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MISSION OF THE BANK OF ALBANIA

The Bank of Albania is the country’s central bank and monetfary authority and
has the exclusive right fo:

(i) formulate, adopt and implement the monetary policy of Albania. The principle
objective of the Bank of Albania is to achieve and maintain price stability,
which is the best contribution of the monetary policy for sustainable and
long-term economic growth of Albania;

(i) issue and circulate the Albanian currency, by ensuring the public confidence
in the currency, by guaranteeing the quality of banknotes and coins and
providing a safe and efficient currency supply to meet the needs of the
economy for money;

(i) hold and manage the official international reserves of the Republic of Albania,
as a guarantee for withstanding adverse shocks in the real sector of the
economy and support for Albania’s financial stability.

As the issuer of the national currency, the Bank of Albania promotes the smooth
operation of payments systems to ensure a safe and fast circulation of the currency
in the economy at minimum costs, prevent systemic risk, and safeguard the stability
of financial institutions and markets.

The Bank of Albania promotes financial system stability - public confidence in
institutions, markets, and financial infrastructure - through regulating, licensing, and
supervising banks and other financial institutions, as well as regularly identifying
and analysing risks and threats to financial stability.

VISION OF THE BANK OF ALBANIA

The Bank of Albania aims at fostering good-governance with a view to boosting
public confidence in the Bank of Albania, through:

al  strengthening the independence in accomplishing the mission and legal objectives,
in conformity with the obligations arising from the gradual approximation of
Albania’s legislation and policies with the EU and ESCB legislation.

b)  increasing the accountability to the Assembly of the Republic of Albania
and the public for the fulfilment of the main duties, the primary objective and
other legal objectives of the Bank of Albania. This also includes adopting
best accounting and auditing standards, publishing regularly financial reports
and ensuring the integrity of external and internal audit processes, as key
elements for public accountability.

c enhancing the transparency on the activity of the Bank of Albania, through an
open and transparent communication with the public. The Bank of Albania will
take the appropriate measures, in accordance with the law and its policies,
to increase the comprehensibility and predictability of the monetary policy,
improve accountability, and boost public confidence in the Bank.

Bank of Albania
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FOREWORD BY THE GOVERNOR

Dear reader,

In compliance with our legal obligations for transparency and accountability, the
Annual Report presents the highlights in the activity of the Bank of Albania during
the previous year.

As the monetary authority and the institution responsible for regulating and
supervising the banking activity in Albania, the Bank of Albania is responsible for
maintaining price stability, supporting financial stability, issuing and circulating the
Albanian currency, promoting lending and the development of payments systems,
as well as other duties that contribute to the sustainable and long-term development
of Albania.

Our work during 2017 materialised in tangible results, across all the aspects of
our activity.

In the economic aspect, our accommodative monetary policy boosted aggregate
demand and economic growth, contributed to the growth of employment and the
improvement of financial balances of the economic agents, and created the premises
for the return of inflation to target over the medium-term.

In the financial aspect, the prudential supervision and pro-active approach to banking
regulation contributed to the overall improvement of the soundness parameters of the
banking sector and increased its ability for financial intermediation. In particular,
the action plan to reduce non-performing loans continued to produce results, almost
halving this indicator over three years.

To improve the security of the financial system and in the framework of public interest,
the Bank of Albania drafted new regulations, with well-defined procedures to be
ready fo intervene and restructure banks that may face solvency issues. Also, in view
of supporting financial stability, we continued to cooperate with all our domestic
and foreign partners to exchange information and enhance the coordination and
efficiency of our measures.

To support the economic and financial development of Albania, we continued
working for the most efficient operation of the payments systems. This year, efforts
were made fo improve the regulatory framework of payments services, which
increase transparency for the provided services and strengthen the legal basis on
consumer protection. The improvement of these aspects helps in expanding the
financial inclusion of the population, taking into account that Albania has a low
ranking in this aspect.

In addition, the Bank of Albania continued to be an active contributor to fulfilling
Albania’s EU integration criteria, the standardization and unification of statistics
compiled in accordance with international standards, as well as financial education
of the public at an early age. The series of “Museum Nights”, where academics
from different fields deliver lectures related to numismatic and collection issues was
a welcomed innovation during this year.

Bank of Albania
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In its communication philosophy, the Bank of Albania aims to be open and promote
cooperation, exchange of opinions and supply information. This year registered a
number of activities involving both the professionals and the general public. Also,
important memorandums of cooperation were signed, among others, with the
authorities of Albania to increase the use of the domestic currency in the financial
system and in the economy.

At the end of 2017, the Supervisory Council of the Bank of Albania approved
the Medium-term Development Strategy of the Bank for the next three years. This
strategy sets out our ambitions to develop and prepare in accordance with the best
international standards. The document is a concrete expression of our pro-active
philosophy towards the challenges of the environment in which the Bank of Albania
operates.

Finally, as it has become a tradition, | would like to draw attention and thank the
employees and the management of the Bank of Albania; their dedication and
professionalism has been and will continue to be the real guarantor of the success
of our work.

Bank of Albania
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HIGHLIGHTS OF 2017

J The Albanian economy grew by 3.9% during the first nine months of 2017,
improving the growth rate for the third consecutive year. The expansion of
the economic activity was supported by all the components of aggregate
demand and helped increasing the output across all the main sectors of the
economy.

. The average inflation rate rose to 2.0% during 2017, but it continues fo
undershoot our target. Although upward, domestic inflationary pressures were
still insufficient to offset the low inflation rate in our trading partner countries,
the effects of the exchange rate appreciation, and the growing inertia of the
price formation process over the last years.

. Based on the trends of economic development and the underlying factors,
the Bank of Albania expects economic growth to continue further in the next
years and inflation to return to target over the medium-term.

. The monetary policy stance of the Bank of Albania remained accommodative.
The policy rate did not change and, at 1.25%, stands at its lowest historical
level. Meanwhile, the Bank of Albania increased the liquidity injection and
continued the forward guidance on monetary policy. The monetary policy
pass-through to the financial markets has been complete, while its transmission
to the economic activity and fo prices is increasing.

. The fiscal policy was less consolidating compared with the previous year.
This policy supported economic growth mainly through the expansion of
investments. The budget deficit was assessed at 2.0% of the GDP, while
public debt reached 69.6% of GDP in 2017.

. The banking sector activity has been improving: profitability indicators
increased, capitalisation and liquidity are at good levels and the non-
performing loans ratio declined. The latter is at 13.2% from 18.2% in 2016
and reflects the implementation of the plan of measures for reducing non-
performing loans.

. Although credit and market risks remain present, the indicators monitored
for the assessment of systemic risks suggest financial stability improved in
Albania. The resilience of the financial system to operational risks remains
good.

. The regulatory framework on supervision and financial stability continved to
be aligned with the Basel Committee principles and EU directives. Among
the most significant regulatory changes were those on the Internal Capital
Adequacy and Assessment.

. In February, in collaboration with the World Bank, we organised the workshop
on “The financial system in Albania - From 2025 scenarios to action today”.
The aim was to discuss different scenarios and combinations of factors that
could affect our economy in the distant future, and their impact in today’s
decision-making.

. In April, was signed a Memorandum of Cooperation between the Bank of
Albania, the Ministry of Finance and Economy, and the Financial Supervision
Authority “On increasing the use of the national currency in the Albanian
financial system and economy” (the de-euroization strategy). Following this
Memorandum, the Bank of Albania prepared a package of measures that
included the de-euroization strategy policy document and some regulatory
amendments. After a series of consultations with the relevant stakeholders,

Bank of Albania
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these measures were approved in February 2018.

. In May, the National Payments System Committee, chaired by the Bank
of Albania held its regular meeting. The Committee initiated a number of
important projects that help to promote the reform of the small-value payments
market and the use of electronic payments instruments.

. In May, in cooperation with the International Monetary Fund and the Swiss
Government, an international conference was organised on “Negative Euro
Area Interest Rates and Spillovers on Western Balkan Central Banks’ Policies
and Instruments”. A panel of experts discussed the impact of non-conventional
policies on Western Balkan countries by major central banks.

) In June, the First Conference of the Museum of the Bank of Albania was
organised on “Money and Banking in Albania, from Antiquity to Modern
Times”. The conference brought together experts from various fields, who
discussed findings in the area of monetary production and circulation, the
economic history and the development of banking in Albania, as well as the
educational role of the Museum.

. In July, the Law “On the recovery and resolution of banks in the Republic
of Albania” entered into force, establishing the Bank of Albania as the
Resolution Authority for banks and branches of foreign banks that exercise
their activity in Albania. The Resolution Department was established as the
unit responsible for the implementation of this mandate. The Regulation “On
the Resolution Fund and the procedures for its management”, which defines
the establishment of the resolution fund the respective procedures for its
contributions and management was approved in October.

J In August, the Macro-prudential Policy Strategy was approved. It is a guideline
for macro-prudential measures available to the Bank of Albania to maintain
financial stability. These measures aim at preventing risk accumulation and
increasing the resilience of financial institutions.

J In November, in collaboration with the South East European Studies Centre
at the University of Oxford, the Annual Conference of the Bank of Albania
was organised. This year, it focused on the banking market developments
and the role of financial markets infrastructure in risk mitigation and financial
intermediation.

. In November, the Governor of the Central Bank of the Republic of Turkey, Mr
Murat Cetinkaya, visited the Bank of Albania. During the visit, at the Bank of
Albania a Memorandum of Cooperation was signed, aimed at enhancing
the cooperation between the two central banks.

. In November, the Supervisory Council approved the Medium-Term
Development Strategy 2018-2020 of the Bank of Albania. In accordance with
the objectives of this strategy, it approved the guiding medium-term budget
for 2019-2020.

o In November, the Decision on the transfer of Veneto Bank’s shares to the
Intesa Sanpaolo Bank was approved. The absorption of Veneto Bank into
Intesa Sanpaolo Bank is expected to be completed in 2018, thus reducing
the number of banks in the banking sector.

J In December, a Memorandum of Understanding was signed between the Bank
of Albania, the Minister of State for the Diaspora and the Ministry of Finance
and Economy, which aims to increase the awareness, facilitate dialogue and
promote cooperation on issues related to the contribution of remittances by
the Albanian emigrants on economic development.

Bank of Albania
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1. ACTIVITY OF THE SUPERVISORY COUNCIL OF THE
BANK OF ALBANIA

The decision-making process at the Bank of Albania is guided by the
principles of lawfulness, professionalism, independence, and transparency.
The Supervisory Council is the highest decision-making and supervisory body
of the Bank of Albania. It is composed of nine members voted and appointed
by the Assembly of the Republic of Albania.

The Supervisory Council has the ultimate responsibility to decide on the strategy
of the Bank of Albania, the appointment of heads of departments, the approval
of the organisational structure, as well as the fulfilment of obligations related
with risk management and compliance.

In order fo increase efficiency, the internal audit functions are delegated to the
Audit Committee, which is responsible for the financial reporting process and
the internal audit system.

The Supervisory Council has performed its activity in line with the provisions
of the organic law and the procedures established in the regulation on the
organisation and functioning of this body.

Highlights in the activity of the Council for 2017, include: (i) the establishment
of the Resolution Department; (i) the approval of the Macro-prudential Policy
Strategy; (iii) the approval of the operational risk tolerance level at the Bank of

Albania; and, (iv) the update of the Medium-term Development Strategy of the
Bank of Albania.

THE SUPERVISORY COUNCIL - THE HIGHEST DECISION-MAKING BODY
OF THE BANK OF ALBANIA

The Council held 15 meetfings in 2017. Eight of these meetings focused
on the review and approval of the monetfary policy, divided in 4 quarterly
and 4 infermediate meetings. In these meetings, after reviewing the lafest
macroeconomic development and factors that affect the performance of
consumer prices in Albania, the Council took decisions on the key inferest rafes.

Throughout 2017, the Council has not changed the key inferest rates, namely:
(i) the policy rate at 1.25%; (ii) the overnight deposit rate at 0.25%; and |iii) the
overnight lending rafe at 2.25%.

Four meetings were dedicated to the analysis of the developments in the banking
sector and in non-bank financial institutions. The other meetings addressed: i)

Bank of Albania
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the annual programme of the Council; (i) the Annual Report of the Bank of
Albania; and, (i) the mediumerm strategy, and the annual and medium-term
budget.

a. Decision-making

The Supervisory Council has the power to approve all the decisions, regulations
and guidelines of general application, issued by the Bank of Albania.

During 2017, the Council approved 82 decisions, of which 61 were acts
approved for the first time and 21 were amendments fo existing acfs. The
Council approved 29 regulations (of which 8 new and 21 amendments to
existing regulations] and 1 guideline of general application.

These above-mentioned acts were issued in accordance with the duties of
the Council, as defined in the organic law, such as: (i) monefary stability; (ii]
licensing, regulation and supervision of banks and other financial insfitutions; and
(iii) provision of the financial infrastructure (currency issue, the functioning of the
Albanian Financial Instrument Sefflement and Regjistration system, sfafistics, efc.).

b. Management and internal organisation

The organic law stipulates that the Council is responsible for: (i) approving the
Statute and the internal regulations of the Bank of Albania; |ii] determining the
organisational structure; and, [iii) approving the appointment of the heads of
departments and defining employment conditions at the Bank of Albania.

In November, the Council approved the Medium-term Development Strategy
2018-2020 of the Bank of Albania, which is an update of the Strategy 2016-
2018. The update was a necessary step before the approval of the budget of
the Bank of Albania for 2018 and its medium-term heuristic budget for 2019-
2020.

The strategy includes the main functions of the Bank of Albania: the policies
(monefary, infernafional reserve, banking supervision); financial infrastructure
(currency issue, payments systems|; other functions (research, statistics); and
supporting services (human resources, legal issues, accounting and finance,
procurement and services, IT).

In March, ot the end of the probationary period, the Council approved the
appointment of the head of the Financial Statistics Department.

c. Budget

The Council decides on the budget of the Bank of Albania, the management
policies and the procedures on using financial assets to carry out the operational
activity of the institution.

Bank of Albania
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In November, the Council approved the 2018 annual budget and the medium-
term guiding budget 2019-2020. The budget was drafted in accordance
with the Mediumerm Development Strategy of the Bank of Albania and
departmental projections on mediumerm incomes and expenditures. For the
first time, this year, capital expenditures and the projections included in the
budget were preliminarily approved by the Capital Expenditures Committee.

The budget aims at providing for the implementation of the main functions,
the normal conduct of the activity and the fulfilment of the strafegic objectives
of the Bank of Albania. It is prepared by based on reference to the current
situation in international markets, developments in the domestic market, the
capital expenditure plan, and reflects the necessary operational expenditures
for due management of assefs and human resources.

THE SUPERVISORY COUNCIL AS THE HIGHEST SUPERVISORY BODY OF
THE BANK OF ALBANIA

The Council considers the exercise of its supervision responsibility on the
policies, management and operations of the Bank of Albania as particularly
important.

To ensure compliance with the law and other acts regulating the daily activity
of the Bank of Albania, the Council has been regularly informed by the relevant
internal and external audits.

a. Internal audit

The infernal audit is an activity independent of the management, which
provides evaluation, reporting and objective cerfainty, as well as includes the
compliance, infernal auditing and risk management functions.

I. Control over management

According fo the organic law, the Governor is accountable to the Council for the
implementation of the approved decisions, as well as for the guidance, control
and oversight on the management and operations of the Bank of Albania.

The administrators (the Governor and the two Deputy Governors| have informed
the Supervisory Council on monthly basis about the economic, financial and
monetary developments, in accordance with the legal obligations.

The Council has been also informed about the institution’s management policies
and methods of using the financial assets for the realisation of the operational
activity of the Bank of Albania. Every month, information was presented on the
financial position and result of the Bank of Albania and the inferational reserve
management.

Bank of Albania
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i. Activity of the Audit Committee

In order fo improve the decision-making of the Council and the management
of the institution, the Audit Commitlee exercises its duties supporting
the strengthening of internal and external control lines. This Committee is
responsible for: (i) the financial reporting process; |ii] the internal control
system:; (iii] the infernal and external audit; and, (iv) compliance with the legal
and sub-legal acts info force.

The Committee is composed of three members of the Council, appointed by the
Council, for a three year period. The members of the Committee are: Mr Pefraq

Milo (Chair), Ms Ela Golemi and Ms Denada Prifti, appointed on May 2015.

In 2017, the Audit Committee met six times and discussed issues such as: (i) the
annual work plan; (i) the drafting of financial statements; (iii) the external audit;
(iv) the performance of the Audit Department commitments; and, (v) the annual
and medium-term budget.

The Committee meets regularly with the Inspector General, without the presence
of the administrators, and discusses the organisation of the Audit Department,
the auditing annual plan and the commitments’ performance. These meetings
enabled members of the Committee to be informed on the infernal control
systems and risk management.

The Inspector General has regularly informed the Committee, and in turn the
Council, on the findings and recommendations by the Audit Department, which
provide an independent guarantee on the effectiveness and quality of the
systems mentioned above.

In March, the Audit Committee held a meeting with the external auditor
(KPMG) to discuss on the audit for 2016 and the certification of the financial
statements. During the meeting, the external auditor communicated fo the
members of the Committee: [i] its assessment on the accounting principles af
the Bank of Albania implemented in financial reporting; (i) the main issues
discussed with the management during the auditing process, particularly
those significant on financial statements and the audit report; and, |iii) the
main difficulties encountered during the auditing process. The Committee
was also made aware about the innovations in this year's external audit
report, as a result of the adoption of the International Financial Reporting

Standards (IFRS).

The members of the Committee met with the head of the deporfmem responsib|e
for finance to discuss issues like: the preparation of financial statements in
accordance with the IFRS, internal control on financial reporting, the external
audit process performance, and the draft of the annual and mediumerm

budget.

Bank of Albania
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iii. Internal audit

The Inspector General and the Audit Department, periodically and independently:
(i) assess the accounts and the accounting records, the management and
operational procedures of the Bank of Albania, to ensure the implementation
of the legal and sub-legal acts; and, (i) offer reasonable assurance on the
efficiency of the confrol system, risk and processes management, in order to
fulfil the insfitutional objectives.

Based on the Internal Audit Policy, the Council approved the work plan of
the Audit Department for 2017, which had been preliminarily approved
by the Audit Committee. The annual plan is based on infernational infernal
audit standards and updated risk assessments on the identified functions in
the revised audit universe. It also reflects the suggestions of the Council, Audit
Committee and administrators related to the functions/processes that need to
be audited, or requests for advising/investigating on specific issues, as well as
the available budget for the year.

The Inspector General reported regularly to the Council on the realisation of this
plan and the results of the auditing commitments.

iv. Risk management

In March, the Council approved, for first time, the operational risk level of
folerance at the Bank of Albania. The residual operational risks, classified as
"high” and “medium”, by the periodic assessment of the Inspector General, are
now freated in accordance with the procedures set forth in the Operational Risk
Management Policy. The approval of the level of folerance was preliminarily
discussed at the Audit Committee. The administrators, after joint consultations,
may decide on how to handle risk, in accordance with the Policy and the level
of tolerance defined by the Council.

In December, a regulation was approved on the administrative investigation
of signalling (whistleblowing), protection of confidentiality and protection from
refaliation at the Bank of Albania. The Regulation is pursuant o the relevant law
and aims fo prevent and counter corruption, promote signalling on actions or
practices suspected of corruption, and protect the signalling employees.

b. External audit

The organic law provides that the Bank of Albania’s accounts and records
may be checked by external auditors of internationally-recognised auditing
institutions appointed by the Council. The external auditor expresses his opinion
if the reports prepared by the Bank of Albania represent fully and fairly the
financial situation of the insfituion, in accordance with generally-accepted
international accounting standards.
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The financial statements of the Bank of Albania are audited so as to offer a
reasonable reassurance that they are not inaccurate, as a result of errors or
fraud. This provides the external auditor with a key role in maintaining the frust
of financial markets and of the public in the financial statements of the Bank of

Albania.

The Audit Committee reviews the effectiveness and appropriateness of the
external audit function. Prior fo submitting the opinion on the financial statfements,
the Committee meets with the external auditor, without the presence of the
administrators, where the progress of the audit process is discussed.

ACCOUNTABILITY AND TRANSPARENCY

The Council has regularly complied with Bank of Albania’s accountability
obligations to the Assembly and its transparency obligations to the public, the
financial system and the media.

The Council approves all reports and recommendations that are presented to
the Assembly or the Council of Ministers, as well as the annual and financial
reports of the Bank of Albania. These reports explain the decision-making af the
Bank of Albania and its performance in light of achieving its legal objectives.

a. Approval of the Annual Report

In March, the Council approved the Annual Report 2016 and sent it fo the
Assembly and the Council of Ministers. The report describes the economy and
financial situation in Albania and the activity of the Bank of Albania over the
reporting period. The financial statements and the external auditor’s opinion are
an integral part of the Report. Information on the annual activity and results of
the Audit Department for the period January-December 2016 was affached to
the Annual Report. This document constitutes an additional instrument towards
the accountability of the institution.

b. Approval of financial statements

An integral part of the annual report are also the financial statements verified
and certified by the external auditor and his opinion. The financial stafements
were audited by KPMG Albania. Based on the review of the Infernational
Standard on Auditing 720 “The Auditor's Responsibilities Relating to Other
Information”, the auditor also used other information, from the Annual Report
2016, to consider whether this information was materially inconsistent with the
financial statements.

In the opinion of KPMG Albania, the financial statements give a true and fair
view of the Bank of Albania’s financial position as at 31 December 2016, ifs
financial performance and cash flows in accordance with IFRS.
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c. Distribution of profit

In March, the Council approved the distribution of profit of the Bank of Albania
for 2016 and the financial statements, in accordance with the International
Financial Reporting Standards (IFRS). The value of net profit realised during
2016 was AlL 908,214,091.75 (calculated as difference between net
income from the activity of the Bank of Albania, AlL 982,011,140.77, and
net provisions, AlLL /3,797,049.02).

The profit is approved by a separate decision from the one approving financial
statements, which represent the value of the profit to be distributed. The value
of profit is sef in advance, in accordance with the organic low that provides for
all possible deductions, subject to approval by the Council, before distribution.

d. Reporting to the Assembly and Council of Ministers

In accordance with the organic law, the Bank of Albania must publish: (i) a
defailed opinion on the situation of the economy, every quarter; and (i) o
statement on the threat to the financial system stability, half yearly.

Monetary policy decisions in February, May, August and November are
accompanied by the publication of the quarterly report of the monetary policy,
which consfitutes the main instrument of accountability and transparency in
this field. These reporfs present a comprehensive description of the lafest
macroeconomic developments and factors that affect the performance of
consumer prices in Albania.

In March and September, the Council discussed and approved the halfyearly
reports of financial stability. These reports present Bank of Albania’s assessment
on the financial system developments in Albania, underline potential risks to
financial stability and make recommendations in relation to the necessary
measures for reducing risks.

The reports have been sent to the Assembly, the Council of Ministers and other
central institutions of the Republic of Albania.

Bank of Albania
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2. ACTIVITY OF THE BANK OF ALBANIA DURING
2017

2.1 MONETARY POLICY

The main objective of the monetary policy is to achieve and maintain price
stability. A stable price economic environment: (i) provides to households and
enterprises the possibility to take well-informed decisions on consumption,
savings and investments; (ii) helps maintaining the purchasing power and
prevents the unforeseen distribution of income; (iii) facilitates the efficient
allocation of resources in the economy; and, (iv) promotes financial stability
in Albania. Hence, monetary policy supports the stable and long-term growth
of Albania, providing an important contribution to the economic and social
welfare.

The target of the Bank of Albania’s monetary policy is to keep inflation around
3% in the medium term. To hit this target, the Bank of Albania operates an
inflation targeting regime, while the exchange rate is freely determined by the
demand and supply for foreign currency in the market. On the operational
aspect, the monetary policy is fulfilled through the intervention with indirect
instruments in the financial markets.

Albania’s economy and financial system were characterized by improving
trends during 2017

The available economic and financial data of 2017 represents a positive
picture, overall. Economic growth strengthened further, growth sources
appeared more balanced, and the economic activity in Albania approached
its potential level.

According to INSTAT data, the volume of economic activity registered 3.9%
annual growth during the first nine months of the year. Indirect data suggest
that the Albanian economy has confinued to grow in 2017 Q4 as well,
although with a somewhat lower intensity compared with the previous quarters.
Economic growth was generated by the expansion of domestic demand, in
the form of increasing consumption and investments, and by the expansion of
foreign demand, in the form of increasing exports. Both the services and the
production sectors have benefited from this expansion of aggregate demand.

The expansion of economic activity increased production capacities, as
illustrated by the increase of employment, the decrease of unemployment, and
the improvement of the financial situation of enterprises. The annual growth
of employment averaged 2.9% during the first nine months of the year, while
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the unemployment rate decreased at 13.6% at the end of 2017 Q3. Also,
enferprises report a capacity utilisation near the average level of the previous
year, while the improvement of their financial situation was reflected by the
decrease of the non-performing loans ratio and the further increase of unused
liquidity, deposited in commercial banks.

The main economic and financial balances of Albania tended toward
strengthening

The current account deficit and the level of public debt declined during 2017,
while financial markets were overall quiet and the main financial soundness
indicators improved.

The current account deficit decreased at an average of 6% of GDP during the
first nine months of the year, against the 8% registered in the previous year.
The current deficit was financed mainly with non-debt-creating flows, helping

confrol liquidity risk and foreign debt stability.

Fiscal indicators registered a consolidation during 2017, reflecting a low level
of budget deficit and a decrease of public debt to GDP ratio. The continuation
of fiscal consolidation has enabled a better transmission of the monetary stimulus
fo the economy, has helped reducing fiscal weaknesses, and has increased the
resilience of the public sector against future challenges.

Financial markets were quiet and characterised by low inferest rates and
contained risk premiums. The banking sector appeared sound, with good
liquidity, capitalisation and profitability indicators. The balances of this secfor
improved, but its lending policies continue to be conservative.

Despite the cyclical improvement, the economic activity remained below the
potential and inflation below the 3% target.

Average inflation for 2017 resulted at 2.0%, up from the 1.3% in 2016.
The upward inflation reflected the improving trend of economic activity, but
its undershooting continues to reflect the operation of the economy below the
potential, the low inflation in frading pariner countries, as well as the appreciation
of the exchange rate. In particular, inadequate production capacity utilisation
implies that the level of employment, the wage growth rate and the business
profit margins continue to lag below their medium and long-erm equilibriums.

The Bank of Albania maintained unchanged the size and intensity of the
monetary stimulus during 2017

Despite the positive development trends, the weakness of general inflationary
pressures, the still incomplete utilization of production capacities, the medium-
term orientation towards fiscal policy consolidation, and the downward
concentration of risks' balance have dictated mainfaining the direction and
intensity of the monetary stimulus unchanged.
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Chart 1 Key inferest rates
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The monetary stimulus was transmitted through three
main instruments:

The policy rate, which maintained its lowest
historical level, 1.25%. The low refinancing cost of the
banking secfor has created the premises for an overall
decrease of financing costs in the real sector of the
economy.

The injection of liquidity into the interbank
market, which simulianeously increased its volume
and average duration. Liquidity injection confributes
fo the normal functioning of the inferbank market and
facilitates the fulfilment of its role as an intermediary of
funds in the economy. The Bank of Albania injected
on average about ALl 34 billion per week in the
interbank market, while a year earlier this indicator
marked the level of ALL 24 billion. In addition fo the
one-week operations, the Bank of Albania increased
its three-month  liquidity injection, aiming for better
control over medium and longterm interest rates.

Monetary policy forward guidance; the Bank
of Albania has used it to suggest the strength and
intensity of the monetary stimulus will be maintained in
the next quarters. This instrument has been successful
in anchoring medium-erm inflation expectations and
reducing longferm interest rates, as shown by the
flattening of the yield curve in recent years.

Chart 3 Inflation expectations and the govemment securities yield curve*
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The accommodative monetary policy provided the main contribution to the
improvement of the economic indicators.

The accommodative monetary policy has aimed and has managed to boost
aggregate demand and economic growth, creating the necessary premises for
the return of inflafion fo target.

The monetary stimulus was fransmitled fo the economy through a series of
channels.

First, the accommodative stance of the monetary policy has boosted the growth
of consumption and investments by reducing the cost of their financing and by
improving the liquidity situation of the borrowers. The monetary stimulus has
enabled the creation of a financial environment characterized by low interest
rates, ample liquidity, and low risk premiums. The policy rate has decreased
by 5.0 percentage points since the beginning of 2009, which has enabled the
decrease of credit interest rates, 12-months T-bills and deposits in lek at 6.9,

4.5 and 6.6 percentage points, respectively (Chart 4).

Chart 4 Interest rates in lek
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Low interest rates have increased demand for new loans and have decreased
the servicing cost of existing loans. In response to them:

- The volume of lek loans to the private sector increased by 7.2% in
2017, being the main contributor to tofal credit growth. The new bank
credit to enferprises is mainly used fo finance investment projects,
whereas those for households mainly fo finance consumption.

- The servicing cost of existing loans declined, as a consequence of
the decrease of the 12-months T-bills yields, whose price is used as
reference rate for lek loans. According to a approximate estimation,
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in the absence of an accommodative stance of the
monetary policy, the servicing cost of this credit
fo the private sector would have been around ALL
11.5 billion higher during 2017. This financial
saving creates spaces for higher consumption and
investments, through the use of its own funds.

Second, the monetary policy has boosted domestic
demand, through the reduction of uncertainties in
the economy. The monetary policy forward guidance
has helped reducing private sector uncertainties,
which has promoted a greater orientation towards
consumption and investment.
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Third, the accommodative stance of the monetary
policy has helped improve the balance of trade,
through curbing appreciating pressures of the
exchange rate and boosting the competitiveness of Albanian exports.
Improving the positive balance of trade has led to further growth in aggregate
demand and economic activity.

Source: Bank of Albania.

Finally, the accommodative monetary policy has supported the strengthening
of Albania’s financial stability. The financial environment with low interest rates
has improved the financial balances of borrowers, by bolstering aggregate
demand, by easing the servicing cost of debt, as well as encouraging the
restructuring of existing loans. In this way, the monetary stimulus has helped
improve the quality of banking sector assets, which is also the main systemic
financial risk in Albania.

Through the above transmission channels, the accommodative monetary policy
has helped increasing aggregate demand and enabled the further expansion
of economic activity. Our assessments suggest that the monetary policy has
contributed positively, by around 0.7 percentage point, o the economic
growth rate of 2017 (for more information, see Box 1).

Growth in aggregate demand has led to higher employment and improved
capacity ufilization rates, boosting medium-term inflationary pressures. However,
inflation remains below our target. This performance reflects the presence of
spare production capacities, various shortterm shocks as well as other structural
factors that have impeded the stable return of inflation fo targef. Also, this
illustrates the need to continue the accommodative stance of the monetary
policy in the medium-term as well.
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BOX 1: MONETARY POLICY IN ALBANIA AND ITS CONTRIBUTION TO
ECONOMIC GROWTH

This box aims to provide and assessment on the impact of monetary policy
on economic growth. The first section addresses the theoretical aspect of the
impact of monetary policy transmission channels on the economy. The second
section addresses the methodology applied to assess the impact of monetary
policy on Albania’s economic growth. The last section discusses the outcomes
of the assessment.

Monetary Policy Transmission Channels

Monetary policy affects the interest rates in the financial market, the expectations
of the economic agents, as well as the behaviour of the exchange rate, through
the spread between the interest rates in lek and those in foreign currency.

Through the impact of the interest rates channel, the monetary policy has a
significant role in defining financial incentives and the availability of liquidity
for consumption and investments. Through the expectations channel, the
monetary policy affects the decision of economic agents for consumption and
investments. Finally, through the exchange rate channel, the monetary policy
affects the exchange rate performance and - in the short and medium term - the
competitiveness level of Albanian exports. In euroized economies, like Albania,
the exchange rate also affects the financial situation of borrowers in foreign
currency, unhedged against exchange rate changes. These two exchange rate
impact channels have opposite effects in the economy.

The monetary policy is accommodative when the policy rate remains below its
equilibrium level and the real interest rates in financial markets are lower than
their long-term trend. Such policy is undertaken when inflation is below its target
and when the volume of economic activity is below its potential. The monetary
policy is tightening when the policy rate is above its equilibrium level and the real
interest rates in financial markets are above their long-term trend. Such policy is
undertaken when inflation is above its target and when the volume of economic
activity is above its potential. Finally, the monetary policy is neutral when the
policy rate is at its equilibrium level and the real interest rate is similar to its
long-term trend. The size of the gap between the policy rate and its equilibrium
level defines the accommodative or tightening intensity of monetary policy.

An accommodative monetary policy stance:

- promotes the increase of consumption and investments, through the
decrease of financing costs; the increase of liquidity in the market; and
expectations for growth of demand in the future;

- tries to temporarily depreciate the real exchange rate and improve, also
temporarily, the foreign competitive position of the economy;

- attempts to deteriorate the financial situation of borrowers in foreign
currency, unhedged against exchange rate changes, by decreasing their
purchasing power. This last channel is viable for euroized economies and
its impact is the opposite of the two other channels.
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A tightening monetary policy operates in the opposite direction in all the channels
listed above.

In all cases, the monetary policy serves as an instrument for the return of the
economy to equilibrium, which serves the stable and long-term growth of Albania.
The macroeconomic equilibrium is a prerequisite for medium and long-term
price stability.

Assessment methodology of the monetary policy impact on economic growth

The assessment of the contribution of the monetary policy to economic growth
implies the measurement of the impact of the interest rates on the market and
the real exchange rate in the real economy, which derive only as a result of
the monetary policy stance. Two parallel exercises were conducted to obtain
this assessment.

- In the first exercise, the impact of monetary policy on the real economy
has been obtained through the interest rate channel. The impact of
all the components that define the cyclical position of the economy is
decomposed and the impact of real interest rates on economic growth is
singled out.

