures of straw
Pulp of wood, waste of paperboard; paper
19 on(ljopoperboorol and orﬁcl?as thereof Pep 128 lez) Zzla) 171 Lol 1el
11 Textiles and textile articles 33.96 27.67 27.61 11.27 9.28 9.77
12 Footwear, headgear, umbrellas, arificial flowers 2993 2960 2735 296 264 252
13 Articles of stone, plaster, cement; ceramic 0.37 0.44 0.54 516 3.68 311
products; glass and glassware
14 Pearls; precious stones and metals; jewellery; coin 0.13 0.13 0.16 0.04 0.04 0.05
15 Base metals and articles of base metal 1452 1740 11.79 8.54 11.01 8.73
16 Moch.inery on}d mechanical appliances, 424 658 390 1379 18.63 14.99
electrical equipment; parts thereof
17 Vehicles, aircraft, vessels and associated transport equipment 0.14 040 0.09 629 494 6.57
18 Optical instruments cmpl apparatus; clocks 037 007 011 153 148 096
and watches; musical instruments
19 Arms and ammunition; parts and accessories thereof; 2.02 0.57 0.00 0.03 0.05 0.02
20 Miscellaneous manufactured articles 1.92 2.04 1.82 1.86 2.61 1.51
21 Works of art, antique 0.00 0.02 0.00 0.0 0.01 0.00
TOTAL 100 100 100 100 100 100

Source: Bank of Albania
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2.4.2 Imports

Import of goods is presented more diversified in items than export. The
commodity groups of mineral products, machinery and mechanical appliances
and textiles share the main weight in the import of goods, by 19, 14.9 and
9.7 per cent to total imports, respectively. In annual terms, the weight of
agricultural products import to total imports has decreased by about 3.6
percentage points reaching to 18.6 per cent.

Geographical distribution of exports and imports

Export of Albanian goods was mainly oriented towards the European
Union countries even during January 2006. Export with these countries
shares 95 per cent of total exports. Albania’s main trade partners with
regard to export remain ltaly with 81 per cent and Greece with 9 per
cent. Export with regional countries* for this month share 4 per cent of
total exports. Main regional partners for January were Turkey, Kosovo and
Macedonia.

Import of goods had a wider geographical expansion compared to export.
However, European Union countries still share the main weight in import
with 61 per cent of total import. ltaly and Greece remain the main partners
with regard to the import of goods, sharing 25 and 14 per cent of total
import, respectively. Import with regional countries share 15 per cent of total
import. Main partners for this month among regional countries were Turkey,
Romania and Bulgaria. Main partners in imports with other countries were
China, Russia and Ukraine.

Chort 11 Weight of import ond export 2.5 INFLATION PERFORMANCE OVER THE

by counfries (in percantage) FIRST QUARTER

1054 -
Annual inflation remained below the low limit of
" the Bank of Albania objective over the first quarter
2006, after decreasing to the level of 2 per cent
4 in December 2005. The average rate of annual
Py inflation forthe first quarter was 1.4 per cent, marking
a decrease of 0.8 percentage points compared to
. the same period the previous year. Such a decrease
was mainly influenced by the considerable slowdown

g

of the rise in the prices of “Rent, water, fuels and
energy” group.

B irgperts 5 Exports
Source: Bank of Albanio

Despite the positive contribution to the annual
inflation rate by “Foodstuffs and non-alcoholic
beverages” group for March 2006 (in contrast to
its negative contribution over the same month the previous year), its pressure
on total inflation was reduced by the decreasing contribution of “Rent, water,
fuels and energy” group.
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2002 2003 2004 2005 2006 Table 10 Annual inflation

January 6.5 0.0 3.3 3.3 1.4 rate (in percentage)
February 7.6 1.1 4.4 1.8 1.3

March 7.5 1.3 4.0 1.6 1.5

April 6.5 2.3 3.2 1.3

May 4.6 2.8 2.6 2.0

June 3.7 2.6 2.9 2.9

July 4.2 3.0 3.1 1.8

August 5.5 3.0 2.7 2.3

September 5.3 2.8 2.0 3.1

October 5.8 2.9 2.0 3.3

November 3.7 3.4 2.2 3

December 1.7 3.3 2.2 2.0

Average 5.2 2.2 3.0 2.4 1.4

Source: INSTAT

Monthly consumer price index increased gradually over the first quarter
2006, but with lower rates compared to the first quarter 2005. Average
monthly inflation rate over the period being analyzed
was 0.25 per cent. This rate was determined by
the negative contributions of “Transportation”
and “Rent, water, fuels and energy” groups and = -
the positive contribution of “Foodstuffs and non-
alcoholic beverages” group. Their contribution had
an opposite track over the first quarter 2005.

Chart 12 Annual inflatian {in perecentage)

Despite the smoother seasonal effect, the low
inflation over this quarter also reflected the positive = #*
contribution of macroeconomic stability, the lack

of shocks and the controlled inflationary pressures = #*_ . L 0 L L L L & 5 e o
caused by the increase in oil prices. E iE ! E g iE g E E FE: E E %
E E E E B R
Anrezal inflafion = Slowsr lmit 3%
2.5.1 Inflation performance by constituent = *Upper limit 4% —Maving average jannual)
groups Seearcm: IMATAT
In general, the various groups of consumer price Chart 13 Confribufion of main groups to
basket have maintained the track of their contribution annual inflofion ["., p-u'cunhuga ooints)

to annual inflation over the first quarter 2006, but

1o tmem 7 A Pt P et e
they have changed the intensity of this influence, = .
compared fo the first quarter 2005. The decreasing =
influence of inflation of “Rent, water, fuels and '
energy” group, somehow counterbalanced by a i
more moderate smoothing effect of “Foodstuffs and = "]’
alcoholic beverages” group and the increase in the =~ ™
positive contribution provided by “Transportation” = 1% =
and “Hotels, cafés, and restaurants” groups, = % a'i'r T R e Sk T S TR LRk
determined the annual inflation rate. _g 5 ‘EE g Eg: E E E E: E E g E:
E EEEE EEEE e

