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REVIEW OF MONETARY POLICY IN THE FIRST
SEMESTER OF 2007

1 GOVERNOR’S SPEECH

The first semester of 2007 marked a positive performance of the Albanian
economy in terms of being in line with the projected economic growth rate,
of further consolidating the macroeconomic stability and carrying on with the
structural reforms in economy. The economic development has been along
the lines of the projected framework in the country’s economic development
programme, observing the main objectives of the three-year programme and
achieving a further milestone towards the economic and financial integration with
the regional and international markets. Alongside, some specific developments
over this period have raised the need for continuous attention to potential risks
and for designing and implementing preventive policies in due time, in order to
guarantee the country’s economic balances and its long-term development.

Judging on the available information, the Bank of Albania observes that
the economic development has been in line with the projections of the
beginning of the year which projected an economic growth of é per cent. The
economic growth has been driven by both domestic demand for goods and
services and external demand. It reflects the expansion of economic activity
in services, transportation and industry, while construction has recorded a
relative slowdown, among others as a result of the reduction in extending
construction permits. Despite the expected seasonal slowdown, the sales
index increased by 14 per cent over the first quarter of 2007. Economic
growth has been reflected in other indicators as well, such as the increase of
retail sales in economy, the increase of tax income, the growth of exports, the
increase of the level of capacities utilization in economy and of employment.
The expansion of economic activity has been also perceived by the Albanian
businesses and consumer, who have generally provided positive opinions on
the performance of economy over the first quarter and are quite optimistic
about the economic activity performance over the second quarter.

The economic activity over this period has been mainly driven by the increase
of domestic demand which was reflected in the increase of consumption and
investment in economy. The growth of demand for goods and services has been
fuelled by the growth of credit to economy and by the monetary conditions,
which remain stimulating for the economic activity. Moreover, the consolidation
of macroeconomic stability has had a positive influence on the economic activity
through the extension of the business plans time horizon and the mitigation
of Albanian household consumption cycle. These factors have affected the
maintenance of high credit rates to the private sector. At end of May, this type
of credit amounted to ALL 228 billion or to 24.6 per cent of the GDP projected
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for 2007, confirming as such its role as the main consumer of the Albanian
economy funds. In addition, the external demand for Albanian products has
grown, causing the Albanian exports to increase by 26 per cent over the first
quarter of 2007. The overall world environment which was characterized by
satisfactory growth rates in our main partners — the Euro area and the regional
countries — has favoured the expansion of the Albanian exports.

Fiscal sector activity during the first semester is characterized by the increase
of income and expenses, as well as the creation of fiscal excess as a result of
unrealized capital expenses’ execution. The main fiscal indicators continued
to have positive trends, but with slower annual growth rates compared with
the previous year. Based on the data provided by the Ministry of Finance,
as of end May were collected 95.6 per cent of projected income and were
executed 83 per cent of planned expenses. Fiscal activity did not exert any
pressures on domestic demand over the first semester; however, the change
of fiscal performance in the second semester of the year as a result of the
concentration of budget expenses and public borrowing may push the
presence of inflationary pressures and the possible fluctuations in the money
market over this period.

The growth of domestic demand was followed by the deepening of current
deficit over the first semester of 2007 in the presence of the rapid growth of
exports and imports. Current deficit recorded an annual growth of about 40
per cent over the first quarter, mainly as a result of the increase of imports by
22 per cent and of the trade deficit in goods by about 25 per cent. Imports for
intermediate consumption grew more compared with other categories, while
the increase of investment-oriented imports continued to remain stable. Worth
to be mentioned in terms of the external sector development is the increasing
coverage of current expenses with capital income, which provides evidence
that our country is being oriented towards the financing of current deficit with
long-term capital inflows and foreign investments.

Despite the growing demand over the first semester, the pressures on the
overall level of prices have been low, as a result of the favourable supply-side
developments. The annual growth in the overall consumer prices level over the
first semester fluctuated at around 2.3 per cent, while annual inflation marked
2 per cent in June 2007. The highest increasing rates in prices were displayed
in processed foodstuffs, in housing services and in goods and services with
administered prices. Consumer goods inflation was considerably affected by
temporary seasonal factors which act downward and from a relative balance
between supply and demand. On the supply-side, the positive influence of
domestic agricultural production on inflation was more dominant than the high
oil prices effect, while wages did not increase significantly and the inflationary
expectations remained anchored around the Bank of Albania target. On the
demand-side, the current monetary conditions have resulted to have been
adequate to contain inflation in this period.

The performance of money supply indicators has displayed the high
demand for monetary assets during 2007. Money supply recorded an
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average annual growth of about 17.5 per cent during 2007. The annual
growth of M2 aggregate fluctuated around 12 per cent compared with the
average growth rates of about 7-8 per cent during the second semester of
the previous year. In annual and foreign currency structure terms of money
supply, the performance of M2 aggregate to M3 growth reflects the creation
of foreign currency monetary assets in the private sector of economy. The
annual expansion rates of monetary base in economy have had a stable
performance of about 10-12 per cent.

Notwithstanding this setting, the analysis of the current and expected
economic developments suggests that the inflationary pressures may increase
in the medium run. The growth of domestic demand in economy, the current
expansion tendency of imports and the current deficit deepening, the rapid
growth of monetary assets in economy and the presence of potential risks in
the expected dynamics of inflationary pressures pushed the Bank of Albania
to tighten its monetary policy in June through the increase of the core interest
rate by 25 basis points. Starting from 28 June the core interest rate applied
on the repurchase agreements is 5.75 per cent. By means of this growth, the
Bank of Albania aims to stabilize the inflationary expectations through the
minimization of potential risks on the monetary and macroeconomic balance.
The transmission of this signal to the financial markets will bring about the
re-balancing of the current upward tendency of domestic demand in favour
of financing the stable growth of economy in the long run.

Through the management of liquidity, the Bank of Albania monetary
operations have aimed to minimize the interest rates fluctuations in the
financial markets, in line with its long-term policy. In compliance with this
policy and depending on the fluctuations of the banking system liquidity, the
Bank of Albania has used the one-week repo operations, both by injecting
and withdrawing the liquidity to signal its policy, and one- and three-month
repos for the structural management of liquidity in the system. The excess
liquidity and the downward tendency of interest rates caused the Bank of
Albania to withdraw the liquidity in the second quarter. Meanwhile, the
same logic but applied under the conditions of the absence of liquidity in the
second quarter caused the Bank of Albania to inject liquidity in this period.
These interventions allowed the reduction of interest rates fluctuations and
the observation of the quantitative objectives of the Bank of Albania. In
the foreign currency market, the exchange rate resulted to be relatively
stable with a slight depreciating tendency in the first quarter. Meanwhile,
the lek appreciated to the American dollar in the second quarter and it
was relatively stable to the euro. The Bank of Albania was present in the
foreign currency market in order to stabilize the short-term fluctuations in
this market.

In conclusion, | would like to re-emphasize that the macroeconomic
developments over 2007 had a positive performance in terms of economic
growth and macroeconomic stability, mainly owing to the dynamics of
the private sector. Moreover, this period idenfified a number of structural
deficiencies in economy, among which the solution of the energy situation
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and the provision of energy supply are of primary importance. The quick and
final solution of this issue will spur the achievement of the projected economic
growth rates. The good rate at the end of the country’s risk assessment process
assigned by the well-known Moody agency will lead Albania to the international
financial markets and make it access funds which will support the country’s
needs for development. However, this borrowing requires the formulation
of strategic and consistent development plans in order to guarantee the
efficient and prioritized use of funds. Moreover, it requires the maintenance
of domestic macroeconomic balances, which guarantee the foreign investors
and drop Albania’s borrowing cost. In the context of economic policies, the
assurance of macroeconomic stability will be our future challenge, under the
conditions of inflationary pressures expansion and current deficit deepening.
This challenge will require the commitment of both core economic policies,
the monetary and fiscal policy, and their co-ordination not only during the
formulation stage, but also through the implementation over the financial
year. The Bank of Albania remains committed to take the proper policy and
regulatory measures, which will assure the observation of its legal objective
and the maintenance of financial stability.

2 WORLD ECONOMY

Global economic activity is still in a fast developing momentum as recorded
during 2007’s first months. The high and constant growth of some developing
economies has been the main engine to fuel world economic activity.
Meanwhile, economic activity in some developed countries is expected to slow
down, reflecting to a large extent the under capacity growth of the American
economy. Euro area economies show to be an exception to this prospect, due
to the fact that its economies continue to record positive developments based
on foreign and domestic demand.

The constant economic growth on a global level during these last four
years has triggered improvements in capacity utilization from the businesses
and it has improved the advancement in the labour market. The high level
of production capacity utilization for a relatively long period has triggered
a general lift in core inflation resulting in the tightening of monetary policy
in a number of central banks. The constant economic activity growth has
influenced consumption and oil prices as well. The world price index for raw
materials' has recorded an increasing trend for the month of May reaching
the highest level recorded during the last nine months. Especially important
for the increase in these products’ prices is the high level of Chinese economic
growth and its strong demand for natural resources.

Table T Some main GDP annual Unemployment rate, CPI,
economic indicators growth, Q1 May May
in annual terms (in USA +1.9 4.5 2.4
percentage)  Euro area +3.0 7.0 1.9
Germany +3.6 6.6 2.0

France +2.0 8.7 1.2
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ltaly +2.3 6.2* 1.9
Japan +2.2 3.8 -0.2
*For March.
Source: Eurostat; ECB, Report for June; Bureau of Economic Research, Department of Commerce,
USA
EURO AREA ECONOMY

Euro area economy recorded a 3 per cent growth in annual terms during
the first quarter of 2007 and short-term indicators suggest stable growth for the
remaining of the year. Economic growth has been strongly supported by domestic
and foreign demand. The macroeconomic environment has triggered the
continuous improvement of the labour market and conclusively has influenced
private consumption. High investment returns, favourable financing terms and
the high level of capacity utilization have supported corporate investments.
Positive future expectations are based on different indicators resulting from
different actors in the European economy.?

Starting from December 2006, the European Central Bank has started to
pursue a tighter monetary policy with the intention to anchor the medium-term
inflation expectations with price stability. Fluctuations in oil prices, the increased
VAT in Germany and pressures resulting from the high economic activity have
increased the mid-term risks associated with inflationary expectations. In their
monetary policy meeting in June, the Governing Council of the ECB decided
to raise the key interest by 0.25 per cent to 4 per cent.

USA ECONOMY

US economy finds itself in a transition period. After a long period of high
economic growth, the American economy has shown a relative slowdown
since the second half of 2006. During the first quarter, it recorded a 2 per
cent annual GDP growth from 3 per cent recorded the previous period. The
economic slowdown is related to the lack of investments, demand in the real
estate market, net exports and inventories. The slowdown in construction and
housing market has not been significantly reflected in the performance of the
sectors of economy. Employment has recorded a continuous growth, since the
dropping in the number of job opportunities in construction has been offset by
the available job opportunities in other sectors of economy.

Core inflation continues to be over the desired level and unemployment is
lower than the steady level. Under these conditions, the Federal Reserve has
decided to keep the key interest rate unchanged at 5.25 per cent since June
2006. For the period to come analysis show that the high efficiency and the
slowdown of economic activity will balance the inflationary pressures in the
economy.