- In the second exercise, the impact of monetary policy on the nominal
exchange rate has been obtained through the condition of covered interest
parity. The estimated impact is subtracted from the actual exchange rate,
to generate an alternative exchange rate without the impact of monetary
policy. Through this alternative exchange rate, Albania’s economic growth
has been re-evaluated without the impact of monetary policy.

These assessments were carried out through the macro-econometric model used
by the Bank of Albania for medium-term projections.

Estimation results

The pint estimation of the monetary policy impact on the performance of the
economy has been conducted since 201 1. After this year, the monetary policy
has consistently maintained its accommodative stance. The results are presented
in a chart at the end of this Box.

In summary, our conclusions are as follows:

- The positive impact of monetary policy on economic growth has picked up
significantly since 2014. The contribution of monetary policy to economic
growth for 2015, 2016, and the annualized growth up to 2017 Q3 is
around 0.17 p.p., 0.4 p.p., and 0.69 p.p., respectively. The economic
growth at 2.23%, 3.37% and 3.93% for 2015 and 2016 and up to 2017
Q3 would be 2.06%, 2.97% and 3.24%, respectively, in the absence
of the contribution of monetary policy (see chart 6 on the left).

- Beyond the impact on growth rates, the positive contribution of monetary
policy has a cumulative impact on the economic activity level as well,
measured by the real GDP. For 2017, real economic activity in Albania is
about 1.26 p.p. higher, as a contribution of the accommodative monetary
policy pursued by the Bank of Albania (see Chart é on the right).

- The main impact on economic growth by the accommodative monetary
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policy has been through the interest rates channel. The impact of monetary
policy through the exchange rate channel also is positive, but its size is
smaller. This comes as a result of the opposite impact that the change of
competitive position and the financial situation of unhedged borrowers.

Chart 6 Cumulative economic growth, real and excluding monetary policy
confribution (left); cumulative annual GDP, real and excluding monetary policy
contribution [right)
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In insfitutional terms, the Bank of Albania has continued fo work on meeting the
strafegic development objectives of monetary policy

To achieve the objectives sef out in the Medium-term Strategy!, the Bank of
Albania has worked meticulously to improve the drafting and implementation
process of monetary policy. During 2017, progress has been made in the
following aspects.

® Further improvement on the analytic, forecasting, and assessing
process of the impact of monetary policy. The integration of the various
aspects of the process in a unified policy-making framework enables
the: (i) forward guidance monetary policy decisions; (i) generation of
macroeconomic forecasts, with regular frequency and according to a
standardized process; (i) consistency of monefary policy decisions
with the actual frends in economic development and our projections.

The macroeconometric models?, which are used to generate macroeconomic
forecasts and o analyse the monetary policy impact, are the main elements of

These objectives are set out in Bank of Albania’s Medium-term Strategy 2016-2018.
Macroeconomic models describe the long-term structural relation between various economic
variables, where the relations are assessed by contemporary economeiric methods or calibrated
according to the historical behaviour of the variables in models.
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this framework. During 2017, we worked fowards: (i) overall improvement of the
existing models; (ii] achieving a more complete inclusion of the financial sector
in their existing structure; as well as, |iii) enriching models with diagnostic and
analyfical functions. In this aspect, we benefited from the technical assistance
of the IMF, the Swiss State Secretariat for Economic Affairs (SECO), and the
Ceneva Institute in the framework of the cooperation agreements.

The results of this work have served fo establish a complefe and more advanced
set for analysing and forecasting macroeconomic variables, as well as for
assessing the monetary policy response.

e Deepening research on the structure of functioning of the economy
and on the monetary policy transmission channels. In the field of
monetfary policy, during this year, aftention was paid to the: (i study
of the defermining factors of low inflation in Albania; (i) reassessment
of the defermining factors of longterm growth and the identification of
the potential growth rate; (iii) analysis of the appreciating behaviour
of the exchange rate and the assessment of its impact on inflation;
(iv) impact of demand and supply factors on credit performance; (v)
structural analysis of the economy, efc. Research findings are reflected
in Boxes in the Quarterly Monetary Policy Reports, as well as in the
research materials published on the website.

Research results have supported the decision-making and communication of the
monetary policy, and have enabled a more comprehensive macroeconomic
forecasting framework.

e Improvement of the quality, structure and clarity of the main monetary
policy communication instruments, in order to increase fransparency
and its effectiveness. In this regard, our work focused on simplifying
the communication language, increasing the emphasis on future
developments, as well as enriching the reports with boxes to address
specific phenomena affecting the economy and finance of Albania.

* Increasing the efficiency of monetary policy instruments. In this regard,
the framework of forecasting the needs of the banking sector for liquidity
has improved, aiming fo enhance the efficiency of the programming and
implementation of our inferventions for its management. At the beginning
of 2018, the short+erm liquidity forecast was published, increasing
transparency and helping to improve the liquidity management by the
market agents themselves.

* Increasing the efficiency of operational decisions. For the second year,
the new assessment framework of the infernational reserve adequacy
level was implemented, supported by the optimisation approach.
The assessment of the optimal level of the international reserve takes
info account a number of factors, balancing the sources of risk in an
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economy - against which the infernational reserve serves as a hedge -
with the opportunity costs associated with maintaining a certain level of
the international reserve. Such an approach prevents large operational
fluctuations and decreases the reputational costs from unforeseen
shocks.

e  Coordination of monetary and fiscal policies, in support of
strengthening macroeconomic stability. The government’s commitment
in pursuing a consolidating fiscal policy in the medium-erm is factorized
in the forecasts of the Bank of Albania and has enabled pursuing @
more accommodative monetary policy stance.

The monetary and fiscal policies mix is assessed o be adequate. On one
hand, it preserves an accommodative result of main economic policies; on the
other hand, it addresses the weaknesses deriving by the relatively high level of

public debt.

INFLATION AND ITS DETERMINING FACTORS

The overall inflationary pressures increased during 2017, confirming the
forecasts of the Bank of Albania.

However, owing to the still incomplete utilisation of production capacities, the
low inflation in trading partner countries and the exchange rate appreciation,
the intensity of these pressures was insufficient for the return of inflation to
farget.

Annual inflation in 2017 averaged at 2.0%, up against the 1.3% in the
previous year and confirming our expectations for its performance. The inflation
profile during the year was characterized by a fast growth in 2017 Q1, a

decelerating frend in Q2 and Q3, and a slight increase in 2017 Q4. In 2017
H1 and H2, inflation averaged 2.2% and 1.8%, respectively.

In macroeconomic terms, the upward trend of average inflation reflected the
strengthening of domestic inflationary pressures, due to the improvement of
the economic acfivity and increased ufilisation of production capacities. On
the other hand, inflation fluctuations throughout the year reflected supply-side
shocks. In particular, the increase of inflation in 2017 Q1 was driven by
increasing inflation in unprocessed food prices, as a result of adverse weather
conditions, fuel and services prices related with it, as well as the effect of the
low comparative base of the same period in the previous year. The mitigation
of the above-mentioned effects was reflected in a slowdown of inflation in the
following quarters. Also, the decrease of inflation in 2017 H2 was largely
driven by curbing foreign inflationary pressures, as result of the combined
impact of slow price growth abroad and the exchange rate appreciation.
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On a broader confext, the performance of inflation in Albania continues fo
have a similar profile to the performance in the countries of the region and
our main trading partner, the European Union. Also, in 2017, a convergence
tendency was observed for the level of inflation in Albania with the level of
inflation in our frading pariner countries.

Chart 7 Annual inflation and target (left).
Inflation in regional and EU countries (right]
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The level and fluctuations of inflation continued to reflect mainly the
performance of unprocessed food prices

Coods in the cafegory of “Unprocessed food”, which are continuously
subject of shortterm shocks, had the main share in the formation of inflation
during 2017 (in average around 60%). These shocks are related mainly
with specific weather conditions, fluctuation of the exports’ demand, as
well as various shocks in the chain of production and trading of agricultural
products. On the other hand, the inflation of the “Processed food” category
showed a different behaviour during 2017. lis confribution to headline
inflation registered a significant decrease during the year®. The inflation of
this category is affected by both the lek appreciation and the slower increase
of food prices, especially of grains, in foreign markets. These developments
have reduced the contribution of the imported component of this category to
headline inflation.

The contribution of this category to headline inflation decreased from 0.6 percentage point
in 2017 Q1 to almost zero at the end of the year.
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Table 1. Contribution of key items to onnuol inflation (p.p.)

--

Processed foods (p.p.)

Bread and grains (p.p.) O.] -O 2 -O.] O O O.] O.] O O O O O O
Alcohol and tobacco (p.p.) 0.2 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.0
Unprocessed food (p.p.) 2.6 1.5 0.9 1.2 0.9 1.3 1.1 1.2 1.3
Fruits (p.p.) 0.9 07 0.6 0.4 0.2 0.3 0.3 0.5 0.6
Vegetables (p.p.) 1.7 0.8 0.3 0.8 0.6 0.9 0.7 0.7 0.6
Services (p.p) 0.0 0.1 0.0 0.2 0.2 0.2 0.2 0.1 0.1
Goods with regulated prices (p.p.) 0.0 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0
Fuels and energy (p.p.) 0.1 0.0 0.1 0.1 0.1 0.0 0.0 0.0 0.0
Housing (p.p.) 02 02 00 00 00 00 01 01 02
Non-food consumer goods 0.3 038 03] DI 0.1 0.3 0.2 0.2 0.2
Durable goods (p.p.) 0.0 0.1 0.1 0.1 0.1 0.0 0.1 0.1 0.0
Consumer Price Index (annual change, %) 2.1 0.7 0.7 1.9 1.9 24 2.0 1.7 1.8

Source: INSTAT and Bank of Albania.
*The table shows some of the main groups of categories

Other basket items have given a higher contribution to average inflation in
2017, which has been overall consistent during the year.

The category “Non-food consumer goods” had the highest average contribution
to 2017 headline inflation, although this indicator had a slight downward
frend during the year, driven mainly by the performance of fuel prices in
foreign and domestic markets. The inflation of “Services” has also shown the
same performance and profile. After a long negative period, the performance
of "Housingrent” prices refurned to positive confributions, although low, fo
headline inflation in 2017 H2. The categories “Goods and services with
regulated prices” and “Durable goods” maintained low contributions  to
headline inflation; the second category often times provided negative values.

The improvement of the cyclical position of the economy is reflected in the
increase of domestic inflationary pressures.

Our analyses suggest that the expansion of aggregate demand is accompanied
by a gradual, but still incomplete, movement of the economy fowards potential.
The increase of the production capacity utilisation strengthens the increase of
wages, production costs and profit margins, in line with our inflation target.

This chain of phenomena has been present throughout 2017. This year's core
inflation resulted at 0.8%, significantly higher than the previous year (0.2%).

However, our analyses suggest that the strengthening of domestic inflationary
pressures has not yet reflected completely the improvement of the cyclical
position of Albania. This transmission has been curbed by the appreciation of
the exchange rate, the structural improvements in the employment market, as well
as the high inerfia showed by the complete return of inflationary expectations to
target.* Core inflation contributed more consistently to the formation of headline

For an assessment of the factors that have contributed to keeping inflation low, see thee Box
on “Cyclical and structural factors leading to low inflation in Albania”, Monetary Policy Report

2018/, February 2018.
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inflation during 2017 H2. Iis stabilisation suggests
s a more complefe materialisation of the impact of

medium-term factors in the formation of inflationary
pressures in the economy, despite shortterm shocks.

The foreign environment continued to generate
low inflationary pressures during 2017, which
weakened even further because of the appreciation

NN NN DN NN NN NN NN DN NN
gegeeeccceceegocsee of the exchange rate
O

—Core inflation (%)

Output gap (% of potential)

—Unemployment rafe gap

The imported inflationary pressures index  (lIPI)®
registered an average annual decrease of 0.3%,
while in the previous year this decrease was at 1.7%.

*Unemployment rate gap is calculated as the difference between the natural This deve|opmenf reflected the increase of the foreign
rate of unemployment and the factual one published by INSTAT, to simplify the

interpretation of the direction with the output gap which is calculated in % of priceS (42%) Oﬂd The average OnﬂUOl Oppl’eCiOﬂOﬂ
potential output. **The indicators in terms of gaps are flatiened through 4 . . o

terms moving averages. For the core inflation is given the annual average. O]r' ’rhe nom|n0| effechve excho nge rate (45 é)
Source: INSTAT and BoA's calculations.

Chart @ lIPl and confributions of its components

4

o O

ECONOMIC ACTIVITY

The economic activity continued to grow during
the first nine months of 2017, mainly supported
by the improved performance of the services and
construction sectors.

positive contribution from both of its components,
consumption and investments.
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BTttt According to available INSTAT data, the economy

IPl {a.g., %)
== NEER (a.g., %)

mForeign prices of goods (a.g., %)

grew by 3.9% during the first nine months of the year.¢
This growth rate reflected the same contribution,
by 1.7 percentage points, of the services” and the

Source: INSTAT and BoA's calculations. producﬂon sectors.

In the services sector, the highest contributions to economic growth are
assessed fo be from the “Trade, hotels and restaurants, transport” and
"Public administration, education and health”, at 0.7 and 0.6 percentage
point, respectively. Meanwhile, the improved dynamic of the production
sector reflected positive confributions from all its main activities. Among them,
construction continued to generate the highest contribution to GDP growth, at

The annual change in the lIPl is the algebraic sum of annual changes in the import price index
and the NEER index.

Until 14 March 2018, the latest GDP data published by INSTAT by production and
expenditures cover developments until 2017 Q3. In the three first quarters of the year, economic
growth resulted at 4.0%, 4.1% and 3.5%, respectively.

The main branches of services are: "Trade, hotels and restaurants, transport”, “Information
and communication", “Financial and insurance activities”, “Real estate activities”, “Professional
activities and administrative services”, “Public administration, education and health”, "Arts,
enterfainment, recreation, goods production activities of families for own use and other
services”.
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around 1.2 percentage points, driven by the growth of public investments, the
continuation of work in major energy projects (where foreign direct investments
dominate) as well as the realisation of new constructions®. Meanwhile, the
indusfrial” and the agricultural activity supported the economic growth of the
first nine months of the year at 0.3 and 0.2 percentage point, respectively.

Chart 10 Annual growth of real GDP (in %) and confribution of production-side
components (in p.p.). Trend of real GVA in economy and sectors®
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=Agriculture, foresiry, fisheries  alndustry —Agriculture, forestry, fisheries  —Construction
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*Semifinal data. ** A preliminary assessment.

° Indices of the real GVA for the economy and its sectors reflect the frend of the relevant value added,
calculated as the moving sum of quarterly values for four quarters, based on 2010 Q4.

Source: INSTAT and Bank of Albania.

Developments in the labour market resulted positive during the first nine
months of 20170

Employmentin the economy registered an average annual growth of 2.9% during
the first three quarters of 2017. Notwithstanding the positive performance, this
growth was slower than the ¢.8% growth registered in the same period in
the previous year.'! Employment grew largely determined by the increase of
employees in the services sector. This growth has led to a further decline of
the unemployment rafe. The unemployment rate remained at around 13.6% in
2017 Q3, or around 1.1 percentage points lower than the rate registered in
the same period the previous year.

Referring fo the volume index in construction, disaggregated in: new constructions, resiruciuring
and engineering works.

Among the branches included in the industry sector, to the processing industry is affributed
the highest contribution to the GDP annual growth during the period under review, at around
0.4 percentage point.

Analysis of employment and unemployment is based on the data of the Labour Force Quarterly
Survey, and refers to the indicators for those 15 of years and older.

The expansion of employment during 2016 is assessed fo have also reflected, to some extent,
the effects of the formalization process undertaken by the government starting from 2015 Q3.

Bank of Albania

yeam"‘ Bank of Albania



Annual Report, 2017

The expansion of domestic demand and economic activity during 2017 is
supported by the increase of investments and private consumption

Domestic demand increased by 4.3% during the first nine months of 2017.12
Investments and consumption of the population provided the main contribution.
In the case of investments, the main increasing confribution is assessed to have
come from the public sector, while the contribution of the private sector has
slowed down. At the same time, the confribution of public consumption has
increased compared with 2016.

Chart 11 Domestic demand, contribution by components and ES

Contribution by component (pp) to annual growth
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Source: INSTAT and Bank of Albania.

Information from indirect indicators suggests a positive performance of domestic
demand during 2017 Q4, formed by downward confribution of investments
and upward contribution of consumption of the population.

Private consumption continued its upward cycle during the first nine months
of 2017

Private consumption grew 2.5%, on average, during the first three quarters of
the year. The increase of consumer spending was slower in 2017 H1 (+2.2%),
but accelerated in 2017 Q3 (+3.3%). The growth of longterm durable goods
and services expenditures is assessed fo have contributed fo the expansion of
private consumption'®. The growth of employment and wages, the improvement
of consumer confidence, and the favourable financial conditions were the main
factors that supported the growth of consumer expenditures.

12 Domestic demand components are final consumption (including final consumption of the
population, of the public administration and of non-profit institutions) and gross fixed capital
formation. In terms of national accounts, private consumption in this report refers to final
consumption of the population, whereas investments are equivalent fo gross fixed capital
formation

Based on indirect indicators, except those published by national accounts, which do not give

a disaggregated measurement of private consumption.
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Chart 12 Private consumption and confidence in frade and consumer confidence
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Source: INSTAT and Bank of Albania.

Investments continued to grow during 2017

Investments in the economy grew by 9.8% during the first nine months of
2017 In the last three years, this component has contributed significantly to the
expansion of aggregate demand. Investments in construction and, fo a lesser
extent, also investments in machinery and equipment confributed positively to
its growth during the year.

The main factors that supported the growth of private investments are the
improvement of confidence and the financial situation of enterprises, the
gradual recovery of consumer demand, as well as low financing costs in the
banking sector. Confidence indicators in the sectors of trade and construction
remained very close to the historical average during 2017, and above the
historical average in the sectors of indusiry and services.

Chart 13 Annual performance of investments in the economy
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Source: INSTAT and Bank of Albania.
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Fiscal indicators improved, but the intensity of fiscal consolidation decreased
during 2017

The budget deficit of 2017 was assessed at around 2% of GDP, slightly
upward from the 1.8% registered in 2016. In absolute terms, the budget
deficit of 2017 registered ALL 31 billion'*. The deficit growth led to the 2017
fiscal policy shifing fowards easing and giving a direct positive confribution
fo increasing aggregate demand during this period (see Box 2). The higher
deficit ratio from the previous year was dictated by almost in the same measure
developments in revenue and expenditures. The growth of the share of budget
expenditures reflected mainly the increase of public investments, while the
decrease of revenues reflected mainly the slowdown of non-ax revenues.

Budget expenditure for 2017 amounted to around ALL 461 .4 billion, increasing
6.4% in annual terms. The increase of capital expenditures formed 32% of
the expansion of budget expenditures. Except for foreign and domestic debt
interest expenditures and operational expenditures, all the other items of current
expenditures contributed positively to the increase of expenditure. Measured by
the volume of budget expenditures, the share of the public sector was assessed
at around 29.5% of GDP, from 29.4% in the previous year. The slight increase
of this ratio was driven by the expansion of the components related directly to
aggregate demand (public consumption and investments), while the share of
inferest expenditures declined.

Budget revenues increased by around 5.7%, in annual terms, remaining around
27.5% of the GDP. This ratio registered a very slight decrease compared with
the previous year. To a large extent, the increase of revenues was formed
by VAT (around 35%), social insurance (32%) and local government (15%)
revenues. In addition, national tax revenues also contributed to the increase of
fofal revenues. ' In view of minimal changes in the tax policy, the growth profile
of tax revenues during 2017 reflects the recovery of economic activity and the
improved dynamics of labour market indicators.

During 2017, the government had privatisation revenues of ALL 0.4 billion
and increased the domestic and foreign net borrowing by ALL 45.4 billion.
Available funds, ALL 31 billion, were used to finance the 2017 deficit, and the
remainder, ALL 14.8 billion, to improve the situation of the deposit.

Borrowing increased in the domestic market consisted only in longterm debt
instruments, whose issue also compensated the decrease of shortHerm issues.
This borrowing strategy resulted in the extension of the domestic debt maturity
to 780 days at the end of 2017, from 753 days of the previous year.

4" Data on fiscal indicators of 2017 come from the MFE publication of 5 March 2018.

> This was due to the increase in revenues from the law on real estate reassessment which
temporarily enabled (until May) the reassessment of assets by natural and legal persons at
2% and 3%, respectively, of the taxable base, from 15% defined by the current law.
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Chart 14 Budget deficit and financing (left) and public debt (right) to GDP
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The public debt stock is assessed to have decreased at 69.6% of GDP in 2017,
from 72.4% in 2016, The decrease of public debt in 2017 is explained by
the positive values of the primary balance, the higher rate of nominal economic
growth against the average cost of public debt, the appreciation of the nafional
currency, as well as the decrease of the guaranteed debt stock. Divided by
residency, the public debt is dominated at 55% by domestic creditors, almost
the same ratfio as in the previous year.

Chart 15 Revenues and expenditures to GDP (left] and their annual changes, in %
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16 The GDP used in the construction of fiscal indicator ratios refers to BoA's assessment after
the publication of GDP for 2017 Q3 by INSTAT. The data of debt stock is referred to the

publication of MFE for 2017 Q4.
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BOX 2. THE NATURE OF FISCAL POLICY IN ALBANIA

This box aims to give an overall assessment on the nature of fiscal policy
pursued in Albania during the last 15 years. For this purpose, we first address
the theoretical aspects of fiscal policy and their usefulness. Then we briefly
explain the methodology and the identification of the fiscal policy direction in
Albania during the period.

Fiscal policy: and business cycles

The economic literature offers three definitions on the nature of fiscal policy.
Depending on the direction of the change of the budget balance and the cyclical
position of the economy, the fiscal policy may be pro-cyclical, countercyclical
and neutral.

- Fiscal policy is called pro-cyclical when the economy is below potential
and the budget deficit/surplus is contracting/expanding (tightening pro-
cyclical policy), or when the economy is above potential and the budget
deficit/surplus is expanding/contracting (easing pro-cyclical policy).

- Fiscal policy is called counter-cyclical when the economy is below potential
and the budget deficit/surplus is expanding/contracting (easing counter-
cyclical policy), or when the economy is above potential and the budget
deficit/surplus is contracting/expanding (tightening counter-cyclical policy).

- Fiscal policy is called neutral when the budget deficit or surplus remains
unchanged, while the automatic stabilizers act freely in the economy (EC,
2009 “Public Finances in EMU").

When seen exclusively from the point of view of the stabilising function of an
economic policy, the desired nature of the fiscal policy is counter-cyclical. lts
counter-cyclicality: (i) complements the impact of monetary policy, (ii) helps
mitigating the economic fluctuations; and (iii) tends to be associated with more
stable levels of public debt.

However, in practice, fiscal policy may depart temporarily from its counter-cyclical
nature if: (i) the fiscal incentive is non-ineffective or impossible; and if (ii) the
lack of fiscal incentives may be offset by the increase of the monetary incentive.
Countercyclical easing fiscal policy may be: (i) non-effective, in the event the further
expansion of public debt increases the risk premiums and the financing costs of
the private sector, leading to a decline in private expenditures; or, (ii] impossible,
in the event of liquidity shortfall in the market (Gavin and Perotti, 1997).

The consolidating trend of fiscal policy in Albania during the last years has
been formed by the above-mentioned considerations. Even though aggregate
demand has not been able to ensure a full utilisation of production capacities,
fiscal consolidation has been assessed as desirable, as long as it lowers risk
premiums in financial markets, helps financing the private sector, and enables
the pursuit of a more accommodative monetary policy.

Methodological notes

The assessments on the nature of fiscal policy during the business cycles overall
are based on the direction and the measure of change of the primary balance,
corrected for the impact of automatic stabilizers' and the impact of temporary
measures'.
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However, to identify the nature of fiscal policy in Albania, we have referred to
the primary balance corrected only for the factors that affect it temporarily. This
choice is motivated by two reasons. First, it is in line with the previous assessments
made in the case of Albania, which evidence a relatively low share of automatic
stabilizers in Albania". Second, it avoids the discussion and construction of
technical suppositions on the cyclical components of the primary balance.

Given the above, the following discussion should be interpreted only as an
approximation of the true nature of fiscal policy in Albania.

The nature of fiscal policy in Albania

The results of the application of the above methodology in the case of Albania
are shown in the Chart below.

Chart 16. Nature of fiscal policy in Albania
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Source: MFE, INSTAT and Bank of Albania's staff calculations.

During the analysed period, 2003-2017, fiscal policy in Albania has taken
all three possible features: pro-cyclical, countercyclical, and neutral. In terms
of balance, the pro-cyclical feature has a slight dominance, followed almost
equally by the counter-cyclical and neutral features.

For 2017, fiscal policy had countercyclical features, generating a fiscal impulse
of 0.8 percentage point. For 2017, the easing nature of fiscal policy in support
of economic growth was shaped by growth in public investments and in wages
policies.

The automatic stabilizers are those fiscal indicators that react automatically to the business
cycle, without the need of a change in the economic policies of the country for that time
period [Macroeconomics, Sth edition, p 382, Mankiw, G.)

Temporary measures are those that have no impact on *overtime* budget position and
as such are accounted during the assessments on the nature of discretionary fiscal policy.
These measures have been evidenced in the case of Albania both in terms of revenue (as
e.g. revenue from the reassessment of assets| and of expenditures (as e.g. expenditures
on arrears). For more details, see "Public Finances in EMU, 2006" pp. 112-113.
Cazidede A., 2013 “An alternative method of assessing the fiscal position in Albania:
The budget balance corrected for business cycles”
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Chart 17 Contribution of net real exports
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The foreign exchange balance improved significantly during 2017,
contributing positively to economic growth in the first nine months of the year
During the first nine months of 2017, net exports provided a positive contribution
fo aggregate demand growth. The determining factor in this regard has been
the good performance of exports, which contributed to the narrowing of the
frade deficit in real terms, amid increased demand for imports.

General import expanded by around 13.7% in annual terms, with the main
confribution from the growth in services import by around 15.1%. Additional
positive confributions from other service groups have also been added fo the
positive performance of tfourist services. In parallel, the performance of the
export of goods has also resulted in positive growth (8.9% in annual terms) and
with a broad base. Favourable international pricing conditions, coupled with
several positive domestic supply developments (particularly in the fields of oil,
mefals and unprocessed food) have fuelled a high growth in export of goods,
concentrated during 2017 H1. On the other hand, imports’ recovery continued
throughout 2017 as well. The real growth of imports resulted at 7.6%, mainly
driven by the import of goods. Import growth intensified especially during 2017
Q3, due to the rapid expansion of electricity and fuel imports.

Data for 2017 Q4 evidence a different picture, af

(in p.p. fo GDP) least in terms of goods trade. The growth of exports
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has reduced significantly, affected by a base effect
created in the last months of 2016 as well. This
perspective is expected to continue during 2018 H1

] I as well, mainly related with the impact of processed
. fuel exports. On the other hand, imports continued to
! I show growth. This behaviour is expected to continue
during 2018 H1 as well.
8 &8 8 8
T In ferms of structure by sector, exports remain relatively

concenfrated in some categories despite the high

Net real exports growth rates during 2017. “Textiles and clothes”

to aggregate demand (inpp)

*For 2017, data

accounted for 43% of the total export of goods,
apply Fsooru'rhcee:ﬁ[;;;hk’e& dicrers - unchanged from 2016. Other important categories
are "Minerals, fuel and electricity” and “Construction
materials and mefals”. Also, “Food, beverages,
fobacco” contributed significantly fo export growth, due to the confinuous
increase of respective exports in the last two years.

In ferms of structure by destination, the European Union countries and specifically
ltaly, remain Albania’s main frade partners. During 2017, the share of
neighbouring countries such as Kosovo, Serbia, Macedonia and Montenegro
saw relative growth, due to high exports of “Food” and “Construction materials
and metals” towards these destinations. Concerning farther destinations, the
shares of Sweden and Esfonia increased related to the higher export of some
categories of processed food towards them.
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The sectorial structure of imports remains more diversified. With the exception of
"Machinery, equipment and spare parts”, whose share resulted relatively high
during 2017 (around 21% of total imports), the other categories show similar
contributions, such as “Foods, beverages, tobacco,” “Construction materials
and metals”, “Chemical and plastic products”. Imports of “Textile and clothes”
(around 14% of the fofal imports) were also important, due to the raw materials
imported for products that were then re-exported. As far as import partners
are concemned, the European Union countries, in particular ltaly and Greece,
mainfained the main shares. Significant contributions also came from other
partners like Turkey and China. During 2017, the shares of Serbia and Russia
saw relative increase. This is relafed to increased imports of fuel, electricity and

grains, especially during 2017 H2.

Financing of the current account deficit is based on non-debt creating flows.
The contraction of net exports deficit also contributed to the confraction of
the current account deficit during the first nine months of 2017. The positive
developments are mainly related with the services account. On the other hand,
the frade in goods deficit expanded mainly due fo the impact of imports.
Regarding income sub-accounts, net surpluses declined, in the case of both
primary and secondary income.

The profile of financing the current account deficit continues to be based on non-
debt creating foreign currency flows, in the form of foreign direct investments and
capifal account inflows. Financing by debtcreating flows resulted somewhat
lower compared to the previous year. At the end of 2017, the stock of foreign
currency reserve assefs was sufficient to cover 6.9 months of imports of goods
and services and 166% of the shortHerm external debit.

Foreign debt stability indicators have improved

Foreign debt sock registered EUR 7.85 billion in 2017 Q3, down by 0.4%
compared with the previous year and was assessed at 68.6% of the nominal
GDP. In structural terms, government debt dominates with around 43.7% of the
fofal, followed by debt related to direct investments at 22%. In maturity terms,
long-term debt dominates at around 79.7%. Regarding instruments, loans and
investments in foreign currency and deposits constitute around 70.6%. The
share of portfolio investments is somewhat low.

In terms of stability, the longterm repayment ability indicators improved during
2017. The ratio of debt stock to the exports of goods and services was around
174.5% ot the end of 2017 Q3, while in the previous year, this rafio stood
at 212.1%. At the same time, the ratio of debt stock to fiscal revenue marked
246.9%, compared with 272.9% registered in the previous year.
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Table 2 The main macroeconomic and financial indicators

| 2013[ 2014[ 2015] 2016] 2017*]
| Annual overage inflafion ... |
Headline inflation (in %) 1.9 1.6 1.9 1.3 2.0

0.2 0.1

Core inflation (in %) 0.2 0.2 0.8
Economic growth | |
Real GDP growth (annual, in %) 1.0 1.8 2.2 3.4 3.9
GDP pro capita (EUR) 3,323 3,443 3,556 4,043
_
Participation rate in the labour force (15-64 years) 59.6 61.5 64.2 66.2 66.6
Unemployment rate (15-64 vears) 15.9 17.5 17.1 15.2 13.9
_
Budget balance (including grants, in % of GDP) 5.0 5.2 4.1 -1.8 2.0
Budget revenues (in % of GDP) 24.2 26.3 26.6 27.5 27.5
Budget expenditure (in % of GDP) 29.2 314 30.6 29.3 29.5
Public debt (in % of GDP) 70.4 72.0 /3.1 724 69.6
Domestic (only central government) 443 43.3 39.9 39.6 38.3
Foreign (only central government) 26.1 28.6 33.1 32.8 31.3
_
Current account (official fransfers exempted in % of GDP) 0.3 -10.8 -8.6 7.5 6.4
Imports of goods (fob, in % of GDP) 31.5 31.6 20.9 30.8 31.6
Exports of goods (fob, in % of GDP) 11.1 94 7.5 6.6 7.1
FDI inflows (in % of GDP) 9.8 8.7 8.7 8.7 8.3
International reserve (in EUR million, end of period) 2,015 2,192 2,880 2,945 2,994
_
Repo rafe (end of period) 3.0 2.3 1.8 1.25 1.25
M3 aggregate (annual growth, end of period) 2.3 4.0 1.8 3.9 0.3
Credit to the private secfor (annual growth, end of period)? -1.4 2.0 2.4 3.1 3.2
Deposit/GDP? /2.4 73.0 729 74.2 /0.9
Credit/GDP? 38.0 37.5 37.5 37.5 36.5
12-month average yield 52 3.4 3.8 1.8 2.4
AlL/USD average exchange rate 105.7 105.5 126.0 126.0 119.1
ALL/EUR average exchange rate 140.3 140.0 139.7 136.1 134.2
NEER 1137 1121 113.8 110.2 105.0
Non-performing loans ratio/fofal loans (%) 23.5 22.8 18.2 18.2 13.2

Source: INSTAT, Bank of Albania, Ministry of Finance and Economy.

*Data on economic growth for labour market and the external sector are from 2017 Q3.
1/ "labour force survey results”, published by INSTAT.

2/ The data is adjusted for written off loans.

3/ GDP assessment for 2017

FINANCIAL MARKETS AND MONETARY INDICATORS

Financial markets were characterised by low interest rates, downward risk
premiums, and low volatility during 2017. The accommodative monetary
policy was transmitted to reduced financing costs for the private sector. In
the foreign exchange market, the national currency continued to appreciate,
reflecting the decrease of risk premiums and the improvement of foreign
currency inflows and outflows balance.

Despite low financing costs, banks’ credit to the private sector maintained
moderate growth rates, due fo the still low demand of economic agents for
financing as well as the conservative lending policies by the banking sector.
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On the other hand, the low interest rates for households’ savings has not
affected the growth of deposits in banks, but has been reflected in the shift of
their structure towards extreme maturities.

Interbank rates ranged close to the policy rate, in accordance with the
operational target of the monetary policy

liquidity management by the Bank of Albania has been successful. The
increase of demand for financing by the banking sector is accompanied with
the increase of the volume of liquidity injected by the Bank of Albania and the
extension of its average maturity ferm. The inferbank rafes ranged closer fo the
policy rate and showed lower volatility compared with the previous year. The
frade volumes in this market remained unchanged from the previous year.