The prices of “Foodstuffs and non-alcoholic i Foadshubis ond ron-aleoholic beverages
beverages” group, which display the most m&m%ﬁ;:n ﬁm:qm":,;ﬂnmﬂ
considerable unsteadiness within the consumer price Serce; INSTAT
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basket, recorded a decrease in the monthly rate over January and February,
and an increase in March. Annual average rate of this group over the first
quarter was -0.1 per cent, contributing to the average annual inflation rate
by -0.04 percentage points. This contribution was -0.52 percentage points in
the previous year. The positive contribution over March also reflected the rise
in the prices of “Foodstuffs” in Greece and the decline of lek appreciation to
the euro over March.

,/;%[Zlgszulffingsgonnosf » Ann’ucl Contribution » Ann’ucl Conftribution Halyiﬁrcr;il; Gnl GAr:ﬁEZT
alcoholic beverages” group licticuhCs lpial | Fmfefitem 010 (pr) ‘06 inflation ‘06
and its weight in total - January 0.7 0.3 0.4 0.2 1.1 1.6
inflation.  February 1.2 0.5 0.3 -0.1 0.9 2.1

March -1.7 -0.7 0.4 0.2

Source: INSTAT

Annual inflation of “Rent, water, fuels and energy” group fluctuated to
about 3.5 per cent over the first quarter 2006. Annual inflation of 3.2 per
cent in March 2006 is the lowest rate recorded since October 2003. Being
the second group with regard to the weight it shares in total inflation after
“Foodstuffs and non-alcoholic beverages” group, the increase in its index
has influenced the positive inflation rates. The slowdown in the growing rate
of this group index over the first quarter, brought the decrease of its average
contribution to annual inflation rate to 0.9 percentage points. Average annual
contribution in the first quarter the previous year was +2.8 percentage points.
The fall in the price of rent, imputed rent and fuels influenced on the monthly
decrease of this group index.

Table 12 Inflation of “Rent, Annual inflation ‘05  Contribution (pp) Annual inflation ‘06  Contribution (pp)
water, fuels and energy”  January 15.2 3.6 3.6 0.9
group and its weight in total February 9.8 2.4 3.5 0.9
inflation  March 9.8 2.4 3.2 0.8

Source: INSTAT

Annual inflation of “Transportation” group
remained in high levels over the first quarter 2006,
despite the negative monthly changes of prices in this

Chaort 14 Anneal inflobion of 4 main groups
of CPl basked (in parcentoge)

= &
w _ group. The annual growth by 23 per cent of oil prices
bl _ 4 . in the international markets and the depreciation of
A 'J'{_ ' , _-'-' AT R the lek to the usd over the last two quarters have
a ! Y " Ji . e influenced on the increase of annual inflation of
e gt g enga e rall Srergeonnood s neannrall “Service to vehicles” subgroup, which increased by
— Foudindh g ronakohobc bivasagn — lloleh, cakie asg serarary 9.6 per cent. Over the first quarter 2006, “Hotels,
- ' . cafés and restaurants” group contributed to the
i | : . average annual inflation in the same level as in the
s M A TN P\ /W previous year. Monthly inflation over the first quarter
5 : el Y was almost O, with the exception of March, during
: L~ T ' which this group’s index increased by 0.6 per cent,
MR a e is e ad Wi mE s thus reflecting the rise in the prices of “Cafés and
L e p—— —Trarapzrerios

Benarce: INSTAT restaurants” subgroup.
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The other groups have not generally changed their influence on total
inflation over the first quarter compared to the previous year. “Clothes and
footwear” and “Furniture, household appliances and maintenance” contributed
by -0.1 and -0.07 percentage points, while the other groups made a positive
contribution.

2.5.2 Macroeconomic environment and consumer prices

The low inflation recorded over the first quarter was determined by the
low pressure exerted on consumer prices by the aggregate demand and by
the lack of excessive inflationary pressures by the supply factors. Monetary
and fiscal policy has contributed to maintaining macroeconomic stability,
transmitting neutral signals in demand inflationary tendencies.

Demand factors
Chart 15 Performance of monetory condifions

*  Monetary policy and monetary indicators o 8 el - 3-mers moning svarege  Maarinal Efeci Exchasge e of Lnk.
The monetary policy pursued over the first quarter ;. et o
2006 has maintained the monetary factor stability . L g
in the inflation rate performance. The slowdown .- e LA 3
in the growth rates of monetary indicators and the = itiid o :
balance in financial markets have been consistent = 1 I{ I{ T
with the current dynamic of inflationary pressures ia-i W{{g E 1@@@@@@@

on economy. Growth rate of money supply slowed U Cebmboie Ml F T Y

down over the first quarter, while the lek exchange Crmmnmm
rate is presented stable and money supply liquidity
ratios have improved. The time structure of interest
rates in economy fluctuates to minimal and stable
intervals compared to the historical standards, as
such reflecting the expectations for low inflation

“*?!#ii
K

r.m””i?”.'?