ECONOMIES IN THE REGIONAL COUNTRIES

Regional economic development has recorded satisfactory levels for 2006
at an average of 5.1 per cent. Foreign direct investments have played a major
role in this growth, being reflected in the positive influence on the privatization
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process and business climate. However, economic growth is expected to
slightly slow down during 2007 at 5 per cent. Domestic demand, mainly private
consumption and investments, still remain the main sources for development in
the region and furthermore foreign demand is expected to play an increasing
role in the future. Expectations for 2008 suggest for an improvement in the
average annual growth rate at 0.2 per cent.

The beginning of 2007 found some of the West Balkans® countries in
geopolitical turmoil being reflected directly in their economic development.
Overall the resolution of Kosovo's final status has remained the major problem
in the region. In the Former Yugoslav Republic of Macedonia the biggest
Albanian ethnic party boycotted the parliament. Meanwhile the prolongation
of the new government formation in Bosnia and Herzegovina and in Serbig,
as well as the upcoming elections in Croatia, may influence these countries’
economic performance.

Table 2 Some main . GDP CPI Exchange rate: Interests (in %*
indicators of regional Caics (in %) 2006 (in %) EUR usD Loans  Deposits
countries  Kosovo 3 0.3 (April) - 135  13.72 3.4

Greece 4.4 2.6 (May) -- 1.35 4.06 3.74

ltaly 1.9 1.5 (May) - 1.35 4.95 2.42

Macedonia 4.0 1.0 (April) 61.19 MKD  45.59 MKD 10.3 4.7

Kroatia 4.6 2.2 (May) 7.31 Kn 5.44 Kn 7.44 4.13

Serbia 54 4.4 (May) 80.73CDS  59.18 CDS 13.01 4.60

Source: Central banks bulletins, IMF.

EXCHANGE RATE PERFORMANCE

The effective exchange rate of the EUR® has continuously appreciated
during the first months of 2007. To a great extent the appreciation of the
European currency has come as result of fluctuations in the USD market. The
appreciation of the EUR to the USD has been gradual and has started since
the last quarter of 2006. On 25 April 2007, EUR appreciated to 1.36 USD
reaching the highest exchange value in the history of these two currencies.

Chart 1 USDYEUR spot exchenge role and the raminal effective sschange
rate af the sura ond the dollos
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Positive developments in the Euro area economy and the moderate economic
activity in the USA have positioned exchange markets expectations and the
main tendency of the exchange rate between these two currencies.

OIL PRICE

Oil price has recorded a gradual increase since the beginning of 2007 and
reached peak levels in June, when one barrel was
sold for USD 71. The lack of coordination of the Chort 2 Price performonee of one crude
increasing demand, production and overcapacity ail barred fin LISD]
of inventories placed in an unsafe geopolitical =
environment explains the performance of oil prices
during these last months. Global demand for oil is L, iy
expected to increase by 2 per cent for 2007, where | Lo
developing countries are expected to double their PR, - . -1 - b
demand compared with 2006. On the other side, v TR
there is still uncertainty in oil production from both ' ] . i
OPEC and other countries. The International Energy '
Agency (IEA) observes that non-OPEC production
will still be not sufficient and demand will be mainly
satisfied by OPEC. In these conditions oil prices are
expected to be high and to fluctuate, due to the
uncertainty in demand and supply equilibriums and
geopolitical risks. Source: Eealen

3 ALBANIAN ECONOMY IN THE FIRST SEMESTER

Albanian economy during the first semester of 2007 was characterized by a
growing domestic demand which has been supported by the macroeconomic
stability, economic growth, growth in salaries and wages and the favourable
monetary conditions. This high demand is based on the credit expansion on
both business and households, which is reflected in relatively low interest rates
and the fast development of the banking system.

The increasing demand is reflected in a number of macroeconomic indicators
such as, higher employment indicators, higher sales in different economic
sectors and the deepening of trade deficit.

Based on the sales performance, production by sector is in comparative
levels to those recorded during the first quarters of the last two years, where
annual sales growth reached 14 per cent for the first quarter in 2007. Major
contributions to sales” growth were provided by trade and services (hotels and
restaurants), while industry has recorded higher sales levels compared with the
last years. Demand for energy during the first semester in a limited production
environment has been overcome with imported energy. Sales values recorded
from the construction sector have remained relatively steady compared with the
sales levels of last year. Annual growth in transportation and telecommunication
remains modest. Analyses related to the agricultural sector suggest that annual
growth will keep the same pace as that recorded during the last year.
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During the first quarter of 2007, employment
Chart 3 Sales growth ond confribution recorded an annual growth of 2000 people, while
by seclors [in percentage) the unemployment rate continued to record a slight

decrease from quarter to quarter ending at 13.6 per

— cent at the end of March. Current deficit recorded an

|r" | F\ !'. annual growth of about 40 per cent during the first

| MII ﬁJII / II-i quarter mainly as a result of an increase in imports

i rll i ] byl .-'i I and the trade deficit in goods by about 25 per cent.
il .\/l i ™ | Imports for intermediate consumption have recorded
jl i I l_ a higher increase compared to other imports’
U RRRE RS categories, while investment-oriented imports have
AR s e T A T T T remained steady. A main development related to
S the external sector is the decrease in the trend of

;ﬁ-ﬁhws e stoourar -'“.:r::::::r;"m covering current expenses with current income.
= Criher — Tl econanmy During 2006 this ratio was recorded at around 85
per cent whereas during the first quarter of 2007 this
ratio has been recorded at 80 per cent. The country is
moving towards financing current deficit through long-term capital and foreign
investments. Another indicator that signals an increase in consumption is the
retail market, which has recorded an increase of about 10 per cent during the
first quarter and employment in these businesses has recorded an increase of

sourcs; NGEAT and Bank ot Albenia esimalions

20 per cent.

During the first semester the fiscal sector was characterized by slow
developments in the public expenses, mainly in capital expenses, not exerting
pressure on demand growth. Fiscal results during the first five months of 2007
recorded a surplus of 2 per cent of GDP. This fiscal profile is expected to change
during the second semester, which comes as a result of the concentration of
expenses in the last months of the year and bringing about increases in the
fiscal stimulus in economy.

Despite demand growth during the first semester it is observed that pressures
on the overall price level have been low due to the favourable developments
on the supply side. Annual growth of consumers’ price level during the first
semester has been observed at around 2.3 per cent, where the average growth
rate was faster during the first quarter rather than during the second. Higher
level of price rise has been observed in processed foodstuffs, accommodation
services and in goods and services with administered prices. Monetary policy has
been neutral during the first semester of 2007. However, the Bank of Albania
has constantly underlined the growing risk in price stability due to the growing
domestic demand and its influence on the fast growth of monetary assets in the
economy. In these conditions, at the end of June the Bank increased the key
interest rate by 0.25 per cent, reaching 5.75 per cent.

3.1 PRODUCTION BY SECTORS OF ECONOMY

INDUSTRY AND ENERGY
Sales in the industry sector recorded an annual growth of 17 per cent during
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the first quarter of 2007, which is close to last year’s average. The annual
contribution of this sector to total sales in economy was positive reaching
around 4.4 per cent. In terms of quarterly changes, seasonal adjusted sales of
industry have increased by 2 per cent during the first quarter of 2007 showing
steady developments in the economic activity of this sector.

These developments were supported from both
the extracting and processing sub-industries at
respectively 4.1 per cent and 12.5 per cent. As a
result of the gradual revival of the extracting industry’s
activity it has recorded a positive contribution to

total sales in economy. The growth of exports has
provided a considerable contribution to the sales \‘ F

Chert 4 Ceatributions of indusiral sub-ssstars
la ke annual grawlh af indestryg

of extracting industry. In annual terms the exporting
volumes of the extracting industry have nearly

doubled. The processing industry dominates the ‘\'

T
performance of sales in industry, providing about

64 per cent of sales and contributing by 17 per T FOEDE _ :
cent to the total sales in economy. The exporting 2R RERESRIRERRERS
activity of processing industry remains in the same Exiracting industry Frocssing indussn
levels as in the previous year. Around 30 per cent - Enargy. watar and g fotal industey

of sales in this industry were realized in the foreign N _
market and this positive environment during the first o (HEIAL el indeme e 2007
quarter expressed in growing exports, employment and improvements in their
financial situation as well as the growing business confidence in the industrial

production sector.

During the first quarter of 2007 nominal sales in energy, gas and water
recorded a 4 per cent increase compared with the last year’s figures. On the
other side annual domestic energy production recorded a sharp decline (by
51.2 per cent during January-May 2007) mainly due to unfavourable hydric
conditions. For these reasons, the Albanian Electro-Energy Corporation

Chirt 5 Energy sources and uses by constiluand items in GWH

[Darremlie areduelian Heousehold coreumphicn —
Fa Fan g ia. wiEh ke =—laircai -l'\lcl'l-l'ltlu'.il‘ ol carsumphion |Lzamms

Soyree: Albonian Elecm-Energy Cosporalion, Sanl 206
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(KESH) was obliged to increase power imports to five times the normal
levels. Meanwhile power import levels have reached 1.4 billion kwh and it is
expected that until the end of this year another 1 billion will be imported. The
low production level and high import levels have negatively influenced the
Albanian Electro-Energy Corporation’s (KESH) financial balance.

Household and non-household consumption has declined considerably
during this period, being respectively 3.3 per cent and 1.9 per cent lower than
the previous year. The administration measures taken by KESH influenced on
the increase of collections, while the net losses recorded an annual decline
by about 21 per cent. Despite the measures taken for the improvement of
this situation, the Albanian Electro-Energy Corporation (KESH) informs that the
limitations in power supply will still be present during the foreseeable future,
stressing the importance of prioritizing direct intervention in power problems.

CONSTRUCTION
Official figures from sales volumes and the figures provided by the periodical
surveys carried out by the Bank of Albania in cooperation with the construction
firms show that construction activity in the country has experienced a sharp
decline during the first quarter of this year, recording a 31 per cent decline
in its contribution to total sales compared with the previous year. In terms of
quarterly changes, the seasonally adjusted sales resulted about 40 per cent
lower. It has been observed that the decline in granting construction permits
has strongly influenced the slowdown of this sector’s
activity, while demand on the other side is still high.
Chort & Aqnuol growth of construction cost indes,  This has been confirmed by the high positive figures
house price index and sales index (in %] in the balance for demand indicators resulting from
construction companies’ declarations during the
""" ; business confidence survey.

The high demand level and the limited construction
permits have resulted in high real estate prices. The
annual growth rate of housing price index® resulted

B Ul = o at 17 per cent for the first quarter of 2007, otherwise

Y E =T e expressed as some per cents higher than the last five

years’ average. On the other hand, annual growth

"""" o e o rate of construction cost index was recoded at 3 per

Ik:w.'p:i.p - B ' cent, a fact which shows that prices in construction

— Conlruction caal indar Salus ircee are to a large extent led by the increase in the
Sounce: CEL RS TAT 007

ratio of demand/supply rather than the increase in
production costs.

Th= HA iz 9 Bank ol Albgnia eshimeation

SERVICES

Trade activity of hotels and restaurants (considered as the most important
for the services sector), recorded continuous annual growth rates of sales
volume for the fifth consecutive year. Nearly half of the total sales growth
in the economy is provided by this sub-sector, where during the first quarter
of 2007 the annual sales growth rate recorded 14.7 per cent. Trade activity
follows this sub-sector, sharing 44 per cent of total sales in the economy.
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Work volume in the retail market, as based on the
Retail Market Index (INSTAT, 2007), shows positive
annual growth at 11 per cent. In terms of the number
of employed, this sector has contributed by 20 per

cent. The above developments are indications that
support the growth in consumption and domestic . ‘
|

demand in the country for the relative periods. . \ B.
R LSS aaay .o
o 1 :

The transportation sector during the first semester n: IL b "- +-1-
I‘_.'