Yields on Government securities increased slightly in 2017

Yields on Government debt securities, T-bill and bonds, showed a more stable
performance in the primary market, following significant fluctuations in late
2015 and in 2016. After decreasing in the first months of the year, they
starfed fo increase moderately, reflecting a prudent borrowing policy by the
government. The 12-month yield resulted 2.4% in average during the year,
from 1.8% in the previous year. The yields increased almost uniformly for all
maturities, while the yield curve gradient remained unchanged compared with
the previous year, thus showing unchanged risk premiums related with the
monetary and fiscal policy orienfation.

Chart 18 Interbank and primary market rates
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Source: Bank of Albania.

Interest rates on loans in lek decreased for private enterprises

The accommodative monetary policy has been reflected in the reduction of
banks' financing costs in the last years, which has enabled the fransmission of
the monetary stimulus fo credit interest rates. Along with this factor, the reduction
of credit risk and the improvement of banks’ balance sheets have allowed
banks to lower inferest margins, balancing yields growth over this period.

Bank of Albania




Annual Report, 2017

Chart 19 Interest rates in lek
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Source: Bank of Albania.

The reduction of interest rafes has been present in the credit to enterprises,
whose average interest rate decreased from 7.6% in 2016 at 6.7% in 2017,
The inferest rate on credit to households resulted at 7.3% this year, remaining
close to the average levels of 2016.

The Albanian lek appreciated further during 2017

The national currency continued fo strengthen against the currencies of the main
frade pariners during 2017 The appreciating frend of the lek, started af the end of
2015, has reflected the decrease of risk premiums in domestic financial markets,
the acceleration of real economic growth, the decrease of the current account
deficit and the high foreign currency inflows from foreign direct investments. The
appreciation intensified during 2017 H1, due to the plentiful foreign currency
supply in the market, as a result of the rapid increase of exports and higher flows
of foreign direct investiments (for more information, see Box 3).

Chart 20 Developments in the exchange rafe*
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Source: Bank of Albania.
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During 2017, one euro was traded at ALl 134.2 on average, or 2.3%
less than in the previous year. The appreciation of the lek against the euro
accelerated in 2017 Q2 and Q3, while the EUR/ALL rate appeared stable in
Q4. The USD/ALL rate continued to follow the EUR/USD rate in international
markets. The positive developments in the euro area economy in 2017 H2
rapidly strengthened the euro and of lek against the US dollar. From June to
the end of the year, the US dollar was traded around 12% cheaper than in the
previous year. The lek also appreciated against the other two main currencies,
the Turkish lira, and the Chinese renminbi. In effective nominal terms'”, the
annual appreciation of the lek resulted at 4.5% on average in 2017, from
3.2% in 2016. Real appreciation resulted close to the nominal one, due to
approximation of inflation in Albania with the average inflation of frade partner
countries.
BOX 3. THE EXCHANGE RATE APPRECIATION - DETERMINING FACTORS AND
IMPLICATIONS
After almost five years of stability, the lek has appreciated during the last two
years. This appreciation peaked in 2017 Q3. Although the Bank of Albania
follows an inflation targeting monetary policy and a free regime of the exchange
rate, it dedicates particular attention to the analysis of the exchange rate, due
to its important role in the economy.
Our analyses show that the exchange rate appreciation
reflects both the impact of long-term factors and the Chart 21 EUR/ALL exchange rafe in real ferms
temporary impact of shortterm factors. and its longterm trend *
In the long run, based on the available models and -
empirical studies of the Bank of Albania, the value e
of lek is assessed as being overall in line with the 140
performance of its determining macroeconomic 135
factors.! Thus, the long-term exchange rate appreciation 130
trend reflects the difference of the marginal productivity 195
of the Albanian economy compared with our trade 120
partners and the reduction of structural risk premiums 3838888838388 838
in the Albanian economy. 0000800088032
—REER  —REER Trend

On the other hand, the appreciating exchange rate
resulted from shortterm shocks as well, which have

*The real exchange rafe trend represent the exchange rate level
that is defermined by the ratio of demand and supply derived by

led to faster appreciation of the currency than that structural or longterm factors such as competitiveness between

dictated by fundamental [ong_fe,-m factors. These countries, difference in return on capifal, structural risk premiums,

shortterm shocks derive from the rapid improvement
of the external balance of the economy - or, in other

" The nominal effective exchange rate (NEER) is calculated against the currencies of the five
major trading partners (lialy, Greece, Germany, Turkey and China), using the relevant market
shares. For the purpose of calculating the lira/lek and the renminbi/lek rates, the official
reference rates remain those of the Turkish lira and the Chinese renminbi against the US dollar.
The real effective exchange rate (REER) is calculated similarly to the nominal, but it considers
the domestic inflation and those in the trading partners, as well.

Bank of Albania
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Source: Bank of Albania.
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words, the rapid contraction of trade and current account deficits at the end of
2016 and the first three quarters of 2017 - and, in parallel with it, the increase
of inflows in the financial account, which have corresponded with the peak of
foreign direct investments.

As shown in the Chart 21, our analyses suggest that the exchange rate has
performed overall in line with its fundamental factors. However, although to a
small extend, deviation from this trend were noted during 2009-2016, when
the real exchange rate was weaker than that dictated by fundamentals, and in
2016-2017, when this rate was stronger than the theoretical level defined by
fundamentals. (In any case, given the sensitivity of the results to the econometric
analysis, the conclusions derived by such assessments should be treated with
caution.)

The appreciation of the exchange rate is assessed to have produced a downward
impact on inflation, due to the decrease of the price of imported goods, whether
they are for consumption or intermediate use purposes.

On the other hand, the assessment of the impact of this appreciation on economic
activity is more complex. As long as the long-term appreciation trend of the
exchange rate reflects the effect of real fundamental factors and not unexpected
shifts of financial portfolios, it does not cause adverse consequences for the
Albanian economy. This appreciation is a characteristic feature of emerging
economies during the convergence stage with more developed trade partners.
Also, temporary deviances from long-term equilibrium do not have significant
or durable consequences. By contrast, great and long-term deviances from
equilibrium tend to produce more serious impact on the economic activity.

In any event, fluctuations of the value of the national currency are inevitable
in a free exchange rate regime. For this reason, the Bank of Albania has
continuously brought this to the attention of the economic operators, to avoid
open and unhedged foreign exchange positions and to increase the use of the
national currency.

*  The balance rate and deviations against it are studied by Hoda, B., (2012), “The balance
exchange rafe in a developing economy” Bank of Albania, Paper 04(54) and Vika,
I., lugi, E., (2011), “The balance rate of lek against euro: How deviated it is” Bank of
Albania, Paper 0/(30)

Lending improved slightly during the year, supported by loans in lek

Credit o the private sector'® expanded moderately in 2017. Excluding the
impact of loan write off, the credit portfolio increased by 3.3% during 2017,
compared with 3.1% in the previous year.

At the end of the year, the banking credit portfolio reached 36.5% of GDP, or
1 percentage point lower than the previous year. The confraction of this ratio
is affected mainly by sefflements and restructuring of banks' credit portfolio, in
accordance with the plan of measures for reducing non-performing loans, as

Credit data are adjusted for writfen off loans and refers to monetary data that include credit
fo residents. Written off loans registered ALL 16.7 billion in 2017
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well as by the appreciation of the exchange rafe, which has decreased the
value of the credit portfolio in foreign currency.'”

Llow interest rates supported the growth of credit in lek during 2017, whose
annual growth at 7.2% is the main contributor to the expansion of credit fo
the private sector. Unlike in the previous year, the expansion of loans in lek
served mostly for households’ financing. Credit to households improved its
annual growth pace, registering 7.1% in December. Meanwhile, the annual
expansion of 1.4% of credit fo enterprises is lower than in 2016, driven by the
weak performance of loans for liquidity and the slowdown of growth of loans
for investments. The dynamic of credit to enterprises continues to reflect both
the sluggish demand for financing and the banks’ reluctance to ease lending
standards.

Chart 22 Credit fo the private sector (annual change in %)
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Source: Bank of Albania.

BOX 4. CHANGES TO THE CREDIT STRUCTURE OVER THE YEARS

Banks’ credit portfolio grew rapidly before the crisis and slowed down
significantly after it. This behaviour reflected the performance of the Albanian
economy, the credit demand, as well as the fluctuations of banks’ credit supply.
In particular, the contraction of the post-crisis credit supply reflected the decline
in their risk appetite, as well as the policies applied by parent banks on the
activities in the region.!

Beyond the growth profile of the total portfolio, credit performance also showed
important structural changes. These changes conditioned the structure of bank
credit and, potentially, also affected the pace of its expansion.

"2 Adjusted for the appreciation of lek against other currencies, the annual growth of credit fo
the private sector is around 5%, improving from 2016.
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The bank credit portfolio was characterised by three distinct features in 2004-
2008: it had a significant concentration in the enterprises’ segment (61%), in
foreign currency lending (71%), and in construction and services sectors’ lending
(78%). The expansion and concentration of credit portfolio in these sectors was
dictated by their high demand for credit, as well as by the favourable policies
applied by the banks.

Chart 23 Structure of pre-crisis banks' credit portfolio (data refers to 2008).
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Source: Bank of Albania.

The slowdown of economic activity in Albania and the pre-crisis depreciation
of lek against foreign currencies were reflected in the overall increase of non-
performing loans. However, the underestimation of business and financial risks
associated with exchange rate fluctuations, as well as the relatively high exposure
of these segments to bank credit, resulted in a proportionally faster increase
in non-performing loans in the above-mentioned segments. The non-performing
loans ratio peaked in 2014 with 26% for foreign currency credit, 28% for credit
to enterprises, and 41% for credit to the construction sector.

Chart 24 Non-performing loans rafio by main categories

30% 30% 45% NPIR
40%
25% 25%
35%
20% 20% 30%
15% 15% 25%
/ 20%
10% / 10% 15%
10%
5% / 5%
= 5%
0% 0% 0%
N N N N N N N N N N N N N N NN NN NN NN NN
8888888 8888888 8888883888
(&) N O — w O ~N (@) N o) — w W N 0O —NWhooOoN\N
— NPIR - lek — NPLR - enterprises Industry
— Construction
NPLR - fx NPIR - households — Services

Source: Bank of Albania.

These developments had two significant consequences.
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First, the lessons learned from the postcrisis period have re-oriented banks’
policies on the distribution of bank credit towards:

Credit in the national currency. This shift is driven by the awareness of
economic agents on the exchange rate risk as well as by the decrease of
interest rates in lek. In the credit portfolio sub-segments, long-term credit
for investments, for both enterprises and households, has shifted most
towards lek. The high increase of loans in lek has contributed to the shift
of the credit portfolio towards a more balanced currency structure.
Credit to households, as well as to small and medium-sized enterprises.
In the framework of banks’ conservative approach towards credit to
enterprises, credit standards have been more favourable for small and
medium-sized enterprises. Also, banks have preferred to expand the
portfolio of credit to households, perceived by them as a lower risk and
under-credited segment. This credit is assessed also as favoured by the
measures taken fo increase formalisation in the labour market.

Credit fo the industrial sector. The preference for lending to this sector reflects

P
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the growth in demand, as well as the low level of the use of by them.

Chart 25 Credit standards, credit demand and the spread, responses’
balance, p.p.*
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Source: Bank Lending Survey, Bank of Albania.

The dynamics of the credit portfolio pre- and post-risis are presented in Chart 26.

Chart 26 Credit portfolio by main segments (2008=100 index)
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Second, they have curbed the speed of post-crisis credit improvement. On one
hand, the need for restructuring the existing credit portfolio, the development
of internal analytical capacities, as well as the deterioration of banks’ financial
balance in response to the high level of non-performing loans, have led to a
decrease of bank credit supply. On the other, the need for improving balances
and restructuring the business model of the Albanian economy has curbed the
expansion of bank credit demand.

Given the above, the completion of the restructuring process of credit will help
increase the speed and improve credit stability in Albania.

For more see Box 5: “The impact of demand and supply in credit performance”.

BOX 5. THE IMPACT OF DEMAND AND SUPPLY ON CREDIT PERFORMANCE

The growth of credit to the private sector continued to
4 _ . record low rates during 2017. Our periodic analyses
Chart 27 Credit/GDP ratio and ifs and empirical studies have sought to explain the factors

frend {in %] determining this phenomenon. Analyses suggest that
credit performance reflects both the sluggish expansion
e of credit demand and the slow recovery of bank credit.
40%
30% The decline of demand immediately after the crisis
38% reflected the overall economic slowdown, as well as
37% the over indebtedness of some sectors of the economy.
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*Trend calculated with the Hodrick-Prescot filer. €9 ative gap of credit fo the economy, which suggests
Source: Bank of Albania.  that, in the presence of a more elastic credit supply,

lending in Albania would be slightly higher.

The slowdown of bank credit supply is explained through three factors:

- First, the growth of non-performing loans. The rapid expansion of the
portfolio of these loans and the issues the banks faced with collateral
execution affected the two dimension of credit risk: the perceived
probability on non-repayment of the loan and potential loss of the bank
in such an event. This factor reduced the banks willingness to lend. At
the same time, the orientation of banks’ attention to address existing
non-performing loans further reduced their credit supply.

- Second, the overall deleveraging of foreign banking groups and the
increase of their risk aversion after the Greek crisis further contributed
to the reduction of the bank credit supply”. The parent bank'’s tightening
policies are not necessarily linked to Albania’s specific risk, but reflect
more the parent’s risk profiling and readiness for exposure to certain
regions (group of countries).
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- Third, the changes made in the European regulatory framework of banking
supervision in 2013" strengthened the requirements for liquidity and
capital of parent banks, limiting their space to increase the exposure in
the region, even dictating the need to partially withdraw from region.

Chart 28 illustrates graphically the performance of the above factors over time.
While the level of non-performing loans and credit risk in Albania continues to
decline, the other two factors - of foreign origin - continue to affect the tightening
of credit supply, mainly among European banks operating in Albania.

Chart 28 Non-performing loans ratio (left) and credit demand and
supply in CESEE countries (cumulative balance, right)
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*Credit demand and supply on the righthand Chart are cumulative balances of the period September 2012
- March 2013. Source: Bank of Albania, FSI - IMF and European Invesiment Bank - Bank lending Survey in
CECEE countries, http:/ /www.eib.org/about/economicresearch/surveys.him.

See for example "Box 4: lending - an assessment of the impact of credit demand and
supply” in the Annual Report of the Bank of Albania, 2016.

Note, S. and E. Suljoti, 2017, "Evaluation of bank credit definers in Central and South
East Europe countries” Paper of the Bank of Albania, 24 (83).

The socalled CRD IV package contains the Directive 2013/36 / EU and Regulation
(EU) No. 575/2013, which lay down higher bank liquidity and capital requirements

in order fo create adequate reserves of European banks fo cope with crisis situations.

The supply of money in the economy showed moderate growth, reflecting, on
one hand, the weak demand of economic agents for financing and, on the
other, the structural changes in currency holdings

The supply of money in the economy registered moderate annual growth rates,
particularly in 2017 H2. Broad money continues to be conditioned by the
still sluggish financing of the private sector and by the structural changes on
the liabilities side, dictated by the shift of deposits towards above two years
maturity and govemnment securities.? The time structure of money has shifted
towards the liquid component, due to the rapid expansion of demand deposits.

20 Both these components are not included in the calculation of monetary aggregates.
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Chart 29 Monetary supply and deposits in the banking system
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Source: Bank of Albania.

Deposits af the end of the year resulted 1.5% higher than the previous year.?!
Their stock was assessed at around 7 1% of GDP. Deposits in foreign currency
expanded faster, driven by inflows from abroad throughout the year. Deposits
in lek registered a moderate growth, reflecting the low creation of money in
lek. Alternative instruments outside the banking systfem have also affracted part
of households savings, partially affecting the performance of deposits from
households (for more, see Box 4). Households deposits overall registered a
positive performance during the year.

BOX 6. STRUCTURAL CHANGES OF MONEY IN THE ECONOMY

The pursuit of an accommodative monetary policy by the Bank of Albania has
lowered interest rates across all financial market instruments. In parallel, the
interest rates of financial instruments in foreign currency are also at very low levels
due to the aggressive monetary policy pursued by the European Central Bank
and the Federal Reserve. In addition to the positive impact of this development
on bolstering economic activity, it was accompanied by structural changes in
money holding in the economy.

The economic agents have reacted in two different ways to this environment
with low interest rates.

- First, a part of savers have preferred to shift their financial savings from
time deposits to current accounts and demand deposits. This category of
savers has preferred the added liquidity introduced by these instruments,
while the opportune cost of this shift is at low levels. Current accounts
and demand deposits constitute around 42% of the total deposits stock in
the banking system' at the end of 2017, or around 2 percentage points
higher than the previous year.

21" Regulated for the impact of the exchange rate, they registered a 2.4% growth.
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- Second, a part of savers have preferred to shift their savings in time
deposits with over two year maturity. In search for higher profit margins,
this category has accepted the decrease of liquidity of their savings. Time
deposits with over two year maturity constitute around 10% of the total
deposits stock, registering 2.5 percentage points growth in 2017.

These developments have affected directly the structure of money. The expansion
of demand deposits has had an impact on the growth of liquid components of
broad money, while the shift towards deposits with over two years maturity,
which statistically are not included in the calculation of the M3 aggregate’, has
affected its decrease. As a consequence the M3 monetary aggregate registered
an average annual growth of 2.6% during 2017. Adjusted for deposits with
over two years maturity, this indicator registered an average rate of 4.6%, but
overall preserving the downwards trend of its growth pace.

Chart 30 Annual changes in instruments included,/notincluded in the
calculation of the M3 aggregate
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At the same time as these developments, some of the deposits of households
have been shifted to financial instruments outside the banking system, namely
in public debt securities. During 2017, yields on securities have increased and
has stirred the interest to invest in them. Also, offering long maturity instruments
and affractive rates serves as an additional incentive for shifting deposits fo these
instruments. Households’ investments in securities increased by around ALL 6.6
billion during 2017. The decrease of time deposits under two years maturity in
the banking system and their shift in these instruments has further affected the
decrease of the growth pace of broad money.

In the deposits” analysis are also included time deposits with over two years maturity.
The Bank of Albania follows the methodology set by the IMF for the statistical construction
of monetary indicators. Broad money in the economy is measured by the M3 aggregate,
which excludes time deposits with over two years of maturity. For more on compiling
monefary statistics, please refer fo the following address:
hitos://www.bankofalbania.org,/web,/pub/Metodika_e_SMF_Banka_e_Shgiperise_
Korrik_2003_902_1.pdf
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2.2 MONETARY OPERATIONS IN THE MONEY MARKET

The Bank of Albania implements its monetary policy by using indirect market
instruments. They include open market operations, standing facilities and the
required reserve. The main market operations are the repurchase and the
reverse repurchase agreement of seven-day maturity, whose interest rate
represents the policy rate.

OPEN MARKET OPERATIONS

Open market operations consist in three sub-ifems: main operations; fine-tuning
operations; and sfructural operations. They are used for managing the short-
term liquidity in the money markef, aiming at achieving Bank of Albania’s
operational objective - orienting shortterm interbank interest rates close to Bank
of Albania’s policy rate and limiting their fluctuations.

During 2017, the overnight interbank rate was rather close to the policy rate,
at 1.22%, averaging 0.03 percentage point lower than the 0.07 percentage
point average, every year in the period 2014-2016. Also, the one-week
interbank rate stood close to the policy rate, on average 0.02 percentage
point below the policy rafe, against 0.06 percentage point in the two previous
years. Interests on one-week fransactions floated in a relatively broad interval,
1.05% - 1.52%. The last two years trend, when structural surplus of liquidity in
a part of the banking system has driven liquidity trading in the inferbank market
below the policy rate of the Bank of Albania, persisted in 2017, mainly in the
first months of the year. As atend-2017, the overnight
and one-week inferbank rates averaged 0.02-0.03
percenfage point higher than the Bank of Albania’s
policy rafe. Liquidity trading for maturities longer than
one week continues to be rather sporadic.

During 2017, the average injected liquidity by the
Bank of Albania through temporary liquidity injection
operations increased ALL 34.40 billion on average,
after an average ALL 25-30 billion in 2014-2016. The
need for liquidity by the banking system maintained
an upward trend throughout 2017, averaging ALL

+-5.00
0

gggggggggg 38.70 billion in December. The increase of liquidity

=Reverse Repo 3m shortage in the banking system drove the Bank of
Reverse Repo 7d . .
m=loan 1d Albania fo gradually increase the share of long-

ferm injections with maturity 7-91 days, on average
Source: Bank of Albania
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39.40% of total injections, against the 19.30% average during 2016, the

lowest usage of longterm injections since 2009.

Table 3. Structure of liquidity injection operations by the Bank of Albania

[ 12009 2010/ 2011/ 2012 2013] 2014] 2015] 2016] 2017

Main instrument 55%  58% 74%  55% 60% 64% 55% 80.7% 61.6%
longterm injections ~ 45%  42%  26%  45% 40%  36%  45% 19.3% 39.4%

Source: Bank of Albania.

During 2017, the Bank of Albania has carried out sfructural operations,
purchasing 12-month Treasury bills and maturing 3-month and é-month T-bills,
due to the changes in the structure of issues of the Ministry of Finance and
Economy. The total amount of T-bills purchased by the Bank of Albania was ALL
9.3 billion, during 2017, while the holding of the government securities fell by
ALL 500 million, compared with the end of 2016.

Standing facilities

Standing facilities — overnight deposits and overight loans - at the Bank of
Albania are instruments available to commercial banks to manage liquidity on
a daily basis and to define a corridor in which interest rates fluctuate in the
inferbank market. This corridor narrowed in 2016, from 3.50 percentage points
fo 2.50 percentage points and, since the last cut of Bank of Albania’s policy
rate in May 2016, the overnight deposit stands at 0.25%, and the overnight
loan at 2.25%, unchanged during 2017. During 2016, the overnight deposit
was used continuously by banks, but at lower amounts, from the average AlL
5.5 billionin 2017 Q1, at less than ALL 1.0 billion in 2017 Q4. The overnight
loan was used in 20 cases, over 2017. This figure is similar to that in 2016,
25 cases; meanwhile, the average used amount fell at ALL 1.1 billion, from

ALL 1.7 billion in 2016.
Required reserve

The level of the required reserve is applied to the amount corresponding to 10%
of deposits up to two years of the commercial banks, denominated in lek, euro
and US dollar. The required reserve in lek is a monetary policy instrument that
aims to adjust liquidity in the banking system and stabilise the interest rates. The
Bank of Albania allows banks to use up to 40% of the required reserve in lek on
daily basis, while observing the obligation to keep the monthly average level
of the required reserve not lower than its defined level. The performance of the
required reserve has been in line with the performance of the deposits that are
subject fo this instrument.

The remuneration ratio on the lek required reserve reflected the performance
of the Bank of Albania’s policy rate (/0% of the policy rate). Starting from
September 2016, the banks pay for the required reserve in euro an interest
rafe equal to the deposits rate of the European Cenfral Bank. This interest
rate remained unchanged during 2017, and was negative at -0.40%. The
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remuneration rate on the required reserves in US dollars has been 0%, since

2011.

The remuneration rate on the surplus reserves in lek and US dollars remained
0% during 2017, unchanged from the previous year. On the other hand, the
remuneration rafe on the surplus reserves in euro has changed since 2016. It
was determined at 0.25 percentage point lower than the deposits” inferest rate
of the European Cenfral Bank.
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2.3 FINANCIAL STABILITY

Financial stability is crucial for sustainable growth. The Bank of Albania
has the exclusive right to implement the monetary policy, to supervise the
banking sector and the authority to apply the resolution tools and to exercise
the resolution powers. The Bank of Albania has a crucial role in safeguarding
financial stability in Albania, in collaboration with other authorities.

For the purposes of exercising its function to safeguard financial stability, the
Bank of Albania defines the financial stability as a situation in which: a) the
financial system exercises financial intermediation and risk management by
assisting the public and economic entfities in conducting financial operations
related with savings, borrowing and payments; and b) financial institutions are
resilient to unfavourable financial shocks in their activity.

The spectrum of Bank of Albania operations for its contribution to financial
stability includes also the compilation and implementation of a macro-prudential
policy. The purpose of this policy is, through macro-prudential instruments
(mainly regulatory and prudential ones) to act for preventing and mitigating
sysfemic risks, and to strengthen financial system capacities to prevent or cope
with these risks.

To assess systemic risks, definite objectives are laid down and financial
indicators of financial system (banking sector) and real economy are monitored.
The performance of these indicators is analysed regularly, through sfatisfical
techniques and experts’ opinion, to nofe the trends and levels of risk.

The Bank of Albania regularly informs the public, every six months, on the
financial situation and the risks to banks and financial institutions it supervises,
through the Financial Stability Report and the Financial Stability Statement. The
Financial Stability Report assesses the risks arising from the developments within
the financial system and from its inferaction with the infernal and external real
economy. The financial system’s resilience against risks is tested through the
stress fest.

FINANCIAL STABILITY HIGHLIGHTS DURING 2017

The Bank of Albania considers that, overall, the activity of the banking sector
and of the financial system has been stable during 2017 Stress-est results show
that the banking sector’s resilience to operational risks is good. The domestic
and external developments in the real economy have contributed to the positive
performance of banking sector indicators.
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Global and regional economic developments were positive during 2017.
Economic growth was faster in both emerging and advanced economies.
Overall, inflationary pressures remain subdued, although in  advanced
economies they showed recovery. Also, in Albania, economic growth till 2017
Q3 affirmed the positive trend of the recent years. Maintaining of favourable
financing conditions and confinuation of accommodative monetary policies
supported economic growth both in Albania and abroad.

The Albanian banking sector continues to dominate the financial system, but its
share to GDP fell slightly in 2017 H2, due to the difference in the growth rafes
in the GDP and the banking sector’s balance sheet. Banking sector’s assets
recorded a modest growth, with the growth rate slowing down throughout
2017, due to the slowdown in the increase of both customer and securities
fransactions.

The net financial result of the banking sector improved considerably during
2017, driving profitability indicators up. The main positive contribution to the
financial secfor’s performance has come from the decline in credit risk provisions.
Meanwhile, although remaining the main item in the total income from the
activity, net inferest income contfinued to drop. The reduction in provisions for
credif risk reflects the considerable fall of non-performing loans. The fall in net
inferest income shows that infermediation is carried out amid low interest rates,
where the decline in inferest expenditures (with positive effect) did not offset the
fall in inferest income (with negative effect). The capital adequacy ratfio stood
at 16.6% at the end of 2017, up by around 0.2 percentage point from a year
earlier.

The indicafors employed by the Bank of Albania to monitor the performance
and accumulation of systemic risks, overall, have reflected decrease of risks to
financial stability over 2017 From the macroeconomic aspect, the improvement
is affributable o the economic growth recovery, the positive developments in the
labour market, the improvement in current account deficit, fiscal pentormonce
and the improved debtor position of enterprises. In banking secfor activity,
the improvement of indicators reflects the fall of non-performing loans, the
improvement of the financial result and the good levels of capitalisation and

liquidity.

Credit risk continues to be significant for the activity of banking sector

During 2017, the level of non-performing loans fell considerably as a result of
banks’ actions to collect, restructure and write off lost loans from banks’ balance
sheets. During 2017, the outstanding non-performing loans shrank by 27% and
their ratio stood at 13.2% at end-2017, against 18.2% at end 2016. Credit
quality improved across all maturities. Meanwhile, currently, the lowest quality in
non-performing loans is noted in the foreign currency credit, credit fo enterprises
and credit with longerterm maturity. The reduction of non-performing loans is
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accompanied by the improvement of their coverage with capital, whiles the
coverage with provisions, overall, remained stable. These developments are
expected fo positively affect credit supply, through the improvement of banking
sectors’ perception of lending, and the release of banks’ resources previously
engaged in the management of non-performing loans. The commitment of
banks to early restructuring supports the further reduction of the outstanding
non-performing loans, and a better control of their new flows. Regardless of
the significant improvement against the average level of the last 3- 4 years, the
level of non-performing loans in the banking sectfor is estimated as sfill high. In
addition, the non-performing loans unhedged against exchange rafe volatility,
notwithstanding the slight fall during 2017, still account for 25% of tofal credit.

The risk of the banking sector from exposure to exchange rate and interest
rates volatility remains present.

The size of the direct impact from the exchange rate fluctuations on the banks’
balance sheet is directly related with the size of the net open foreign currency
position of the banking sector. The higher this position is as a ratio fo regulatory
capital, the higher is the expected direct impact of exchange rate fluctuations on
the banking sector’s balance sheet. During 2017, the banking sector’s net open
position in foreign exchange, driven mainly by the larger banks, maintained
the “long” position and ranged within longferm levels. This position was down
during 2017 H1, and slightly up during 2017 H2, albeit remaining below the
level in the previous year, and below the average of the two previous years.
This shows a limited exposure of the sector to the direct exchange rate risk. On
the other hand, the indirect exposure against the exchange rate fluctuations has
remained at high levels, due to the still high share of unhedged loans against
exchange rafe fluctuations?? against outstanding credit (25%), and against
the total credit in foreign currency (44%). While both ratfios fell slightly during
2017, the Bank of Albania deems that banking sector should continue the
efforts to reduce exposure steadily.

The banking sector remains exposed to inferest rate volatility when the mismatch
between interest ratesensitive assets and liabilities, by repricing periods, is
relatively high. Also, a possible increase in interest rates in the future may drive
fo a pressure for a fall in repayment capacity of borrowers that have variable-
rate loans.

The high use of foreign currencies in the banking sector is accompanied with
market and liquidity risks

As at end 2017, foreign currency deposits at the banking sector accounted
for 53% of tofal deposits, while foreign currency credit fell ot 56% of total
credit portfolio. The low inferest rates environment affected the performance
of the indicators, but the possible change of this environment may re-infroduce

22 The credit unhedged against the movements in the exchange rafe is the loan granted in a
currency different from the borrower’s dominated currency income.
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channelling resources in foreign currency towards lending in foreign currency.
If this were followed by an unfavourable movement in the exchange rate, the
borrowers' repayment capacity for unhedged loans in foreign currency would
fall; this would drive to a weakening of the financial situation and liquidity
of the banking secfor. For these reasons, it is necessary that the exposure
in foreign currency of both the banking system and customers take place in
compliance with prudential requirements, and be limited only for customers that
have natural protection against market risks.

Liquidity risk in the banking activity remains low

The liquidity ratios, both in lek and in foreign currency, monitored on on-going
basis by the Bank of Albania, stand significantly above the minimum regulatory
requirements. Deposits are the main source of financing, whose value is almost
double higher compared with the outstanding credit granted by the banking
sector. The growth of the share of demand deposits and current accounts in the
structure of financing sources is a development that requires attention. As at end
2017, demand deposits and current accounts together shared 42% of fofal
deposits, from 40% in the previous year. The considerable share of demand
deposits drives banks to maintain high levels of liquid assets, and seek higher
refurn through longerferm investments or be exposed to high-isk products.

THE EFFECT OF MACRO-PRUDENTIAL MEASURES IMPLEMENTED BY THE
BANK OF ALBANIA

Given the considerable slowdown of credit growth pace, the fast increase of
banking secfor investments in non-resident financial entities, and the overall fall
of credit quality, the Bank of Albania has undertaken a package of counter-
cyclical measures since 2013, which aimed at: a) removing the capital
requirements in cases the annual growth of capital stock is within the interval
4-10%; b) increasing the capital requirements on the additional banking sector’s
investments with non-resident financial entities; and c) changes related to the
requirements for standard credit restructuring. Measure (a) was repealed at the
end of 2016, while measures (b) and (c) remained in force, as amended, il

the end of 2017.

The measure which stipulates an increase of capital requirements when
investments with non-resident financial entities increase, during the two-year
moving period, resulied with a fall of the annual growth of investments with
non-esidents, at 1% in 2017, from 25% at the beginning when this measure
started to be applied.

Measure (c), stipulates the restructuring of credit since the stage the credit is
classified as regular, but the borrower has sfarted to show the first problems
in repaying the credit, and the reduction from six months to nine months of the
fime in which the restructured credits may tumn info standard credit, as far as
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the borrower has regularly paid three credit instalments (principal and interest).
Restructuring aims to maintain the borrower's solvency and the quality of credit.
If the restructuring takes place under these conditions, the credit continues to
be classified as regular, but is subject of a higher provisioning rate than 10%,
compared to the rates of 1% and 5% of standard and sub-standard credits
provisioning. A quanfifative assessment of the size of this measure’ s effect
shows that the rafio of non-performing loans fell by around 1 percentage point,
and excluding the effect of this measure, this ratio would have been 14.2% at

the end of 2017.

ACTIVITIES AND NEW PRODUCTS DURING 2017

In 2017, the Bank of Albania was engaged in some important projects for the
financial stability. In more concrete terms: the Macro-prudential Policy Strategy
was draffed and approved in August 2017; the financial cycle and capital
reserves for systemic risks were determined; and the strategy for increasing
the use of the natfional currency in the activity of the financial system and real
economy was drafted, consulted and finalised.

The macro-prudential policy is dedicated to the systemic risk analysis, and
includes the implementation of measures, mainly prudential measures, aimed
at mitigating and minimising the systemic risk. The macro-prudential measures
confribute fo safeguarding financial stability in two aspects: a) preventing
the accumulation of risks in the financial system; and b) strengthening the
resilience of the financial system. The Macro-prudential Policy Strategy?® shall
be a guideline of future measures and activities of Bank of Albania. It features
the intermediate objectives of macro-prudential policy, a list of instruments for
addressing the systemic risks, a set of indicators to signal the risk level and the
implementation of a certain instrument, a description of the decision-making af
the Bank of Albania and inferinsfitutional coordination, and the principles of
public communication on the macro-prudential policy.