;fi l t*[[ ;u !

rates in the medium-term. Saures: Bank of Albania

*  Fiscal policy and fiscal indicators

The prudent stance of fiscal policy over the
first two months of 2006 resulted in a higher
surplus than the forecast, which was reflected in
a lower Government demand for money. General
Government expenditures over the first two months
were realized to the level of 85 per cent of the
plan. On the other hand, Government income over
these two months increased to the level of 104 per
cent of the plan, resulting in a considerable fiscal

Chort 14 Annwal gn:mth of budget mq:-anl:lﬂum

surplus.

Fiscal policy and fiscal indicators will have a more
significant contribution to inflation over the second
semester of 2006, when budget expenditures and
budget deficit are expected to increase.
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e Other indicators of domestic demand

Sales index marked an annual growth of 13.5 per cent over the fourth
quarter 2005 and a growth of 6.4 per cent compared to the previous
quarter. Other indicators, such as fuels consumption and some other import
indicators, which provide us with information related to the domestic demand
of the Albanian economy for consumption, in general indicate a recovery
compared to the previous quarter; however they display decrease in annual
terms. “Consumption of energy by the population” and “Total vehicles import”
decreased in the first quarter 2006 compared to the last quarter 2005, by
14.7 per cent and 35 per cent, respectively.

Supply factors

*  Exchange rate and imported inflation

Lek exchange rate is presented stable in nominal effective terms; however,
there has been an annual appreciation of 1.0 per cent. Over the first
quarter 2006, the average exchange rate of lek to euro marked an annual
appreciation of 2.9 per cent. Nevertheless, the appreciating tendency of lek
against the euro has decreased, compared to the previous quarter and to
the same quarter the previous year (lek appreciation for these periods was
3 per cent and 4.4 per cent, respectively). Such dynamic has enabled the
transmission of inflation increase of “Foodstuffs” group in Greece over the
last two months of the first quarter 2006 to the inflation of “Foodstuffs and
non-alcoholic beverages”.

The depreciation of lek against the dollar, which started in the last quarter
of 2005, has reduced in the first quarter 2006 compared to the previous
quarter, but in annual terms, lek depreciation is almost in the same levels
(5.7 per cent). In quarterly terms, lek exchange rate against the dollar was
estimated at 1 per cent in the first quarter, as such causing the influence of
the rise in oil prices in international markets on the Albanian market oil prices
to be overwhelmingly slight.

Table 13 Annual inflation November ~ December January February March
of partner countries and  Greece’ 35 3.4 39 39 33

changes in the exchange Italy® 29 9 29 21
rate (in percentage) for | ¢l /Eyro 3.7 3.2 25 3.3 2.9
2005 | ok /Usd 5.9 9.5 5.4 5.4 6.4

Source: INSTAT, Bank of Albania

*  Production price index

Production price index has been decreasing over the last quarter of 2005,
marking an increase of 0.4 per cent compared to the previous quarter and an
annual change of +1.9 per cent. The annual change constitutes the lowest
increasing rate of this indicator since the last quarter of 2001; however, it
does not cause any problems as far as inflationary pressures are concerned,
due to the rise of production costs.
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*  Oil prices

The performance of oil prices in international Chart 17 Annua! changes of PP and CPl
markets in the quarter being analyzed shows an far 20022004
increasing external pressure. The annual rise of fuel oo . . -

prices in these markets was 23 per cent. The small
weight shared by this product (subgroup, wherein

1E% LA

the oil price is included, shares a weight of 1.6 per
cent in the consumer index basket) causes its direct ™
effect on inflation to be limited. However, second g
round effects, which may influence on inflation in -
the form of rise in costs, remain a concern. :m

ey s i s s s s irE
*  Unemployment and wages g E % i f g' % § ; E E
From the perspective of possible pressures on g 2 g z

inflation, labour market is presented smoothing —CR L

Source: INATAT
over the fourth quarter of 2005. The increase by -

9.26 per cent of minimal wage was accompanied
by an increase of public average wage by 7.9 per

Chart 1B Annual change of oif price and
exchonge rate (in percanioge)

cent. However, this rise remains in line with the rise
of wages over the same period the previous year.
Employment indicators over the fourth quarter
2005 have displayed the same performance as in
the first quarter the previous year; unemployment
rate decreased by 0.2 percentage points compared
to the previous quarter. However, this period was
not characterized by the same growth rate in the
number of employed. Such shifts have resulted in the
decrease of capable labour force to total economy

&
by 0.2 per cent or 2 thousand persons. B -
Inflation performance over the first quarter 2006 il pricw i the werd modkat :mﬁ;ﬁ'ﬁﬁ rae
is displayed with positive figures, favoured by the Sonarce: INSTAT, Bonk of Allsania

controlled performance of demand factors and

the moderate impact of supply factors. In general,

inflation perspective remains positive for the rest of 2006. However, the
continuous rise of oil prices and other risks related to supply remain factors
with a possible negative impact on the performance of consumer prices.

3 MONETARY DEVELOPMENTS AND FINANCIAL MARKETS

3.1 BANK OF ALBANIA MONETARY POLICY

Bank of Albania monetary policy has aimed at maintaining the monetary
situation in economy stable. The neutral monetary policy stance was
conditioned by the balanced influence of factors which are expected to impact
the dynamic of inflationary pressures in the medium-term. Current low inflation
rates indicate the lack of inflationary pressures over demand. Growth of credit
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to economy has been accompanied by upward
Chart 19 Parformanca of cors intarast rote tendencies of curr<'anT' occ'oun‘r deficit over "rhe last
quarters, versus a limited influence on inflation. On

the other hand, the increase of foreign currency

Bl

h._: — interests has brought the decrease of inferest rates

- - in local currency, causing the Bank of Albania to

e f increase its consideration with regard to possible

7. —' “1 implications of this factor on inflation.