Chart 7 Coniribufion of subsseciors io the
ornudd grawih of services in %

of 2007 recorded an annual growth of 49 per |

cent, pointing towards a positive reorientation of i | e L

its downward trend of the last four quarters. Even ’

though the share of this sub-sector to the total sales T E § B P OB P B @ B %
volume is small, its high annual growth contributed R £ ¥ 3
by about 1.6 per cent to the annual growth of sales
in economy. Positive achievements were recorded
in the seasonally adjusted sales at 14 per cent
compared with the previous quarter. These developments are based on the
data collected from sea and air transportation.

rhar penvices fmds ord telecommunioolion
B ooy po — lolo| smreices
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Activity Unit Q1-06 Q1-07 Annual change (in %) Table 3 Indicators of rail,
Air transport Thousand passengers 466.7 405.3 26 sea and road fransportation
Air transport Thousand flights 18.2 22.4 23

Rail transport Thousand fones 115 73 -37

Sea transport Thousand passengers 138 165 20

Urban transport Thousand passengers 5 4.8 55

Source: Ministry of Public Works, Transport and Telecommunication, July 2007

During the first quarter of 2007, the telecommunication sector recorded a
slowdown after a positive trend during the second semester of 2006. In real
annual terms, the telecommunication sector sales index’ recorded a decrease
of 3 per cent compared with the 27 per cent growth during the previous
quarter.

Starting from the first quarter of 2005 other services have recorded positive
developments as related to their influence on the total sales in economy. Their
contribution to the annual growth of sales in economy was estimated at 2 per
cent. In annual terms, the stable performance of services sector is based on
the results of business confidence survey, where service companies’ opinions
were more positive than those expressed from other sectors.

AGRICULTURE

Developments in the agricultural sector for the first semester of 2007 are
expected to follow the same trends as those recorded the previous year®. This
assessment is based on the favourable weather conditions observed during
January-June 2007. The most important factors that are expected to back
agricultural production growth is the increase in efficiency are the increase in
the glass-house areas and other factors that are related to potential changes
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Chart B Annual change of total agriculiurs Chart @ Annual change of impaorts and experts
sroduction by sectars fin %)* of unprocessed ogriculiural products [in %)

T | s tar's giedeeiian
Agrosindustny preduction Agricishumal produwctian

Source: Minsiry of Agricubiure, Food ard Eﬂrsumrfﬁﬁ'llﬁ}. Impars e Lirear {Impars)

* The doto on agra-indussry for 2007 refer to the projections of the Exporte - -lrmor {Bepors]
Wiiristry of Agricubure, Food ard Cansumer Protecsion. Source: Bonk of Sbania

of production structure in the agricultural sector. In annual terms, total
agricultural production grew by 3.4 per cent in 2006, mainly due to high fruit
production.

Production in the agro-industrial sector is expected to grow by 12 per cent
in 2007. lts positive performance during the first months of 2007 has been
expressed in the slowdown of imports of agro-industrial products. A similar
picture is observed in unprocessed agricultural imports as well, where annual
growth rate has recorded a decline.

3.2 FISCAL SECTOR

Fiscal sector activity during the first semester is characterized by an increase
of income and expenses, as well as the creation of fiscal excess as a result of
non-executed capital expenses. The main fiscal indicators continued to have
positive trends, but with slower annual growth rate compared with the previous

year.
Table 4 Annual growth rates 5M 2004 5M 2005 5M 2006 5M 2007  Average
of fiscal indicators during
the first 5-month period (in  Total income 8.5 8.2 13.0 7.5 8.7
percentage)  Tax income 1. 80 150 9.0 9.3
Income from local government 18.2 7.4 -8.8 -4.7 2.9
Income from independent budget 9.9 12.2 12.5 -0.4 10.7
Non-tax income -11.8 -2.1 7.8 -9.0 4.5
Total expenses 6.6 7.9 -8.1 13.3 6.6
Current expenses 7.7 7.2 -4.6 10.0 6.3
Capital expenses -1.1 14.0 -34.4 49.8 9.7
Deficit -12.0 50 -266.8 -35.4 -66.9
Domestic -10.6 252  -390.0 -35.7 -22.0
Foreign -118:5 -18.2 -48.9 -38.3 2.9

Source: Ministry of Finance
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Based on the Ministry of Finance data, until the
end of May was collected 95.6 per cent of projected Chart 10 Main .f- ﬁi'ljl indicatars far Jonuary-Moy
income and were executed 83 per cent of planned lin billiens of ALL]
expenses. Meanwhile, for the second consecutive .
year public finances ended the first five months of
this year with a positive balance reaching a surplus '
of ALL 6.7 billion. I :
A1) f —_

BUDGET INCOME

Budget income recorded an annual growth of 7.5
per cent during the first five months of 2007. The
biggest contribution to this growth was provided
by the collection of tax income, where the VAT,
tax on personal income and excises had the best

Irecema mm Expansas — Daficit

performance. Sguroe: Minisiny of Firanoe, June 3007

Chart 11 Contributicn of main items 1o the annudl growth of income
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BUDGET EXPENSES

Budget expenses recorded an annual growth of about 13.3 per cent during
the first five months of 2007. However, for this period only 83 per cent of
expenses were executed according to the budget programme, otherwise
expressed as 30 per cent of planned expenses for the entire year. Capital
expenses’ growth has been faster than current expenses’ growth; however their
realization remains far from the projected levels. On the other side, the positive
balance of the first months and the low level of interest rates have resulted in a
decrease in expenses for settling the debt interests by 0.4 per cent.

FISCAL RESULTS
The fiscal balance resulted in a surplus over the first five months of 2007,
though in lower levels than the previous year. lts financing profile by sources
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is presented similar with the previous year’s. In most
C-hor 12 Cumuldtive fimancing of budget deficii, of the previous year there was an accumulated
donuary Z002 - Moy 2007 {in billions of ALL surplus and in the last months the very rapid growth
of expenses accelerated considerably the deepening
of deficit which was mainly covered with domestic
financing.

The up-to-now performance of the fiscal balance,
almost alike with the previous year’s, increases the
possibility for the recurrence of public expenses and
budget deficit concentration in the last months of the
year. The Bank of Albania believes that the prevention

EEE R A SRR RS A SRR EE of such a scenario would help the establishment of a
LRy } SErETIEERELS more adequate climate in the financial market and
—Dameise lineae ] r:|||-|iE'| ril'\cl'lil'E The more eHiCienf use Of its sources.

Saurce: Minidny of France, June 2007

3.3 LABOUR AND WAGES MARKET
Ched 13 Number of unem played {lefl)
ord unernployment rate (righ] The increase of domestic production led to
improvements in the labour market. As a result
of the annual increase in the employment levels
and the dropping of the number of unemployed

E . S f 15 recorded in the Employment Offices, the annual
g | ottt F'e . unemployment rate dropped slightly during the first
: """ quarter of 2007.
||||IIIII I _ Despite the seasonal dropping in the first quarter,
ol total employment has increased in annual terms.
R - A

= _ The data provided by INSTAT indicate that the
: = B3 F B B 2 number of unemployed recorded in the Employment
= Humber of unemploysd — Lssmploymant sty Offices is 147.7 thousand people, dropping by
Source: [MS147 Corjuchurs, 31, 2007, about 5 thousand compared with the previous year.
Although the number of long-term unemployed has
been decreasing, they still constitute more than half of unemployed (57 per
cent). The ratio of long-term unemployed to total unemployed is nearly 9 per
cent less than in 2006. Long-term unemployment remains more present in the
group of people with less education.

., .

Table 5 Labour market 2006 2007
indicators (in thousands of Q1 Q2 Q3 Q4 Q1
people)  Total labour force 1,082 1081 1,084 1,084 1,080
A. Total employed 931 931 934 935 933
i) in the public sector 174 172 170 169 168
i) in private non-agricultural sector 215 217 221 224 223
iii) in private agricultural sector 542 542 542 542 542
B. Unemployment
i) Total unemployed 152 150 149 149 148
i) Unemployment rate 14.0 13.9 13.8 13.9 13.6

Source: INSTAT, Conjucture, Quarter 1, 2007
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The average wage in the public sector increased by about 17 per cent
compared with the same period the previous year and by 1.4 per cent
compared with the previous quarter.

Box 1 Opinions of businesses and consumers on salaries and wages and their
re-evaluation.

In absence of a more recent official indicator of salaries and wages and of their
policies in the private sector and in order to have a clearer view of future supply-
side inflationary pressures, the Bank of Albania held a survey in the first quarter
of 2007 and interviewed 6707 big companies and 1200'° consumers.

Around 45 per cent of the companies which were part of this survey answered
that they review the salaries and wages in an average periodicity of 2 years, while
the rest does not observe any time rule in their review. This is also confirmed by
the answers of consumers employed in the private sector, most of who say that
the review of salaries and wages is not regular. Around 48 per cent of employed
consumers say that there are not any negotiating parties and moreover, they do not
participate in this process. The time profile of salaries and wages review changes
from one sector to another. Salaries and wages in construction are more volatile
than in industry and services. Construction companies review the salaries and
wages more often — about 60 per cent of businesses in this sector say that there
is an annual review in salaries and wages. Average review frequency of salaries
and wages in this sector is below the average of 1.7 years of total economy.

During 2006, 40 per cent of businesses and 31 per cent of consumers answered
that there had not been a rise in salaries and wages. According to the answers
of businesses and consumers who say that there has been a rise in salaries and
wages, it results that the average rise is 8.5 per cent.

As far as businesses are concerned, construction has applied the highest average
rise in salaries and wages, rising by 9 per cent. Companies review salaries and
wages based on certain factors, among which the most important ones are: the
company'’s financial result, the use of a rise in salaries and wages as motivation
instruments, competition in the salaries and wages market within the sector and
the seniority at work. Meanwhile, the rise in salaries and wages results to be
less affected by factors, such as past and expected inflation in economy and the
rise of salaries in the public sector. It results that the rise of salaries and wages
in the public sector is higher than the one declared by businesses in this survey.
The above results indicate that in determining the salaries and the wages, the
companies consider the meeting of some micro conditions (within the sector),
rather than the information in macro level (past and expected inflation). The Bank
of Albania appreciates the positive signal for low inflationary expectations in the
future, especially considering that this signal comes from businesses which are
the main actors of economic activity in the country.

As of end 2007, about 85 per cent of interviewed companies are expected to
review/rise the salaries and wages by 8.7 per cent on average. Production and
construction companies are expected to apply the highest rise, by about 9 per
cent. The reaction of the private sector to possible rises in salaries and wages in
the public sector is expected to be balanced. About half of businesses would not
be influenced (would not respond), while the rest would respond by rising the
salaries and wages modestly, in response to their rise in the public sector.
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Moreover, the consumers expect a rise in their salaries and wages by the end of
2007. They claim to have a rise of about 18 per cent or 10 per cent more than
the one declared by businesses. This is a well-known phenomenon in the process
of reviewing salaries and wages among parties, where the employers (businesses)
set lower limits than the employees and their trade unions in order to come to
a negotiable point at the end of the process. In determining the expected level
of salaries and wages review, consumers consider as important factors not only
at micro level, such as education and professional performance, but also macro
factors, such as the performance of prices in the future, the exchange rate, in
particular of the lek to the euro.