In parallel, the phases of a financial cycle and the concept of capital reserves
in the banking sector for systemic risks have been determined. Defining the
financial cycle is a difficult, but indispensable process to operationalize some
of macro-prudential policy instruments. The global financial crisis in 2008
showed risks accumulate during the boom phase of a financial cycle. In this
phase, the financial system should strengthen its positions of capital and of
various reserves, in order to withstand the potential losses arising as a result
of the change in direction (decreasing) of the financial cycle. Also, in 2017,
the indicators of various risks, in porﬂcu|or of credit and |iquidiT\/ risks, were
identified. The determined levels of these indicators, which serve as signals for
the implementation of macro-prudential instruments, will be assessed through
the statistical methods.

23 The Macro-prudential Policy was approved with the Decision No. 38, dated 02.08.2017
of the Supervisory Council of the Bank of Albania.
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In the Programme of Economic Reforms 2016-2018, the Albanian authorities
were committed fo preparing a strategy on increasing the use of the national
currency (ALL) in the Albanian financial system and economy, known as the
de-euroization strategy. This commitment was triggered by the need to improve
the effectiveness of the economic and financial policies and to decrease the
risks to financial stability. In terms of macroeconomic policies, a high level of
euroization, or use of foreign currency, leads to the reduction of the monetfary
policy effectiveness; limits the role of the free exchange rafe as an aufomatic
stabilizer in the case of macroeconomic shocks: and, undermines the fiscal
policy effectiveness through the possible increase in the cost of debt service
and unwanted change of its sfructure. In addition, unhedged borrowing in
foreign currency and its possibility to contribute to the fall in asset quality, the
deferioration of the financial situation and liquidity of the banking sector are
important challenges to the financial system stability.

The Bank of Albania collaborated with the Ministry of Finance and Economy
and the Financial Supervision Authority to establish the strategy. The three
institutions approved the Memorandum of Cooperation on 18 April 2017,
which was immediately released?®. According to the Memorandum, the
signatory parfies commit fo identifying, in the respective areas of competence
and in a harmonized manner, the relevant actions, including communication
with the public.

In 2017 H2, the Bank of Albania committed to real steps in the framework of
the de-euroisation strategy. It prepared the Policy Document “On increasing the
use of the national currency (ALL) in the activity of banks and non-bank financial
institutions, subject to the Bank of Albania regulation and supervision”? and
compiled regulatory amendments, to make more costly the activity of the banking
sector in foreign currency and strengthen the mechanisms awareness-aising of
borrowers, mainly those unhedged against the exchange rate risks, on the risks
surrounding the foreign currency borrowing. In addition to the commitment for
maximum fransparency on every decision and action committed, the Bank of
Albania will collaborate with the banking industry and other authorities that
supervise the financial markets in Albania.

Notably, this package of measures, part of interinstitutional strategy:

- does not aim the reduce to zero the use of the foreign currency in
the activity of banking sector; given the characteristics of the Albanian
economy and financial system this is objectively impossible, and in
ferms of the economy it would be rather costly. It aims at decreasing
euroisation at average levels of economies with a similar size and
structure;

2z

At the signing moment the name of the “Ministry Of Finance and Economy” was the “Ministry
of Finance”.

2> The Policy was adopted by Decision No. @, dated 07.02.2018 of the Supervisory Council
of the Bank of Albania.

Bank of Albania



Y
kf{ﬁ‘rfﬂ\ #

han
A ﬁ;’
N 1
_______________________________________________________________________________________ Annual Report, 2017 L

years Bank 0}’7(/5&1;41’%

does not pose administrative restrictions to banks and their clients; it
only provides the stimulus for banks to gradually increase the use of
national currency in their activity;

does not have additional costs to banks in the medium term, and does
not considerably affect the exchange rate, whose performance is
defermined by a set of factors of demand and supply;

after the Memorandum of Cooperation, the package of measures of
the Bank of Albania was subject of prior discussions with the banking
industry throughout 2017, in a transparent and detailed way. The
Governor of the Bank of Albania had public inferviews about this
package, and it was discussed in the Financial Stability Report 2017
HT;

’

other measures may be included in the package, coordinated among
the signing authorities of the Memorandum, if they become necessary
from the monitoring of cerfain performance indicators.

BOX 7. MEASURES OF THE BANK OF ALBANIA IN THE FRAMEWORK OF DE-
EUROISATION STRATEGY

Research by national and international authors evidences the considerable level
of euroisation in the Albanian economy and financial system. These studies
analyse the reasons and risks, and highlight that this phenomenon needs to be
addressed to control the risks to the financial stability of economic entities, which
are exposed to unfavourable shocks in the foreign currency flows and exchange
rate, in order to safeguard financial stability and enhance the effectiveness of
the economic and financial policies. Taking into account the characteristics of
its economy and trade relations, Albania will have an euroisation level higher
than zero. The last joint study between the International Monetary Fund and
the Bank of Albania, among others, has aimed to quantify the target level of
deposits in foreign currency against the broad money indicator for Albania,
by comparing the monetary and economic indicators of Albania with those in
countries of similar size and structure of the economy'. After finding that the
level of that indicator needs to be reduced, the study evidences that the return of
euroisation fo “optimal” level may be achieved over time through: (i) maintaining
economic and monetary stability; (ii) differentiating the remuneration rates of
deposits in foreign currency; and (iii] applying targeted prudential measures to
limit the credit to unhedged borrowers against the exchange rate risk.

Referring to the above analysis, and in the framework of infer-institutional strategy
to address euroisation, the Bank of Albania adopted some measures that include:

Drafting the policy document of the Bank of Albania for increasing the
use of the national currency in the activity of banks and other institutions,
which are regulated and supervised by it. This document determines the
way the Bank of Albania will contribute in this process, and how it will
assess the effect of this contribution;

Raising the borrowers’ awareness on the risks that accompany the
foreign currency borrowing, in particular when it is unhedged against
the exchange rate risk; in this framework, banks should be required
to provide the potential borrowers with an alternative loan in lek, and
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provide the borrower with an example that shows the way how the loan
instalments change in case of a hypothetical strong depreciation of lek
exchange rate.

Increasing the minimum requirement for liquid assets in foreign currency,
as a ratio to shortterm liabilities in foreign currency, at 20%; for lek, this
ratio stood at 15%;

Increasing the required reserve rate for deposits in foreign currency at
12.5% (from 10%), if the ratio of the deposits in foreign currency to total
deposits is not higher than 50%, and at the level 20% for that part of
deposits in foreign currency that exceeds the level 50%; lowering the
required reserve rate in lek at 7.5% (from 10%) when the maturity term of
the deposits is less than 12 months, and at the level 5% when the maturity
term of the deposit is higher than 12 months (up to 24 months).

The Supervisory Council of the Bank of Albania approved the package of
measures in its meeting on 7 February 2018. The measures shall enter into
force, by stages, till June 2018.

Della Valle, G., et al. “Euroization Drivers and Effective Policy Response. An Application
fo the Case of Albania”. IMF Working Paper, WP/ 18/21.
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2.4 SUPERVISION

Bank of Albania’s supervision function is based on three pillars: licensing,
regulation and supervision. The latter is carried out through off-site surveillance
and on-site examinations. The constant supervision and regulation of financial
activities in Albania, mainly of banking activities, are at the focus of this
function and represent its main activity?.

The supervision function at the Bank of Albania is exercised through: consistent
improvement of the regulafory framework, in compliance with the European
direcfives and best practices and market specifics; entry into market of
sound financial enfities by adding value to enhancing market competition;
implementation of a continuous supervision, being materialised from on-site
inspections and periodic analyses; implementation of effective corrective
measures; and, cooperation with international supervisory and regulatory
authorities, or other national authorities responsible for supervising financial
entities. The constant supervision and regulation of financial activities in Albania,
mainly of banking activities, are af the focus of this function and represent ifs
main activities.

Through the supervisory function, the Bank of Albania aims at: ensuring a sound
activity of the financial entfities; increasing the confribution fo strengthening
financial stability; and enhancing the market discipline and fair competitiveness.

In this view, year 2017 marked a range of developments related o supervision
and in the financial institutions supervised by the Bank of Albania. The supervisory
practice improved regarding the methodology for controlling banks through
approximation with Basel principles and efforts to adopt best infernational
practices. These developments are based on the continuous review of the
regulatory framework. The selFassessment process of banks on the infernal needs
for capital is one of the important developments that are expected fo improve
the management structure of banks. It increases the supervisory responsibility
to adopt fo these developments through the review of the internal methodology
for the assessment of corporate governance. Considerable changes have taken
place on anti-money laundering, through the review of the respective regulatory
framework and the establishment of internal methodologies for assessing the risk
profile of supervised institutions. The increased cooperation with the European
Central Bank is expected to support these developments.

In addition, the banking system has improved the risk profile, while the non-
performing loans ratio has fallen by around 5 percentage points, over 2017,

2 The Bank of Albania publishes detailed data on the developments in the banking sector and
the banking system and banking supervision process in the Supervision Annual Repors.
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standing at 13.2%. Lliquidity and capital are at adequate levels. Special
affention is being paid to the consolidated process with the expected merger of
two banks and the strategic plans on the re-positioning in the market, depending
on the dominant short and longerm factors.

APPROXIMATION OF SUPERVISION PRACTICES

The preparation of the regulatory framework on the Internal Capital Adequacy
Assessment Process (ICAAP) was one of the main highlights of supervision
in 2017, regarding the approximation of supervisory practices with Basel
principles and EU directives. This process is particularly important, as its
complements the supervisory perspective with the selFassessment dimension
of banks. It contributes qualitatively to establishing an objective risk profile for
banks and, consequently, improves the risk-based supervision process.

The document that regulates this process is compiled in the framework of o
guideline and in compliance with the Basel Il Pillar 2, which sets out the criteria
for the establishment of an internal process by banks to assess risks that are not
covered by the existing regulation on capital adequacy. The document identifies
the core requirements to assess additional risks and calculate additional capital
fo cover these risks according fo the defermined methods and those built by
banks, based on the risk profile and their strategy. The Bank of Albania shall
review the report of this assessment during 2018. The adequacy of control
selFassessment environment for risk management and the relevant capital
quantitative requirements will be discussed with banks.

In 2017, the project established in collaboration with the European Bank for
Reconstruction and Development for the revision of the supervisory methodology
in the qualitative assessment of banks' structures was implemented. This project
considers the analysing and addressing the supervision of corporate governance
elements for the established structures, the functioning and independence of
bank committees, structures and functions of internal control structures of risks
assessment. The development of this project is in the final stage; the areas
that need fo be reviewed for improvement are infroduced and discussed in
principle. A formalised assessment document with concrete recommendations is
expected to be presented in the first quarter of 2018, with the purpose to adopt
the improvements and render the reviewed framework in 2018 funcfional.

The Bank of Albania is preparing the regulatory framework for the approximation
of Baselll supervisory practices for the calculation of liquidity. The regulatory
framework in compliance with the EU Directive was draffed last year, and,
in parallel, the structure for the conduction of a prior exercise with banks on
the calculation of the LCR (Liquidity Coverage Ratio) was established. This
exercise aims the early idenfification of problems in its interpretation and the
prior assessment of banks’ position against this indicator. This process shall take
place over 2018.
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MONITORING AND ADDRESSING NON-PERFORMING LOANS

Non-performing pursued the downward trend of the last four years. In 2017,
the absolute value of non-performing loans decreased more than a quarter,
at 27%, lowering the relevant indicator at 13.23%, down by 5 percentage
points in annual ferms. The value of these loans remained in the balance sheet
is provisioned at higher than 70%. The fall by around ALL 30 billion of non-
performing loans in 2017, was driven by the writing off from the balance sheet
of these loans, at ALL 16.7 billion, solution of large borrowers, the payment of
arrears by the borrowers and the restructuring, by improving the classifications.
Bank of Albania assesses that the non-performing loans ratio is sfill high and
needs attention to further improve the falling frend, though the maintenance of
the regular existing porifolio and the rather efficient solution of non-performing
portfolio.

In this confext, the fulfilment of the annual objectives of banks related with
the performance of non-performing loans and the preparing of Recovery and
Resolution Plans of large borrowers are specially monitored through the regular
reports required fo banks in 2017 The submitted information aimed at clarifying
the level of the relationships with every borrower, as well as the exceptions and
plans on future developments. They used to be subject of discussion with banks
fo find space for sustainable solutions and to expand this spirit throughout the
system. This reporting will continue in 2018, through standardised reports and
will serve as a base to start the regulatory framework for common borrowers.

With assistance of the World Bank and the Infernational Monetary Fund, o
regulatory framework, aiming to encourage the collaboration and coordination
of banks for addressing common borrowers sfarfing af an early stage of
problems appearance, is being compiled. This framework determines
encouraging elements to bring banks into a common denominator in their
decision-making and the coordinated solution of the occurred problems, by
providing the cooperation agreements among them and with the borrowers
with the purpose the definition of the criteria and the way of collaboration.
Currently, this regulatory framework is drafted and following the discussion
with the banking industry, is expected to be approved in the first part of 2018.

The analysis quality of credit performance is improved through the defailing of
the received dafa regarding the shift among classes by which the credits are
classified, the factors that affect the performance of credit and by the main
currencies where it is concentrated the lending activity. This way of analysing is
tested and put in funcfion in the last year and will continue on quarterly basis.

COOPERATION WITH FOREIGN INSTITUTIONS

The cooperation with the international supervisory authorities is considerably
intensified, nofob|y, the cooperation agreement between the Bank of Albania
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and the European Central Bank. This agreement paves the way towards
a stable collaboration through the share of common-interest information, of
professional experiences and the decision-making coordination, an important
step in the infegration process of the Albanian institutions in the European
Union structures. Meanwhile, Bank of Albania was invited fo parficipate as
observer in two supervisory colleges organised for Greek banking groups of
international presence (including the Albanian presence] and in a targeted-
inspection in one bank of EU origin. The shared information and the meetings
with the homologue authorities in other countries contributed in the coordination
of actions and supervisory measures, and in the establishment of a more clear
profile for banks in Albania and in the relevant group. This collaboration is
expected to continue in 2018 and further.

BANKING SYSTEM CONSOLIDATION

The consolidating trends of banking system being identified in the previous years,
materialised in 2017, with the decision on the merging of Intesa SanPaolo Bank
with Veneto Bank, mainly driven by the international developments and by the
decision of the Bank of ltaly and the European Central Bank in coordination with
Infesa SanPaolo group in lialy, following the announcement on the bankruptcy
of Vento Banking group. The merger by absorption of Veneto Bank is expected
to end in 2018, while the banking system will have a lower number of banks.
The Bank of Albania deems that there is still scope for further consolidation,
expected to be materialised and is carefully monitoring all developments in
this regard. This assessment is based on the inferest stated by some banks to
expand and shrinkage of some other banks due to the revision of presence
banks in Balkans by the parent banks.

EVALUATION OF ANTI-MONEY LAUNDERING MEASURES AND THE
FINANCING OF TERRORISM PROCESS BY MONEYVAL

In 2017, important amendments were made to the regulation of the Bank of
Albania for all institutions subject fo its jurisdiction (banks, non-bank financial
institutions, savings and loan associations, and foreign exchange bureaus)
regarding anti-money laundering and financing of terrorism. The amendments
consist in additional requirements for reporting by financial institutions of
qualitative and quantitative dafa, according to a standardised form, on annual
basis (including a questionnaire). The amendments, in addition to the problems
identified in the implementation of the applicable legal and regulatory
framework, aimed to address the imp|ementotion of infernational standards
and the recommendations provided in the fourth round of Albania’s evaluation
by Moneyval's experts.

These amendments drove to the need to improve the supervisory framework for
the above-stated instfitutions. The framework is completed with the compilation
and approval of a methodology for off-site evaluation dedicated fo the risk on
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anti-money laundering and combating the financing of terrorism (AML/CFT)
accompanied with a matrix of risk evaluation in this field. The offsite evaluation
of AML/CFT risk is a crucial fool in supporting the supervisory process in
accordance with a risk-based approach. Based on data reports for 2016, the
Bank of Albania, for the first time, performed the evaluation of this risk exposure
of the institutions, and currently is carrying out the second analysis based on the
data reported by institutions for 2017 The results of this evaluation shall serve
fo the supervisory process focusing on insfitutions and activities that pose high

risk in terms of AML/CFT.

In 2017 Q4, the Commitlee of Experts on the evaluation of antimoney
laundering measures and the financing of terrorism (MONEYVAL) carried out the
fifth round of Albania’s evaluation. The Bank of Albania was an important part
of this process as the supervisory authority of the financial system, and was very
active in completing the necessary information requested through both template
forms and direct meetings. The CoE Moneyval Committee Experts evaluated
positively the above-stated developments. Currently, the fifth evaluation round
for Albania is in the drafting stage of the evaluation report by the experts
and the final report with the respective recommendations is expected to be
approved by this Committee within 2018 H1.

ON-SITE EXAMINATIONS

In 2017, 14 fullscope and partial examinations were performed in banks,
non-bank financial insfitutions and savings and loan associations. In view of
orienting the resources from activities that expose the entities more to risks,
and in view of risk-based supervision purposes, the Bank of Albania visited
three systemic banks, in 2017. Also, a large number of partial examinations
were carried out in banks, while the atfention was paid to the examination
of non-bank institutions, whose number and share in the financial system has
been increasing. The main objective of the examinations remains defining a
complefe risk profile for the licensed insfitutions.

In light of the above developments and factors, the main fields at the focus of
2017 examinations are summarised as follows:

In the banking sector, improvements are finalised regarding the infernal
framework, the compliance with the supervisory regulatory framework (in
particular the reflection of the classification and establishment of provisions for
the borrowers' exposure), the recovery of non-performing loans, the compliance
with the regulatory indicators (capital and liquidity), etc. At the same time, the
improvement of governance systems, the strengthening of the oversight role of
the management bodies, and the increase of independence, effectiveness and
preventive ability of audit systems remain important issues of supervision. In
addition to the prudential increase of lending, the efforts to solve and recover
the non-performing loans are assessed as well. The assessment of strategic
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plans of banks, in terms of identifying the market expectations, the orientation
of sources and the adoption of structures with these expectations, as well as
the acceptability of the shareholder/parent bank’s philosophy have been
considered affentively. The careful addressing of bank activity expansion
and the selected forms of investments with their complexity was part of this
assessment. Also, the fransparency with customers is always an important part
of assessment and verifications throughout the on-site examinations.

Regarding the non-bank financial institutions, the audit systems in these
institutions still have room to ensure effectiveness, independence and the
required authority. The improvement of information systems support would
confribute in this regard. These factors are materialised in a higher level of
deficiencies regarding the correct reflection of classification and provision
funds fo the exposures of borrowers, transparency issues with customers, efc.
On the other hand, non-bank institutions are rather active, not on|\/ in increasing
or combining the activities, but also in expanding the use of loan instruments
[in addition to their capital) fo finance the activity (debt securities, participation
in national financing programs/development, borrowing from banks or
international institutions, etc.). This trend is considered as a normal developing
phase for these insfitutions, and the increase of stakeholders, invesfors, that
analyse and monitor the activity of non-bank financial institutions are expected
fo confribute positively to the strengthening of governance systems and their
control.

Some of the savings and loan associations were subject fo examinations for
the first time, after the conclusion of the consolidating process and separation
from the Unions. Overall, the separation process has been carefully managed
by the governing bodies of the associations, mainfaining the positive pace of
both the activity and financial results. On the other hand, they need to improve
the infernal framework of these insfitutions, the complefion of operational units,
the increase of the professional capacities of management bodies, the clear
separation of tasks and responsibilities, efc. The response fo the examination
recommendations was positive, and within the established deadline.

At the conclusion of the examinations, recommendations on the necessary
improvements were provided, and their implementation was monitored closely.
Also, supervisory measures are applied on some institutions, for which recurring
breaches of the regulafory requirements had been identified.

REVIEW OF THE LEGAL AND METHODOLOGY FRAMEWORKS

The drafting and the review of the supervision regulatory framework was
aimed at supplementing and improving it, in order to ensure compliance with
the applicable legal requirements and alignment with the directives and the
regulations of the European Union (EU) and the standards of the Basel Committee,
by continuously considering the identified problems and the suggestions of the
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supervised institutions, provided though an on-going communication with them.
The main regulatory changes are as follows:

® The Bank of Albania, with the purpose to complete the regulation on
the supervision of banking groups that operate in Albania, realised
the complete review of the Regulation “On consolidated supervision”.
This initiative considered all the provisions stipulated in the Law “On
banks in the Republic of Albania” on consolidated supervision, as well
as the requirements and principles laid down in the directives and
the regulations of the European Union (EU), and the standards of the
Basel Committee. This Regulation lays down the conditions, rules and
regulatory requirements of conducting consolidated supervision, for the
purposes of risk management deriving from a banking group and a
financial group.

e The Regulation “On capifal adequacy ratio” was partially reviewed,
with the aim to confinue the implementation of the measures that
penalises (in terms of capital requirement) the placements of the banking
sector with non-residents.

e To fulfil the recommendations of the Moneyval Experts Committee,
provided in the last evaluation for Albania, and fo resolve some issues
concluded in the onsite supervision regarding the implementation
of the requirements of the supervisory authority on the prevention of
money laundering, the requirements set out in the Regulation “On the
prevention of money laundering and terrorism financing” were reviewed
and fulfilled.

®  The Regulation “On the transparency for banking and financial products
and services” was partially reviewed aimed at further strengthening
fransparency, addressing some problems manifested in banks regarding
the transparency to customers, and further aligning it with the European
Directive on consumer protfection.

e The Regulation “On establishing the decision-making level in the
supervision of banking and financial activities” was partially reviewed,
with the aim to ensure the compliance with the decision-making process
and its delegation, in particular the reflection of processes sef out in the
new supervision regulations on the savings and loan associations and
their unions.

®  The Regulation “On granting the license to non-bank financial insfitutions”
and the Regulation “On risk management in the activity of savings and
loan associations and their Unions”, were simultaneously and infer-
dependently reviewed. The amendments mainly consist in addressing
some problems identified in the supervision process, also aiming some
facilities for the institutions while carrying out their financial activity.

® In compliance with the requirements laid down in the law 133/2016
"On the recovery and resolution of banks in the Republic of Albania”,
fo complete the regulatory framework with regulatory acts, the existing
guideline “On recovery plans” was complefely reviewed. The new
regulation “On recovery plans of banks”, which replaces the applicable
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guideline, sets out the supervisory requirements on the recovery plans of
banks and banking groups, mainly the content of these plans the way
and term fo present these plans and their updating, the inclusion of a list
of qualitative and quantitative indicators, as a very important integral
part, as well as the criteria stipulated by the supervisory authority to
assess them.

e The imporfant process of the effective governance of banks and the
approval criteria of banks' administrators were strengthened through
the new requirements set out in the partially reviewed Regulation “On
the core management principles of banks and branches of foreign
banks and the criteria on the approval of their administrators”. The
reviewed Regulation aims fo align it with the recent requirements of the
European Union regulafory acts on the good-governance and ensure
compliance with the European Bank for Reconstruction and Development
recommendations provided in the project on the assessment of the relevant
legal and regulatory framework and supervisory practices applicable
at the Bank of Albania. The amendments mainly consist in the new
requirements of the supervisory authority regarding: the definition of risk
appetite/tolerance and the capacity of banks’ risk and the obligation
to pub|ish the Oppeﬂte/fo|er0nce statfement as part of their annual
report; the compilation of a special policy on the appointment of the
Steering Council members of the bank; some additional requirements
on the risk management unit/structure and the compliance structure/
unit; the requirements to realise an analysis and selfFassessment of the
bank for the administrators proposed for approval, on the adequacy
of professional knowledge with the proposed position; as well as the
regular re-assessment process of administrators and, whenever deemed
necessary depending on the circumstances, throughout the conduct of
their function in the bank, etc.

e  The Regulation “On infernal audit system” was partially reviewed, to be
adapted to the amendments in the Regulation “On the core management
principles of banks and branches of foreign banks and the criteria on
the approval of their administrators”, and aligned with the best practices
on infernal audit.
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BOX 8. GUIDELINE “ ON THE INTERNAL CAPITAL ADEQUACY ASSESSMENT
PROCESS ”

The Bank of Albania Supervisory Council with the Decision No. 26, dated
3.5.2017 approved the guideline “On the Internal Capital Adequacy Assessment
Process”.

This guideline completes the three-pillar framework of the Basel Capital Accord,
through the presentation of the detailed requirements for banks, already also for
Pillar Il - Internal Capital Adequacy Assessment Process (ICAAP). This guideline
sets out the requirements for banks on drafting and implementing the ICAAP,
as well as the expectations of the supervisor on the structure and content of
the report of this process to be submitted at the Bank of Albania. The ICAAP is
independently realised by the bank, and ensures the assessment of the current
and future levels of capital adequacy, based on its risk profile and strategies.

For the realisation of this process, the bank shall follow two steps: first, it shall
determine the level of a specific risk they can undertake, in order to define their
risk-bearing capacity and ensure adequate capital to cover this risk; and, second,
it shall make a critical analysis of the risk level that is rational to undertake,
taking into account all the possibilities and threats that correspond to this risk

The ICAAP process is fully based on the internal processes and systems of
the banks that helps to manage and effectively control the risk profile and,
consequently, to determine the necessary capital level. This process is oriented
toward the quantitative elements of the risk management process - the assessment
of internal capital requirements and of the capital for covering the risk, as well as
its qualitative elements, created to strengthen the internal rules of management
and control of the bank, which enable an effective management and mitigation
of this risk.

Banks, in drafting ICAAP, shall consider at least the implementation of the
following basic principles:

al  Responsibility. The bank shall be responsible for the implementation and
development of ICAAP.

b)  Proportionality. Banks shall implement ICAAP, regardless of their size and
complexity. Each bank shall use appropriate tools and processes in its
ICAAP, and shall prove/argument for the Bank of Albania that ICAAP is
complete and appropriate for the risks arising from the activity and the
environment in which this activity is conducted.

¢/  Materiality of risks. ICAAP must be focused on risks that may have a
material impact on the current or future capital adequacy situation of the
bank.

d]  Llooking forward. ICAAP shall focus on ensuring the bank’s capital
adequacy, taking into account future developments and its activity’s
performance.

Bank of Albania, based on the ICAAP carried out by the bank, will establish
the Supervisory Review an Evaluation Process with the purpose to establish an
overall opinion on the risk profile of the bank and of its needs for capital.

Bank of Albania
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LICENCING AND APPROVALS

The Albanian banking sector continues fo be dominated by EU-based banking
group subsidiaries. Currently, 16 banks exercise their activity in the Republic

of Albania

Table 4. Banks” ownership structure (number of banks at period-end)

| 2012] 2013] 2014 2015] 2016| 2017

Banks in Albania, of which: 16 16

Branches of foreign banks - -

Banks’ ownership sfructure, by capital origin, of which:

Maijority foreign owned' 14

- EU? 10 ]
Turkey® 1
Owned by IFls (Saudi Arabial* ]
Kuwait® 1

- Swiss Confederation® 1

Maijority Albanian owned” 2

- - - _-oB

16

N————OK

16

3
Q
1
]
]
]
3

"Maijority” is in any case the simple majority of 50 per cent plus 1 vote.
2 Banks with capital origin from EU countries are from: lialy (Infesa Sanpaolo Albania, Veneto
Banka), Austria (Raiffeisen), Germany (Procredit], France (Societe Generale Albania), Greece
(Banka Tirana, Alpha Bank Albania, NBG Albania), and Bulgaria (First Investments Bank

Albania).
3 National Commercial Bank
4 United Bank of Albania
Credit Bank of Albania

International Commercial Bank

NGO O»

American Bank of Investments.

Source: Bank of Albania.
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Majority Albanian owned banks at the end of 2017 are: Union Bank, Credins Bank, and

In 2017, the Bank of Albania approved: the transfer of the 100% of the
ownership of shareholders’ equity of a bank; the fransfer of the qualifying
holding fo the shareholders’ equity of a bank; and, three applications by
banks for additional financial activities, established in the licensing annex were
assessed and approved; the application of a bank to open an affiliate outside
the territory of Albania, through the transformation of its branch into an affiliate.

Based on the regulafory and legal framework, 36 managers of banks were
approved, by position classification: 16 members of the management board,

6 members of audit committees and 14 executive managers.

In 2017, the banks network was expanded only with two new branches, while
banks have informed on the reduction of the number of branches/agencies in
Albania (through merger or closure). At the end of 2017, banks carried out
their activity through 473 branches/banking agencies, from 494 af the end

of 2016.

Based on the submitted applications, the Bank of Albania decided on granting
new licences and provided prior approval to non-bank financial institutions.
Three new institufions were added to the number of non-bank financial
insfitutions, mainly to conduct the activity of: lending (micro credit); financial
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leasing; payment services; and money transfer. The number of licensed non-
bank financial institutions was 31 at the end of 2017. Meanwhile, approvals
fo non-bank financial institutions included the prior approvals for two managers,
and the approval to conduct additional financial activities for two institutions,
and for the fransfer of qualifying holding of capital quotes for three institutions.
The licences of two non-bank financial institutions were suspended. One of
them has turned active, after the ending of the suspension period.

The approval of the managers of savings and loan associations, as a requirement
of the law “On savings and loan associations and their Unions” and of the
Regulation “On licensing and activity of savings and loan associations and
their Unions” was a new development in 2017. Approval was granted for
5 chairs of steering councils of the savings and loan associafions, 6 heads
of audit committees of the savings and loan association, and 5 managers of
savings and loan associations. Based on the legal and regulatory framework,
in 2017, the reorganisation of savings and loan associations was finalised.
The licence was revoked for one savings and loan association. As af the end
of 2017, there were 13 savings and loan associations and 1 union of savings
and loan associations

The licencing of foreign exchange bureaus continued in 2017: 39 new foreign
exchange bureaus were licensed; 41 licenced institutions that exercised foreign
exchange activity refured their licenses to the Bank of Albania for fermination
of activities. At the end of 2017, 426 foreign exchange bureaus conducted
their activity in the foreign exchange market.

Table 5. Number of financial institutions licensed by the Bank of Albania (end
of period)

L 12012] 2013] 20141 2015] 2016] 2017/

Banks and branches of foreign banks

Non-bank financial insfitutions 21 21 22 27 28 31
Foreign exchange bureaus 322 333 356 397 428 426
Unions of Savings and Loan Associations 2 2 2 2 2 1
Savings and loan Associations 126 121 113 111 13 13

Source: Bank of Albania.
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2.5 RESOLUTION

In 2017, the Law No. 133/2016 “On the recovery and resolution of banks in
the Republic of Albania” entered into force. This Law designates the Bank of
Albania as the Resolution Authority for banks and branches of foreign banks
that conduct their activity in Albania.

Banking resolution is the process of restructuring a bank by the Bank of
Albania through the resolution tools, in the framework of safeguarding public
interests and financial stability. This resolution aims to minimize the impact of
a bank, which fails to fulfil its obligations or is facing financial distress, on real
economy, financial system and public funds in Albania. The Bank of Albania,
as the resolution authority, may employ some tools to implement the structured
resolution in a bank.

1. Sale of business implies either the partial or complefe sale of a bank’s
business to a private entity.

2. Asset separation aims fo transfer the assets, rights and liabilities of the
bank under resolution fo an assets management company, which is
wholly or partially owned by a public authority.

3. Bridge bank implies the partial or whole transfer of the business of a
bank under resolution, to a bank with public capital.

4. Bailin aims the loss absorption by the shareholders and creditors of
the bank, through the write down of shares and/or converting debt
instruments in capital.

In March 2017, the Bank of Albania established the Resolution Department,
as the responsible unit to accomplish the mandate of the Bank of Albania in
this field. During the first year, the Resolution Department was committed in
drafting the regulatory base of the legal obligations deriving from the Law
No 133/2016 "On the recovery and resolution of banks in the Republic of
Albania”.

In the capacity of the resolution authority, the Bank of Albania is responsible
for: compiling the bylaws for the operationalization of resolution; preparing
the resolution plans, which aim to set out the way to intervene structurally in
a bank; and the establishment of the resolution fund that will serve for the
implementation of resolution tools available o the Bank of Albania. In 2017,
the Bank of Albania has worked to fulfil the above-stated elements, as follows:

Bank of Albania
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DRAFTING THE BY-LAWS

In September 2017, the Bank of Albania adopted the Regulation “On the
organisation and functioning of the Resolution Department”, by seffing out the
main functions of the department to accomplish the new function. The Regulation
"On the Resolution Fund and the procedures for its management” was adopted
in October 2017 This Regulation lays down the establishment of this fund and
the set of procedures on the contributions and full management of this fund.

RESOLUTION FUND

The “Resolution fund” was established for the implementation of the resolution
tools by the Bank of Albania. The farget funding level, 0.5% of total liabilities,
calculated as the difference between assets and capital of all banks licensed
in the Republic of Albania, to be reached by 2027 Banks pay regular annual
contributions, for the achievement of the target level of the fund, within the ferm
set out in the Law.

During 2017, the Bank of Albania compiled the methodology on the calculation
of these confributions and the payment procedure for each bank. The first
confribution info the “Resolution fund” was made in January 2018. In fofal,
the target level of the “Resolution fund” stands ot ALL 6.3 billion. To meet this
level, the banking secfor’s contribution in the first year was ALL 632 million,
which is paid proportionally to the share of each bank in the liabilities of the
banking sector. The Bank of Albania calculates and updates the target funding
level and the annual contribution the banking sector must pay, to adopt them
to the latest developments in the banking sector’s balance sheet. In addition to
annual contributions, the “Resolution fund” may benefit also from extraordinary
contributions of banks, loans, subventions, donations, etc.

e

yeam"‘ Bank of Albania

The Deposit Insurance  Agency manages  the Chart 32 "Resolution fund” and its buildup
“Resolution fund” in compliance with the policy on through annual contributions

the management of financial assets approved by the
Bank of Albania. This policy sets out the procedures,

criferia and limits of concentration and  maturity @
implemented by the Deposit Insurance Agency with @

the purpose fo guarantee the insurance of the fund's

financial assefs and to maintain a low risk profile 2027
and high liquidity. AI‘E?%" lk:]/l(lin
According to the provisions laid down in the Law @

No. 133/2016 "On the recovery and resolution of

banks in the Republic of Albania”, the Resolution Fund Co'g
may be used to: guarantee the assets or the liabilities All 632 million
of the bank under resolution, a bridge bank or an

asset management company; provide with liquidity
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the bank under resolution, the bridge bank or the asset management company;
purchase assets of the bank under resolution; contribute to capital and ensure
other necessary funds to a bridge bank or an asset management company;
compensate the bank under resolution for the uncovered loss arising due fo the
exclusion of eligible liabilities of certain creditors arising from the application of
the bail-in tool; cover the costs for administration of the “Resolution Fund”, etc.