605 4 Under this situation, the Bank of Albania

L% L H monetary policy concentrated on the administration

+ ~ of liquidity in the system, in order to maintain the

e My e NN R oo stability of monetary market stability. The return of
? % g % %? %% % E % % % E %? % E EE: ? % cash into the system following its seasonal growth

at the end 2005 resulted in more rapid rates than
expected. Moreover, the positive fiscal balance of
public sector in the first months of 2006 caused the
Government borrowing from the banking system to

Saurce: Bank of Albario

be low. Both these factors have prepared the grounds for the rapid increase
of liquidity in the system over the first quarter.

Excess liquidity in the banking system by the end of the first quarter has
displayed an upward tendency to the level of LEK 9.5 billion, while the
quarterly average amounted to about LEK 5.8 billion. The presence of the
Bank of Albania in the money markets has aimed at withdrawing the system
liquidity through the use of long-term and short-term instruments of the
monetary policy. Reverse repurchase agreement of one-week maturity, with
fixed and very unlimited price, was the main instrument used. At the same
time starting from February, the Bank of Albania withdrew liquidity through
repos of three-month maturity, while the liquidity invested by banks in repos
of one-month maturity was in minimal levels. The withdrawal of liquidity
through three-month and one-month repos has aimed at smoothing the
downward pressures of interest rates in the money markets. Moreover, the
Bank of Albania has withdrawn the daily excess liquidity through the use of
overnight deposit.

Pursuant to its strategy for the accomplishment of quantitative objectives,
the Bank of Albania has also been present in the foreign exchange
market.

Foreign exchange market interventions have resulted in the injection
of about LEK 0.8 billion currency in circulation. At the same time, the
presence of the Bank of Albania in this market has improved the position of
foreign reserve for the first quarter, thus contributing to the increase in the
level of reserve by about USD 100 million above the objective. Under the
conditions of tightening the monetary basis was enabled the observance
of the objective of net domestic assets, while the lack of need for fiscal
deficit financing has left the level of net domestic credit to the Government
unchanged.
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Table 14 Realization of the

September December January February March June ‘ s
‘05 ‘05 ‘06 06 ‘06* 06 Bank of Albania quantitative
Net International Reserve (in millions of USD) objectives’
Obijective 1,1195 1,184 1,162 1,139 1,117 1,112
Current 1,1195 1,184 1,201 1,197 1,222 --
Difference - - 39 58 105 —
Net Domestic Assets (in billions of LEK)
Obijective 82 82 83 84 85 90.0
Current 82 77 68 66 61 --
Difference - -5 -15 -18 -24 —
Net Domestic Credit to the Government (in billions of LEK)
Obijective -- 306.7 309.1 311.4 313.7 318.7
Current -- 306.7 307.1 306.6 -- --
Difference — - -2.0 -4.8 — —

* Operative data
Source: Bank of Albania

3.2 MONEY SUPPLY AND MONETARY AGGREGATES

The general trend of monetary aggregates has indicated the seasonal
slowdown, which characterizes the money supply and its components at
the beginning of the year. However, in contrast to the previous years, the
downward tendency of annual growth rates was relatively more considerable,
owing to the non-linear distribution of demand for the financing of fiscal
deficit. Meanwhile, demand factors of economy for monetary assets and the
external position of the banking system manifest stable growth rates. Under
these conditions, the annual growth rate of money supply has reflected the
trend of the Government demand for money and the magnitude of foreign
assets and the economy demand rates.

Money supply annual growth rate slowed down to
Chart 20 Pedormance of monetary

11.6 percentin February, comparedto 14.0 per cent _
indicators annual rates

at the end 2005. In absolute terms, M3 aggregate

grew by only LEK 2.2 billion over January-February. s B ;:
The low monthly growth rate of money supply mainly o 'ﬁke’ e 1M
owes to the opposite effects of demand factors. s _ f Hhx :
| i i ™
Currency and time structure of money supply has "™ =, J4 L~ ﬂ'wfr-"*u"r / " e
observed the historical tendencies observed in the -\//\' £
recent years. The foreign currency component of mlnimas R Pas
money supply has continued to grow more rapidly . = T ::
than the Lek component of money supply. The level E i ii § 2 F E- g§3 §' ¥ FEiE R %’ £
of foreign deposits amounted to LEK 157.8 billion g7 98 ""E. ;.; R R : § q §
in February. The annual growth of this indicator e b 5 Fr®

resulted in 25.7 per cent. The ratio of foreign ol — W3 fright soaie]

deposits to M3 in February grew to 27.2 per cent Ltk apoait = Duposts in forige =
compared to 24.1 per cent in the same period the Saurce: Bank of Albaniu
previous year.

The main source of foreign deposits growth are the foreign inflows
from abroad, while the financial sources created in local currency by the
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Government and the economy demand continue to
be invested in the form of Lek deposits. Moreover,
the circulation of the banking system foreign assets
through the financing made to the private sector

Chart 21 Pedormance of deposits in foreign
cusrency ratic o M3

o constitutes an additional source for the creation of
% foreign deposits. Despite the foreign inflows, the
-1 high foreign currency credit rates to the economy

_ by the banking sector increase the foreign supply
b “‘-_‘_ ~ -r’ in the market and lead to the investment of foreign
P _- T currency balances in the banking system.