Based on these facts, the Bank of Albania considers prudently both the signals
deriving from businesses and consumers. The Bank of Albania emphasizes that
the preservation of balances in the salaries and wages market boosts economic
growth and helps anchoring the public’s inflation expectations to the central
bank’s objective.

3.4 EXTERNAL SECTOR OF ECONOMY

Current deficit deepened by about 40 per cent during the first quarter of
2007 compared with the first quarter of 2006. As a result of the current deficit
deepening, its share to the GDP is assessed to have reached 14 per cent. The
current deficit deepening for this quarter is mainly attributed to the increase
of trade deficit in goods, which is estimated to share about 34 per cent of the

GDP.
Chart 14 Currert deficit and balance of payments as a shore to GDP
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The volume of current transactions amounted to about EUR 1.8 billion in
the first quarter, while current deficit reached EUR 180 million. About 70 per
cent of overall current expenses (EUR 950 million) was used for the purchase
of import goods, while the rest was used for the purchase of services by
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residents. From the export of goods and services was generated 24 and 36
per cent of current income. The balance of current transfers, mainly private
ones, continued to record positive figures. Net transfers financed about 50
per cent of trade deficit in goods and services.

Trade deficit in goods was about 8 per cent lower over the first quarter
compared with the last quarter of the previous year, but about 20 per cent
higher than the deficit of the same period the previous year. Imports and
exports of goods amounted to about EUR 630 and 180 million and the
coverage rate of imports by exports results to be about 30 per cent.
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The import of goods recorded an annual growth of about 22 per cent,
while exports were about 26 per cent higher than the first quarter the previous
year. In terms of imports by use, it is concluded that the share of imports
for private consumption has dropped slightly compared with the first quarter
the previous year, while imports for intermediate consumption recorded the
highest growth rate and the largest share to total imports (about 50 per
cent). More than half of total exports are shared by the export of textiles and
footwear, while the first quarter was characterized by a high increase in the
export of minerals. The increase of export of chrome to China has provided a
considerable contribution in this context.

Trade in services ended in a negative balance of EUR 30 million in the
first quarter, while the balance of income ended positive with about EUR
60 million. Services account continues to be dominated by travel services,
while other services have managed to end the deficit in travel. Income from
travel services amounted to about EUR 170-180 million. The dropping in
income from tourism is mainly aftributed to the decrease in the number of
non-resident travellers and to the reduced average duration of stay. Current
transfers, which are mainly represented by workers’ remittances, financed
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about 50 per cent of trade deficit in goods. Net transfers totalled about EUR
240 million, while their share to the GDP has remained almost unchanged
compared with the same period the previous year.

Capital and financial account net flow was about EUR 170 million over the
first quarter, out of which EUR 30 million were in the form of capital transfers
inflows and EUR 140 million were in the form of residents’ financial liabilities.
The increase of residents’ financial liabilities to non-residents came as a result
of the increase of foreign investments and of borrowing from abroad. For the
first quarter, foreign direct investments were mostly concentrated in processing
and manufacturing industry and in communication. External debt increased by
about EUR 36 million over the first quarter. About 90 per cent of this debt is
shared by state borrowing. As of end the first quarter, Albania’s foreign reserves
amounted to about EUR 1.376 billion. This amount of reserves is assessed to
be sufficient for covering about 4.4 months of imports of goods and services.
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‘Processed foodstuffs’ recorded high annual inflation rates. In June, it marked
the highest inflation rate of the year of 3.3 per cent. This increase is aftributed
to the price rise in ‘bread and corn’. This development reflected the price rise of
bread in some cities in Albania. This item’s average inflation marked 3 per cent
in the first six months, which is quite a few times higher than the inflation rate of
0.2 per cent marked in the same period the previous year.

The rise in excise duty on some sub-items in September 2006 and the
consumer price rise in partner countries also influenced on this category’s
positive inflation rate.

Alcoholic beverages and tobacco Foodstuffs and non-alcoholic  Table 6 Annual inflation
Annual inflation (%) beverages Annual inflation (%) rates by main groups

Albania ltaly Greece  Albania [taly Greece
June ‘06 1.6 5.2 4.9 1.9 1.3 3.5
September ‘06 11.4 5.1 6.7 -1.1 2.5 4.7
December ‘06 12.1 5.0 10.7 0.2 2.7 4.3
March ‘07 12.2 5.7 10.8 -0.5 2.4 2.7
April ‘07 12.9 4.4 10.8 -1.2 2.7 1.7
May ‘07 13.6 4.4 8.8 -2.0 2.7 2.0
June ‘07 14.3 6.7 -0.7 2.2

Source: ISTAT; http://www.istat.it; National Statistical Service of Greece; http:/www.statistics.gr;
INSTAT, CPI, June 2007

Annual inflation of “‘unprocessed foodstuffs” marked -2.6 per cent in June, while
in June the previous year it marked 3.2 per cent. This item’s average annual rate
for the first semester was -1.1 per cent from 2.4 per cent the previous year. The
dropping of this item’s prices mainly attributes to the considerable decrease in the
prices of ‘fruit’ and ‘vegetables including potatoes’ which continued over June as
well. In contrast to the previous year, the growth of supply for these productions
as a result of the entry of domestic agricultural products in the domestic market
brought about the drop in prices. Moreover, the decrease of these goods’ prices
occurred earlier this year compared with the previous year.
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Annual inflation of ‘housing’ continued to record positive rates, though it
dropped slightly in the first months of the year. In June, this item’s annual
rate marked 4.1 per cent, while the average inflation for the six-month period
resulted in about 4.5 per cent. Compared with the first six-month period the
previous year, it is observed that the price rise rates of housing services are
lower. In general, this item has been characterized by seasonal price fluctuations
being under the influence of domestic demand.

Annual inflation rate in administered prices of goods and services fluctuated
at around 7 per cent over the first semester of 2007. Energy price has had
a direct influence on inflation through the increase in the cost of energy
consumed by households. The influence of the inflation in administered prices
of goods and services on the total inflation rate is significant. This item has
been contributing by about 0.8-1.0 percentage points each month starting
from August 2006. Almost all services in this group have gone through slight
fluctuations in the prices over the first semester of the year.
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Annual inflation of ‘durable consumer goods’ and ‘services’ (-0.9 and 2.7
per cent) resulted to be quite close to the average annual rate of -0.7 and 2.4
per cent. The inflation performance of durable consumer goods is in line with
the trend in other countries. As a result of the rapid technological development
there is an ever-increasing quality improvement and dropping in prices. The
price rise in services on the other hand provides evidence for the increasing
demand and improved quality.

Annual inflation of ‘non-foodstuff consumer goods’ recorded the negative
figure of -0.8 per cent in June 2007. The average rate for the first semester
of 2007 was -0.4 per cent, while the previous year it marked 1.1 per cent
on average. This decrease was manifested in both main items: ‘clothes and
footwear’ and ‘services to personal transport vehicles’. The phenomenon of
the negative inflation in ‘clothes and footwear’ is quite a long one, starting
from February 2000. The inflation of ‘services to personal transport vehicles’
is affected considerably by the oil price perfformance in the domestic market,
which on the other hand is both influenced by the oil price performance in the
international markets and by the exchange rate developments. The recent oil
price rise, following the dropping for some months since last October, was
offset by the appreciation of the lek to the US dollar.

Chart 21 Annual inflabicon rates of
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4.2 INFLATION AND MACROECONOMIC ENVIRONMENT

The first semester of 2007 was characterized by the growth of domestic
demand inthe presence of the absentfiscal incentive, accommodating monetary
conditions and of the by and large positive supply-side developments. The high
domestic demand was reflected in the increase of sales and in the deepening
of trade deficit. In the monetary area, the rapid growth of monetary assets and
liquidity was followed by pressures on the decline of interest rates, while the
exchange rate has shown a relative stability. The first quarter provided evidence
for the growth of economic activity and the improved situation in the labour
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market, despite the energy crisis early this year. The
Chart 22 Annual rate and linear trends sales index increased by 14 per cent compared
of core and fotal inflafien [in percentage) with the previous year and the unemployment rate
continued to drop. On the supply-side, the positive
influence of domestic agricultural production on
F _ . inflation was more dominant than the high oil prices
AV / "¢ Y effect, while wages did not increase significantly and
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= ' - pressures in economy. Annual core inflation rate
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which is almost equal to total inflation rate. In April
and May were recorded slightly higher core inflation
rates compared to total inflation rate. In June annual core inflation marked
1.7 per cent, which is higher than the previous year. The price rise effect of

bread'" and some processed foodstuffs'? affected this rate for June.
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The analysis of total inflation performance indicates that the latter is often
subject to high fluctuations in the short-term. Therefore, the Bank of Albania
assesses core inflation, or inflation “cleared” from temporary influences, as
important and supplementary information because it informs the monetary
policy and the public on the permanent inflation rates.

Box 2 More on core inflation and on its measurement

Core inflation is an important information for the analysis and monetary policy
decision-making process in central banks. Literature defines core inflation as the
long-term and durable part of total inflation. From the central bank point of view,
core inflation is a component of total inflation, which is mainly caused by monetary
factors. Based on these theoretical considerations, core inflation would result after
the short-term or transitory fluctuations, which are usually caused by factors out
of the monetary policy sphere, were excluded. The practice of measuring core
inflation provides a wide spectrum of methods. The selection of a method, on the
basis of which it is derived an adequate core inflation series, is quite debatable
in both the academic and central banking circles (Silver, 2006). Theoretical and
practical debates point out the advantages and disadvantages in applying different
methods. Notwithstanding the difficulties and dilemma in selecting the method for
the measurement of core inflation, the method to be selected should: first, exclude
fo a great extent the transitory volatilities from total inflation; second, have a high
level of transparency, in order to be familiar and understandable fo the public.
The vast experience of different central banks and of the European Central Bank
in particular, and the experience of the Bank of Albania indicates that the method
of permanent exclusion of some items from the consumer basket is an alternative
for the measurement of core inflation. From the comparison of different methods’
results of core inflation measurement in the case of Albania, it has been concluded
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that the measurement of core inflation by using the method of permanent exclusion
satisfactorily meets the statistical, transparency and public understandability criteria.
Moreover, the total inflation may be forecasted more adequately. Notwithstanding
the advantages of this method, some well-known researchers (Wynne, 2001;
Cechetti, 2006) believe that the permanent exclusion of some items does not always
imply that the remaining is only temporary or transitory inflation. Therefore, the
results of core inflation should be carefully considered as additional information in
deriving conclusions on inflation trends in the long run.

Based on the principles and experience in applying the method of permanent
exclusion, from the Albanian consumer basket have been excluded: (a) highly
seasonal goods and services, which cause high and temporary fluctuations in prices
(usually some unprocessed foodstuffs); (b) goods with administered prices (energy
and water); (c) goods, the prices of which are often subject to fiscal policy (excise
goods); (d) goods, the prices of which are closely related to external conjuctures
(oil). After the exclusion is made, the share of the sub-basket, upon which core
inflation is measured, is about 78 per cent.

The presence of demand-side inflationary pressures is expressed in the prices
of non-tradable goods and services'®. Over the last four years this item’s average
annual inflation marked 4.2 per cent; however there is an upward trend from one
quarter to another for 2007.