PLANNING THE RESOLUTION

The drafting of resolution plans is one of the core funcfions of the new mandate
of the Bank of Albania. The resolution plan is drafted for every bank and banking
group operating in the Republic of Albania. The purpose of the resolution plan
is to determine the critical functions for every bank; assess if a bank may be
subject of resolution or be subject to mandatory liquidation; and prepare the
steps to be followed if it is necessary fo intervene in a bank.

Throughout 2017, the Bank of Albania has worked to draft the regulation on
resolution plan, which lays down the resolution plan and the assessment of the
possibility for resolution. This regulation, in compliance with the obligations
seft ouf by low, aims to set out all the steps for the resolution planning and fo
identify the actions to be undertaken and the measures to be implemented in
the event a bank meets the conditions for resolution. Also, the resolution plan
identifies whether there are any more impediments fo the bank's resolution,
and, if so, drawing up the necessary actions to remove those impediments.

For the drafting of individual plans of banks, in 2018, the Bank of Albania shall
gather information on the governance and management of the bank’s main
activities, structure of liabilities, placed collaterals, off balancesheet items,
systems used by banks for payments, clearing and seftlements, information
systems, interconnections and financial dependencies, as well as contractual
agreements that may be affected by the resolution actions.
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2.6 CURRENCY ISSUE

The Bank of Albania has the exclusive right for the issue and circulation of
the national currency — the Albanian lek. The Bank of Albania determines
the forms, measures, weights, model, and other characteristics of Albanian
banknotes and coins of legal tender in Albania, as well as coins and banknotes
for numismatic purposes.

BANKNOTES IN CIRCULATION?

At the end of 2017, there were 134,319,471 banknotes in circulation,
worth around ALl 270.248 billion. Compared with 2016, the number of
banknotes in circulation increased by around 3.1 million banknotes, whereas
their value increased by 5.75%. The change in these indicators is attributable
fo the continuing change in structure in favour of 5000 Lleké and 2000 Leké
banknotes. The average value of a banknote in circulation at the end of 2017
was AlLL 2012, from ALL 1941 at the end of 2016.

Chart 33. Structure of banknotes in circulation

Structure at 31.12.2017 (pcs) Structure at 31.12.2016 (pcs)

5000 lek 5000 lek

24% 23% 200 lek
/_ 9%
200 lek
8y
500 lek
2000 lek 15%

22
4\500 lek
2000 lek L
24%
1000 lek

1000 lek 31%
30%

Source: Bank of Albania

COINS IN CIRCULATION

At the end of 2017, there were 184,060,761 coins in circulation, worth ALL
4.437 billion. Compared with 2017, the number of coins increased by 7.9%

7|t is the number and value of banknotes put in circulation by the Bank of Albania.
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and their value increased by 8.2%. At the end of 2017, the overall coin to
banknotes rafio was almost unchanged from the previous year.

Chart 34. Structure of coins in circulation

Structure at 31.12.2017 (pcs) Structure at 31.12.2016 (pcs)

51k 1 lek

17% 7%

100 lek

9%
10 ek 50 lek
© 13%

28%
20 lek
24%

Source: Bank of Albania

5 lek
17%

10 lek
28%

INDICATORS OF CURRENCY IN CIRCULATION

At the end of 2017, the ratio of currency in circulation to the M2 aggregate
was 38%28, from 35% at the end of 2016. The circulation coefficient of the
currency?” in the Bank of Albania was 0.432 in 2017, from 0.412 in 2016.

RECIRCULATION AND QUALITY OF BANKNOTES IN CIRCULATION

In 2017, around 109 million banknotes were processed, which were checked
for authenticity and fitness for recirculation. From the process, around 23.4
million banknotes resulted unfit for use, and were withdrawn from circulation.
The sorfing rate®® was 21.48%, from 22.16% in 2016. Unfit banknotes
were replaced, on a case by case basis, with new banknotes. The banknote
circulation coefficient ®! for 2017 was 0.85, implying that a banknote is
refurned fo the cash desks of the Bank of Albania, on average less than once a
year. This rate is higher for 500 leké and 1000 leké banknotes (around 1.6
and 1.2, respectively) and lower for 5000 leké and 2000 leké banknotes
(around 0.24 and 0.72, respectively), which shows that the latter are returned
more rarely fo the cash desks of the Bank of Albania.

28 Nofe: it is the valve for aggregate M2 based on preliminary official data for 2017
29" Ratio of the number of banknotes and coins returned fo the Bank of Albania cash desks to the
average annual number of banknotes and coins in circulation.
30 Ratio of unfit banknotes and coins fo the fotal number of banknotes and coins sorted in a year
I Ratio of the number of banknotes returned to the Bank of Albania cash desks fo the average
annual number of banknotes in circulation.
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ANALYSING THE STRUCTURE AND THEMES OF CURRENCY IN
CIRCULATION

Bank of Albania objectives for banknotes and coins relate to improving the
quality of banknotes in circulation, higher engagement with regard fo profection
against counterfeiting, and reviewing themes, design and security features in
legal tender series of Albanian banknotes.

In 2017, the review of the banknotes series was approved, regarding the
qualitative improvement of their design, by mainfaining the existing theme, and
the notable improvement of security features.

Also, in 2017, the theme on the new banknote of 10000 Leké was determined.
The obverse will feature the portrait of Asdreni, and the reverse the “National
flag” and some verses from the national anthem.

PROTECTING BANKNOTES AND COINS AGAINST COUNTERFEITING

In view of safeguarding the integrity of the natfional currency, the Bank of
Albania confinued to work for increasing and upholding the quality of currency
in circulation. Thus, the new national series is being prepared and approved for
print. In this series, the security level of the existing security features is increased,
and new security features are added, to strengthen the resilience of banknotes
against counterfeiting.

Addition attenfion is paid fo preventing actions, accompanied with the
prudential monitoring of all cases of counterfeit banknotes and coins discovered
in circulation, and the increase of capacities to prevent and profect currency
from counterfeit, through training and preventive activities in the field of currency
profection.

The quantity of counterfeit banknotes and coins
discovered in circulation trended slightly up in 2017,
compared with 2016. Overall, compared with
the number of banknotes and coins in circulation,

they remain insignificant. The number of counterfeit 1000

1200

banknotes per 1 million banknotes in circulation was 800
5.7 banknotes, in 2017. Compared with the euro

. L . 600
currency, this ratio is considerably lower.

400 658
By structure, the 1000 Leké denomination has the 200 -
major share in the total counterfeit banknotes and B TR
coins, followed by the 500 leké and 2000 leké A
denominations. In terms of counterfeit coins, the 50
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Chart 35. Counterfeit banknotes, over
the years (pcs)
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In terms of techniques, the counterfeit national banknotes are reproduced by
the digital colour printing fechnique, combined with the application of additive
methods for the imitation of the security features.
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2.7 PAYMENT SYSTEMS

The safe and effective operation of the payment systems, as the basis of the
financial markets, is a crucial precondition for the implementation of the
monetary policy, the financial stability and the overall economic growth. To
achieve the objectives in the field of the payment systems, in 2017, the Bank
of Albania has intensified the efforts to: promote their stability; and guarantee
the safe and quick money circulation, and at low cost. In this regard, the Bank
of Albania has taken measures to regulate and oversee the payment systems
and their respective components, as well as take a more proactive role in
encouraging initiatives by market actors.

PAYMENT SYSTEM OVERSIGHT

In the framework of further consolidation of payment systems oversight, in 2017,
the Bank of Albania has implemented the infernational oversight standards on
payment systems, which guarantee the safety of these systems. Also, it promotes
their efficiency by supporting their extensive use by the financial markets and the
economic agents, thus encouraging the formalisation of the Albanian economy
and financial infermediation.

In more concrete terms, in 201/, the Bank of Albania has worked for the
implementation of the Bank for Infernational Setilements Principles For Financial
Market Infrastructures®® and the Regulation of the European Central Bank
(EU) No. 795/2014 "On oversight requirements for systemically important
payment systems®®” with the support of the experts from the central bank of
ltaly and the World Bank. The assessment of payment systems based on these
principles, and the measures for their implementation, support the safety and
effectiveness of these systems in Albania, and promote the reliability of these
systems internationally, and establish the necessary preconditions for adherence
to the common European market.

In compliance with the midterm development objectives, the Bank of Albania
paid special attention also to the development and regulation of smallvalue
payment systems and the insfruments used in them. In 2017, the Bank of
Albania worked on the adoption of the legal and regulatory framework with
the Payment Services Directive. The establishment and implementation of this
legal and regulatory framework will contribute to promoting competition in the

2 hitps://www.bis.org,/cpmi/publ/d101a.pdf
33 https://www.ecb.europa.eu/ecb/legal/pdf/oj_jol_2014_217_r_0006_en_ixt.pdf
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payment systems’ market, boosting fransparency for the provided services and
consolidating consumer protection. Also, the aligning of the practices on the
regulation of payments services market with the European ones is a crucial
step regarding the infegration and implementation of recommendations in the
framework of the free capital movement and the adherence to the Single Euro
Payments Area [SEPA). Finally, the establishment of the above-stated regulafory
and legal base will promote the development of innovative services, always
being developed under safe and effective terms.

In addition to the fulfilment of the above mediumterm objectives, in 2017,
the Bank of Albania has consulted continuously the banking system and the
Albanian Association of Banks with the aim to promote the development of the
payment instruments and market through discussions on the latest developments
and the needs for regulatory amendments, which enhance the effectiveness of
these systems and instruments.

THE BANK OF ALBANIA AS A REFORMER IN THE FIELD OF PAYMENT
SYSTEMS

The Bank of Albania, as reformer and catalyst, provides a crucial contribution
fo the deve|opment of the financial and payment markets fo enhance the
efficiency and credibility of these markets and of the relevant infrastructure.
To accomplish this goal, the Bank of Albania uses its expertise in the field
of payment systfems and shares it with the market actors through regular
consultations and coordinated meetings with representatives of the private and
public sectors. In this regard, the Bank of Albania has continued o work for
consolidating the inferinstitutional collaboration through the National Payment

Systems Committee ([NPSC).

Through the Committee, the Bank of Albania has intensified the research
activity at interinstitutional level aiming at increasing transparency and public
awareness, as an important tool for promoting market development. In more
concrete ferms, in its meeting, the NPSC initiated a set of projects to research
on priority issues in the relevant market, in collaboration with national and
international institutions.

Also, in 201/, the Bank of Albania, in collaboration with the World Bank and
the Minister of Stafe for Diaspora, engaged in the field of remittances. In this
framework, special attenfion is paid fo the assessment of remittances market,
and the efforts fo increase the effectiveness of this imporfant resource to the
economy of Albania.

Fino”y, in this period, specio| attention is given to the inferaction with various
actors of the market and the parties that are inferested to be involved in the
Albanian market of payment systems and services.
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NATIONAL PAYMENT SYSTEM COMMITTEE (NPSC)

To promote the development of payment systems and instruments, the NPSC
continued the efforts for the materialisation of the targeted objectives throughout
2017 In the meeting held in May 2017 a set of projects were initiated. These
projects will contribute in establishing the necessary preconditions to promote
the reformation of smallvalue payments market, and thus the use of electronic
payment instruments.

In concrete terms, the NPSC member institutions were committed fo:

- Promoting financial inclusion from the payments point of view. In this
framework, the members were committed to the implementation of the
recommendations, which aim fo address the spaces identified in the
report compiled by the World Bank in collaboration with the Bank of
Albania for the financial inclusion from the payments point of view.
The above Report analyses the market and addresses recommendations
based on seven core principles: a) improvement of the applicable legal
and regulatory framework; b) development and improvement of financial
services infrastructure; c| expansion of payment account holding and of
the use of their services; d) expansion of access points of these services;
e increase of financial literacy; 1) increase of the volume of fransactions
processed in the payment systems; and g) the need for inter-institutional
engagement from both private and public sectors, that is very important
for the implementation of the recommendations.

- Formulating a draftstrategy and implementing it for the reformation
of smallvalue payments market with the support of the World Bank
experts. It will serve as mediumerm development strategy for the NPSC
fo promote the development in these systems, through an action-plan
for the market actors. The above strategy includes also the monitoring
instruments for ifs implementation and determines the quantitative
objectives. Currently the drafting of the strategy is finalised and will be
approved in the next meeting of the NPSC.

- Finalising the study on the costs of payment instruments in Albania. The
central banks in advanced countries have considered conducting such
a sfudy as very efficient, in the framework of the fight against the use
of cash in economy, and in identifying the possibiliies to reduce costs
over the use of payment instruments in the economy. The above-stated
study is finalised jointly by the Bank of Albania and the World Bank
and will be made public in the early months of 2018.

- Analysing the remittances market in Albania and the implementation of
the World Bank Greenback project, in Berat. This project consists in
increasing financial inclusion and financial education of emigrants and
their families, who receive these funds, and the establishment of rather
effective channels in terms of costs for the delivery of these funds.

- Compiling the draftlaw on Payment Services. Also, the Bank of Albania
considers the payment services and the related insfruments as a crucial
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component of payment systems. In this regard, the Bank of Albania
has worked for the implementation of the EU Directive 2015/2366
‘On payment services in the internal market”. The implementation of
this directive in practice is assessed to considerably contribute to the
improvement of safety and efficiency of payment services through the
promotion of competfitiveness, increase of fransparency and the clear
definition of rights and obligations to both payment service providers and
users. Also, the directive provides the conditions for properly addressing
the risks arising from the implementation of technology novelties (Fin-
Tech) in the payment services. Currently, the Bank of Albania is finalising
this draftlaw. Nevertheless, by considering the broad effect of this draft-
law, consultation with the market actors assumes special importance.

- Finally , the regulatory framework for the organisation and functioning of
the NPSC is reviewed, in the light of expanding the participation in the
NPSC with representatives from payment and fransfer services, electronic
money institutions and operators of setlement and clearing systems. This
review has taken into account the World Bank recommendations for the
implementation of the best international practices.

PERFORMANCE OF AIPS AND AECH SYSTEMS
Albanian Interbank Payment System for large-value payments (AIPS)

In compliance with the objectives of the Bank of Albania, AIPS, the core structure
for the seftlement of financial markets, reflected safety and efficiency in 2017,
preventing incidents and deviations from operating rules. In AIPS, 125,641
fransactions were processed, and the fofal value of the liquidity circulated in the
system was AlL 8,472 billion. Compared with the previous year, the volume
and value of processed transactions increased by 3% and 10%, respectively.
Also, the value of transactions processed in AIPS as a ratio to GDP trended

Chart 36 AIPS transactions by number and value (left), value of
transactions in AIPS to GDP (in %)

140,000 Q000 600%

8000 Measures by BoA
120,000 500%

7000
100,000

6000 400%

80,000 5000
300%
60,000 4000
3000 200%
40,000
2000
100%
20,000 I 1000
- 0
NN N NN NN
o O O O O o O O
568656
O O N
|

0%

Number of transactions (left) — Value of transactions

Value - ALL bln [right) in AIPS to GDP

Source: Bank of Albania

Bank of Albania



Annual Report, 2017

..................................................................................................................... - LT
years Bank of Albania

upward, showing an increasing use of the system and the importance of this

system fo the Albanian economy.

"Payments for clients” have the highest share in using AIPS in terms of volume®*”
(53.46% payments generated from individuals, enferprises and public
institutions) showing the importance of the systfem in the economic acfivity
intermediation. On the other hand, in terms of value, “Seftlements in AFISAR”
have the main share (40.35%) for the seftlement of securities transactions, thus
showing the importance of the system for the sefflement of financial markets and
the implementation of the monetary policy.

A wellunctioning AIPS contributes to the development financial markets, by
accommodating the setlement needs of auxiliary structures based on the
regulafory spaces for the functioning of the systfem. In addition, private and
public inifiatives may employ these spaces to guarantee a rather safe seftlement

in the books of the Bank of Albania.

Regarding the addressing of risks, the growth of AIPS activity is not accompanied
with needs for liquidity support by the Bank of Albania. In more concrete ferms,
the Infraday Loan Facility (ILF) has decreased in terms of both number and value
(by 22% and 26%, respectively), also reflecting a decrease of the average value
per fransaction. The above-stated development reflects a fall of the exposure of
the system to liquidity risk as shown in the Chart 37, where the ILF ratfio to the
value added in AIPS (ALL billion) fell considerably in 2017.

The downward trend of the need to finance the AIPS

activity with ILF, beyond the liquidity conditions in the Chart 37 Infraday Loan Facility (ILF] to fofal
AIPS in ALL billion

market, dictates a new way for using this instrument
and the collateral management to guarantee it

15.00% 9000
through the AFISAR system. 13002 8000
11.00% 7000
ALBANIAN ELECTRONIC CLEARING HOUSE 9.00% 6000
FOR SMALL-VALUE PAYMENTS (AECH) 7.00% o
5.00% 3000
In 2017, the volume of cleared payments in AECH 3.00% 2000
was 553,433 transactions, with an average value 1.00% 1000
per transaction around ALl 180,000. Compared 1.00% 5000 2010 7011 2012 2013 2014 2015 2016 2017 ©
with the previous year, the activity of the AECH == IIF value ALl bin
system increased in both volume and value of cleared == AIPS value, Al bln

payments, by 9% and 8.5%, respectively. — Rl ARS

Source: Bank of Albania
The allocation of payments by participants shows
that the use of AECH by banks, for the payments of their customers, contfinued

fo increase. In more concrefe terms, regarding the banking activity, both

34 The encouragement of the economic stakeholders to use AIPS affer the measures taken by the
Bank of Albania in 2011 regarding the commissions applied on the final user.
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Chart 38 Number of AECH transactions in years; rafio of
fransactions processed in AECH to population over 15 years old*
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* It implies that 23.5 % of population above 15 years old carries out an inferbank transaction in a year
via AECH. This figure becomes more meaningful if considering the fact that in Albania around 40% of
population (Findex assessment 2014, World Bank) has a bank account to carry out inferbank
payments.

Source: Bank of Albania

the number and value of transactions increased by 16.12% and 13.85%,
respectively, compared with 2016, reaching a level of using this system for
this purpose at ©0% against the total activity (40% transactions for the Ministry
of Finance). The upward trend in the number of tfransactions from banks shows
the familiarity of the public with payment instruments and their use at inferbank
level, as well as the transmission of the measures taken by the Bank of Albania
in 2011 regarding the commissions applied by banks on the final users.

The Bank of Albania, by assessing the confribution of AECH system to
encouraging the use of payment instruments, has continved the efforts to
promote the expansion of the instruments cleared in the system and the actors
who clear payments through this system. The approval and in following the
implementation of the Draftlaw “On Payment services” is assessed to have
provided a considerable support in this regard.

Also, in terms of risks, the distribution of transactions cleared in AECH system
by sessions shows a higher concenfration in the first clearing session. This
development avoids the overload in the payment flows in the last clearing
session by minimising the risks from these overloads.

PAYMENT INSTRUMENTS

The promotion of the use of payment instruments for transactions among
economic acfors, and mainly in electronic form, which appear more efficient,
is rather important to the Albanian economy, when considering the fact that
the use of cash in the economy has a cost of around 1.7 % of GDP** for the
Albanian economy. In this framework, market developments are continuously
monifored by the Bank of Albania, with the aim to promote the development

35 The assessment is concluded in the research of the Bank of Albania in collaboration with the

World Bank.
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through both the regulatory framework and the infrastructure in compliance with
the medium-ferm obijective to ensure a safe and fast circulation of the currency
in the economy at minimum costs.

Banks' reporting on payment instruments show that around 13.3 million payment
fransactions by households and enterprises were made in 2017, totalling ALL
4,665 billion. This development shows an increase in the value and number
of payment fransactions through the payment instruments, 11.18% and 3.41%,
respectively, compared with 2016.

From the total number of clients’ payments, during this period, a high use of
credit transfer is employed (at 61.33%), of which 72.2% are payments in
paper form. However, in the last years, we have noted an upward frend in the
use of electronic payments, such as non-paper credit fransfers (home banking)
and card payments.

Chart 39 Volume of payment instruments in years-number (leff] and
use of payment instruments by households and enterprises during
2017 [right)
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HOME BANKING

"Home banking®" services have been increasingly used in the Albanian
market. The promotion to use this instrument in the Albanian market, as one of
the highest efficient instruments in terms of effective productivity and the costs
borne from the use, based on the studies of the Bank of Albania on the payment
instruments costs, is quite important.

At the end of 2017, of the 16 banks of the system, 14 were offering different
home banking products. The establishment of adequate conditions by the supply
side (banks) is reflected in an upward trend in the use of these services. In
more concrete ferms, in 2017, we observed that the volume of home banking

3 These products provide remote access fo the bank account, via online, telephone or soffware
that the bank makes available fo its clients.
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payments increased significantly a by 26.32% of
and of the value of the transactions by 60.11%,
compared with the previous year.

Chart 40 Trend of remotely accessible accounts
against total accounts and trend of remotely
accessible accounts utilisation ratio
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*The ufilisation ratio shows how much on average an account is . ,
used onine fo carry out transactions. Nevertheless, the expansion of the accounts’ number

Source: Bank of Albania s ot followed by an increase in the fransactions

per account. This development shows the need

of customers fo become familiar with the service, implying the spaces for

infervention in the framework of public financial education and the awareness-
raising campaigns in this regard.

BANK CARDS

As at the end of 2017, fourteen banks were licenced as card issuers in the
Republic of Albania, of which nine were also licenced as card accepters.

In terms of infrastructure provided by banks licenced as card issuers and those
licensed as card accepters, af the end of 2017, the number of POS terminals
increased by 2.57%, while the number of ATMs decreased by 6.63% compared
with 2016. Notwithstanding the positive upward trend in the number of POS
ferminals, their concentration confinues to be high in the region of Tirana,®”
85.95%. Also, the number of POS terminals per 1.000.000 citizens was
2,541, the lowest level compared with the regional countries, followed by
Kosovo, 5,982 POS terminals per 1.000.000 citizens.

Terminals for the use of electronic money cards recorded very positive
developments. They showed an upward pace at 104.56% compared with
the end of 2016. Nevertheless, it should be highlighted that the above-stated
growth reflects also the statistical effect of the low comparative base. The
encouragement o use of the electronic money instruments is assessed to have
affected the financial inclusion of the population, by providing access to bank
services (opening an electronic money account and owning a pre-paid card)
by categories of population who may not access other services, for example
they do not take a wage.

37" Regions are divided according to the branches of the Bank of Albania.
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Chart 41 Developments in ATM and POS terminals left); developments
in debit and credit cards (right)
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In 2017, the issue of debit and credit cards increased by 4.9% and 12.1%,
respectively. Also, the functioning in the market of eemoney cards showed a fast
increasing pace.

The use of bank cards in ATM and POS terminals shows that cash withdrawals
from ATM terminals have the main share in fransactions with cards, an indicator
of a largely cash-based economy. In 2017, the number and value of card
payments in physical and virtual POSs decreased by 7.8 % and 24.9%,
respectively. In relative terms, payments carried out with prepaid cards reached
up to 8.37% of the payments with debit and credit cards, up 18.47% from the
previous year.

The low use of cards as a payment instrument shows the familiarity level of the
public, the low level of financial education, and the limited infrastructure of
POS terminals offered from enterprises.

Cash transactions

Regarding cash transactions conducted by customers at banks’ cash desks, in
2017, their number decreased compared with the previous year. This year has
registered a slight decrease of cash desk transactions by 5.48% in terms of
number and a slight increase by 0.82% in terms of value, compared with the
previous year.
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Year 2017

Annual change

Transactions at cash desks 11,388,857 2,572,650 10,765,198 2,593,771 -5,48% 0,82%

1. Deposits at cash desks 7,645,500 1,577,539 7,175011 1,608,616 -0,15% 1,97%

2. Withdrawals at cash desks 3,743,357 995111 3,590,187 985,155 -4,09% -1,00%
Source: Reports submitted by banks according fo the “Methodology for reporting payment
instruments”.

Notwithstanding the decrease in using cash, from the perspective of withdrawals
and deposits at banks' cash desks, the use of cash in the Albanian economy in
2017 is dominant®® and has high costs for the various acfors and the overall
economy. Hence, the coordination of efforts at market level to promote the use
of efficient instruments at lower costs is of special importance and one of the
priorities of the Bank of Albania.

3 A joint study of the Bank of Albania and the World Bank shows that 99.2% of all payments
are accepted in cash by the inferviewed enterprises, while they have carried out 66% of
payments also in cash. Also, Albanian consumers show a high use of cash (96% of the
conducted payments are in cash, meanwhile the payments taken from third parties, 90% are
in cash).
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2.8 FOREIGN EXCHANGE RESERVE MANAGEMENT

The Bank of Albania is the national authority responsible for maintaining and
managing the foreign exchange reserve of the Republic of Albania. It uses its
best opportunities to achieve and maintain a certain level of foreign exchange
reserve, which supports Albania’s financial stability, and is in accordance
with the monetary policy.

The new Regulation “On the policy and management of the foreign exchange
reserve”, approved by the Supervisory Council in February 2017, lays down
the purposes of maintaining the foreign exchange reserve. In compliance with
the infernational practices, the purposes for maintaining the foreign exchange
reserve, in addition to the implementation and support fo the monetary policy,
include safeguarding financial stability. The objectives
of the foreign exchange reserve management are
subject to the approval by the Supervisory Council.
The primary objectives of this process are liquidity

Chart 42 FX reserve performance at the
Bank of Albania (in EUR million)
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that are generally rated at least AA- (for euro area
governments, the accepted minimum rate is BBB-9).
The names of entities allowed for investment also
include multilateral institutions or other institutions
rated at least AA-.

At the end of December 2017, the stock of foreign exchange
reserve was EUR 2,994.28 million, including the monetary gold,

amounting EUR 54.88 million, 1.8% of tofal.
Source: Bank of Albania

COMPOSITION OF FOREIGN RESERVE PORTFOLIO BY CURRENCY

At the end of December 2017, the composition of the foreign reserve by

CUrrency WQaSs:
Usd Eur
22.0% 63.4%

Gbp Jp

2.6% 2.2% 1.5%

39

Aud Sdr
5.7%

Gold
1.8%

Rmb
08%

Entities/ instruments rated up to BBB-are included in 'Investment" category (investment grade).

Bank of Albania



Chart 43.

100%

2013 2014
sUSD mEUR

Annual Report, 2017

Shore Ol( reserve currencies

7% 9%
6% 6%

2015 2016
SDR Other

Source: Bank of Albania

Chart 44. Reserve by instrument maturity
(2017)
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The exposure in AUD (Australian dollar) and RMB
(Chinese renminbi) shows the decision of the
Supervisory Council to invest part of the reserve
according to the SDR basket, but the share of the
RMB, as part of the SDR basket, is distributed onto
two currencies, the Chinese currency (RMB) and
Australian dollar (AUD), according to a ratio that
is subject to the Investment Committee's revision/
approval.

RESERVE PORTFOLIO BY MATURITY TERM

At the end of 2017, the foreign exchange reserve
managed by the Monetary Operations Department
is invested into liquid assets, mainly with maturities
of O-3 vyears. The share of time debt instruments
with maturity over 5 years does not exceed 1.7% of
the reserve portfolio. The portfolio managed by the
external manager (World Bank), is invested against
a benchmark portfolio of 0-3 years, mainly in debt
instruments issued by the government.

RESERVE PORTFOLIO BY RATING AND TYPE OF
ISSUER

More than Q0% of the foreign reserves portfolio is
invested in insfitutions of high quality ratings (classes
AAA and AA). The reserve is mostly invested in debt
instruments issued by governments / central banks
(79%), followed by multiparty insfitutions (8%), banks

Chart 45. Ratfing of investment instruments and type of issuer
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/ other financial insfitutions (6%), agencies (5%), government-guaranteed
institutions {1%) and government authorities /public bodies (1%).

RETURN ON THE INVESTMENT OF RESERVE PORTFOLIO

The absolute return of reserve in fofal (excluding the part of the reserve in gold,
and the fund managed by the World Bank as external administrator), was

around -0.029% in 2017, compared with 0.24%
in the previous year. The fall in return reflects the
challenging international environment, where the
interest rates on debt issues in EUR, the main currency
of the foreign reserve, are at negative levels, due fo
the monetary policy implemented by the European
Central Bank (ECB deposit rate continues to be
-0.40%). In 2017, the inferest rates on treasury issues
in euro area continued fo be at a negative territory.
Hence, the investment possibilities with a positive
refurn rate, but by maintaining the accepted credit
risk, for the part of portfolio in euro reduced further
compared with the previous year. As at end 2017,
around 93% of investments in securities in the euro
dominated portfolio have a negative interest rate that
varies from 0.3 basis point to -85 basis point.
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Chart 46 Return of foreign reserve in years
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BOX 9 IMPACT OF EXTERNAL ENVIRONMENT IN THE INVESTMENT OF

FOREIGN EXCHANGE RESERVE

Year 2017 was characterised by an improvement
in the global sentiment on real economic growth
almost across all economies, in whose currencies the
international reserve portfolio is held. The economic
growth in USA and in Europe was particularly
sound, driving the respective central banks to react
by increasing the interest rates (Federal Reserve), or
reducing the monetary stimulus (European Central
Bank). Globally, the treasury yield curve, particularly
the US yield curve flattened as at end 2017 (or
maintained their historic average levels without sloping
as in the euro area), by expressing the increase in
interest rates as a result of optimism, mainly in the part
below three years of the curve.

The absolute return on foreign reserve at low levels
reflects the continuation of an environment with still low
interest rates, in the main currencies/ markets where
the foreign reserve portfolio is invested.

Chart 47 Two-year rafe on government issues,
with considerable share in the reserve porifolio
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The contribution to the return on investments from the euro, which shares higher
than 60% of reserve portfolio, was negative by reflecting the negative interest
rates in the euro area.

Table 7 The interest rates on government’s issues in euro area at the end
of 2017 (in %).

Maturimi 1 muaj 3 muaj

Gijermani -
Hollandé -
Finlandé -
Austri -
Belgike - 0.04
Francé - 0.11
Irlandé - 0.04
Slloveni -
Seamie - 003 034 058
tali I 002 030 071

Burimi: Bloomberg.

Chart 48 Return of portfolios in treasury
issues rated AAA - AA the average duration
around 1.7 vyears.

Meanwhile, the contribution to the return from the US
dollar and other currencies of the reserve was positive,
due to the higher base of the average interest rates in
USD and EUR markes these currencies over 2017.

1

08 The return generated from the active management of the
06 reserve portfolio over 2017 was positive. By currency,
o4 the euro had the highest share of the contribution to
0o I I I this return. The same situation was reflected on the
T, . H I B l B 7 non-euro currencies, where the relative return was high,
o, O ool 202 but at a lower contribution to the total, due to their low
o share in the reserve.
:z': Chart 48 shows the performance of markets in the two

main currencies in which the foreign reserve is invested,
i m USD market  mEUR market EUR and USD.

Source: Indices published by Bof AML.

OTHER DEVELOPMENTS RELATED TO THE FOREIGN RESERVE
MANAGEMENT FUNCTION

Cooperation with the World Bank in the framework of Reserves Advisory
Management Program (RAMP) continued in 2017. The World Bank continued
fo provide specialised training and educational programs, such as CFA
(Chartered Financial Analysf), PRM (Professional Risk Manager] and ACCA

(Association of Chartered Certified Accountants). These qualifications aimed
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at the further consolidation and increase of expertise level of the employees
engaged in the process of foreign reserve management, the staff that supports
or monitors the performance of this process and of the Bank's staff in general.
In 2017, the training of Investment Committee members began, fo obtfain more
experience regarding the responsibility and tasks realised by this decision-
making structure in the context of the foreign reserve management.

The regulatory framework for the development of foreign reserve management
was amended in December 2017 regarding the investment policy of foreign
reserve with the purpose the regulation of the investment info a new instrument
class - the covered bonds. This instrument represents a standard investment
alternative to the central banks. In the approving process of this instrument,
special attention was paid on the accepted credit risk level. The legal risk
management was important during the investment in this instrument class; hence,
the Bank of Albania was driven and assisted by the Bundesbank in this regard.
The continued communication between our institutions will provide updated
information, and the Bank of Albania will base it work on this information
fo establish a rather complete monitoring framework during the realisation of
investments in the covered bonds.

In September 2017, the Supervisory Council adopted the amended Regulation
“On the functions of the management siructures in the decision-making process
on the foreign currency reserve management”. In the framework of the complete
revision of this Regulation, its new confent reflects: the competencies of the
Governor in the framework of fulfilling the functfion of foreign reserve management;
the supplementing of the competencies of each decision-making unit engaged
in fulfilling the foreign currency reserve management function, including the
competencies of the Head of the Monetary Operations Department.

BOX 10: FLOWS AFFECTING FOREIGN EXCHANGE RESERVE IN 2017

Gross foreign exchange reserve, estimated and reported in euro, grew around
EUR 50.15 million, in 2017, standing at EUR 2,994.28 million, as at end-
December. Year 2017 is characterised by a high fluctuation of excess reserves
of commercial banks at the Bank of Albania. There was a significant increase in
the stock of gross reserves, during the end of December, as a result of shifting of
liquidity in currency of commercial banks by non-residents in the form of excess
reserves at the Bank of Albania.