Ii' i_' E i;‘ E li";' E Foreign deposits time structure has been reacting
E & z E E i { E { i z E & tothe changes in foreign currency interest rates. The
&a ratio of time deposits in foreign currency to demand
deposits in foreign currency reached to 212 per
cent in February, compared to 170 per cent in the
same period the previous year. Its perfformance was
mainly in line with the tightening of Fed monetary
policy through the increase of the usd core interest
rate'®. In June 2004, when the usd interest rate
began to increase, the ratio of time deposits in
foreign currency to demand deposits in foreign
currency was 142 per cent or about 70 percentage
points lower than the current ratio.

Depusts in lornign curremcy /M3 —Moving avesugs
Saurcs: Bank of Albanio

Chort 22 Time strecture of foresgn deposits
and the usd core inerest rate

N

I
151 1 The shifting tendency of money supply time
' structure in lek to less liquid assets continued over
r ! ~ the first quarter of the year, following the seasonal
Ei ! g g; ![5 i 55 growth in December. The ratio of currency outside
B - ' banks to M2 in February resulted in 32.9 per cent
— Time depoits i fomign curmency — Usdd or 0.5 percentage points less than the same period
Chpome chapoatis In fonsign cymyncy the previous year. This performance is in line with

Saurce: Bank of Albanie — the historical tendency of the recent years and it has

a positive influence on the inflation rate perspective

Chart 23 Ratia of currency outside banks ta MZ in economy. As a ratio to M3 aggregate, currency
end overoge real interest role ! outside banks in February resulted in 24.0 per cent,
compared to 25.4 per cent in the same period the

il - _
previous year.

' e

e .
e | The time structure shifting of M2 to deposits, has
0% e o i enabled the monetary policy to decrease the real
M Rt ¥ interest rates in economy owing to lower inflation
% , -:: rate. The maintenance of macroeconomic balances
. under lower rates of real interest rate constitutes a

3% EEEE'E%E EE'E ;'fi positive developmentforthe economy. Time structure
EEHEEEE EEI;.';| EE shifting to less liquid assets reduces the inflationary
= pressures. Hence, the maintenance of the downward

CoB /M2~ Real inrest it [Figh! scale] trend of this ratio enables the economic growth

Saures: Bark of Albania Without infringing the inflation objective.
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February 2-month change Annual change Table 15 Monetary
2005 Absolute  Percentage Absolute  Percentage indicators for January-
Currency outside banks 139.1 -10.6 -7.1 7.1 5.4 February (in billions of LEK)
Total deposits 441.1 12.8 3.0 53.2 13.7
- Lek 283.4 6.9 2.5 20.9 7.9
- Foreign currency 157.8 5.9 3.9 32.3 25.7
Demand deposits 130.7 1.2 0.9 44.9 52.4
- Lek 80.0 2.0 2.6 40.6 103.1
- Foreign currency 50.6 -0.8 -1.6 4.3 9.2
Time deposits 310.4 11.5 3.9 8.3 2.7
- Lek 203.3 4.9 2.4 -19.8 -8.9
- Foreign currency 107.1 6.7 6.7 28.0 35.4
M1 219.2 -8.5 -3.7 47.7 27.8
M2 422.5 -3.7 -0.9 27.9 7.1
M3 580.2 2.2 0.4 60.2 11.6
Monetary basis 188.9 -9.3 -4.7 14.5 8.3

Source: Bank of Albania

3.3 MONEY DEMAND

The performance of monetary indicators for January-February has
maintained the same characteristics as in 2005. Credit to economy constitutes
the main incentive of the monetary expansion, while the low Government
demand for money has slowed down the growth of M3 aggregate. Table 16 Performance of
some main indicators

2002 2003 2004 Q105 Q205 Q3 ‘05 Q4’05 February ‘06

Money supply (in billions of LEK) 416.7 448.4 507.2 521.6 541.8 566.2 578.0 580.2
Net foreign assets (in % to M3) 389 357 369 375 364 37.5 36.1 37.1
Domestic credit (in % to M3) 70.8 71,5 689 68.7 69.9 69.1 70.0 70.4
- Credit to the Government (in % to M3) 61.5 602 551 53.4 522 50.3 48.9 48.1
- Credit to economy (in % to M3) 9.3 11.3 13.8 15.3 17.7 18.7  21.1 22.2
Credit to economy (in % to total assets) 11.5 13.7 169 179 208 222 251 25.6
Credit to economy (in % to GDP) 5.7 6.8 8.4 9.5 11.5 12.7 14.6 15.2
Total deposits (in % to GDP) 422 434 441 46.9  48.5 50.7 512 52.0
Credit/deposits ratio (in %) 13.5 157 19.0 203 2346 25.0 285 29.2

Source: Bank of Albania

In annual terms, Government’s contribution at the Chart 24 Contribution pedormance of
end of February 2006 is presented negative, while meney demand companents
the contribution of economy demand to the growth  wew: 0o
of money demand has reached to maximal levels,
which is to 88 per cent. The growth of the system’s = **
foreign assets, as a source of money growth, displays = | L E !
a constant contribution as in year-ended 2005. TR EE 4l E_J '
2 | | i
3.3.1 Credit to economy “31“; Al | AR
o
Credit performance in January — February 2006 1 E: ff £ 3 ? ] .E' E g
maintained the upward tendency of 2005. Credit ] L g + & g g o
balance grew by LEK 7 billion or with an average g % g @ B g ¥
annual rate of 71.4 per cent compared to 74.3 per Hat claims 0. gavemimant Bigt formigm aemty
] 0 Credi 1o ecanoimsy
cent at year-ended 2005. In real terms, credit for Saurcs: Bark of Albania
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the first two months recorded an average growth of