The highest inflation rate of non-tradable goods for Chart 23 Anal rates ond inflafion lineor frands
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the inflation perspective on check. On the other hand, the increase of the core
inflation rate aims to balance the credit growth rates by better managing the level
of liquidity in the market. It also seeks to harmonize the private sector’s demand
for money with that of the public sector’s in the future, under the conditions where
the latter is expected to grow. Consequently the increase of the core interest rate
will establish a balanced macroeconomic environment and it will provide stable
economic growth rates.
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The public sector’s fiscal position did not affect the increase of inflationary
pressures over the first semester of 2007. Fiscal policy has been prudent in
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implementing the fiscal programme in terms of income collection, while the
execution of expenses resulted less than projected. Budget spending in the first
semester of 2007 increased compared with the same period the previous year,
while their execution level for this period was as much as 30 per cent of the
amount projected for 2007.

The supply of goods, in particular of agricultural goods, and the economy’s
production capacities have managed the moderate growth of domestic demand
by not generating inflationary pressures.

Exchange rate developments play a key role in the performance of inflation.
Domestic market continues to be import-oriented. For the first semester imports
resulted to be four times higher than exports. Imported inflation was positively
influenced by price stability in partner countries and negatively affected by the
continuous depreciation of the lek to the euro. The foreign prices rise effect on
the total level of domestic consumer prices is assessed to have been neutral. As
far as domestic production is concerned, the increase in the supply of foodstuffs,
mainly over the second quarter managed to meet the largest part of demand
for this type of goods. Considering that this is a seasonal phenomenon, the
depreciating environment of the lek to the European currency would bring about
serious problems to the inflation rate in case the domestic demand of the economy
remains high in the medium run. Despite the positive performance over the first
half of the year, oil price has begun to fluctuate again in high levels. In case of a
potential energy crisis, this situation increases the risk of a rise in the production
cost in economy.

5 MONETARY DEVELOPMENTS AND FINANCIAL MARKETS

5.1 MONETARY POLICY OF THE BANK OF ALBANIA

The analysis of monetary conditions evidences high expansion rates of
money supply in economy, while the inflation rates forecasts confirm its upward
trend from the current average rate. Annual money supply growth rate has
averaged 17-18 per cent in the last six months compared to the average
growth rates of 10-11 per cent in the second semester of 2006. The high
growth rates of money supply have been supported by the high demand for
credit from the private sector of the economy while the public sector’s fiscal
position contributed to the weakening of monetary expansion rates. At the
same time, the presence of inflationary pressures was reflected in the price rise
of non-tradable goods in the last quarters.

The effect of the increasing domestic demand for monetary assets has been
partly amortized in the form of both trade and current deficit deepening. Over
the first quarter of 2007, current account deficit deepened by about 39 per
cent. The preliminary data on the trade balance for April and May confirm the
deficit upward trend. Against the backdrop of the growth of domestic demand
in economy, the current expansion trend of the economy external position
over 2007 and the presence of potential risks in the expected dynamics of
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inflationary pressures, on 27 June the Supervisory Council of the Bank of
Albania decided to increase the core interest rate by 0.25 per cent. The core
interest rate applied on the (reverse) repurchase agreements is 5.75 per cent.

By means of this growth, the Bank of Albania aims to stabilize the inflationary
expectations through the minimization of potential risks on both the monetary
and macroeconomic balance. The transmission of this signal to the financial
markets will induce the re-balancing of the current upward trend of domestic
demand in favour of financing the stable growth of economy in the long run.

In line with its long-term policy, the Bank of
Albania has been operating in the financial markets
in order to maintain the balance. The monetary
operations for the first quarter operated through
the short-term repurchase agreements and long- Care infurest ok in acenamy
term reverse repurchase agreements, aiming to

Chart 24 Parformance of core inflofion role
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The monetary operations were in line with the framework of accomplishing
the quantitative objectives of the Bank of Albania for monetary policy purposes.
Their accomplishment in the third quarter requires the design of a more prudent
monetary operations framework by the Bank of Albania, in order to meet the
net international reserve objective.

Table 7 Realization of the

December March Aoril ‘07 May June * September : ne
06 07 [ 07 ‘07 0715 Bank of Albania quantitative
Net International Reserve of the Bank of Albania (in millions of USD) objectives'.
Objective 1,343 1,318 1,324 1,331 1,337 1,459
Current 1,484 1,487 1,484 1,458 1,458 --
Difference (C-Obj) 141.5 169.4 159.5 127.6 121.1
Net Domestic Assets of the Bank of Albania (in billions of ALL)
Obijective 79.1 80.6 80.8 80.9 81.0 94.6
Current 78.0 59.3 57.8 64.6 68.8 --
Difference (C-Obj) -1.1 -21.3 -23.0 -16.3 -12.2
Net Domestic Credit to the Government (in billions of ALL)
Objective 342.4 338.6 341.2 343.9 346.6 352.6
Current 330.6 332.8 332.2 331.9 -- --
Difference (C-Obj) -11.8 -5.8 9.0 -12.1

*Operative data.
Source: Bank of Albania
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5.2 MONETARY AGGREGATES DEVELOPMENTS

The performance of money supply indicators has evidenced the high demand
for monetary assets during 2007. Money supply recorded an average annual
growth of about 17.5 per cent during 2007. However, the expansion of money
supply in economy, expressed by the narrowest monetary aggregates, results
in lower rates. The annual growth of M2 aggregate fluctuated around 12 per
cent compared with the average growth rates of about 7-8 per cent during
the second semester of the previous year. In annual and foreign currency
structure terms of money supply, the performance of M2 aggregate to M3
growth reflects the creation of foreign currency monetary assets in the private
sector of economy. The annual expansion rates of monetary base in economy
(reserve assets) have had a stable performance of about 10-12 per cent.

Chart 25 Annual growth of monetary sggregates
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Both time and foreign currency structure of the
economy demand for monetary assets have been
balanced in the monetary aggregates structure. The
long-term trend of M3 growth has been influenced
by the creation of monetary assets in the form of
credit to the private sector, while the fluctuations
over the months have reflected the effect of domestic
borrowing for the financing of deficit in generating
money flows. The balanced performance of the fiscal
position during 2007 contributed to the stabilization
of money supply performance.

The creation of money flows was mainly in foreign
currency. About half of annual money supply flow
took the form of foreign currency deposits held
with the banking system. As of end May 2007, the
share of foreign currency deposits to M3 increased
to about 31 per cent compared to 29 per cent as
of end 2006. In annual terms, the performance of
foreign currency deposits has followed the upward
trend of the creation of foreign currency assets
in economy, mainly because of foreign currency
credit. Foreign currency workers’ remittances also
make a contribution to the annual growth of foreign
currency deposits on seasonal basis.

The second main component of money creation
in economy, domestic borrowing, has been a
determining factor of the short-term behaviour
of M2 aggregate and of the liquid component of
money supply which is currency outside banks. The
creation of ALL deposits held with the banking system
was mainly supported by the generation of currency
from ALL credit to the private sector. Meanwhile the
share of currency outside banks to M3 dropped to
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22.0 per cent in May compared to 24.2 per cent in December. The dropping
of this ratio is partly seasonal. In May 2006, this ratio was 23.5 per cent or
1.5 per cent less than the current ratio. ALL deposits have grown annually
by about 12.5 per cent, while their share to M3 accounts for about 47 per
cent. In general, the structure of money supply is being oriented to less liquid
assets. This orientation influences positively on the reduction of potential M3
growth effects on the creation of inflationary pressures.

Chart 28 Shore of deposits in foreign currency
and of cumrancy outside bonks to M3
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5.3 PERFORMANCE OF DEMAND FOR MONEY AND CREDIT TO
ECONOMY

Demand for money has grown under stable rates in April and May
2007. Being pushed by the higher demand of the private sector, its main

Bank of Albania 29



July 2007 | Review of monetary policy in the first semester of 2007
component, domestic credit, continued to grow. The
growth of credit to economy has provided the main
contribution to the annual growth of demand for
money by 71 per cent. This performance has offset

the downward contribution provided by its foreign
currency component. On the other hand, the public
sector has had a moderate demand for money and

Chort 29 Confribufion of demand for maney
canstibsents to M3 onnual growih

the Government’s fiscal position continues to be
characterized by budget surplus. The focus of the

Ih__ I""l banking system to crediting the private sector is

"1 ]I""‘" affecting the constant dropping of the share banks’
_ _ claims on the Government have on domestic credit
g 4 7 § 1 g g to 54 per cent from 65 per cent it accounted for the

> previous year.
= 'C-ed-'l-:: PoonGNY Il-_l tharra an he e n=e=i
e e giehar ek Credit to economy constituted the main impulse
to the growth of demand for money in the second
quarter. As of end May, this type of credit amounted to ALL 228 billion or
24.6 per cent of the GDP projected for 2007. In the last two months, the
credit growth of ALL 14 billion has been more sluggish than the end of the
first quarter, being close to the projection in the monetary programme of the
Bank of Albania. In annual terms, credit growth rate reduced to 55.6 per
cent from 58.7 per cent it peaked in March. Meanwhile, new credit extended
during the second quarter maintained high levels (ALL 20 billion a month).
The satisfactory performance of new credit was followed by high levels of
settlements, which led to a more modest growth of outstanding credit. The first
months of 2007 indicate a reduction in the average duration of new credit
signalling a more sluggish growth of outstanding credit as a result of the high
settlement levels for the following periods.

scurce: Bant ot Albania

Box 3 Performance of credit in Central and South East Europe

Central and South East European countries have for many years been experiencing
a boom in the credit to the private sector from commercial banks. The annual credit
growth rates are high, being followed by a considerable increase in the ratio of
credit to private sector to the country’s GDP. However, this ratio is fo a large extent
below the average of many European countries with developed banking systems,
where the ratio of credit to the GDP exceeds 100 per cent.

Credit boom in regional countries was pushed by the overall macroeconomic
stability, the reforms in sectors of economy, the establishment of market economy
institutions and the application of legal reforms (in particular, the legal obligation
for the execution of contracts). The sound economic growth pushed further the
expansion of lending activity, influencing on the expectation for the increase of
individual income and earnings. This growth has encouraged the timely substitution
of savings/consumption, pushing credit further.
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Table 1 Performance of main indicators of lending activity in regional countries*.

Credit il Credit fo Kol Credit Non-
. Annual currency estafes . .
Countries .-"households/ > interest performing
growth  credit/ credit
per cent GDP GDP /GDP rates loans/total
GDP

Bulgaria 49.1 30.7 22.8 17.7 7.6 8.4 2.2
Romania 26.3 593 12.5 11.8 2.3 13.9 8.5
FYROM 31.6 33 8.3 10.4 1.4 10.7 7.6
Albania** 23.4 58.9 16.9 7.9 4.6 14.1 3.3
Serbia 28.7 13.9 13.5 102 213 159 24
Croatia 744 224 60 39.5 na 9.1 2
Poland 33.3 31 na 18.4 5 7.8 6.6
Czech Republic 37 21.4 16.5 17 12 7.2 3.6
f\verage in 38.92 3383 2233 1625  7.44 12.02 9.12

the region

*Data for March 2007 (unless otherwise mentioned).

** Data for May 2007.

Source: “Southeastern Europe and Mediterranean Emerging Market Economies Bulletin”, vol
8, Economic Bulletin NBG, and economic bulletins of central banks.