A. Transactions with the Ministry of Finance provided a positive impact, estimated
at EUR 48.47 million, according to the following items:

o Net inflows from extension of various loans, at EUR 346.83 million;
o International Monetary Fund (IMF), at EUR 73.60 million;
o International Bank for Reconstruction and Development (IBRD) etc., at

EUR 273.23 million;
. Inflows from the issue of foreign currency debt, at EUR 79.06 million;

Bank of Albania
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. Transfers (including debt service), at EUR 377.42 million.

B. Commercial banks and other entities’ transactions provided a positive impact,

at EUR 28.72 million, according to the following items:

. Commercial banks’ deposits at the Bank of Albania to comply with the
required reserve and transactions related to their capital, etc., at EUR
1,459.29 million;

Transfers, at EUR 1,430.67 million;
Net inflows for the account of other entities (DIA, efc.), at EUR 0.10
million.

C. Bank of Albania’s transactions provided a positive impact, estimated at EUR

106.33 million, according to the following items:

. Purchasing foreign currency from Ministry of Finance and Economy and

other institutions, at EUR 72.89 million:

From commercial banks, at EUR 71.19 million;

From other institutions, at EUR 0.92 million

From the Ministry of Finance and Economy, at EUR 0.78 million;

Receipts from interests, coupons, efc. (calculated on cash basis) generated

from foreign-exchange reserve investments, estimated around EUR 38.88

million.

. Settlement of the Bank of Albania’s dues to the IMF is estimated at EUR
2.49 million,

. Transfers, around EUR 2.95 million;

e O OO

D. Market factors provided a negative impact, estimated at EUR 133.38 million,

according to the following items:

. Foreign-exchange rate volatility of currencies composing the foreign-
exchange reserve contributed positively to the gross reserve reported in
EUR, registering an effect of about EUR 98.58 million.

. The portfolio revaluation effect, as a result of interest rate volatility, is
estimated at a negative value of EUR 34.80 million13.

Bank of Albania
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2.9 STATISTICS

Pursuant to the provisions of the Law “On the Bank of Albania”, the Official
Statistics Program and the Law on Official Statistics, the statistics of the Bank
of Albania aim at compiling impartial, objective and reliable statistics in
compliance with the legal objectives of the Bank of Albania as the central
bank of the Republic of Albania and a statistical agency within the National
Statistical System.

The Bank of Albania uses and compiles statistics relating to financial markets,
financial institutions, financial infrastructure and balance of payments. In this
confext, the development of monetary and financial stafistics and the external
sector of the economy is a fundamental responsibility of the Bank of Albania
and contributes fo the decision-making on the monetfary policy and financial
sTobi|iTy. At the same time, the Bank of Albania carries out statistical functions
serving the public as a national statistical agency, an important source of
statistics to the Albanian and foreign public.

The Bank of Albania also complies with the reporting obligations to international
institutions, the IMF, World Bank, Eurostat and the ECB, within the framework
of the European integration process of Albania. The Bank of Albania is a
member of the General Data Dissemination System (e<GDDS) and other systems
ran by the IMF.

In view of the sfrategic vision, the Bank of Albania has intensified its work on
(i) methodological approximation of statistics with international standards and
their alignment the acquis communautaire, (i) expanding and detailing public
statistical products, bearing in mind the reporting burden, as well as a faster
and easier access of external users to the data and |iii) increasing the quality
and integrity of the Bank of Albania statistics.

APPROXIMATION OF METHODOLOGIES WITH INTERNATIONAL
STANDARDS

The Bank of Albania intensified its work for aligning the methodology of
stafistics with the international standards and their harmonization with the
acquis communautaire. Concrete efforts are undertaken fo collect and create
new indicators, and to improve the data processing system.

In the field of monetary and financial statistics, in the framework of alignment
with international drafting/compilation standards (ECB, IMF), and in line with
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the recommendations of the ECB’s experts report, progress has been made in
the following directions:

®  The Regulation "On Bank of Albania reporting on interest rafe statistics”,
which fully approximates the EU Regulation No. 1072/2013 of the
ECB, dated 24.9.2013 (ECB / 2013/33).

Stafistics on the interest rate are the basis for analysing the monetary transmission
mechanism. They also provide for monitoring sfructural developments in the
banking and financial system as well as the analysis of financial stability aspects,
such as the inferest rate spread of banks and changes in bak profitability.
This statistic further enhances our expertise on the analysis of the monetary
fransmission mechanism and will be offered to the users and the public by the
end of 2018, affer the completion of the series.

® The methodological approach and the compilation of financial
soundness indicators (FSI) have been realized, in line with the standard“°
and, at the same time, the first FSI publication on the Albanian page ot

the IMF (http://fsi.imf.org).

Since November 2017, this statistic  has been offered to
the users in a tfime series staring from December 2010.
FSls include aggregated information on financial institutions as well as respective
market indicators.

They are widely used in the definition of nafional standards on risk assessment,
are the source of information for the compi|oﬂon of financial sTobi|iTy indicators,
and represent major quantitative references for the reporting of national,
regional and global financial stability.

e The methodology is consolidated and, for the second consecutive year,
the sfafistical book of financial accounts - flow of funds for Albania
is fully drafted, in accordance with the most recent standard for the
compilation of financial accounts - European Accounting Sysfem, ESA

2010.

Financial accounts are an important source of information for monetary policy
and financial stability analyses. Regarding monetfary policy, it is important fo
understand the flow of funds and instruments, whereas for financial stability it is
important fo undersfand the degree of exposure among the sectors.

The drafting of this stafistical book has received positive assessment by the IMF
Technical Assistance Mission), which suggested the publication of this sfafistic.

In the medium term, we will work to extend the time series, a necessity and @

40 FS| Design Methodical Guide (IMF 2006).
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requirement deriving from the obligations under the calculation and reporting
of the MIP {[Macroeconomic Imbalances Procedure).

®  In December, for the first time, the Bank of Albania published statistics of
the financial account of the financial corporates since December 2012,
in annual and detailed pericdicity by sub-sectors. Also, on the official
page of the Bank of Albania, a list of institutional units classified under
the financial sector was published, according to ESA 2010.

The compilation of the list of insfitutional units classified in the financial sector
is an important aspect for the qualitative compilation of monetary stafistics and
financial accounts. The institution classification process is also discussed in the
infer-institutional working group (BoA, INSTAT and MFE| as well as with foreign
experts from EUROSTAT and the IMF.

The publication and updating of the list is an obligation of the Bank of Albania.

* In the framework of full coverage of monetary stafistics for the
financial sector, for the first time, the monetary conditions of other
financial corporations was compiled in accordance with international
standards.*?.

At the end of October, data were successfully fransmitted to the Bank of Albania
website at the IMF providing users with comprehensive information related
fo the financial sector’'s monetary and financial statistics. These stafistics are
provided on a quarterly basis and will be published af the Bank of Albania’s
official website in March 2018.

e  Work on the calculation of statistics under the EDP, in accordance
with methodological standards and best infernational practices, has
continued.

The Excessive Deficit Procedure represents an important statistical book for
moniforing public finances soundness in member and candidate countries in
terms of compliance with the two criteria of Maastricht. The IMF and SECO-
funded regional project (2016-2019) has been supporting the inter-institutional
EDP working group for more than a year and has given a positive contribution
to the reconciliation of government data compiled by three institutions. Inter-
Institutional Responsibilities for Drafting the Excessive Deficit Procedure Tables
have been agreed upon in the Memorandum of Understanding?®. The Ministry
of Finance and Economy is the main institution for the dafa source. INSTAT has
the obligation fo draft the methodology and data of nondinancial indicators;

41 For Albania, the completion of MIP is a project supported by the ECB and Eurostat and
coordinated by the Bank of Albania. The most numerous indicators in it are those that the
BoA drafts, and should be reported in a 10ear timeframe.

2 SNA 2008 / ESA 2010, MESMCG IMF 2016.

43 Signed between the Bank of Albania, INSTAT and the Minisiry of Finance (currently the Ministry
of Finance and Economy), dated 03.10.2016.
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meanwhile, the Bank of Albania has the obligation to draft the methodology
and data for the financial indicators.

e In February, the International Reserves and Foreign Currency Liquidity
Module was published for the first time.

The liquidity module has been designed by the IMF after the global financial
crisis, fogether with the FSI and external debt statistics, and represents an
important statistical product for the financial soundness of economies. This
statistic is momh|y reporfed to the IMF, and is offered to the pub|ic on a fime
series from January 2014,

® In accordance with the recommendations given by the IMF's Technical
Assistance Mission for external sector statistics, the following indicators
have been drafted and submitted fo the IMF:

- Full sef of "Coordinated Portfolio Investment Survey (CPIS)”, together
with the relevant methodology;

- International Investment Position by Currency;

- Coordinated Direct Investment Survey (CDIS), outword.

®  The International Transaction Reporting System (ITRS) was finalized.

ITRS enables the expansion of the information base for the compilation of
stafistics payments statements and the increase of the level of defailing. This
reporfing is necessary in order to meet the criteria (reporfing requirements for
the infegration) on the geographic breakdown, division by institutional sectors,
frequency of compilation for stafistics, and publication and dissemination of
stafistics.

Modern statistics cannot be perceived without the powerful support of the IT,
regarding their collection, compilation and dissemination.

Regarding the achievement of international standards related fo the reporting,
storage and data control infrastructure, during 2017, in the electronic regulator
reporting system (ERRS) are included: (i) non-bank financial reporting entities;
(i) Savings and loan associations; (ii) consolidated supervision package
for financial groups. Also, full reporting in the framework of payment system
oversight and those of the issue function at the Bank of Albania are included.

Also, during 2017, the Bank of Albania initiated the project “Automation of the
compilation and dissemination of external sector stafistics”. The automation of
the compilation and dissemination system of external sector statistics constitutes
the creation of an important foundation for the statistical book produced by the
Bank of Albania, building a solid architecture for the further development of
other statistical books.

Bank of Albania
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ENHANCING THE QUALITY AND INTEGRITY OF STATISTICS

In March, the Supervisory Council of the Bank of Albania approved the “Code
of Practices for Statistics af the Bank of Albania”. The seven principles of the
Code summarize the Bank's objectives in seven aspects of its practice in the
field of stafistics. They relafe to the importance, integrity, quality, access fo the
statistical product (availability), confidentiality, burden/obligation of reporting,
and cost effectiveness.

The document was drawn up in accordance with the Fundamental Principles of
Official Statistics and the United Nations Statistical Commission, as well as the
principles set out in the European Statistics Code of Practice. It is similar fo the
IMF Data Quality Assessment Framework, and in compliance with the principles
of transparency, the Bank of Albania objectives and the direction of ifs long-
ferm sfrategic development. In addition, the drafting of this document meets the
Eurostat's recommendations in the LPR questionnaire®* (The Light Peer Review of
the Implementation of the European Statistics Code of Practice in the Republic
of Albania). The Code seeks to guarantee the integrity of the stafistical process
at the Bank of Albania. Its existence further improves the public confidence in
the information corroborating decision-making on monetary policy and other
economic policies.

For the first time in 2017, the Bank of Albania published the “Policy and
Calendar of the Bank of Albania Review of Statistics”. The review is an
important aspect of good governance in the field of sfatistics, as well as the
basic requirement / component of the data quality standard. The publication
of the review policy provides full fransparency to users regarding the review of
published statistics.

Since June 2017, Albania implements the IMF's Enhanced General Data
Dissemination System ([e-GDDS**) and has been committed to meeting a number
of sfrict requirements for the production, dissemination, and documentation of
statistical data.

The Enhanced General Data Dissemination System was approved by the IMF
Executive Board in May 2015. The National Data Summary Page, which
is presented on the official INSTAT website, confains links o the published
statistics from official statistics producers, namely those of the Bank of Albania,
the Institute of Statistics and the Ministry of Finance and Economy. This site aims
fo serve as a general publication centre for key macroeconomic stafistics.

Reliable, timely and internationally comparable statistics serve as a guideline
for increasingly globalized and complex economic activities. Adherence to

44

LPRs are part of the European Statistical System (ESS) strategy for the implementation of the
Code of Practice. Their objective is fo increase the integrity, independence and accountability
of statistical authorities, which are part of the stafistical system.

4 Enhanced General Data Dissemination System e-GDDS.
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eGDDS testifies for a higher level of development and transparency of the
Albanian national statistical system and contributes, above all, to ensuring that
Albania is a right place for doing business and making financial investments.

Without the user’s confidence, statistics cannot fulfil its role as a public good.
Measures taken by the Bank of Albania in the governance of sfafistics at the
Bank of Albania, coupled with the contribution to the draft law on “Official
Stafistics”, help to further strengthen the reliability of the statistical product of the
Bank of Albania.

COOPERATION AT INSTITUTIONAL LEVEL

Following the signing of the Memorandum of Cooperation with INSTAT and
the Ministry of Finance and Economy in September 2016, these institutions
have cooperated in several aspects, most importantly the establishment of two
inter-institutional working groups, respectively focusing on (i) national accounts,
monetary and balance of payments statistics and (i) excessive deficit procedure
and government financial accounts.

The esfablishment and functioning of the working groups has led to an adequate
exchange of sfafistical data collected / drafted by relevant instfitutions, as
well as a better methodological harmonization between the three statistical
agencies.

With INSTAT, the Bank has worked for drafting the Macroeconomic Imbalance
Procedure [MIP). The MIP is a system for monitoring economic policies and
defecting potential harms, early on, to the proper functioning of the economy
of a Member State or the European Union as a whole. The MIP is part of the
six legislative proposals on economic governance adopted by the Parliament
and the European Council in November 2011, and as such it is part of the
EU acquis to be adapted by candidate countries before the date of accession.
In November 2017, the new Activity under MIP “Sources of Data for the
Calculation of the MIP Indicators” (PP7.1) was initiated. This activity will be
coordinated by the Bank of Albania.

Also, in the framework of inter-institutional cooperation in the field of statistics,
in 2017, the Bank of Albania acfively participated in the initiative for draffing
the Law on Official Statistics.

During 2017, cooperation with AFSA was strengthened to provide statistical
information on the non-bank financial system under AFSA’s jurisdiction. The
benefits that will result from these synergies will be used to eliminate and
address some gaps in information related to policy decisions and to improve
deadlines and to coverage with relevant information, while enhancing market
fransparency.

Bank of Albania



In the international aspect, the Bank of Albania confinues to maintain fair
and timely reporting of stafistics, in accordance with the methodological
and fransmission standards (platforms) of the IMF, EUROSTAT, ECB. It is
also receiving technical assistance from these institutions in the framework of
improving the quality of statistics and their approximation to the international
standards.
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2.10 RESEARCH

The Bank of Albania aims to base its decision-making process on sound
foundation of a body of tested knowledge on the Albanian economy.
Investment in creating solid research capacities contributes to improving
Bank of Albania’s reputation and credibility as an institution with advanced
methodologies and the required knowledge for guaranteeing the country’s
macroeconomic equilibriums. Therefore, the active development of research
assumes a primary role in the Bank of Albania’s development strategy.

In 2017, research at the Bank of Albania focused mainly on the monetary
policy objective, issues related to the preservation of financial stability and
banking supervision, and the interaction between these objectives. In line with
the mid+erm research strategy, research has continued to support the decision-
making process for drafting and implementing Bank of Albania’s policies,
developing new empirical analysis methodologies and enriching the portfolio
of econometric models on which decision-making is based.

In the framework of modelling the economy, as a very important aspect of
research, two new econometric models have been developed: DSGE and
BVAR, which reflect the characteristics of the Albanian economy and aim
fo support the monetary policy decisionr-making process. The DSGE model
aims fo improve the Bank's macroeconomic discussions and analyses by
identifying various sources of structural shocks and forecasting and assessing
key macroeconomic indicators. Meanwhile, the BVAR model, a relatively easy
fo use model and less expensive in maintenance, but efficient in forecasting key
economic indicafors, is intended to serve as a comparative model fo assess
the forecasting performance of the DSGE model or more complex models of
the Bank.

In the area of financial stability, empirical estimates show that banks’ behaviour
fowards increased competition has been essential to boosting banks’ stability
after the financial crisis. This correlation has been stronger in the case of
smaller banks. The results also show that the correlation between the banking
concenfration and the stability indicator is negative, meaning that the full
fledged competition should be the desired market structure to further boost
banks” stability, as a weaker bank power to control the market during crisis
periods can simultaneously bring greater stability in the Albanian banking
secfor.

The development of the banking system is considered to be important for
the counfry’s economic development, both in the long and in the short ferm.
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However, it is noficed that bank crediting has not been very efficient and is
fragmented, focused only on some sectors of the market. Commercial banks
have pursued relatively cautious lending policies, positively affecting the stability
of the banking system. On the other hand, empirical estimates suggest that
mitigating monetary policy of lowering the key interest rate at record levels may
have adversely affected the profitability of banks, especially of smaller banks.

Conceming the external secfor of the economy, studies find that the establishment
of the prices of Albanian exports is almost equally influenced by domestic and
foreign factors. These findings suggest that our exporters, even though only o
few in the international marketf, have a certain impact on price negotiation.
Meanwhile, importers of goods are more sensitive, as the international price
performance and exchange rate fluctuations affect around 70% of the import
price performance.

Studies and research projects with micro data are focused on assessing the
consumption of Albanian households; assessment of financial and borrowing
status of microeconomic enferprises; inclusion and access to finance and
banking products; assessment of salary scale flexibility in Albania; they are
also engaged in new projects with “large” data, analysis of the “financial
inclusion” situation, etc.

Using micro dafa that cover 17,000 Albanian households from the Living
Standards Measurement Survey (LSMS) in 2002-2012, estimates show that
consumption of Albanian households responds positively to changes in income
and real estate (measured by real value of the real estate they own). However,
this response is not homogeneous, as the marginal rafio of consumption fo
income and the value of real estate varies depending on the age of the head
of the family and household fragility.

The survey conducted on the assessment of the financial and borrowing situation
of microeconomic enferprises in the agricultural sector states the low level of
financial inclusion of this sector, which has a significant share in the gross value
added as well as in the number of employees. According fo the respondents,
access fo finance and the cost of providing banking products is ranked as the
third most concerning problem after unfair competition and finding a market for
their products.

Also, during 2017, the Big Data project was initiated, driven by new
developments in research technologies in other central banks. In cooperation
with the Bank of Italy, the Research Department undertook the first steps for the
recognition and evaluation of “large data” analyses, intended to be used af the
Bank of Albania for the evaluation of certain economic and financial indicators.

Another important analytical aspect was the aftempt o assess the “financial
inclusion” situation in Albania. FINDEX data analysis shows a relatively low
level of financial inclusion in Albania. This environment inhibits further financial
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development, while improving financial inclusion may require a clear and
comprehensive formal strategy, which should provide coordinate resources
and actions that promote the inclusion of the population in the financial system.
These and other studies have become the subject of discussion in the activities
and conferences organized by the Bank of Albania or other institutions, where
comments and observations have been provided for their further improvement,
before being put forward for decision making at the Bank of Albania. In this
confext, for the 11th consecutive year, the Bank of Albania organized the South-
Eastern European Economic Research Workshop on 4-5 December 2017 The
Workshop serves as a tool for presenting and discussing research work among
researchers, academics and policy-makers o confribute towards deepening
economic research as well as to expand knowledge on cerfain features of
economic development and research methodologies. This year, 25 studies
were presented by the central banks of the counfries of the region, such as
ltaly, Greece, Kosovo and Macedonia, as well as academic insfitutions such
as LUISS Guido Carli University in ltaly, University of Orléans in France, and
Rovira of Virgili University in Spain. The important topics were the assessment of
various aspects of monetary policy, fiscal policy and central banking, financial
stability assessment, various aspects of inferational frade and analysis of
macroeconomic models.

The Bank of Albania’s official website, under the category “Publications/
Research”, contains more defailed and complete information on all Bank of
Albania's research works. Other research works are published in the form of
articles in the Economic Review of the Bank of Albania. A half yearly magazine
"The Research Newslefter “, aims at informing about recently complefed or
on-going study papers, materials presented in the “Friday Seminars” or other
activities organized by the Bank of Albania.

SOME RESEARCH MATERIALS PREPARED THROUGHOUT THE YEAR

During 2017, a series of studies and articles were prepared which aimed to
explore the features of the functioning of the country’s economy and the banking
system. The results of this research work serve to improve economic and financial
analysis and to provide a more solid grounding for decision-making. The focus
of these studies and empirical analysis was on topics regarding the monetary
policy objective, financial stability and supervision, interaction between these
objectives, monetary operations, and so on. Below we will briefly present some
of the scientific materials prepared during 2017.

Financial Development and Economic Growth - new evidence for Albania
Authors: Gent Sejko, Elona Dushku

The study re-evaluates the long-term relationship between financial development
and economic growth in Albania over the period 2002-2016, based on the
vector error correction model (VECM) error vector and the Granger tests.
Estimates confirm a positive and statistically significant relationship between
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financial development and long-term growth. This connection is also confirmed in
the short term. Empirical results show that not only macroeconomic developments
positively impact banking sector developments but also financial development
positively impact economic growth, proving the dual cause relationship between
these two indicators.

Banking stability and competitiveness - evidence from the Albanian banking
system

Author: Gerti Shijaku

The main purpose of banking prudence regulations to reduce bank risk incentives
often coincides with the restriction of competition between banks, although many
theoretical and empirical studies argue that in fact the increase in competition
leads to lower levels of bank risks. This study analyses the dynamic link between
competition and Albanian banking stability over the period 2008-2015. The
results strongly support the view of “competitiveness - stability” after global
financial crises - that the highest degree of competition improves the stability of
banks. Greater concentration also has a negative impact on the stability of banks.

A Model with Autoregressive Vectors for the Albanian Economy

Authors: llir Vika, Meri Papavangjeli

This project aims to build a relatively simplified model for the Albanian economy,
which is more driven by data than by the transformations resulting from the
theoretical views. Such a model is easier to use and less costly in maintenance,
and would therefore serve as a comparative benchmark with the projections and
analyses generated by other more complex templates currently used. Preliminary
evidence provides lasting results. Evaluation according to the Bayesian method
improves the predictive power of the model with autoregressive vectors, hence
the ongoing work will focus on the use of this technique.

Has the global crisis changed the monetary transmission mechanism in Albania?
An application of the probability density evaluation technique

Authors: Altin Tanku, Kliti Ceca

This study analyses the hypothesis that the relationship between interest rate,
currency and inflation has changed in the postcrisis period for the case of
Albania. The paper uses probability density estimation techniques, based on
Tanku and Ceca (2013), as an alternative method of empirical evaluation. Two-
dimensional inflation, money and interest rates are estimated for two different
periods: before and after the crisis.

An estimate of the marginal trend for consumption of income and real property
for Albanian households

Authors: Elona Dushku, Ola Cami

Using micro data that cover 17,000 Albanian households from the LSMS in
the period 2002-2012, this study aims to assess the extent to which household
consumption responds to changes in income and real wealth. Empirical results
suggest a positive relationship between income and consumption change and
change in real wealth and consumption.

Price effects according to the market in Albania: how competitive is the foreign
sector?

Authors: llir Vika, Arlind Rama

This study examines the effects of price according to the-market in the case
of Albania and contributes to improving the external sector specification in
macroeconomic models for the Albanian economy. The analysis focuses on
Albania’s trade relationship with the Eurozone, where import and export prices
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of goods are directly explained by two factors: the international environment
and domestic costs. The econometric results suggest that price-by-market effects
are important in determining foreign trade prices in the case of Albania. These
findings, in fact, reject the hypothesis or perception that small economies accept
market-determined prices without negotiating power.

Potential output and growth, output and unemployment gap in Albania -
Comparative Analysis of Recent Estimations- 2015

Authors: Evelina Celiku, Enian Cela, Iris Metani

This research project aims to re-evaluate the results from the existing and new
methods applied in the case of Albania for assessing potential output, natural
unemployment rate and relevant gaps. It explains the dynamics in the Albanian
economy that have influenced the potential growth and the trend of the natural
unemployment rate. Estimates support mid-term projections and monetary policy
decision-making. The material has not been published yet.

Evaluation of bank credit determinants in Central and South-eastern Europe
Authors: Sofika Note, Erjona Suljoti

This paper empirically evaluates the factors that have affected banks’ lending
activity in CESEE before and after the financial crisis. The obtained results
show that economic growth, credit quality, financial intermediation rate, and
together with foreign and domestic funding sources are the key determinants of
credit growth. The credit contraction after the crisis is largely due to the lack of
willingness to take risks, as well as the lowering of banks’ external financing.

Euroisation drivers and effective policy response: An application to the case of
Albania

Authors: Guido della Valle; Vasilika Kota; Romain M Veyrune; Ezequiel Cabezon;
Shaoyu Guo

This material proposes a methodology for drafting de-euroization policies
based on empirical and theoretical approaches. The material introduces for
the first time an empirical assessment of the optimum level of euroization. The
results show that euroization in Albania is above the optimal level, so it needs
to be dealt with Euroization policies. In the long run, de-euroization requires
maintaining a low and stable inflation rate under the terms of exchange rate
flexibility. In the short term, policies addressing the risk of financial stability
also contribute to de-euroization, making banking intercession in the euro less
attractive to the public.

An Alternative to Measure the Clarity of the Monetary Policy Communication at
the Bank of Albania: 2005-2016

Author: Evelina Celiku

The article explores the clarity of Bank of Albania’s communication on monetary
policy inflation and decision-making during 2005-2016, using the Flesch-Kincaid
(FK) grade level indicator. The results show a downward trend of FK, suggesting
the development of a clearer monetary policy communication over the years.

Indicators of Early Warning of Systemic Banking Stress in Albania’s Case
Author: Odeta Kocillari (Minka)

This material is primarily aimed at finding indicators of early warning of systemic
stress in the Albanian banking sector, which may serve to the decision-making
for the activation of certain macro prudential policies. The study concludes
that the private sector credit gap ratio against GDP against its long-term trend,
shows good warning skills accumulation of banking sector imbalances, which
may cause future crises.
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An assessment of the financial cycle for Albania

Authors: Vasilika Kota and Arisa Goxhaj (Saqe)

The assessment of the financial cycle and its various phases is important for
building appropriate macro prudential policies and instruments aimed at
mitigating systemic risk. This material has the main purpose to assess the financial
cycle in Albania by creating a synthetic indicator as its potential gauge. The
results show that the ratio of credit to GDP ratio, housing price index and credit
growth rate are the best choice in building a synthetic index in measuring the
financial cycle and that this cycle is positively correlated with periods of financial
stress, which should be considered in policies that can be implemented.

The impact of low inferest rates on the profitability of the banking system
Authors: Adela Bode, Meri Papavangjeli, Besa Vorpsi

The decline of the key interest rate on the part of the Bank of Albania in recent
years has made it necessary to investigate the impact of monetary policy on the
profitability of banks. The material analyses the impact of monetary policy on
net interest income through the investigation of a non-linear relationship between
the two variables. The results suggest a significant concave link between the key
interest rate and the net interest margin only for small banks, while for the bigger
banks, the bond appears poorly. The study was presented at the XI European
Economic Research Workshop of South Eastern Europe (4-5 December 2017).

The lower limit of the effective interest rate in euroized economies -the case of
Albania

Authors: Guido della Valle; Erald Themeli; Romain M Veyrune; Ezequiel Cabezon;
Shaoyu Guo

This material proposes the creation of a framework for the assessment of the
lower interest rate in small and euro-denominated economies, based on the
experience of the Bank of Albania. It intfroduces a monitoring tool to identify the
negative consequences of low interest rates. A high preference for banknotes
encourages economic agents to demand higher deposit rates, raising the lower
interest rate limit fo zero. Financial euro-adoption brings the lower interest rate
increase due to the higher currency substitution trend. Policies aimed at reducing
financial euroization contribute to lowering the lowest interest rate limit.
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2.11 EUROPEAN INTEGRATION AND INTERNATIONAL CO-
OPERATION

European integration is a national objective. On 24 June 2014, Albania
received the EU candidate status. On 9 November 2016, the European
Commission recommended the conditional opening of accession negotiations.
EC periodical reports have commended the contribution of the Bank of Albania
towards maintaining macroeconomic stability, financial stability, improving
supervisory practices and promoting market development and payment
systems in Albania.

EUROPEAN INTEGRATION

The Bank of Albania continued to contribute to the fulfilment of the obligations
deriving from the Stabilization and Association Agreement, the Progress Report
of the European Commission, participation in joint EU-Albania subcommittees
and the National Plan for European Integration. It coordinates and prepares
relevant reports related to Chapter 4, “Free Movement of Capital”, and Chapter
17 "Economic and Monetary Policy”. On the other hand, it is also contributing
fo six other chapters of the European Union acquis.

Throughout the year, the Bank of Albania has given its contribution for the timely
and qualitative preparation of all the relevant documents described above,
and has been an active member of all joint meetings between Albania and the
European Commission.

The document “EU-Western Balkans Strategy: o  credible enlargement
perspective” confirms the will of the European Union for the further enlargement
of the European family with SEE countries. More concrefely, membership
of these counfries is assessed as an imporfant geosirategic investment for a
stable, strong and united Europe based on common values. In the absence of
the Progress Report, the most important document related to the prospects of EU
accession was infroduced by the European Commission in early 2018.

The document commends the progress achieved insofar and sfates that: “Albania
is making significant progress on its European path and the Commission is
ready fo prepare recommendations fo open accession negotfiafions, on the
basis of fulfilled conditions.”

At the same time, it should be noted that deepening economic reforms is vital for
rapidly and effectively addressing structural weaknesses, like low competition
and high unemployment rafes.
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In all joint meetings during 2017, Bank of Albania’s contribution to preserving
and further consolidating the macroeconomic and financial balances has
been commended. The monetary policy pursued by the Bank of Albania is
considered as adequate for the refurn of inflation to target and supporting the
recovery of economic acfivity.

The Bank of Albania has continued to regularly follow the implementation of
the Stabilization and Association Agreement as well as the National Plan for
Furopean Integration. It has participated in the Stabilization and Association
Committee meetings, as well as in the meetings of the Subcommittee on Infernal
Market and Competition, and economic, financial and stafistics issues.

In the context of foreign technical assistance, the Bank of Albania has continued
its close cooperation with the representatives of the Directorate-General for
Neighbourhood and Enlargement Negotiations to benefit under the Technical
Assistance for and Information Exchange (TAIEX], a shortterm assistance
instrument. This instrument is provided by the European Union to assist candidate
and potential candidate countries in knowing and approximating the legislation
and standards with those of the EU.

For 2017, assistance within TAIEX focused mainly on approximation of the
legislation in the fields of banking supervision, human resources, payment
systems, document administration and electronic security system.

INTERNATIONAL COOPERATION

Relations with the International Monetary Fund
The Republic of Albania continues to stand in the SDR 139.3 million quotas
and owns 2,858 votes or 0.06% of the total sum of the votes of all members of
the IMF. It is in the same constituency with ltaly, Greece, Portugal, Malta, and
San Marino. This constituency has a total of 207,948 votes or around 4.13%
of the total amount of votes of all members of the IMF.

In February 2017, the three-year agreement under the Extended Fund Facility
(EFF) program for Albania aimed at boosting economic growth and controlling
the rapidly rising public debt that had threatened economic stability. On 24
February, the Fund complefed two final program reviews, which resulted in a
disbursement of SDR 57.28 million (about EUR 73.2 million), bringing fofal
disbursements to SDR 295.42 million (about EUR 377.3 million).

The completion of the three-year agreement closes an infensive co-operation
chapter with the IMF. Currently, Albania will have normal monitoring and
consultation relations with the IMF, like all other countries, in the context of
discussions on Article IV. The lafest consultations ended on 4 December 2017.
According to the IMF Executive Board's statement, published on 13 December
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2017,% "Albania’s economy confinues fo strengthen, benefitting from rising
domestic demand, large energy-related FDI, and a recovery in key EU trading
partners. Fiscal and financial vulnerabilities have been lowered; however,
challenges remain from the high level of public debt and financing needs, non-
performing loans (NPLs), and institutional weaknesses that hinder investment.
The clear government mandate following election victory in June, the favourable
economic outlook, and the prospects for opening negotiation for EU accession
provide a window of opportunity fo resume implementing the reform agenda.
Albania remains under PostProgram Monitoring.”

The Bank of Albania has continued fo benefit from IMF technical assistance.
During 2017, in addition fo the two longterm advisors, the Bank of Albania
has been visited by several IMF missions to provide technical assistance and
experfise in areas such as banking supervision, financial stability, sfafistics,
monetary policy and accounting.

Relations with the World Bank Group

The World Bank Group supports Albania through the Partnership Framework
covering the period 20152019, which aims to support Albania’s aspirations
for equal growth and integration info the European Union. Over the vears,
the World Bank Group has provided over $ 2.2 billion in assistance to the
country. Currently, nine projects amount to a total of USD 544 million under
IDA loans and IBRD loans. Albania is in the same constituency as Greece, ltaly,
Portugal, Malta and Timor Leste.

In the framework of the “ Reserves Advisory and Management Program * (RAMP),
cooperation with the World Bank has continued for the annual training related
to the needs of the Bank of Albania staff in order to maintain, consolidate and
further increase professionalism of employees involved in reserve management.

The World Bank has also continued to fund staff participation in specialized
education programs such as CFA (Chartered Financial Analyst], CIDA (Certified
Investments and Derivatives Auditor) and PRM (Professional Risk Manager).

The Bank of Albania confinued its cooperation with the World Bank in the
framework of the implementation of the project “On measuring the cost of
payment insfruments”. The project, which is based on the World Bank's
methodology, aims to identify and measure all types of costs of various payment
instruments used in the economy in order to create a strategy for reform and
efficient development of the payments market. Following this cooperation, two
other projects have been initiated, also aimed at promoting payment services
from the perspective of remittances, as well as fostering public financial inclusion
in these services.