Chart 25 Rotio of credit o GOP {lek :mluL, annual _ ,

rate of credit growth and annuol contribution 69 per cent. Over this period was extended a total

to M3 growth [right scale] of LEK 18 billion of new credit or 31 per cent more

A i 1 i 1 ™% than the credit extended over the same period the

o _ 3 previous year. At the end of February 2006, credit

T s T0 economy shared 22.2 per cent of M3 and 15.2

o ! sm  per cent of the GDP projected for 2006.

f '.l. 0%

e e =k .-"' T On the other hand, the further increase was also
— — 3

ek
Tl reflected by the bank intermediation indicators. The
. _“_.-\....-r-"—_“-'- _'_._,_,_,-/"'Ff -

I i o r ratio of credit to total assets of the banking system

= "™ reached to 25.6 per cent, while its ratio to total

m. - . .|H
¥ i E E i E E i' E E deposits to 29.2 per cent.
CE E - E{_‘id i ?.An ; b Characteristic of this quarter is the increasing
' h?:rm'rnﬂ::EnFNbaniu interest of banks to crediting in lek. Credit in lek

over January and February is on average 121 per
cent higher than the previous year. Growth of credit
in lek seems to have been influenced by both credit

Chart 26 Cradit | h
o annuot growin rofes growth to households and to businesses.

by cumrency

Despite the positive developments in credit in lek,
banks’ portfolio is dominated by credit in foreign
currency. For January-February, credit in foreign
currency recorded an average annual growth rate
of 59 per cent.

The ratio of short-term credit to total credit
maintained a downward tendency over the first two
. E months of 2006. The changes in the time structure

=

E

of new credit (to 44.2 per cent of total credit
from 53.2 per cent in the previous year) indicate

HEHIRTTHT

- Totol credh Creditin ferwign cumirey— § decreasing commitment on the part of banks in

Creditin Lak Saurce: Hank of Albarin  short-term credit. On the other hand, it is observed
that credit of over 5-year maturity term continues its
upward trend, manifesting at the end of February a considerable increase to
38 per cent of credit portfolio.
Table 17 Credit balance 2005 2006
indicators in percentage fo/ 2002 2003 Q1 Q2 Q3 December January February
fota i
Cieell ool lemet 50.7 69.3 79.0 959 1060 1219 1248 1285
(in billions of LEK)
Short-term credit 46.0 34.0 34.1 33.7 31.6 32.8 32.5 31.9
Medium-term credit 33.31 36.0/[ 34.5/[ 33.1' | 31.2 30.3 30.0 30.3
Long-term credit 20.7 30.0 31.4 33.1 36.9 37.0 37.5 37.8
Credit to households 24.5 30.6 31.0 30.8 31.4 31.6 31.5 31.7
Clrsell o i 755 69.4 690 692 686 684 685 683
private sector
LEK 19.6 195 20.1 229 237 25.5 25.4 25.7
Foreign currency 80.4 805 799 77.1 763 74.5 74.6 74.3

Source: Bank of Albania

28 Bank of Albania



volume 9
number 1

Economic Bulletin | March 2006
Credit to economy branches has mainly

maintained the same distribution as in the year- Chart 27 Parformance of credit annuel

ended 2005. Trade sector remains the most _ .gl'-n-wﬂ‘l r'ai'.ﬂt.b-'p-v:.unl‘rw'u:-rnnd subject
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Q1 Q2 Q3 Q4 February Table 18 Credit balance by
ACDZORIEH 200 |l e | | s ‘06  branches of economy (in
AU, Uiy 08 1 15 15 15 24 27 g3 Percentage)
and silviculture
Processing industry 17 17 171 167 156 139 138 14.3
Construction 8.6 10 98 11.2 11.2 128 13.0 12.9
Trade, repairing of vehicles 405 34 933 206 191 200 189 187
and household equipment
Hotels and restaurants 6.0 6 8.3 5.2 47 44 42 4.2
Real estates 9.1 13 98 147 135 139 142 13.9
Other 18.1 19 30.2 30.1 34.3 32.6 332 33.7
Total 700 100 100 100 100 100 100 100

Source: Bank of Albania

3.3.2 Net foreign assets

The level of net foreign assets of the banking
system increased over the first two months of the
year. The increase of these assets for this period Chart 28 Net foreign assets of
is estimated at USD 74.4 million, influenced the banking systemn
positively by the Bank of Albania net foreign assets ' A '
and commercial banks’, by USD 25.1 million and
49.3 million, respectively. Foreign currency inflows,
as a result of disburses from foreign institutions,
accompanied by the appreciation effect of euro
against the dollar, have influenced on the increase
of the Bank of Albania foreign reserve Commercial
banks’ foreign assets were influenced by the growing
rates of foreign currency deposits, which were higher
than the growing rates of foreign currency credit.
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Moreover, over the first two months of the year was B B %
observed a decrease of commercial banks’ foreign B Commsndiol bocks 5 Bork of Alberia
liabilities, mainly in  “Non-residents” demand Saurce: Bank of Albania
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deposits”, influencing as a consequence on the increase of these banks’ net
foreign assets.

3.3.3 Government demand for money

The Government has presented a positive fiscal balance for the first two
months of the year. Budget surplus has been increasing, recording the level
of LEK 3.7 billion in February. This position of the Government has influenced
on a low demand for domestic financing. Gross domestic borrowing reached
to LEK 5.7 billion in February, recording a slight increase compared to the
previous month. This borrowing was covered by the issue of two and three-
year Government bonds, and the issue of Treasury Bills. The level of two
and three-year bonds for this period increased by LEK 3.5 billion and LEK
1.9 billion, respectively, while the level of Treasury Bills purchased in the
primary market amounted to LEK 0.3 billion. The increase of households’,
Bank of Albania and institutions” portfolio by LEK 2.4, 1.7 and 0.6 billion,
respectively, has compensated the decrease of commercial banks’ portfolio

by LEK 4.7 billion.