As shown in the table, lending activity in Albania displays high growth rates, boosting
the country’s economic development further. The annual growth rates of the last two
years are the highest in Central and South East Europe. However, Albania has the
lowest ratio of credit/GDP in the region. The low ratio of credit/GDP implies that
there is room for further financial deepening and credit growth.

Lending developments in Central and South East Europe may be mainly interpreted
as a manifestation of further financial intermediation deepening. But, in the same
time, the rapid credit expansion implies increase of risk in many countries. Financial
stability situation in these countries is positive; however, the rapid credit growth calls
for special attention in terms of supervision, for the credit quality to be satisfactory.
In macroeconomic terms, the credit boom has led to the growth of demand. As
a result, in some countries with high and continuous credit growth, the deficit on
current account has gone further the stable levels in a long period of time. The great
risk of credit growth has been subject to measures taken by the decision-makers
to keep it as close as possible to acceptable levels for the overall macroeconomic
stability of the country.

Reference:

P. Backé, B. Egen‘ &T. Zumer, 2006: “Fast credit expansion in Central and Eastern
Europe: catching-up, sustainable financial deepening or bubble2”

P. Backé, & T. Zumer, 2005: “Focus on transition” OENB, Volume 2.

The structure of credit by currency is dominated by foreign currency
denominated credit. This type of credit maintained the same growth rates
during the second quarter as in the first months of the year, growing by 53 per
centin annual terms. Credit to businesses provided the main contribution to its
growth, though credit to households denominated in foreign currency displays
higher rates. Compared with the first quarter of 2007 there has been a slight
improvement in the ALL denominated credit portfolio, which reached to 28.6
per cent in May. Annual growth rates of ALL denominated credit continue the
downward trend to 63.1 per cent in May compared to 71.1 per cent in the
first quarter. The growth of credit to households during the second quarter has
favoured the performance of credit denominated in domestic currency.
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Private companies’ demand for credit is the main impulse of credit growth.
As of end of May, credit to businesses reached to 16 per cent of the GDP. In
annual terms, it was 48 per cent higher than the previous year. The growth
rates of credit portfolio to businesses have been dropping, mainly as a result of
the high credit settlement levels during this period. Credit to public sector also
increased during the second quarter. This euro denominated credit became
active following the use of the credit line by the state-owned company KESH
in one of the banking systems. The largest increase of this credit was observed

in April (ALL 1.8 billion).

In terms of purpose of use, credit to business extended by the banking
system was mainly used for the purchase of equipment. However, compared
with the previous quarter there is an increase in the credit for moving capital
and overdraft which accounted for 45.8 per cent of credit portfolio to
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businesses. In terms of sectors of economy, the second quarter displayed a
moderate growth in credit to agriculture, construction and collective services.
Although the trade sector has a more reduced credit portfolio it remains the
most credited sector of economy sharing 20 per cent of credit portfolio.

Chart 32 Compesifion of businesses and households” porfalic
by purpose of credit use

Sourcs; Bank al Albenia

Compared with the previous quarter, there was an increase in credit to
households in the second quarter of 2007. As of end May, it accounted
for 34.5 per cent of total portfolio and its growth rate reached to 68.3 per
cent. Credit portofolio to households provided evidence for an increase over
the second quarter in the share of consumer loan for durable goods, which
offset the reduction in the share of credit portfolio for real estates extended
to households. However, real estates credit shares most of the weight in the
households” portfolio by 61 per cent. Meanwhile, consumer loan grew over
the second quarter, reaching the level of December 2006 and accounting for
9.1 per cent of the portfolio. The performance of consumer loan seems to be
closely related to the holiday and vacations season.

The banking system net foreign assets amounted to about USD 2.4 billion as
of end of May. The performance of commercial banks’ net foreign assets has
determined the performance of the foreign currency component of demand for
money, which decreased compared with the previous quarter. The reduction
of foreign assets is the net result of the higher financing of economy by banks,
in the form of foreign currency credit and the growth of foreign currency
deposits held with these commercial banks. Compared with the end 2006,
commercial banks’ foreign assets dropped by USD 95.5 million.

The developments in the net foreign reserve of the Bank of Albania have
made a positive contribution to the banking system net foreign assets. The net
foreign reserve of the Bank of Albania amounted to USD 1.72 billion in May,
increasing by USD 34.7 million compared with the end of 2006. The changes
in the EUR/USD exchange rate affected considerably the performance of these
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assets over this period. Excluding the appreciation
effect of the euro to the American dollar, the net

foreign reserve of the Bank of Albania results to
have dropped by USD 4.9 million.

Chart 33 Mat foreign ossets of the
borking system fin milliongs a8 U5

Fiscal balance for May continued to be
characterized by a budget surplus'é, which increased
by ALL 1.9 billion compared with the end of the
previous quarter. Fiscal surplus led to a moderate

demand of the Government for monetary assets.
NARTARATMRIT = e i e v
securities provided to the Government ALL 14.2

billion of surplus at the end of the first five months
E tor 2 © % " ¢ 7~ of2007. Domestic financing totalled ALL 2.9 billion
' - in May or only ALL 0.1 billion more than the end
of the first quarter. The issue of ALL 5.8 billion of
2 and 5-year bonds helped to create Government
inflows. While the issue of Treasury bills of smaller amount than their matured
amount and the ALL 6 billion investment in reverse repurchase agreements
in the banking system helped the outflow of Government funds. The excess
Government liquidity situation is also reflected in the Government’s account
balance held with the Bank of Albania which as of end of May resulted in a
surplus of ALL 5.4 billion or ALL 2 billion more than as of end of March.

D Cammmrcial banks  D8ank of Albamia
Source: Bank of Abania

Chart 34 Grass financing of budget defict The Government’s gross financing during the first
lin hillicns of ALL) five months of 2007 was accomplished through the

increase of households and institutions’ securities’
portfolio by about ALL 5.7 billion. Meanwhile,
commercial banks continued to shift the portfolio
to securities of longer maturity terms, that is

||| | Government bonds. Commercial banks increased

i 1 | ' 1114 “ I | | I their investment in Government bonds by ALL 19.2
: ] | ek billion; while on the other hand, they reduced the
IF : Treasury bills” portfolio by ALL 14.1 billion. In the
light of these developments, as of end May the

Treasury bills” portfolio accounted for 73.2 per cent

of Government’s securities portfolio from 85.7 per

tmtiors 1 Bark af Alkenis cent it accounted for the same period the previous
[RUETTET ] S Vo smmarcial banks year.
Source: Bonk of Albania

5.4 FINANCIAL MARKETS, INTEREST RATES AND THE EXCHANGE RATE

Trade activity in the markets has been more reduced and the interest rates
have had an upward trend in the second quarter of 2007. The monetary
policy stance remained unchanged for the period, maintaining the same
core interest rate of 5.50 per cent since November 2006 when it was raised
by 25 basis points. There was a signal for a raise in the core inferest rate
in the second quarter (which occurred at the end of June), which created
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expectations partly reflected in the raise of interest rates in the money market
at the end of the same quarter. The interest rates raise in this market over
the second quarter was pushed by the decrease of the liquidity level in the
banking system (to ALL 3.1 billion on average from ALL 4.9 billion in the first
quarter).

LIQUIDITY PERFORMANCE AND ITS MANAGEMENT

The Bank of Albania intervened in the market through its main instrument,
by withdrawing or injecting liquidity of one-week maturity term fixed at 5.50
per cent. As a result, the markets have generally operated with stable interest
rates, in particular in the short-term maturity. The interest rate fluctuations
were affected by the changes in the liquidity situation in the system. In light of
these developments, in the second quarter, in addition to its main instrument,
the Bank of Albania used the reverse repurchase agreements of three-month
maturity, by injecting liquidity in the market. The average weighted yield of
reverse repurchase agreements was 6.20 per cent in the second quarter. On
the contrary, during the first quarter of 2007, the Bank of Albania intervened
in the market by withdrawing the excess liquidity through the repurchase
agreements of three-month maturity. Their average weighted yield was 6.00
per cent.

The interests which resulted from the use of the Bank of Albania’s instruments
oriented the interest rates in the market. Except for credit interests, interests of
short maturity term fluctuated within a narrow range. Interests of long maturity
term increased when the demand for liquidity grew in the second quarter of

2007.
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INTEREST RATES PERFORMANCE

The determining corridor of interbank market interests in the money market
remained unchanged at minimal levels of 3.75 per cent (overnight deposits
interest) and maximum levels of 7.25 per cent (overnight credit interest).

Bank of Albania
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Within this corridor, overnight borrowing interests in the interbank market
fluctuated between the lower limit and the core interest rate, while increasing
in the second quarter. The average daily change between the core rate and
the overnight interest dropped to 0.98 per cent from 1.24 per cent in the
first quarter. Weekly borrowing interests fluctuated around the core interest
rate, averaging 5.66 per cent. The average daily level of borrowing in the
interbank market dropped to ALL 1.6 billion from ALL 1.8 billion in the first
quarter and it mainly consists in overnight transactions.
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The Treasury bills” yield in the primary market!”
increased by almost 1 per cent in the second quarter.
As of end June, the 12-month yield reached 7.99
per cent from 7.07 per cent as of end of March. In
March, the yields decreased by about 0.50 per cent
from the percentage of last November (the last time
when the core interest rate changed) affected by the
high excess of liquidity (as a result of the seasonal
effect and the reduction of the Government demand
for monetary assets). The opposite occurred in the
second quarter. The ratio of Government demand
for financing with Treasury bills and the system’s
supply for investing in them dropped to 1:1.2 from
1:1.9 in the first quarter.

The expectations for an increase in the core
interest rate (which was raised by 25 basis points on
28 June) partly affected the increase of the yield. As
of end June, the 12-month yield was 0.40 per cent
higher than as of November 2006.

The long-term interest rates in the bonds market
fluctuated depending on the ratio of Government’s
needs for financing and the liquidity conditions.
Two-year bonds fell to a minimum of 7.65 per cent
in March, along the same line with the Treasury bills
yield and increased the following period (by 0.50
per cent on average). Three-year bonds, which are
issued on quarterly basis, resulted 8.05 per cent in
April, when some banks’ bids were refused.

The general trend in the ALL deposits'® market
was the increase of interest rates for all maturity
terms throughout the first five months. Calculated
as a simple average, the inferest rate of 12-month

deposits reached 5.69 per cent in May or 0.14 per cent higher than in March
and 0.28 per cent higher than in December 2006'?. In the ALL credit market?°,
the weighted average of loans’ interest rates reached to 12.7 per cent in May
which is 0.23 per cent less than as of end of the first quarter?'. The interest
rates of loans of 6 months to three years maturity term decreased during this
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period, leading to the increase of demand for short-term and medium-term
loans.

Intermediation cost, which is measured as the difference between ALL credit
interests and ALL deposits interests, is presented in table 8.

December ‘06 March ‘07 May ‘07  Table 8 Intermediation cost
6-month credit-deposits 7.54% 7.73 10.32 inALL
1-year credit deposits 5.70% 6.18 4.73

Source: Bank of Albania

Intermediation cost for 6-month maturity terms increased compared with
the end of 2006 and the end of March 2007, as a result of the larger increase
of ALL credit interest rates than ALL deposits interests rates. Meanwhile, the
intermediation cost for one-year maturity term decreased as a result of the
decrease in ALL credit interest rates.