4 hitps://www.imf.org/en/Publications/CR/lIssves/2017,/12/13/Albania-20 1 7-Article-V-
Consultation-Press-Release-StaffReportand-Statementby-the-4546 8
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Following the entry info force of the Law on Recovery and Resolution, the Bank
of Albania has obtained W8 assistance for the establishment of the Resolution
Department and drafting relevant regulatory acts.

Relations with other international institutions
Throughout the past year, the Bank of Albania cooperated with central banks
of the European Union, including with the Bank of ltaly, in the framework of @
bilateral agreement addressing a number of areas of central banking. It has
also cooperated intensively with the central banks of France, the Netherlands,
Germany and Poland.

Over the pastyear, cooperation with University of Oxford continued, culminating
in the annual conference of the Bank of Albania on “Developments in the
banking market and the infrastructure of financial markets. The role of structure,
size and market infrastructure in risk mitigation and financial intermediation”,

Q November 2017.

The Bank of Albania continued to cooperate with the FSVC, focusing on
capacity building in the management of operational risk and of business
continuity.

During 2017, cooperation with the Geneva Institute continued, with the
support of the Secrefariat for Economic Affairs of the Swiss State (SECO).
This cooperation focused on research at the Bank of Albania in terms of
better modelling and understanding longterm macroeconomic relations and
interdependencies.

During the year, the Bank of Albania continued fo maintain contacts with the
European Bank for Reconstruction and Development (EBRD) in reviewing the
regulation on capital adequacy and continued to be an active participant
in all the training activities provided by the Centre for Financial Excellence,
an institute specialized in economic and financial affairs of the South-east
European countries.

PARTICIPATION IN INTERNATIONAL CONFERENCES, SEMINARS AND
FORUMS

Following is @ summary of infernational activities, attended by the Administrators

of the Bank of Albania:

e On 16 January 2017, Governor Sejko attended a seminar organized
by the National Bank of Austria and the World Bank on the presentation
of the WB report on “Risks and Returns: Managing Financial Trade-offs
for Inclusive Growth in Europe and Central Asia”, Vienna, Austria.

e On 17-18 January 2017, First Deputy Governor Ms Gjoni attended
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the Central and Eastern European Forum, organized by Euromoney
Conferences in Vienna, Austria.

On 8 February 2017, Governor Sejko attended the Constituent Meeting
of the International Monetary Fund and the World Bank Group, in
Rome. This meeting aimed to discuss the lafest developments in the
global economy and other respective economies among govermnors and
finance ministers of the member sfates of this constituency.

e On 6 March 2017, Second Deputy Governor Ms Ahmetaj attended
the Qth meeting of the Vienna Initiative Forum, organized at the
headquarters or the European Investment Bank in Luxembourg.

e On 911 May 2017, Govemnor Sejko aftended the Annual Meeting
of the European Bank for Reconstruction and Development (EBRD),
"Targeting Green and Inclusive Growth - Meeting Regional and Global
Challenges”, Cyprus.

e  On 23 May 2017, Second Deputy Govermnor Ms Ahmetaj attended
the Economic and Financial Dialogue between the EU and the Western
Balkans and Turkey, in Brussels, Belgium.

e On 17-18 May 2017, Govemnor Sejko attended the Advisory Group
Meeting and Annual Meetings of the European Fund for South Eastern
Europe (EFSE) in Split, Croatia. This year marked the 10th annual
meeting organized by EFSE. On this occasion, the conference focused
on ”Enob|ing financial inclusion, startups and enfrepreneurship",
and was atfended by central bank governors and senior managers,
EFSE representatives, and leading banking and microfinance industry
executives, representatives of the business and media organisations.

e On 12 June 2017, Govemor Sejko delivered a lecture at the South
Fast European Studies Centre of the University of Oxford, london, on
Economic and financial challenges in South East Europe, and the role
of the central bank as guardian of price and financial stability.

e On 16 June 2017, Govemor Sejko attended the annual summit of
regional countries on “Regional financial stability in a new global
environment”, Beci¢i, Monfenegro, which was attended by the central
bank governors of Montenegro, Macedonia, Bosnia and Herzegoving,
Croatia, and the deputy goverors of the central banks of Kosovo
and Slovenia, as well as finance ministers and tax directors from the
countries of the region. This summit addressed the latest developments
in the economies of the region and the steps o be taken fo ensure
sustainable economic growth.
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Conference “Re-accelerating convergence in Central, Eastern and South-
Fastern Europe - The Role of Governance and Institutions” organized by
the Croatian National Bank and the International Monetary Fund in
Dubrovnik, Croatia.

®  On October 5, 2017, Govemnor Sejko aftended the 7th Conference
on Central, Eastern and South Eastern European countries (CESEE)
on "Institutional Quality and  Sustainable Economic Convergence”
organized by the European Central Bank (ECB) in Frankfurt, Germany.

®  Annual and Spring Meetings of the Infernational Monetary Fund and the
World Bank Group, in Washington DC, in April and October 2017,
where the Bank of Albania was represented by Governor Sejko, First
Deputy Governor Gjoni and other senior officials.

e  37th and 38th Meetings of the Governors’ Club of Cenfral Asia, Black
Sea region and Balkan countries in April 2017 in Antalya, Turkey and
in September 2017 in Moscow, Russia.
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2.12 TRANSPARENCY AND COMMUNICATION WITH PUBLIC

Public communication is an important aspect in the Bank of Albania’s activity,
for fulfilling the obligation to provide maximum transparency of the decision-
making and its effectiveness, as well for achieving the permanent objective of
increasing confidence in it. In this framework, interactive communication with
the public is a primary issue of strategic importance to the Bank of Albania, to
transmit its monetary policy directly and comprehensively to the public.

AN OPEN AND TRANSPARENT CENTRAL BANK

Beyond the legal obligations, the Bank of Albania communicates to the public
a variety of information about its role and activity, from the decision-making
of the Supervisory Council fo its daily operational acfivity. This transparent
communication helps to increase the effectiveness of the policies pursued by
the Bank of Albania, enabling the public to understand timely and properly the
decisions taken by the Bank and in order to evaluate them fairly.

In this context, the Bank of Albania uses a variety of communication channels,
in order to explain the role and its main objective more clearly, to maintain
price stability as well as the way of its realisation.

The Monetary Policy strategy is based on a defined decision-making cycle in an
annual calendar of 8 meetings of the Supervisory Council. A press conference
with the Governor is held after each meeting to explain fo the public the decision
taken by the Supervisory Council and the analysis used to corroborate this
decision. Relevant press conferences were organized in response fo this cycle,
in 2017, during which the Governor has responded to the media interest on
various issues related fo the Bank of Albania. In 2017, press conferences were
followed by the publication of the Governor's speeches, and the related Q&A
in Albanian and in English.

Also, during 2017, after each meeting, a brief summary of key decisions taken
by the Supervisory Council of the Bank of Albania was published. All public
decisions of the Supervisory Council were fully published in the Official Bulletin
of the Bank of Albania, in @ editions of this publicafion.

In addition to monetary policy decision-making, the Bank of Albania publishes
comprehensive information also in the area of banking supervision and
financial stability, notably the Annual Supervision Report and the Financial
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Stability Report, which analyse the important developments of the financial
system during one halfyear period and evidences the factors that represent
systemic risk.

The Bank of Albania’s communication is complemented continuously and in
real fime with a series of surveys, analyses, dafa, and assessments of Bank of
Albania’s opinions on the country’s macroeconomic situation and the role of the
Bank in supporting financial stability. During 2017, the activity of the Bank of
Albania was communicated to the public mainly through 122 press releases,
speeches, inferviews and TV shows.

Communication with the public is tailored according to the interest, academic
level and professional level of targeted groups by the Bank of Albania, among
which, media has an important role. In this framework, the media is confinuously
informed and sensitized on issues related to BoA and on economic and financial
performance of Albania. Also, during 2017, media communication continued
through press conferences, speeches, presentations and lectures in activities
organized by the Bank of Albania or other domestic and foreign institutions,
dedicated inferviews or participation in TV shows, expression of positions on
specific issues of interest to the Bank of Albania or other public activities of
the Governor and other representatives of the Bank. During this year, 7 of its
periodic reports were presented “offthe-records” to the media. These meetings
aim to guide the media for a correct understanding of the decision-making of
the Bank of Albania and are seen as effective means of communication with
the public.

In order fo increase inferaction with the public, in 2017 we have added digital
communication through social networks such as Twitter (information), YouTube
(video) and Flickr (photo), transmitting the Bank of Albania’s general activity to
the public, in real time.

ACTIVITIES IN ALBANIA

. On 2 February 2017, under the auspices of the Second Deputy Governor,
MSs Natasha Ahmetaj, the Bank of Albania, in cooperation with the World
Bank, organized the workshop on “Financial system in Albania - From
2025 scenarios, to action today”. The workshop was conceived as a
dynamic discussion platform to exchange views on challenges, identify
and manage risks, test different strategies, bringing the future to day-to-
day thinking.

. On 15 February 2017, on the initiative and under the auspices of the
Governor of the Bank of Albania, Mr Gent Sejko, a discussion meeting
was held between the Bank of Albania and the Executive Committee of
the Albanian Association of Banks. The main purpose of this meeting
was to intensify the dialogue and cooperation between the Bank of
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Albania, the Albanian Association of Banks and commercial banks
operating in Albania, on issues particularly related to the security of
conducting the banking activity, the transport of monetary values,
and to discuss the financial, lending and operational activity of the
banking system.

. On 4-5 May 2017, the Bank of Albania, in cooperation with the
International Monetary Fund, and sponsored by the Swiss State Secretariat
for Economic Affairs, Economic Cooperation and Development (SECO),
organized the conference “Negative Euro Area Interest Rates and
Spillovers on Western Balkan Central Bank Policies and Instruments”.
Participants attending this conference were senior officials Western Balkan
central banks, including the central banks of Bosnia and Herzegovina,
Kosovo, the Republic of Macedonia, Serbia; European Central Bank;
other European central banks, including Bulgaria, Croatia, Hungary,
Romania; the Swiss National Bank, the Bank for International Settlements
(BIS) and representatives of the academy.

. The National Payments System Committee held its third meeting on 9
May 2017, chaired by the First Deputy Governor of the Bank of Albania,
Ms Elisabeta Gjoni, who also chairs this Committee. The purpose of this
Committee is to support and contribute to enhancing the security, stability
and efficiency of the national payment system in Albania. Beyond the
advisory role, the Committee aims to facilitate the implementation of
measures of the relevant authorities by fostering cooperation.

o On 5 September 2017, the Bank of Albania organized the workshop
“Factoring in Albania”, in cooperation with the European Bank for
Reconstruction and Development. The purpose of this workshop was fo
help banks and financial institutions become aware of the advantages of
expanding the factoring service in Albania as an opportunity to finance
business, especially small and medium-sized enterprises.

o On 6 November 2017, the Governor of the Bank of Albania, Mr Gent
Sejko hosted, in an official visit to the Bank of Albania, the Governor of
the Central Bank of the Republic of Turkey, Mr Murat Cetinkaya. During
this visit, a Memorandum of Cooperation was signed, which aims to
foster cooperation between the two central banks.

. On 9 November 2017, the Bank of Albania, in co-operation with the
South East European Studies Centre of the University of Oxford, held
its annual conference on “Banking developments and financial market
infrastructure. “The role of structure, size and market infrastructure in risks
mitigation and financial intermediation” This conference was organized in
three sessions, with welcoming addresses by the President of the Republic
of Albania, Mr llir Meta, the Governor of the Bank of Albania, Mr Gent
Sejko, the Minister of Finance and Economy, Mr Arben Ahmetaj and the
Director of the South East European Studies Centre at Oxford University,
Mr Othon Anastasakis.

. On 4-5 December 2017, the Bank of Albania organized the 11th
South-east European Economic Research Workshop. This workshop
aims to encourage discussion and promote economic research, as well
as regional cooperation in Southeast Europe. The event was attended
by representatives of the central banks of the region, academics from
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universities and international financial institutions as well as experts from

the Bank of Albania.

. On 11 December 2017, a high level meeting was held between the Bank
of Albania, the Minister of State for Diaspora, commercial banks and
non-bank financial institutions conducting monetary transfer operations.
At the end of this meeting, @ Memorandum of Understanding between
the Bank of Albania, the Minister of State for Diaspora and the Ministry
of Finance and Economy was signed. This Memorandum aimed at raising
the awareness, facilitating dialogue and fostering effective cooperation
between the parties on issues related to the contribution of remittances
by Albanian emigrants for the development of the economy.

. On 15 December 2017, Governor Sejko met with the journalists of
print and electronic media, economic analysts, managers and other
media representatives in Albania. During this activity, the winners of
“The Governor’s Award for Best Diploma for 2017” were announced.
This annual event is dedicated to Albanian students graduated this
year in Albania and abroad, for scientific research on issues related to
international monetary economics, price and financial stability, economic
integration, efc.

A RESPONSIBLE AND ACCOUNTABLE CENTRAL BANK

The Bank of Albania aims to inform citizens, and in particular the Parliament,
on all its activities.

Institutional relations with the Parliament are held in several directions. Governor's
hearing sessions in the Parliamentary Commission of Economy and Finance
are the most significant ones. Like every year, in May 2017, the Governor
presenfed the Annual Report of the Bank of Albania fo this Commission,
responding fo the MPs" interest in specific issues related to it. During 2017, the
Govemnor presented a public hearing in November, dedicated fo the Bank of
Albania’s opinion on the main points of the draft state budget for the following

year 2018.

Citizens can find comprehensive and upfo-date information on the economic
and financial situation and the country’s key macroeconomic developments,
as well as the role of the Bank of Albania’s contribution in this regard, on
the official website www.bankofalbania.org. During 2017, the website had
about 960 thousand visitors who checked our page around 2.800.000 times
and browsed in total about 5.300.000 sections.

Our website is constantly enriched with a broad statistics system for many sector
of the Albanian economy, such as: banking sector, fiscal secfor, real sector
and external sector, which are published according to a defined schedule
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that is updated semi-annually. Bank of Albania's sfatistics are also found in the
monthly stafistical reports and in quarterly monetary policy reports.

This site also offers all publications of the Bank of Albania, which summarize
updated information on the Albanian and world's economy; on developments
in the banking and financial system; financial stability and money; changes
and enrichments of banking legislation and its regulatory framework; as well
as on other issues, thus consolidating as a source of accurate and reliable
information fo the public.

As the website is one of the main means of communication with the general
public and all interest groups, the Bank of Albania has undertaken the project
of redesigning this site during 2017. This project aims to improve quality,
visual appearance and facilitate its use, which will help to forward the Bank of
Albania’s philosophy and communication. The new website will be launched
within the first quarter of 2018.

Periodic and non-periodic publications, in 2017, consisted of about 3400
pages of analyses, stafistics and research in both Albanian and English. The
sef of periodic reports was the same as in the previous year: Annual Report,
Quarterly Monetary Policy Report, Financial Stability Report (semi-annual] and
Annual Supervision Report. In addition to the periodical reports, this range
is further enriched with the Official Bulletin (depending on the Supervisory
Council meetings), the Economics Magazine (halfyearly), the “Research
Newsletter” at the Bank of Albania” (halfyearly), the Annual Conference Book
2016. This year, “Central Banking” magazine has been added to the series
of pub|icoﬂons, which summarizes all of the activities of the Bank of Albania’s
through which economic and financial policy decision-making has passed
during a sixmonth period. It also reflects the most important moments related
fo the supervisory activity, the operational one, the educational role, the social
and cultural contribution, and the Bank’s activity dedicated to the promotion of
national values.

During 2017, the Bank of Albania confinued to free distribute of all its
publications, taking into account the social responsibility regarding reducing
paper publication.

In order to inform the public, the Bank of Albania informs its citizens in writing
or in electronic form, depending on how they want to receive this information.
During 2017, 177 official requests were sent to the coordinator for the right
of information and about 180 e-mails to the general electronic address of the

Bank of Albania.
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2.13 PUBLIC EDUCATION AND THE MUSEUM OF THE BANK
OF ALBANIA

The vast majority of modern central banks pay special attention and resources
to the financial and economic education of the public. This is because an
informed public is more likely to understand and accept the complex decisions
the Central Bank takes. Investing in the financial culture of the general public
helps central banks increase the effectiveness of monetary policy, to build and
operate through efficient mechanisms of its economic decisions. Such a culture
helps consumers, producers and investors make wise financial decisions, and
the central bank can achieve its objective more easily.

For more than a decade, the Bank of Albania has been engaged in expanding
and deepening the financial culture of the public in the country, especially
that of the younger generation. Two are the main goals of the programmes,
activities and special educational publications prepared by the Bank of Albania:
presenting the central bank, its functions and role to the public; and cultivating
and sfrengthening financial literacy in the society Public education was seen
by the Bank of Albania as an opportunity fo ensure an adequate environment
for the development of its activity; as a necessity fo establish the basis for
developing an inferactive communication with the public; as an irreplaceable
fool in view of increasing its reputation and credibility from the public and as
an efficient way of increasing the fransparency and accountability it infends fo
fransmit.

In order to fulfil the objective of increasing financial literacy in Albania during
2017, the work to educate the public in several directions has continued, such
as:

The Museum of the Bank of Albania - The Museum of the Bank of Albania is not
only a museum with numismatic information but it also serves for the distribution
of financial knowledge fo its visitors through educational publications, audio-
visual materials and presentations on topics related to central banking and
finances for the groups of pupils and students who visit it.

Educational publications - the distribution of educational textbooks: “Personal
finance in your hands” continued during 2017 in 10 high schools (in total 1990
textbooks) On the other hand, the distribution of brochures and educational
materials prepared in previous years has continued foo.

Global Money Week - On 27 March 2017, the Bank of Albania launched the
Money Week (March 27 - April 2, 2017), a worldwide holiday celebration
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aimed af raising the awareness of the new generation fo be future responsible
and financially capable citizens.

The Bank of Albania participated for the fourth time in this celebration, in
cooperation with the Albanian Association of Banks, with the support of the
Ministry of Education and Sports, the Deposit Insurance Agency (ASD), the
Junior Achievement (JA] and the National Youth Service (NES), organized
educational and awareness activities, including directly around 2200 children
and young people.

Educational activities of the Week of Money in Albania include: lectures for
university students held by the Governor and Bank of Albania, school and
felevision competitions, visits fo the Museum of the Bank of Albania and
commercial banks, theatrical performances and educational exhibitions with
paintings for children.

The Facebook web page of the Bank of Albania - Created in 2014, with the
purpose of promoting and cultivating a financial culture, the Bank of Albania
website on Face book has served as another way of approaching the public,
mainly the youngest in age. During 2017, about 125 posfs were published to
acquaint the public with educational material, numismatic curiosities, activities
and publications of the Bank, reaching over 11,000 followers

THE MUSEUM OF THE BANK OF ALBANIA

The Bank of Albania Museum was inaugurated on 30 October 2015. It is
located within the central bank building in the capital’s main square and
extends info two floors, each of which is conceived as an independent space
from one another.

On the first floor, where the Treasury Room is located or otherwise known as
"Rondo”, is presented the rich numismatic collection of the Bank of Albania.
Visitors can get to know the historical and numismatic values that the coin has,
through treasury exhibits, collections of coins and banknotes that have been
circulated and used in the country’s historic territories, from anfiquity to the
present day.

The second floor presents the history of the central bank institution in Albania,
its role in maintaining price stability and guaranteeing the financial stability of
the country, as well as constitutional functions. With a particular focus on public
education, its second floor also serves as an information centre where visitors
can be interactively informed, as well as develop lessons, lectures or other
didactic activities in the field of money and economy.

During 2017, the Bank of Albania Museum was visited by 3248 visitors
compared fo 2103 visitors during 2016.

Bank of Albania
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HIGHILGHTS OF THE MUSEUM OF THE BANK OF ALBANIA IN 2017

Each year, the Museum of the Bank of Albania organizes activities fo attract
new visitors and increase cooperation with scholars, academics, museums and
other institutions, as well as specialized institutions in economic, historical and
cultural heritage research.

For 2017, the Museum organised the following activities:
1. Treasury curiosities: The Art of the Albanian Banknote”.

On 18 May 2017, within the framework of the International Museum Day, the
Museum of the Bank of Albania organized a lecture titled “Treasury curiosities:
The Art of the Albanian Banknote”. The activity continued with a temporary
exhibition of sketches, drawings and auxiliary materials used for designing
Albanian banknotes and sketches and other works by students of the University
of Arts related to the banknote.

2. International Conference “Money and banking in Albania, from antiquity to
the present day”

The first conference of the Museum of the Bank of Albania was organized on
14-15 June 2017 on “Money and banking in Albania from antiquity to modern
times.” The first day of the conference brought together historians, numismatists,
archaeologists and researchers of monetary and economic history to present
and discuss the findings of their studies in the fields of monetary production and
circulation, economic history and banking development in our country, from
antiquity to our day. The event was organized in four sessions in which 20 studies
were presented. The second day of this conference focused on the educational
role of museums of central banks in knowing the history of money, banking and
on enhancing financial literacy through exhibitions, education and innovation,
bringing together experts from seven museums of central banks in the region.

3. “Museum Nights” lectures

The “Museum Nights” lectures co-ordinate and integrate knowledge about the
currency at the exhibition of the Museum of the Bank of Albania with information
found in archives, libraries, private collections or exhibited through architecture,
sculpture, visual arts and pictures across other museums in the country. Lectures
are followed by visits to the Museum.

The first lecture was held by Mr Artan Lame, on “Currency circulation in Albania
during the Otftoman Period”, 30 October 2017. The lecture addressed the
Ottoman currency, from its introduction in the XIV cent. until the Tanzimat Reforms
in XIX cent., characteristics and types of the currencies that circulated in Albanian
territories.” The lecture also focused on the circulation of European currencies in
Albanian territories before and during the use of the Ottoman currency.

The second lecture of the “Museum Nights” was delivered by Prof. Dr Nevila
Nika, UET, on: “Archive: the bank of memory “, 20 November 2017. The lecturer
referred fo the archives as a unique legacy that passes from one generation to
the other, as well as on the essential role they play in developing societies as
they preserve and contribute to individual and collective memory.

Bank of Albania
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3. INSTITUTIONAL CAPACITY DEVELOPMENT

The objectives, activity, and human resources policies aim to create a
motivational work environment that serves, among other things, to develop
professiona/ capacities of employees, adopt the best standards of central banks
in this area, as well as continuously improve the administrative processes of
the institution.

HUMAN RESOURCES

Pursuant to the medium-erm strafegic objectives of the institution, the human
resources management policy has focused on the acquisition and implementation
of the best human resource management practices applied in similar institutions
in the European Union. The pursuit of proactive policies on employment,
management and career promotion of human capacities for a sfructured
professional and flexible organization remains a priority of the institution.
These policies primarily aim at rationalizing the organizational structure and
improving the Bank’s effectiveness, in line with ifs strafegic objectives and the
relevant regulatory framework.

Effective human resources management attaches particular importance fo
adapting the institution’s regulafory infrastructure to the best standards, as
well as offering promotion opportunities for professional employees, aiming
at increasing employee motivation. Also, through policies for professional
motivation, the goal is fo retain the sfaff, one of the main challenges faced by
central banks.

Cender representation af the level of specialists and managers is balanced.
The ratio of women to men in total employees is 58% - 42%, while this ratio at
the management level is 56% - 43%.

During 2017, within the legal changes in the field of banking, some changes
were made fo the organizational structure of the Bank. These changes aimed
fo improve and strengthen some important processes, like beffer adaptation
of the structures of some of the Bank’s units with specific tasks stemming from
the objectives and activity of the insfitution as well as the creation of a new
organizational unit that will exercise the function of the resolution authority, a
function the Bank of Albania did not have.

The Bank of Albania has consistently paid attention fo combining experience
with innovation, within departments and beyond. Currently, the average age of
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the staff is 43 years old. About 57% of employees have complefed postgraduate
studies at the Master / PHD level, and have obtained internationally-recognised
professional certificates, while 2% of employees are studying to get them.

As noted in the chart No 49 84% of employees in the Bank have higher
education. 37% have completed postgraduate studies in the country and 17%

in prestigious universities abroad.

Chart 49. Employees according to education level

Post-University
abroad

2%

PostUniversity
in Albania

279
3/ 7

Source: Bank of Albania

Another important element of human resources policy is the identification
of interpersonal and professional skills and their usage to frain and build
professional capacities of the employees. Bank of Albania staff has grown
professionally, as a result of the professional trainings they have attended in
Albania and abroad. Participation in these specialized training, organized

by central banks, infernational financial institutions
(IFls] or other institutions, besides increasing the
professional knowledge, serves the staff of the Bank
also fo exchange professional and managerial
experiences with representatives of these institutions.
Below, we graphically present the training activities
according to the organizers.

As noted from the chart No.50, the highest
parficipation in training (37%) was respectively
in European central banks of Germany, lialy, the
Czech Republic, the Netherlands, France, the
Furopean Central , efc. The trainings conducted by
Infernational Financial Institutions account for 25% of
the training courses attended, namely: International
Monetary Fund, EBRD, BIS. About 35% of training

courses has been offered in cooperation with other

Chart 50. Training activities by organiser

3%

25%

m Bank of Albania IFls
B Central banks m Other

Source: Bank of Albania
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organizers such as JVI (Joint Vienna Institute), European

Chart 51. Training activities and participation in Commission, EBA, EUROSTAT, IFC, JP Morgan, CEF
Albania and abroad ' R gan
(Center for Excellence in Finance).

Compared with 2014, in 2016 and 2017, the

number of ftraining courses organised abroad

400

300

- decreased, enabling a fairer and more targeted
distribution of activities. Most of the professional

100 frainings in 2017 were carried out in the field of
Financial ~ Stability  (12.89%), Monetary  Policy

’ 2014 2015 2016

(12.44%), Banking Supervision (9.78%), Central
Banking (9.78%) and Financial Statistics (8.89%).
I Activities in Alb. I Participants in Alb. The rest of the training has been organised in areas
I Activifies abroad! Parficipants abroad such as: infernal auditing, currency issuance and

2017

money management, statistics, accounting and
Source: Bank of Abania  finqne  economics and models, efc.
It should be noted that the largest number of professional training is focused on
building the central bank’s institutional capacity to fulfil its core functions.

AGREEMENTS AND COLLABORATION

Within the three-year programme as part of the SECO agreement (Swiss State
Secretariat for Economic Affairs), in 2017, four workshops were organized
with lecturers from prestigious Institutions / Universities. Thirtyfour employees
from various departments of the Bank participated in these activities. Also,
within this cooperation, four staff participations were recorded in the IV Annual
Conference organized by SECO and the Graduate Institute of International
and Development Studies (GIIDS).
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SOCIAL POLICIES AND SOCIAL RESPONSIBILITY

The Bank of Albania aims to maintain and to further strengthen social values,
increase the awareness of its employees in terms of support for vulnerable
groups or various social causes. Examples of these efforts are initiatives
to support financial education, create a better environment for vulnerable
communities, and volunteer activities to contribute to improving the quality of
life for the marginalized segments of the society. Based on the law “On the
Bank of Albania”, the latter cannot allocate financial aid or donations. Yet,
within social responsibility and civic sensitivity, during 2017, employees have
voluntarily contributed to various humanitarian activities as a moral response
to the achievement of common community goals.

On 1 June, on the “International Children’s Day”, Bank employees provided
monetary and material support (gifts from employees), on a voluntary basis,
for the purchase of sports clothing, teaching aids, computers and professional
printers, and others items, according to the needs presented by the “Institute of
Blind Students - Ramazan Kabashi”, Tirana.

In cooperation with the “Albanian Red Cross” and the “Blood Donor Centre”,
on the occasion of World Blood Donor Day, in May, the Bank’s employees
expressed solidarity with the humanitarian initiative for voluntary blood donation
as an act of humanity to help the sick people in need.

On 2 April 2017, the Bank of Albania’s central building was decked in blue to
mark the World Autism Day as part of a common national awareness raising
initiative for it. On the occasion of the end of the year, a sale of postcards
prepared by the children of the village “SOS” and the children of the “Down
Syndrome Foundation” was organized, at the premises of the Bank. Profits from
the sale of cards will be used to meet their needs.
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4. INTERNAL AUDIT

Internal audit at the Bank of Albania is carried out by the Control Department.
The main objective of the Control Department is to ensure compliance with
the laws and by-laws in the activity of the Bank of Albania. The internal audit
function ensures periodically and independently to the Bank’s Administrators
the verification and evaluation of internal audit systems by testing certain
controls and procedures but not being their substitute.

4.1 HIGHLIGHTS IN INTERNAL AUDIT IN 2017
Implementation of the Internal Audit Policy

With the approval of the Infernal Audit Policy and the revision of the Regulation
on the Functioning of the Control Department, the Annual Infernal Audit Plan
at the Bank of Albania was reviewed and approved in accordance with
Infernational Standards on Auditing. The annual plan for 2017 was draffed
by the Confrol Department and the Inspector General and was submitted for
review by the Audit Committee. Furthermore, agreed by the Audit Committee,
the plan was presented to the Supervisory Council, and was approved by its

Decision No.7 of 01.02.2017/.

Implementation and use of an application for internal audit and
risk management purposes

During 2017, the implementation of an application for automated audit
management and operational risk management sfarted. Thus, during April, the
staff members of the Control Department and of the Operational Risk Unit were
frained on how fo use it and on the newest options offered by this application.
later, the staff worked on entering historical records of Internal Audit and
Operational Risk. With the implementation of the new system, the audit
universe of the Bank of Albania was revised, according fo unified functions
and processes, also for operational risk management purposes. During 2018,
most of the internal audit activity are expected to be realized and documented
in the new application.

Implementation of the audit methodology for risk assessment
purposes through the internal audit application

The proposed 2018 plan was based on the Risk Assessment process for audit
purposes through the first planning application with the new Pentana system.
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Risk-based planning through this system increases the quality of planning based
on the risks identified during the audit and updating of the audit universe
with the risks and processes identified continuously from the Operational Risk
Management process.

This process is also one of the issues identified by the External Quality Assessment
by the central bank of the Netherlands [DNB) in 2015, implementing a fully
risk-based audit plan.

Consolidation of relations with the ORM unit

With the establishment of the Operational Risk Management (ORM) Unit in
2016, and the approval of the Operational Risk Management Policy and the
Regulation on the functioning of this Unit, the reporting and cooperation lines
between this Unit and the Control Department were consolidated to meet the
objectives of each party.

The ORM Unit, at the beginning of each audit, makes available to audit teams
(inspectors) the list of operational risks that have been identified, managed by
the Unit and monitored by the ORM. Meanwhile, the Control Department makes
available to the ORM Unit, af the end of each engagement, the audit report,
risk assessment of the function and findings, format of riskcheck processes,
and any other information that may apply to operational risk management,
in addition to the monthly reporting of operational risks related to the internal
audit itself.

Implementation of Recommendations from the External Quality
Assurance and Results of Internal Assessment

During 2017, the Control Department carried out the “Self-Assessment of Internal
Audit Quality Assessment”, based on the (The Institute of Internal Auditors) lIA
Guide and its standards on assessment of the internal audit function (Quality
Assessment]. This commitment, beyond fulfilling the main objective for the
quality assessment of Internal Audit, fulfils one of the recommendations left by
the External Quality Assessment Project, conducted by the central bank of the

Netherlands (DNB) in May 2015.

At the end of this engagement, the Control Department assessed the
compliance of the Internal Audit Activity with the International Professional
Practices (Standards / IPPF), as well as evaluated the current status of the
recommendations given by the External Quality Assessment [EQA|. The table
below shows the situation af the end of 2017 regarding the External Quality
Assessment (EQA) recommendations left by the central bank of the Netherlands
(DNB) and the results of the engagement of the Infernal Audit SelFAssessment:
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Compliance levels according  External quality assessment Qudlity selfassessment (IQA)
EQA [EQA] 2015 2017

Does not compl 14

Complies 61
TOTAL 104 104

Chart 52. Internal audit assessment (EQA, 2015) and self-assessment of
quality (2017)

Assessment according fo EQA 2015 Self-assessment of A quality in 2017

Source: Bank of Albania

According fo the chart above, only 15% of the standards are not fully
implemented (in accordance with the best practices provided by the IPPF of the
International Institute of Internal Auditors):

4.2 ABOUT THE CONTROL DEPARTMENT

In accordance with the law “On the Bank of Albania”, the main objective
of the Confrol Department is fo ensure the implementation of laws and by-
laws in the Bank of Albania activity and to act as a general control measure
and provide consultancy services for the Administrators and the Supervisory
Council, contributing to preserving the infegrity of information, the efficient use
of resources and the effectiveness of internal control systems af the Bank of
Albania.
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Organizational structure of Control Department

During 2017, the organizational structure managed by the Inspector General
was almost complefe and had the necessary resources to engage.

SUPERVISORY COUNCIL Pa—

[ AUDIT COMMITTEE

|DUO!JUO:|/PUDUJUJOD JO U!DLID

INSPECTOR
GENERAL

D/Head of Control Dept.

GOVERNOR
t

Chain of command/Aministrative

OPERATIONAL
RISK

IT AND

, UNIT
INSPECTORS RISK ASSESSMENT

OFFICE UNIT

Professional capacity building and continuous training

In order to meet the strategic objective of capacity building of intfernal audit staff
members, audit inspectors have been involved in fraining programs for internal
audit and risk management provided by central banks, have attended individual
programs for their professional development, and have taken professional
membership / certification exams from international insfitutions in the field
of finance and audit. During 2017, audit inspectors initiated and contfinued
affending the ACCA, CIA, CISA certification programs and attending minimum
mandatory classes for upholding CIDA, ACCA, CA titles.*”

4.3 ENGAGEMENTS AND MAIN FINDINGS IN 2017

Audit engagements in 2017 focused on: (i) giving an opinion on the adequacy
of internal audits set by the Management for the audited functions / processes,
inc|uding opp|icofions supporting activities; and (i) other not p|0nned audit

47 ACCA - Association of Chartered Certified Accountants
CIA - Certified Internal Auditor
CISA - Certified Information Systems Auditor
CIDA - Certified Investments and Derivatives Auditor
CA - Chartered accountant
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and non-audit engagements with a special request by Administrators or other
institutions.