In the Government accounts for February was observed that the
Government has provided liquidity to commercial banks in the form of
reverse repo, in the amount of LEK 1.8 billion and has transferred an
amount of LEK 1.7 billion as the capitalization of National Commercial
Bank. Moreover, the Government had a deposit of LEK 5.9 billion at the
end of February.

Domestic financing for 2006 is projected to be
in the level of LEK 26.8 billion. The low level of
domestic financing at the beginning of the year
implies its concentration on the second half of
the year, shifting for this period the Government
2. . demand for money.

=
L

Hindividucis B Bara ot Albonia B Cammancial banks S nsihetions
Laurce: Bank of Albaric

Chort 29 Cumulative performonce of budget
daficit financing {in billiors of LEK)

3.4 MONEY MARKET, INTEREST RATES AND

”l”[ ;.;...u"n;i ACHANGE RATE

Over the first quarter of 2006, money market
has operated under the excess liquidity increase
in the banking system. In contrast to the previous
quarter, when the banking system displayed cases
of lack of liquidity, this indicator increased due
to the return of deposits into the system and the
decrease of the Government demand for the
banking system financing, a normal tendency for this period of the year.
The increase of liquidity has exerted pressure for the continuous decrease
of inferest rates in Lek, which attempted to adjust the increase they incurred
in mid-2005.

1540 i

.'.*:-! N
i
A ]
-8 =

1] 3

gf ®f &) =
-

B
| aECEDy
By ATy

30 Bank of Albania



Repo auctions were the main instruments for
investing excess liquidity. Besides the regular weekly
auctions of defined price repos (5.00 per cent), the
Bank of Albania also provided auctions of one-
month and three-month repos of various prices.
Their interest rate was 5.24 per cent and 5.28 per
cent, respectively.

Lending activity in the interbank market has
displayed a considerable growth compared to the
previous year. The average daily lending level in
the first quarter 2006 grew to LEK 1.85 billion,
compared to LEK 1.54 billion in the previous quarter
and LEK 0.98 billion in the previous year. In contrast
to the previous year, most lending is composed of
weekly lending, the average daily volume of which
amounted to LEK 1.02 billion, compared to LEK
0.36 billion in the first quarter 2005.

Interbank market, the market which reflects the
signals of monetary policy sooner, over the first
quarter 2006 continued to vary to the core interest
rate, depending on the change of demand/supply
ratios in this market.

Interest rates increased temporarily in the periods
of required reserve calculation, as a result of the
increase in the lending demand in the interbank
market over this period. However, the new symmetric
limit of supporting facilities interests has narrowed the
difference between overnight and weekly borrowing
interests. Over the first quarter 2006, the interests
of overnight borrowing in the interbank market
varied around the level of 4.5 per cent, while weekly
lending around the level of 5.4 per cent. Compared
to the same period the previous year, the average
interest of overnight lending increased considerably
(from 2.8 per cent to 4.5 per cent), mainly due to
the change of interests’ spread.

In the primary market, the liquidity provided for the
purchase of the Government securities resulted at all
cases higher than the issued amount (1.2:1 average
ratio). This factor, along with the expectations for
inflation and interest rates, have influenced on the
further decrease of the yields. Over the same quarter
2006, the treasury bills yield, not only returned to
the previous levels of pre-election period, but also
reached to the lowest historical levels. Three-month
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treasury bills yield reached to the lowest historical levels in February 2006
(4.86 per cent), while the 6-month and 12-month treasury bills yield reached
to these levels at the end of the first quarter 2006 (5.86 per cent and 6.11
per cent, respectively). In the two-year and three-year Government bonds
market, the interest rates decreased to the lowest historical levels, to 7.0 per
cent and 7.5 per cent, respectively'?. The decrease of Government securities
yield reduced the cost of its domestic debt.

In the Lek deposits market, the previous upward tendency of interests has
started to decrease. Such a decrease is most evident in long-term interests,
while with regard to short-term interests banks were still interested in increasing
the deposits.

Table 19 Interest rates and

' : k September  December 3-month February 2-month
their change in LEK deposits 05 05 change 06 change
market (in percentage) 3. month deposits 3.87 4.07 0.20 4.28 0.21
6-month deposits 4.55 4.77 0.22 4.71 -0.06

12-month deposits 5.28 5.57 0.29 5.34 -0.23

24-month deposits 6.62 6.82 0.20 6.37 -0.45

Source: Bank of Albania

Under low inflation, real interests increased and approached the nominal
interests. According to the most recent data for February 2006, real interests
of 12-month time deposits in Lek, compared to the previous year increased
from 3.88 per cent to 3.99 per cent.

Credit in Lek market, in the first two months of 2006, was characterized by
the approximation and fluctuation of interest rates within the relatively tight
limits (12.3 — 13.8 per cent), with the exception of 1-3 year credit, which
fluctuated around the level of 18.0 per cent.