EUR deposits inferest rates fluctuated over the Chart 38 Irnferest rates of up 1o 1 year maherity
months; however, they have followed the upward termm in Albania and the Eura area
tendency of interest rates in the Euro area. In May ' ' :
the weighted average rate of EUR deposits increased
to 3.10 per cent or 0.13 per cent more than the first
quarter and 0.30 per cent more than in December.

USD deposits interest rates?? dropped for all maturity
terms, except for deposits of 1-month and 36-month 2.4
maturity term. The expectations for the decrease of
the core inferest rate by the Federal Reserve affected w-
the performance of USD deposits interest rates. The
greatest decrease occurred in demand deposits :
inferest rates, which dropped by 0.44 per cent during | ==t s o Flm s oo maturty
the second two months of 2007. B o

sayrce: Bark of Albario ord ECH

The interest rates of foreign currency loans
increased in April and May, both for the EUR and
the USD. In terms of weighted average, the interest
rates of EUR and USD loans reached 8.53 per o
cent and 11.81 per cent in May. As of end the first '
quarter, they were 8.13 per cent and 8.86 per cent,
respectively?.

Chart 39 Anraal changes of ALL in nominal
sftective terms {MEER™

THE EXCHANGE RATE
Lek performance in the second quarter of 2007
was different compared with the previous quarter.
The depreciating tendency of the lek shifted, being
reflected in the swift decrease of the EUR to the ALL
in our foreign exchange market. This decrease was
originally affected by the low demand for foreign
currency in the foreign exchange market (mostly Source: Bonk of Albania
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in May). Later, an increase in the supply of foreign
Chert 40 Daily performence of currency in June deepened this decrease further,
ALL/EUR ond ALLAUSD going against the appreciating pressures of the euro
el in the international market. Compared with the end
Tl of March, the lek appreciated by 3.7 and 4.7 per
’ 'i " cent to the euro and the dollar.

M,
ﬂ"‘ 3y N J‘F . .
The annual dynamics of the lek performance is
4 presented stable, with moderate fluctuations, which
W'} has been a characteristic of the last two years. In
June, the lek appreciated in annual nominal effective
terms by 0.7 per cent. The stable performance of

[~

* '.: - :_ _ .. - the lek during the first semester of 2007 was also
EsEEEEEEEREES affected by the macroeconomic environment. The

growth of demand in economy, along with the
increase in the deficit on current account brought
about depreciating pressures on the lek. The
narrowing of the spread between lek - foreign currency interest rates exerted
pressure on the same direction.

—ALL/ELIR ALLAISE
Sounce: Bonk of bania

On the other hand, the low inflation rates have supported the performance
of the lek. The rise of the interest rate by the Bank of Albania is expected to
increase the spread of interest rates, providing support for the position of the

lek.

The seasonal supply in the foreign exchange market has also been exerting
appreciating pressures on the lek. The exchange rate performance in the future
will depend on the macroeconomic conditions and on the abovementioned
factors” influence on the supply and demand for foreign currency.
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6 PERFORMANCE OF ECONOMY OVER 2007

The macroeconomic developments during 2007 provided evidence for a
dynamic economic activity in the private sector. The growth of credit to the
private sector projected for 2007 is expected to increase the annual money
supply rate and aggravate the current account. While in the public sector,
the annual framework of fiscal developments does not project any changes
in the projections at the beginning of the year. However, the concentration
of the public sector’s domestic borrowing in the second half of the year will
tighten the liquidity conditions in economy for 2007, by exerting pressures
on the performance of interest rats. After an analytical assessment of the
macroeconomic factors, this June the Bank of Albania tightened its monetary
policy by raising the core interest rate to 5.75 per cent. This increase aims to
maintain the inflationary expectations in order to achieve the inflation target.
In line with these developments, the current projections for the economic
growth and the inflation rate for 2007 remain unchanged.

2002 | 2003 2004 2005 2006* 2007° 2008° Table 9 Main

Real economy indicators (in percentage) Macroeconomic indicators
GDP growth 2.9 5.7 5.9 5.5 5.0 6.0 6.0
Annual CPI (average) 5.2 2.4 2.9 2.5 2.4 3.0 3.0
pyominal GDE {in 624.7 682.7 766.1 836.6 8963 980.0 1,075
illions of ALL)
Fiscal indicators (as a share to GDP)
Fiscal deficit (with grants) -6.6 -4.5 -5.1 -3.6 -3.2 -3.9 -3.9
Domestic financing -3.3 2.9 -2.3 2.7 -2.3 -2.0 -2.3
Income 24.7 245 241 244 252 259 26.4
Expenses 314 290 292 280 285 298 303

External sector
Trade deficit (in millions of EUR) -1,214 -1,248 -1,307 -1,617 -1,752 -1,985 -2,031

e 72 53 39 65 58 74 65
Monetary indicators (as a share to GDP)
Money supply (%/GDP) 653 65.0 657 684 744 790 833
Credit to private sector 6.4 7.7 94 149 21.8 287 350
12-month T-bills yield 12.0 9.5 8.1 6.9 7.8 --

* Preliminary data.
° Projections.
Source: Bank of Albania, Ministry of Finance, INSTAT

MONETARY SECTOR AND MACROECONOMIC BALANCE

The growth of demand for money in economy during the first half of 2007
exceeded the initial projections. Lending rates have been higher as a result
of the growth of demand by the private sector and the moderate domination
of public sector borrowing. The Bank of Albania has revised the projection
for the annual growth of credit to ALL 85 billion from the projections of ALL
63 billion at the beginning of the year. Following this review, as of end 2007
the share of credit stock extended to economy to the GDP is projected at
about 29 per cent. Although the public sector’s domestic borrowing remains
unchanged, the money flows from domestic borrowing in the banking sector
are expected to be higher?”. This projection is conditioned by the execution
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of public expenses within the year. The higher demand for monetary assets,
mainly from the private sector, led to the review of the projection for the
annual growth of money supply to about 16.3 per cent from the projection of
11.9 per cent at the beginning of the year.

The expected performance of monetary indicators requires a prudent
monetary policy which aims to maintain the level of interest rates in harmony
with a balanced ratio between savings in economy and national income.
The high credit rates have affected the savings-consumption balance and
the external macroeconomic position. Hence, the savings rate in economy is
projected to account for 18.3 per cent to the GDP in 2007 from the projection
of 19.9 per cent at the beginning of the year. Under an unchanged level
of investments which were projected to account for about 26 per cent of
the GDP, the foreign financing rate increased to about 7.4 per cent of the
GDP from the earlier projection of about 6.2 per cent?®. This rate implies an
aggravation in the current deficit account. During this year, it is expected to
be reflected in the increase of trade deficit.

The current lending rates in economy affect the upward tendency of
consumption rate in economy. These factors — the high lending rates and the
increase of consumption — tend to create inflationary pressures in economy in
the medium-run. Moreover, they affect the dropping of savings rate opposed
to national income, leading to the aggravation of current account and
providing the grounds for misbalances in the foreign exchange market in
the future. The accumulation of these factors and their further actualization
would infringe the economic growth stability in the future. The Bank of Albania
considers the pursue of a monetary policy oriented towards the increase of
the current savings rate as a positive factor in the macroeconomic stability in
the medium-term.
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ENDNOTES

' Global PMI Input Price Index is calculated from JLMorgan and NTC
Economics in cooperation with ISM and IFPSM.

2 DG ECFIN regularly monitors the development of different industries
in the economy in EU member countries and candidate countries. These
surveys cover industry, services, retail, construction and consumption and
through these key indicators business and consumer confidence indices.
Another important indicator is the index of industry developments, PMI, where
surveys are conducted in production, new orders, raw materials’ prices and
employment.

3 Bosnia and Herzegovina, Croatia, Montenegro, Macedonia, Serbia and
Albania.

* The interests for Bosnia and Herzegovina and Croatia are long-term
average weighted; for Serbia total weighted average and for Macedonia
weighted interests for credit and deposits in denars. For Greece and ltaly is
given the rate of deposits to households with up to 1 year maturity term, and
the interest rate for new real estates credit. For Kosovo is given the interest of
deposits to households with up to 1 year maturity term, and the interest rate
of consumer credit.

> Measured against 24 main trade partners in the Euro area.

¢ Estimated and measured by the Bank of Albania.

7 The respective index in the CPl is used as deflator.

8 This consideration should not be taken for granted, considering the limited
and fragmentized information on agriculture. It is only based on preliminary
assessments of experts in this area.

? Respondents in this survey were 615 businesses of production, construction
and services.

19 For this survey were considered only that part of respondents who declared
to be employed in the private and public sector. The respondents were about
700 consumers.

"'In the sub-basket of core Consumer Price Index, the normalized share of
“bread and grains” is about 10 per cent.

12 Milk, cheese and eggs.

13 The price performance of tradable goods is determined by the level of
prices in trade partner countries and their effect is transmitted or amplified
through the exchange rate.

'* The quantitative objectives of the Bank of Albania are part of the
new PRGF/EFF 2006-2008 arrangement, signed between the Albanian
Government, the IMF and the Bank of Albania in January 2006, and lately
reviewed in May 2007.

15 The objectives in the third and fourth quarter are determined as the
amount of monetary flows and the base of December 2006. For the first
quarter, the calculation base is December 2005. The change of the base
results in a higher level of quantitative objectives for September and December
2007.

16 See the part on fiscal sector for the budget surplus and its components.

7 See: Statistical annex, Financial Markets, Table “Interest rates as of end
month and their change with previous periods”.
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'8 The latest data refer to May 2007.

1” Weighted interest decreased in May and April, as a result of the change
in structure by shares of new deposits.

20 The latest data refer to May 2007.

21 See: Statistical annex, Financial Markets, Table “Interest rates and their
change in the ALL deposits and credit market”.

22 See: Statistical annex, Financial Markets, Table “Interest rates of deposits
in foreign currency”.

23 See: Statistical annex, Financial Markets, Table “Interest rates of credit in
foreign currency”.

24 NEER — nominal effective exchange rate measured against two currencies
according to an approximate share they have in trade with abroad, EUR
(80 per cent) and USD (20 per cent). An increase of the NEER implies an
appreciation of the lek.

25 Measured as the quarterly average of exchange rate volatility. Exchange
rate volatility is measured by the standard deviation indicator.

% The data on the current account deficit have been revaluated since
2002.