Over the first two months of 2006, interest rates of credit in lek increased
at all terms, with the exception of 1 to 3 year credit
interests, which decreased by 0.04 percentage

Chart 33 Performance of overoge weighted points.

interast of credit in Lek

Despite the increase of credit in Lek interests to an
average level of 0.9 per cent, we observe that there
have been cases of their decrease in all kinds of
credit, by specific banks. Interest rates fluctuations
¥ were influenced by factors, such as, the change of
\ banks” weight in lending and the change of banks’
policies with regard to lending.
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In the first two months of 2006, in the dollar
deposits market were increased only 1, 3 and 6-
month interests, despite the tightening monetary
policy pursued by the Federal Reserve and the
increase of Libor interests.
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Table 20 Interest rates in

September  December 3-month February 2-month
05 05 change 06* change foreign currency deposits

USD market and their change (in
3-month deposits 2.32 2.81 0.49 2.87 0.06 Percentage)
6-month deposits 2.55 2.99 0.44 3.06 0.07
12-month deposits 3.02 3.56 0.54 3.35 -0.21
24-month deposits 3.18 4.15 0.97 3.93 -0.22
EUR
3-month deposits 1.79 2.01 0.22 2.19 0.18
6-month deposits 1.91 2.20 0.29 2.30 0.10
12-month deposits 2.09 2.49 0.40 2.66 0.17
24-month deposits 3.53 3.27 -0.26 2.84 -0.43

*Latest data refer to February 2006.
Source: Bank of Albania and commercial banks

After a strong and continuous upward tendency which started in March
2004, long-term deposits in dollar are displaying decrease in their interest
rates. Apart from other factors, the considerable increase of time deposits and
the decrease of USD demand deposits have influenced greatly.

Meanwhile, time deposits interests in euro, with the exception of two-
year time deposits, continued their upward trend at all terms. This trend was
influenced by the tight monetary policy pursued by the European Central Bank
and the increase of euribor interests in the international markets. While, the
significant increase of time deposits in euro was influenced by the decrease
of two-year interests.

The spread of lek-foreign currency deposits interests continued to narrow
in the first two months of 2006. However, the low levels of June 2005 have
not been reached yet, since in the first two months of 2006 there have been
downward tendencies in both lek and dollar deposits.

In February 2006, the spread of 12-month lek-usd interests reached to
1.99 per cent, compared to 2.01 per cent at the end 2005; while that of lek-
euro reached to 2.68 per cent from 3.08 per cent.

Chart 34 Spracd batwess lek depasits and

The market of credit in foreign currency over foraign cumency deposits interests

the first two months of 2006 was characterized by
an upward tendency in all kinds of credit, with the
exception of credit interests in euro of over three-
year term, which decreased. The increase of libor
and euribor interests in the international markets,
the increase of foreign currency deposits interests,
the change of lending structure from one month to s iRe
another, the extent of lending risk, policies banks
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limits than before (7-9 per cent for credit in euro and 8.5 -10.5 per cent for
credit in usd), which are indicators of stability in the market and enhancement

of competition.

Exchange rate

Over the first quarter 2006, the lek maintained a relatively stable
performance against the two main foreign currencies. The consolidation of

the euro against the dollar in the international market has also been reflected
in the behaviour of the lek over this period. Compared to the end 2005, the
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lek appreciated against the dollar by 2.0 per cent
and depreciated against the euro by 0.2 per cent.

The rise of interest rates in the international
market has narrowed the difference between the
interest rates in lek and interest rates in foreign
currency further, thus, weakening the support for
the lek. However, the low inflation rates observed
over the quarter being analyzed, have maintained
the real interest rates in lek in positive levels, thus,
keeping the demand for lek. On the other hand, the
first quarter is presented with a still scenario as far
as the external trade activity is concerned, by not
generating strong pressures in the foreign currency
market. The stable situation in the domestic foreign
currency market has caused the lek exchange in the
first quarter to mostly reflect the foreign currency
developments of the international market.

In annual terms, the lek continued to maintain the
appreciating tendency against the euro, a tendency
which began to be observed in mid-2003. The lek
continued to appreciate against the dollar in March,
maintaining the same tendency as observed from
October the previous year. The annual depreciation
of lek against the dollar is estimated at about 6.41
per cent for March, while the annual appreciation
against the euro is estimated at about 2.94 per
cent. In nominal effective terms, the lek is presented
stable, but however, with an annual appreciation
of 1.0 per cent. At the end of March, the exchange
levels of lek were 122.95 lek/euro and 101.53 lek/
usd.
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' No official data regarding the labour force and the level of employment
in the country are available yet. Such an information would make the analysis
of the labour market more complete.

2 Ministry of Labour, Social Affairs and Equal Opportunities.

3 Labour force from the latest data of December 2005.

* In regional countries are included: Kosovo, Serbia and Montenegro,
Macedonia, Croatia, Bosnia and Herzegovina, Bulgaria, Romania and
Turkey.

5 Source: ISTAT; webpage: http://www.istat.it

¢ Source: General Secretariat of National Statistical Service of Greece;
webpage: http://www statistics.gr

7 Source: General Secretariat of National Statistical Service of Greece;
webpage: http://www statistics.gr

8 Source: ISTAT; webpage: http://www.istat.it

? The table includes the new framework of quantitative objectives included
in the new agreement with the IMF, signed in February 2006. Year 2005
constitutes the basis of defining the flows of quantitative objectives for the
three years covered by this agreement.

10 FED: Monetary authority, which has the responsibilities and performs the
functions of a central bank in the USA (Federal Reserve Bank).

" Weighted interest rate of receiving the system’s deposits discounted to
the inflation rate.

12 At the beginning of April 2006, according to the latest data.

13 NEER — nominal effective exchange rate calculated against the two
currencies, based on an approximate weight they share in trade with abroad,
euro (80 per cent ) and usd (20 per cent).
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