27 This increase results from the execution of projected expenses for January
2006.

28 The projection of investments has slightly declined by 25.7 per cent
compared with the projection of 26 per cent to the GDP at the beginning of
this year. Foreign financing rate is the deficit on current account.
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STATISTICAL ANNEX

INFLATION

Table 1 Annual inflation rate (in percentage)
2001 2002 2003 2004 2005 2006 2007

January 2.2 6.5 0.0 3.3 3.3 1.4 2.9
February 1.5 7.6 1.1 4.4 1.8 1.3 2.9
March 2.9 7.5 1.3 4.0 1.6 1.5 2.7
April 3.0 6.5 2.3 3.2 1.3 2.4 1.9
May 2.5 4.6 2.8 2.6 2.0 3.1 1.4
June 4.0 3.7 2.6 2.9 2.9 2.4 2.0
July 5.6 4.2 3.0 3.1 1.8 3.2
August 4.1 5.5 3.0 2.7 2.3 2.9
September 3.5 5.3 2.8 2.0 3.1 2.6
October 1.8 5.8 2.9 2.0 3.3 2.3
November 2.8 3.7 3.4 2.2 3.0 2.9
December 3.5 1.7 3.3 2.2 2.0 2.5
Average 3.1 5.2 2.2 3.0 2.4 2.4 2.5

Source: INSTAT

Table 2 Contribution of basket constituent groups to total inflation

June  July Aug. Sep. Oct. Nov. Dec. Jan. Feb. March April  May June
-06 -06 -06 -06 -06 -06 -06 -07 -07 -07 -07 -07 -07

Foodstuffs and non- 080 1.86 051 -045 -059 045 009 066 070 032 -051 081 o7
alcoholic beverages

Rent, water, fuels 104 088 178 232 219 191 187 170 170 184 185 171 127
and energy

e ngersiion 024 019 013 0.0 009 008 005 002 001 004 004 -002 -0.55
Hotels, café and restaurants  0.22 0.16 0.18 0.18 0.15 0.15 0.14 0.14 0.17 0.14 0.15 023 0.25
Other 015 015 024 040 040 032 040 034 035 035 035 030 0.30
Total 245 324 284 255 224 291 255 286 293 269 188 141 200

Source: INSTAT, Bank of Albania

MONETARY INDICATORS

Table 3 Performance of monetary indicators (in billions of ALL)

May - 07 Monthly change Annual change

Absolute  Percentage  Absolute  Percentage

Currency outside banks 151.7 -1.2 -0.8 13.4 9.7
Total deposits 536.9 1.2 0.2 87.0 19.3
- in lek 323.6 0.8 0.2 35.9 12.5
- in foreign currency 213.3 0.4 0.2 51.1 31.5
Demand deposits 141.1 0.7 0.5 6.9 5.1
- in lek 73.5 -0.6 -0.7 -9.1 -11.0
- in foreign currency 67.5 1.2 1.8 15.9 30.8
Time deposits 395.8 0.5 0.1 80.1 25.4
-in lek 250.1 1.3 0.5 44.9 21.9
- in foreign currency 145.8 -0.8 -0.5 35.2 31.8
M1 225.2 -1.7 -0.8 4.4 2.0
M2 475.3 -0.4 -0.1 49.3 11.6
M3 688.6 0.0 0.0 100.4 17.1
Monetary base 209.5 -2.0 -0.9 18.8 9.9

Source: Bank of Albania
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Table 4 Performance of NFA indicators by main groups, May 2007 (in millions of

uSD)

May - 07  Monthly change ~ Annual change
Net foreign assets 2,390.0 -70.8 192.4
Foreign assets
Bank of Albania 1,826.7 -19.0 257.1
OoDC 1,147.1 -33.3 218.2
Foreign liabilities
Bank of Albania 103.2 -0.9 -4.2
OoDC 480.6 19.4 287.1

Source: Bank of Albania

Table 5 Performance of Net Credit to the Government by main groups
May - 07  Monthly change  Annual change

Net claims on the Government 291,753.4 -22.25 23,733.6
Bank of Albania 48,407.9 3,627.5 -2,545.2
ODC 243,345.5 -3,649.7 26,278.8
Deposits held with the Bank of Albania 6,190.6 -3,313.4 - 638.6
Budget deficit

5,261.0 557.7 -3,729.8

Source: Bank of Albania

Table 6 Performance of some main indicators
2004 June December  June December March  April May

-05 -05 - 06 - 06 07 -07 -07
Money supply (in billions of ALL) 507.2 541.8 578.04 594.5 674.3 686 688.6 688.6
Domestic credit (in percentage to M3) 68.9  69.9 70.03 71.0 71.8 739 746 755
Credit to the Government (in percentage to M3) 55.1 52.2 48.94 453 43.4 428 424 422
Credit to economy (in percentage to M3) 13.8 17.7 21.10 25.71 28.4  31.1 32.2 33.1
Credit to economy (in percentage to total assets) 16.9 20.8 25.11 28.7 31.3 33.6 345 35
Credit fo economy (in percentage to GDP) 9.0 11.2 14.57 17.6 21.3 23.4 24.1 24.6
Credit/deposits ratio (in percentage) 19.0 23.6 28.47  33.7 37.4  40.1 41.4 424

Source: Bank of Albania

Table 7 Outstanding credit indicators as a share to total

March-  April-  May-
2003 2004 2005 QI1-06 Q2-06 Q3-06 Q4-06 07 07 07

Outstanding credit (in billions of ALL) 50.7 69.3 121.6 134.6 152.8 1653 191.2 213.6 221.7 227.9

Credit to households 245 306 323 319 323 333 334 338 342 346
Credit to private sector 755 694  67.7  68.1 67.6  66.7 665 662 647 644
Short-term credit 46.0 340 323 325 31.1 30.0 296 305 30.7 31.1
Medium-term credit 333 360 297 300 312 326 31.6 306 302 297
Long-term credit 20.7 300 379 375 377 374 388 389 39.1 393
Lek 19.6 195 266 260 282 298 289 280 28.1 28.6
Foreign currency 80.4 805 734 740 71.8 702 71.1 720 719 714

Source: Bank of Albania

Table 8 New credit indicators as a share to total
Total 2005 2006 March-  April-  May-
2004 QI Q2 Q3 Q4 Ql Q2 Q3 4 07 07 07
New credit (in billions of ALL) 99.7 221 328 321 329 294 357 358 539 18.9 20.2 20.2

Short-term credit 62.54 532 47 47.4 48.7 442 42 458 46.7 52.1 55.1 48.3
Medium-term credit 22.53 22.4 31 303 25.6 30.1 33 312 274 239 205 19.7
Long-term credit 14.93 24.4 22 222 257 257 26 23.0 259 240 244 320
Credit in lek 32.59 30.1 328 30.2 314 27.7 35 39.6 262 355 32.1 37.8
Credit in foreign currency 67.41 70 672 69.8 68.6 723 65 614 738 645 679 622

Source: Bank of Albania
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Table 9 Distribution of credit by sectors of economy (in percentage to total)
Ql- Q2- Q3- Q4- Q- Q2- Q3- Q4- March- April-  May-
‘05 ‘05 ‘05 ‘05 ‘06 ‘06 ‘06 ‘06 07 07 07
Agriculture, hunting and silviculture 1.3 1.5 2.4 2.7 2.2 0.9 0.7 0.7 0.6 0.7 0.8

Fishing 0.01 0.1 0.1 0.1 0.1 0.1 0.11 0.1 0.4 0.1 0.1
Extracting industry 2.35 0.6 0.5 0.5 1.4 2.3 1.0 1.0 1.4 1.5 1.5
Processing industry 158 156 139 138 142 153 155 143 134 132 13.0
Freducion eing dlsinosien 627 29 29 26 24 11 12 15 17 25 24
of energy, gas and water

Construction 10,6 11.2 128 13 13.0 122 126 126 125 126 128
Trade, repair of vehicles and 205 19.1 20 189 19.0 225 231 224 220 215 209
household appliances

Hotels and restaurants 2.5 4.7 4.4 4.3 4.8 4.1 3.9 3.5 3.4 3.5 3.5
UiEngaeieiion e 25 17 17 15 13 16 16 20 20 19 19
telecommunication

Financial activities 0.2 1.1 0.7 0.8 0.7 1.3 0.7 2.1 1.9 1.9 1.9
Health and social activities 0.1 0.4 0.6 0.7 0.6 0.6 0.3 0.0 0.3 0.3 0.4
Collective, socialland 83 74 59 58 46 17 20 06 25 21 25
personal services

Other* 296 33.7 341 354 357 362 351 392 378 382 383
Total 100 100 100 100 100 100 100 100 100 100 100

Source: Bank of Albania

*“Other” includes credit extended to some sectors sharing a small weight in the country’s economic
activity and credit to households. Upon the introduction of new credit forms it was required to
review the credit distribution by sectors, where the new classification was introduced.

FINANCIAL MARKETS

Table 10 End-month interest rates and their change compared with previous periods
(in percentage points)

June ‘07 Change Change
June ‘07-March ‘07 March ‘07-December ‘06

Core interest rate 5.50%* +0.00 0.00
Interbank market
Overnight interest 5.12 0.61 -0.01
Weekly interest 5.67 -0.01 0.44
Primary market
3-month Treasury bills yield 5.83 -0.01 -0.75
6-month Treasury bills yield 7.23 0.59 -0.47
12-month Treasury bills yield 7.99 0.86 -0.64
Bonds market
2-year bonds yield 8.20 0.55 -0.75
3-year bonds yield 8.05 -0.85 0.10
5-year bonds yield 9.83 -0.31 0.46

Source: Bank of Albania and commercial banks
* The Bank of Albania raised its key interest rate by 25 basis points, from 5.5 to 5.75 per cent
on 27 June 2007.

Table 11 Interest rates and their change in the lek deposits and credit market (in
percentage points)

y Change Change

iy 107 May ‘07- March ’87 March ‘07 — December '86

Core interest rate 5.50 0.00 0.00
Interest of ALL-denominated deposits

1-month 3.96% 0.57% 0.04%

3-month 3.68% -0.34% 0.08%

6-month 4.55% -0.09% 0.00%
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12-month 5.39% -0.09% 0.02%
24-month 5.64% -0.35% 0.11%
36-month 7.00% 0.82% -0.24%
Interest of ALL-denominated credit

Up to 6-month credit 14.87% 2.50% 0.19%
6 month to 1-year credit 10.12% -1.54% 0.50%
1-3 years credit 16.69% -0.29% -0.72%
Over 3-year credit 13.18% 0.67% 0.30%

Source: Bank of Albania and commercial banks

Table 12 Interest rates of deposits denominated in foreign currency (in percentage

points)

g Change Change
May 07 May ‘07 — March ’87 March ‘07 — December ’86
Fed — Core interest rate 5.25% 0.00 0.00

Interest of USD-denominated deposits
1-month 3.32% 0.13% 0.16%
3-month 3.61% -0.02% 0.19%
6-month 3.77% -0.15% 0.05%
12-month 4.74% -0.01% 0.46%
24-month 4.68% -0.11% -0.07%
ECB — Core inferest rate 3.75%* 0.00 +0.25

Interest of EUR-denominated deposits
1-month 3.02% 0.32% 0.16%
3-month 3.33% 0.17% 0.25%
6-month 3.37% -0.06% 0.14%
12-month 3.92% 0.13% 0.34%
24-month 4.11% -0.13% 0.08%

Source: Bank of Albania and commercial banks
*In June 2007 it was raised by 25 basis points to 4.00 per cent.

Table 13 Interest rates of credit denominated in foreign currency (in percentage
points)

Change Change

May ‘07 May ‘07 — March ‘07 March ‘07 — December ‘06

Interest of USD-denominated credit

Up to 6-month credit 12.25% 2.99% -0.50%
6-month to 1-year credit 9.84% 0.75% -0.02%
1-3 years credit 12.06% 5.97% -3.91%
Over 3-year credit 11.00% 1.79% 0.15%
Average weighted interest 11.81% 2.95% -0.56%
Interest of EUR-denominated credit

Up to 6-month credit 7.96% -0.01% 0.34%
6-month to 1-year credit 8.33% 0.61% -0.73%
1-3 years credit 9.51% 1.41% -0.35%
Over 3-year credit 8.50% 0.05% 0.11%
Average weighted interest 8.53% 0.40% -0.05%

Source: Bank of Albania and commercial banks
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