During 2017, in fotal, 48 new recommendations resulied from 7 audit
engagements for security, excluding suggestions resulting from consultancy
engagements and engagement in “SelfFAssessment of Infernal Audit Quality
in BoA". The findings and recommendations for each of the audits carried out
during this period were first addressed to the heads of the units and then to the
Bank of Albania's Administrators.

4.4 HIGHLIGHTS IN THE OPERATIONAL RISK MANAGEMENT
IN 2017

Following the successful completion of the project “On the Implementation of
the Framework for Banking Operational Risk Management” in June 2016, the
Bank of Albania managed fo establish within a year the proper infrastructure,
the functionality and efficiency of the responsible unit for the Operational Risk
Management.

The objective of the Operational Risk Management is to manage uncertainties,
and fo inform and assist the decision-making process on risks that may hinder
the achievement of Bank of Albania’s objectives or have adverse financial and
/ or reputational impacts.

Assessment of Operational Risk Management by international
experts

The operational risk management function was consolidated during 2017 at
the Bank of Albania. This was achieved due fo: a) the expression of folerance
on operational risk by the Supervisory Council, b) Drafting and approval of
action plans by the Administrators, c) Periodic review and reassessment of the

Operational Risk Database by the ORM unit.

As a result of these developments, the level of maturity of ORM'’s activity
(estimated by the IORWG international experts) was significantly increased to
69.22% for 2017 (from 50.32% at the end of 2016). This is considered the
initial stage of the third level of risk assessment as “Managed” (>69% of this
level IIl).

AD-HOC BASIC MANAGED ADVANCED MATURED

<61% 261% >69% >86% 294%

The assessment is carried out by the International Operational Risk Working
Group (IORWG), part of which is also the Bank of Albania. This organization
is made up of 7O central banks and has been active since October 2005.
Following this process, the progress of the maturity level of the Operational
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Risk Management has shifted from ‘ad-hoc’ to ‘managed’, thus overcoming the
'basic’ level. This assessment exceeds the Bank of Albania’s expectations for

the end of 2017.

This maturity level indicates that in the risk management policy, the Board
(Council) determines the implementation of the risk management sfructure, and
supports the expression of risk appetite. There is a defined risk matrix and a
governance structure directly reporting to Senior Management. The exchange
of information between the risk units is ad-hoc (as necessary) and periodic.
Qualitative and quantitative methods are used for assessing and monitoring
operational risks, which may include, as appropriate, Key Risk Indicators (KRIs),
risk analysis, incidents and internal losses. Also, the results from the assessment
of the Operational Risk Management Unit are taken into consideration in the
tactical / operational decision-making processes by the Bank of Albania units.

Independent rafing certifies the level of maturity by an independent international
organization and demonstrates the importance given by the Bank and the
Supervisory Council to the Risk Management funcfion at the Bank of Albania,
awareness raising and education of people at all levels for risk management,
which has affected and will affect the wellfunctioning and the confinuous
improvement of the basic and supportive functions regarding risk management.

Increase and implementation of operational risk culture at bank
level

One of the main engagements of the ORM unit is to further increase the
operational risk culture at the bank level in order to reach the objective of the
wellunctioning of the ORM process in the short ferm, with a view to ensuring
that all employees have the knowledge and speak the same language regarding
the operational risk.

Particular importance was given fo the incident reporting standard during
2017, to the consistency of reporting the horizontal events (which affect some
units except the reporting one), nearmiss events and immediate nofification in
case of highimpact incidenfs.

Continuation of the next important BCM Project - Business
Continuity

Business Continuity Management (BCM| is an activity-oriented process that
esfablishes a strategic and operational regulatory framework according to the
needs, which:

* Proactively improves the organization’s recoverability in case of
operational disruptions that make it impossible to meet the main
objectives;

®  Provides a method for restoring the ability of the organization to deliver
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the products and services at the agreed time and quality affer the
fermination of the activity occurs;

e Provides a proven ability to manage the discontinuation of activity and
protects the organization’s reputation.

During 2017, we worked on the selection, organization and creation
of the Working Group that will implement the project for the drafting and
implementation of the BCM at the Bank of Albania. This Working Group was
created by the Governor's Order no.6025 dated 30.12.2016.

In June 2017, the working group organized several-day training in cooperation
with external experts by the Financial Services Volunteer Corps. Along with
exchanging experiences and best practices for BCM, this training included a
whole day dedicated fo the coordinators assigned to follow the BCM in order
fo familiarize them with fopics such as: general information on BCM, main
goals, the importance of this program for the Bank, efc.

Upon complefion of the Operational Risk Management Project in 2016,
the products and data bases created during this project are serving as the
foundation for the progress and finalization of the newly initiated project
for BCM in the Bank of Albania. Now, with and increased risk culture and
drafting/ identification of business processes from all the units of the Bank of
Albania, the project for the Business Continuity Management has the necessary
basis to develop benchmarks provided in the project plan, which, together
with the commitment of each unit, can guarantee the successful achievement
of objectives.

Whistleblowing, a new legal function at the Bank of Albania

Pursuant to point 2 of the decision of the Council of Ministers no. 816, dafed
16.11.2016, the Bank of Albania, as a public authority which meets the legal
requirement for the number of employees, has the obligation to establish a
responsible unit to handle and investigate signalling. Pursuant fo this decision,
and law No. 60/2016 "On Signalling (Whistleblowing) and Profection of *,
in 2017, the responsible unit for whistleblowing at the Bank was appointed, as
well as the responsible persons, to carry out the functions of the administrative
investigation process following signalling.

Also during 2017, the Bank of Albania draffed and approved the internal
regulation “On the Administrative Invesfigation of Signalling, Profection
of Confidentiality and Profection from Refaliation at the Bank of Albania”
with Decision of Council of Ministers No. 75, dated 06.12.2017. The
implementation of this regulation aims fo a) prevent and supress corruption af
the Bank of Albania; b) to promote alerts on suspected corruption actions or
practices; c) profect whistleblowers who signal suspected corruption actions or
practices at their workplace.
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5. MEDIUM-TERM DEVELOPMENT STRATEGY OF THE
BANK OF ALBANIA 2018-2020

The medium-term development strategy represents the ambition of the Bank
of Albania for the period 2018-2020. The strategy aims to give a proactive
response fo the cha//enges of the environment where the Bank of Albania
operates; increase the cooperation within the institution; promote the effective
and efficient use of resources; as well promote public transparency and
accountability.

This document is an update of the 2016-2018 strategy, which extends ifs
implementation deadline beyond 2018 and sets the main objectives for the
next three year period. The extension of the implementation period provides
adequate programmatic support for the Bank of Albania medium-erm orientation
budget for 2019 and 2020.

The extension of the deadline reflects, at the same time, the medium-
term objectives achieved so far, which no longer appear in the content of
the strategy. Where necessary, new objectives are foreseen for the period
2019-2020, or the existing objectives have been updated. Determining new
objectives has been necessary in areas such as bank resolution, or operational
risk management, which are new to the Bank of Albania.

The Bank of Albania has adopted the model of several banks of the European
System of Cenfral Banks, which have a dual strategic planning system: (i a
major planning process, once in 3-5 years; and (i) a (minor), annual, update
process.

The Medium-Term Development Strategy 2018-2020 has the mission, vision
and core values of the institution unchanged, which represent the starting point
of the document. The Mission expresses the reason for the existence of the Bank
of Albania and the fundamental purpose orienting its activities . The values
summarize the common principles that are part of the Bank of Albania culture
and guide the behaviour of employees. The vision clarifies the direction of the
Bank of Albania and the way the insfituion seeks to be perceived from the
world (i.e. sfate insfitutions, the banking systfem and the public|.

The Objectives derive from the organic law and set the priorities in the Bank
of Albania’s activity in fulfilling its mission and vision. The implementation of
the objectives is based on: (i) human resources: skills, talents and knowledge
of employees; (i) information technology: databases, information systems,
networks and technology infrastructure; and |iii) internal organization: culture,
management, employees and group work.
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The main challenges that the Bank of Albania will face over the next three years
are:

a) Maintaining monetary stability

Bank of Albania’s monetary policy continues to be oriented towards maintaining
price stability and aims to foster cooperation with partners in Albania and
abroad through better coordination of macroeconomic policies and exchange
of information and expertise.

The Bank of Albania’s operations aim to increase the flexibility of instruments
for the implementation of the monetary policy and the safeguarding of financial
stability. The further development of the money market and of the secondary
market of government securities, as well as the improvement of AFISaR
infrastructure remain Bank of Albania priorities.

b) Ensuring a stable and efficient financial system

The implementation of the Macro-prudential Policy Strategy aims to take actions
fo prevent and treat systemic risk. The Bank of Albania will aim fo finalize the
definition of the indicators and critical levels for some systemic risk indicators,
with a view fo operationalizing the macro-prudential instruments and preparing
the relevant methodologies. At the same time, efforts will be made to enrich and
consolidate databases and reporting forms, harmonize analyses and indicators
used by different organizational units within the Bank of Albania, and strengthen
analytical and modelling capacities. In particular, work will be done to clarify
the relationship between macro and micro- prudential policies with monetary
policy, focusing on exchanging and analysing important information as well as
on the inferaction in relevant decision-making.

c Ensuring a sound banking activity

Banking supervision focuses on obtaining a secure sound financial system
which guarantees the citizens’ confidence and confributes fo sustainable
economic growth. The development of the regulatory framework is oriented
towards Basel's standards and the European Union legislation. Also, efforts will
be made to consolidate the risk-based supervision process and improve the
quality of financial reporting of supervised entities.

d Addressing Possible Issues of Financially Challenged Banks

As the Resolution authority, the Bank of Albania aims to implement resolufions
organized in binancially challenged banks, minimizing the impacts on the real
economy, public finances and financial stability. The work focuses on setting up
a regulatory framework, drafting resolution plans, confributions to the resolution
fund, and coordinating actions with other domestic and foreign institutions.

e Increase of the quality of statistical data

Obijectives in the sfafistical field are oriented fowards meefing the quantifative
standards of international methodologies and European Union legislation, as
well as meeting the quality criteria of data, according to international standards.

Bank of Albania
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f) Improving quality of the national currency

One of the main objectives of the Bank of Albania is to maintain the quality
of banknotes in circulation, in order fo increase the public confidence in the
currency. This will be achieved through the production of new banknotes that
are redesigned with security elements of state-oHhe-art technology.

g) Strengthening the governance of the institution

Strengthening good governance implies, in addition to consolidating the
independence of the institution, in accordance with the Statute of the European
System of Central Banks, increasing accountability in the fulfilment of tasks, and
in the management of physical, human and financial resources.

Operational risk management is also defined as a primary objective in
accountability.  This implies a structured, systematic and  comprehensive
approach to addressing the noninancial risk faced by the institution in all the
aspects of activity.

Transparency is another aspect of good governance, closely related fo the
concept of accountability. The Bank of Albania’s main objective in this regard
is fo provide information and improve communication channels with the public
and groups of interest, in order to foster the institution’s credibility and monetary
policy efficiency.

h) Bank of Albania’ resources

The Bank of Albania is continuing the work for the reconstruction of the former
Hotel Daijfi. The building will enable accommodation in optimal conditions for
around half of the Bank of Albania staff members.
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Independent Auditors’ Report

To the Supervisory Council of Bank of Albania
Opinion

We have audited the financial statements of Bank of Albania (“the Bank"), which
comprise the statement of financial position as at 31 December 2017, the
statements of profit or loss and other comprehensive income, changes in equity
and cash flows for the year then ended, and notes, comprising significant
accounting policies and other explanatory information.

In our opinion, the accompanying financial statements give a true and fair view
of the financial position of the Bank as at 31 December 2017, and of its financial
performance and its cash flows for the year then ended in accordance with
International Financial Reporting Standards (IFRS).

Basis for Opinion

We conducted our audit in accordance with International Standards on Auditing
(ISAs). Our responsibilities under those standards are further described in the
Auditors’ Responsibilities for the Audit of the Financial Statements section of our
report. We are independent of the Bank in accordance with International Ethics
Standards Board for Accountants Code of Ethics for Professional Accountants
(IESBA Code) and with Institute of Authorized Chartered Auditors of Albania
Code of Ethics (IEKA Code), together with the ethical requirements of the Law
No. 10091, dated 5 March 2009 “On the statutory audit and the organization of
the statutory auditors and chartered accountants professions”, amended, that
are relevant to our audit of the financial statements in Albania, and we have
fulfilled our other ethical responsibilities in accordance with these requirements
and the IESBA Code and IEKA Code.

We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our opinion.



KPMG

Other Information

Management is responsible for the other information. The other information
comprises the information included in the Annual Report prepared by
management and approved by the Supervisory Council in accordance with
Article 69, paragraphs 1 to 3 of the Law. No. 8269, dated 23 December 1997
“On Bank of Albania”, amended, but does not include the financial statements
and our auditors' report thereon.

Our opinion on the financial statements does not cover the other information
and we do not express any form of assurance conclusion thereon.

In connection with our audit of the financial statements, our responsibility is to
read the other information and, in doing so, consider whether the other
information is materially inconsistent with the financial statements or our
knowledge obtained in the audit, or otherwise appears to be materially
misstated. If, based on the work we have performed, we conclude that there is
a material misstatement of this other information, we are required to report that
fact. We have nothing to report in this regard.

Responsibilities of Management and Those Charged with Governance for the
Financial Statements

Management is responsible for the preparation and fair presentation of the
financial statements in accordance with IFRS and for such internal control as
management determines is necessary to enable the preparation of financial
statements that are free from material misstatement, whether due to fraud or
error.

In preparing the financial statements, management is responsible for assessing
the Bank's ability to continue as a going concern, disclosing, as applicable,
matters related to going concern and using the going concern basis of
accounting unless management either intends to liquidate the Bank or to cease
operations, or has no realistic alternative but to do so.

Those charged with governance are responsible for overseeing the Bank's
financial reporting process.

Auditors’ Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial
statements as a whole are free from material misstatement, whether due to fraud
or error, and to issue an auditors’ report that includes our opinion. Reasonable
assurance is a high level of assurance, but is not a guarantee that an audit
conducted in accordance with I1SAs will always detect a material misstatement
when it exists. Misstatements can arise from fraud or error and are considered
material if, individually or in the aggregate, they could reasonably be expected
to influence the economic decisions of users taken on the basis of these financial
statements.



As part of an audit in accordance with ISAs, we exercise professional judgment
and maintain professional scepticism throughout the audit. We also:

— |dentify and assess the risks of material misstatement of the financial
statements, whether due to fraud or error, design and perform audit
procedures responsive to those risks, and obtain audit evidence that is
sufficient and appropriate to provide a basis for our opinion. The risk of not
detecting a material misstatement resulting from fraud is higher than for one
resulting from error, as fraud may involve collusion, forgery, intentional
omissions, misrepresentations, or the override of internal control.

— Obtain an understanding of internal control relevant to the audit in order to
design audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the Bank's
internal control.

— Evaluate the appropriateness of accounting policies used and the
reasonableness of accounting estimates and related disclosures made by
management.

— Conclude on the appropriateness of management's use of the going concern
basis of accounting and, based on the audit evidence obtained, whether a
material uncertainty exists related to events or conditions that may cast
significant doubt on the Bank’s ability to continue as a going concern. If we
conclude that a material uncertainty exists, we are required to draw attention
in our auditors’ report to the related disclosures in the financial statements
or, if such disclosures are inadequate, to modify our opinion. Our conclusions
are based on the audit evidence obtained up to the date of our auditors’
report. However, future events or conditions may cause the Bank to cease
to continue as a going concern,

— Evaluate the overall presentation, structure and content of the financial
statements, including the disclosures, and whether the financial statements
represent the underlying transactions and events in a manner that achieves
fair presentation.

We communicate with those charged with governance regarding, among other
matters, the planned scope and timing of the audit and significant audit findings,
including any significant deficiencies in internal control that we identify during
our audit.

Tzvetelinka K@leva Maria Pehiev;

Statutory Auditor Partn it

KPMG Albanip Shpk KPMG Audit OOD
Deshmoret e Kombit Bivd. 45/A Bulgaria Boulevard
Twin Towers Building |, floor 13 1404 Sofia, Bulgaria

Tirana, Albania

Tirana, 28 March 2018
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The notes on pages 153 to 197 are an integral part of these financial statements.

The financial statements were authorized for issuance by the Supervisory Council

of the Bank of Alaania and signed on 28 March 2018 on its behalf

ent Sejko ledia Bregu

Governor Head of Payment Systems and Accounting
and Finance Department

@ Bank of Albania




STATEMENT OF PROFIT OR LOSS AND OTHER
COMPREHENSIVE INCOME

The notes on pages 153 to 197 are an integral part of these financial statements.
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The notes on pages 153 to 197 are an integral part of these financial statements.
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NOTES TO THE FINANCIAL STATEMENTS AS OF AND FOR
THE YEAR ENDED 31 DECEMBER 2017

(Amounts in ALL million, unless otherwise stated)
1. GENERAL

The Bank of Albania (the ‘Bank’) is the central bank of the Republic of Albania
established pursuant to the law No. 8269, dated 23 December 1997 ‘On
the Bank of Albania’, amended.

Under the terms of its charter, the Bank’s main responsibilities include:

e formulating, adopting and executing the monetary policy of Albania,
which shall be consistent with its primary ob]ecﬂve;

e formulating, adopting and executing the foreign exchange arrangement
and the exchange rafe policy of Albanio;

® issuing or revoking licenses and supervising banks that engage in the
banking business in order to secure the stability of the banking system;

®  holding and managing ifs official foreign reserves;

®  acfing as banker and adviser fo, and as fiscal agent of, the Government
of the Republic of Albania; and

®  promoting an effective operation of payment systems.

The Bank is subject to the regulatory requirements of the Assembly of the

Republic of Albania and the Law ‘On the Bank of Albania’.
2. BASIS OF ACCOUNTING

These financial sfatements have been prepared in accordance with the
Infernational Financial Reporting Standards ('IFRS).

3. BASIS OF MEASUREMENT

These financial statements have been prepared on a hisforical cost basis,
except for the following items:

[tems Basis of measurement
Derivative financial instruments Fair value
Non-derivative financial instruments at fair value through profit or loss Fair value
Availableforsale financial assets Fair value

4. FUNCTIONAL AND PRESENTATION CURRENCY

These financial statements are presented in Albanian Lek ('lek’), which is the
Bank’s functional currency. All amounts have been rounded to the nearest
million, except when otherwise indicated.

Bank of Albania
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5. USE OF ESTIMATES AND JUDGMENTS

When preparing the financial statements in conformity with IFRSs, the Bank
makes judgments, esfimates and assumptions that affect the reported amounts
of assets and liabilities for the following financial year. Estimates and judgments
are continually evaluated and are based on historical experience and other
factors, including expectations of future events that are believed to be reasonable
under certain circumstances.

These disclosures supplement the commentary on financial instruments (see note

/).
(a) Judgments

Information about critical judgments made in applying accounting policies that
have the most significant effect on the amounts recognized in the financial
statements is included in the following notes:

e Nofe 17. Currency in circulation: The Bank has classified cash in
circulation as a financial |iobi|it\/; and

* Note 9. Monetary gold: The Bank has valued monetary gold at fair
value. Changes in the fair value are recognized in profit or loss.

(b) Assumptions and estimation uncertainties

Information about assumptions and estimation uncertainties that have a significant
risk of resulting in o material adjustment in the next financial year is set out
below in relation to the impairment of financial instruments and defermination
of the fair value of financial instruments.

(i) Impairment of financial instruments

Assets accounted for at amortized cost and availableforsale assefs are
evaluated for impairment on a basis described in the accounting policy 6.a. (vii).
The specific counterparty component of the fofal allowances for impairment
applies fo financial assets evaluated individually for impairment and is based
upon management's best estimate of the present value of the cash flows that are
expected to be received. In estimating these cash flows, management makes
judgments about the counterparty’s financial situation and the net realizable
value of any underlying collateral. Each impaired asset is assessed on ifs
merits, and an estimate of cash flows considered recoverable is independently
approved.

(ii) Determining fair values

The fair values of financial assets and financial liabilities that are traded in
active markets are based on quoted market prices or dealer price quotations.

Bank of Albania



Annual Report, 2017

For all other financial instruments, the Bank defermines fair values using other
valuation techniques.

For financial instruments that are traded infrequently and have litle price
fransparency, fair value is less objective, and requires varying degrees of
judgment depending on liquidity, concentration, uncertainty of market factors,
pricing assumptions and other risks affecting the specific instrument.

Measurement Of Fdif' VGIUGS

The Bank measures fair values using the following fair value hierarchy, which
reflects the significance of the inputs used in making the measurements.

® level 1: inpufs that are quoted market prices (unadjusted) in active
markets for identical instruments.

e level 2: inputs other than quoted prices included within level 1 that
are observable either directly (i.e. as prices| or indirectly (i.e. derived
from prices). This category includes instruments valued using: quoted
market prices in active markets for similar instruments; quoted prices for
identical or similar instruments in markets that are considered less than
active; or other valuation fechniques in which all significant inputs are
directly or indirectly observable from market data.

e level 3: inputs that are unobservable. This category includes all
instruments for which the valuation technique includes inputs not based
on observable data and the unobservable inputs have a significant
effect on the instrument’s valuation. This category includes insfruments
that are valued based on quoted prices for similar instruments for which
significant unobservable adjustments or assumptions are required to
reflect differences between the instruments.

The Bank recognises transfers between levels of the fair value hierarchy af end
of the reporting period, during which the change has occurred.

For more information on the determination of the fair value of financial instruments
see Note /.e. Financial instruments: risk management and fair values.

6. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting policies set out below have been applied consistently fo all
periods presented in these financial statements.

(a) Financial assets and liabilities
(i) Recognition

The Bank initially recognises loans and advances on the date on which they
are originated. All other financial instruments (including regular-way purchases

Bank of Albania
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and sales of financial assets) are recognised on the trade date, which is the
date on which the Bank becomes a party to the contractual provisions of the
instrument.

A financial asset or financial |iobi|iTy is measured iniﬂo”y at fair value p|us, for
an item not at fair value through profit or loss, fransaction costs that are directly
aftributable to its acquisition or issue.

(ii) Classification
Financial assets
The Bank classifies its financial assets into one of the following categories:

e availableforsale:
® loans and receivables: and
e ot fair value through profit or loss.

Seec.,d., e, f, andg.
Financial liabilities

The Bank classifies its financial liabilities as measured at amortised cost. See

b. and h.
(iii) Derecognition
Financial assets

The Bank derecognises a financial asset when the contractual rights to the
cash flows from the financial asset expire, or it transfers the rights to receive
the contractual cash flows in a fransaction in which substantially all of the risks
and rewards of ownership of the financial asset are transferred or in which the
Bank neither transfers nor retains substantially all of the risks and rewards of
ownership and it does not retain control of the financial asset.

On the derecognition of a financial asset, the difference between the carrying
amount of the asset (or the carrying amount allocated to the portion of the
asset derecognised) and the sum of (i) the consideration received (including
any new asset obtained less any new liability assumed) and {ii] any cumulative
gain or loss that had been recognised in other comprehensive income ['OCI)
is recognised in profit or loss. Any inferest in fransferred financial assefs that
qualify for derecognition that is created or refained by the Bank is recognised
as a separate asset or liability.

Financial liabilities

Bank of Albania
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The Bank derecognises a financial liability when its contractual obligations are
discharged or cancelled, or expire.

(iv) Offsetting

Financial assets and financial liabilities are offset and the net amount presented
in the statement of financial position when, and only when, the Bank has a
legal right to set off the amounts and it intends either to setile them on a net
basis or o realize the asset and settle the liability simultaneously.

Income and expenses are presented on a net basis only when permitted under
the IFRS, or for gains and losses arising from a group of similar transactions
such as in the Bank’s trading activity.

(v) Amortised cost measurement

The ‘amortized cost’ of a financial asset or financial liability is the amount at
which the financial asset or financial liability is measured at initial recognition,
minus principal repayments, plus or minus the cumulative amortization using
the effective interest method of any difference between the initial amount
recognized and the maturity amount, minus any reduction for impairment.

(vi) Fair value measurement

"Fair value' is the price that would be received to sell an asset or paid to
fransfer a liability in an orderly transaction between market participants at the
measurement date in the principal or, in its absence, the most advantageous
market fo which the Bank has access at that date. The fair value of a liability
reflects its non-performance risk.

When available, the Bank measures the fair value of an instrument using the
quoted price in an active market for that instrument. A market is regarded as
active if fransactions for the asset or liability fake place with sufficient frequency
and volume fo provide pricing information on an on-going basis. If there is
no quoted price in an active market, then the Bank uses valuation techniques
that maximize the use of relevant observable inputs and minimize the use of
unobservable inputs. The chosen valuation technique incorporates all of the
factors that market participants would take info account in pricing a fransaction.
The best evidence of the fair value of a financial instrument at initial recognition
is normally the transaction price — i.e. the fair value of the consideration given
or received. If the Bank defermines that the fair value at initial recognition
differs from the transaction price and the fair value is neither evidenced by a
quoted price in an active market for an identical asset or liability nor based
on a valuation technique that uses only data from observable markets, then
the financial instrument is initially measured at fair value, adjusted to defer the
difference between the fair value at inifial recognition and the transaction price.
Subsequently, that difference is recognized in profit or loss on an appropriate
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basis over the life of the instrument, but no later than when the valuation is
wholly supported by observable market data or the transaction is closed out.

If an asset or a liability measured at fair value has a bid price and an ask price,
then the Bank measures assets and long positions at a bid price and liabilities
and short positions at an ask price.

The fair value of a demand deposit is not less than the amount payable on
demand, discounted from the first date on which the amount could be required
fo be paid.

The Bank recognizes transfers between levels of the fair value hierarchy as of
the end of the reporting period, during which the change has occurred.

(vii]  Identification and measurement of impairment

At each reporting date, the Bank assesses whether there is objective evidence
that financial assets not carried at fair value through profit or loss are impaired.
A financial assef or a group of financial assets is ‘impaired’ when objective
evidence demonstrates that a loss event has occurred affer the inifial recognition
of the assef(s) and that the loss event has an impact on the future cash flows of
the assef(s| that can be estimated reliably.

Objective evidence that financial assets are impaired includes:

significant financial difficulty of the borrower or issuer;

default or delinquency by a borrower;

indications that a borrower or issuer will enter bankruptey;
disappearance of an active market for a security; or

observable data relating to a group of assets such as adverse changes
in the payment status of borrowers or issuers in the group, or economic

conditions that correlate with defaults in the group.

Impairment losses on assefs measured at amortised cost are calculated as the
difference between the carrying amount and the present value of estimated
future cash flows discounted at the assef's original effective inferest rate.
Impairment losses are recognised in profit or loss and reflected in an allowance
account against loans and receivables or heldto-maturity investments. Interest
on the impaired assefs continues to be recognized through the unwinding of the
discount. I an event occurring affer the impairment was recognized causes the
amount of impairment loss to decrease, then the decrease in impairment loss is
reversed through profit or loss.

Impairment losses on availableforsale investment securities are recognized by
reclassifying the losses accumulated in the fair value reserve in equity to profit
or loss. The cumulative loss that is reclassified from equity to profit or loss is the
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amortization, and the current fair value, less any impairment loss previously
recognized in profit or loss. Changes in impairment atfributable to application
of the effective inferest method are reflected as a component of interest income.
If, in a subsequent period, the fair value of an impaired availablefor-sale debt
security increases and the increase can be related objectively to an event
occurring after the impairment loss was recognized, then the impairment
loss is reversed through profit or loss; otherwise, any increase in fair value is
recognized through the OCI.

The Bank writes off a loan or an investment debt security, either portio”y or in
full, and any related allowance for impairment losses, when it determines that
there is no realistic prospect of recovery.

(viii)  Securities lending agreements

Investments lent under securities lending agreements are reported in the statement
of financial position and are valued in accordance with the accounting policies
applicable to assets held for trading and assets availableforsale. Investments
lent under securities lending agreements continue to be recognised in the Bank's
statement of financial position. The Bank receives cash or securities collateral for
such lending. Income arising from the securities lending agreements is reported
as inferest income.

(b) Currency in circulation

Currency in circulation includes banknotes and coins in circulation and is
presented under liabilities by deducting the nominal value of the banknotes and
coins on hand from the nominal value of all the banknotes and coins issued.

(c) Cash and cash equivalent

Cash and cash equivalents include banknotes and coins on hand in foreign
currency and highly liquid financial assets with original maturities of three
months or less from the acquisition date that are subject to an insignificant risk
of changes in their fair value, and are used by the Bank in the management of
its shortterm commitments.

Cash and cash equivalents are carried af amortized cost in the statement of
financial position.

(d) Trading assets and liabilities

Trading assets and liabilities are those assets and liabilities that the Bank
acquires or incurs principally for the purpose of selling or repurchasing in the
near ferm, or holds as part of a portfolio that is managed together for shortterm
profit or position faking.
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Trading assets and liabilities are initially recognized and subsequently
measured at fair value in the statement of financial position, with transaction
cosfs recognized in profit or loss. All changes in fair value are recognised as
part of net frading income in profit or loss. Trading assets and liabilities are not
reclassified after their initial recognition.

General information on the derivative instruments, which comprise future and
forward contracts, is disclosed in Note 7 (d).

(e] Available-for-sale investment securities

Investment securities are initially measured at fair value plus incremental direct
fransaction costs.

Availableforsale investments are non-derivative investments that are designated
as availableforsale or are not classified as another category of financial assets.
Availableforsale investments comprise debt securities. All other availablefor-
sale investments are measured at fair value affer initial recognition.

Inferest income is recognized in profit or loss using the effective interest method.
Foreign exchange gains or losses on availablefor-sale debt security investments
are recognized in profit or loss. Impairment losses are recognized in profit or
loss (see a. [vii)).

Other fair value changes, other than impairment losses (see a. (vii)), are
recognized in OCl and presented in the revaluation (fair value) reserve within
equity. When the investment is sold, the gain or loss accumulated in equity is
reclassified to profit or loss.

(fl Loans and receivables

Lloans and advances are non-derivative financial assets with fixed or deferminable
payments that are not quoted in an active market and that the Bank does not
infend to sell immediately or in the near term. Lloans and advances to banks and
loans to employees are classified as loans and receivables.

loans and advances are initially measured at fair value plus incremental direct
fransaction costs, and subsequently measured at their amortized cost using the
effective interest method.

When the Bank purchases a financial asset and simultaneously enters into an
agreement fo resell the asset (or a substantially similar asset) at a fixed price
on a future date (reverse repo), the arrangement is accounted for as a loan or
advance, and the underlying asset is not recognized in the Bank's financial
statements.
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(g) Monetary gold

Monetary gold is valued at ifs fair value being the market value based on
the official London Bullion Market price at the reporting dafe. Changes in the
fair value are recognized in profit or loss and then fransferred from retained

earnings fo the revaluation reserve in accordance with Arficle 64 (a) of the Law
'‘On the Bank of Albania’.

(h) Deposits and borrowings

Deposits and borrowings are initially measured at fair value minus incremental
direct fransaction costs, and subsequently measured at their amortised cost
using the effective interest method.

(i)  Printing and minting costs

Freshly printed banknotes and minted coins, which have not yet been put into
circulation, are recognized as assefs af acquisition cost. The costs of prinfing
banknotes and minting coins are deferred and amortized over 5 years and 10
years, from the date of recognition, respectively.

(i) Intangible assets

Infangible assets are recognised if it is probable that the future economic
benefits that are affributable fo the asset will flow to the Bank and the cost of the
asset can be measured reliably. Intangible assets are comprised of computer
software.

Infangible assets acquired by the Bank are stated at cost less accumulated
amortisation and accumulated impairment losses.

Subsequent expenditure on software is capifalised only when it increases the
future economic benefits embodied in the specific asset to which it relates. Al
other expenditure is expensed as incurred.

Amortization is recognized in profit or loss on a straightline basis over the
estimated useful life of the software, from the date that it is available for use.
The estimated useful life of a software product is two years. Work in progress
is not amortized.

(k)  Property and equipment
(i) Recognition and measurement

ltems of property and equipment are measured at cost less accumulated
depreciation and accumulated impairment losses.

Bank of Albania




Annual Report, 2017

(ii) Subsequent costs

The cost of replacing a part of an item of property or equipment is recognized in
the carrying amount of the item if it is probable that the future economic benefits
embodied within the part will flow to the Bank and its cost can be measured
reliably. The carrying amount of the replaced part is derecognised. The costs
of the dayto-day maintenance of property and equipment are recognised in
profit or loss as incurred.

(iii)  Depreciation
Depreciation is recognised in profit or loss on a straightline basis over the
estimated useful lives of each part of an item of property and equipment. Land,

work in progress, and numismatic coins and objects are not depreciated.

The estimated useful lives are as follows:

o Buildings 40 - 70 years
o Installations 4 - 20 years
o Vehicles 5-10 years
. Fumniture and equipment 3 - 20 years

Depreciation methods, useful lives and residual values are reassessed at the
reporfing dafe.

(l) Interest

Inferest income and expense are recognized in profit or loss using the effective
interest method. The effective interest rate is the rate that exactly discounts the
estimated future cash payments and receipts through the expected life of the
financial asset or financial liability (or, where appropriate, a shorter period) to
the carrying amount of the financial asset or financial liability. When calculating
the effective interest rafe, the Bank estimates future cash flows considering all
contractual terms of the financial instrument, but not future credit losses.

The calculation of the effective inferest rate includes transaction costs and fees
and points paid or received that are an integral part of the effective interest
rate. Transaction costs include incremental costs that are directly affributable o
the acquisition or issue of a financial asset or financial liability.

Interest income and expense presented in the statement of profiT or loss and
other comprehensive income ('OCI') include:

e infereston financial assets and financial liabilities measured at amortised
cost calculated on an effective interest basis; and

® interest on availableforsale investment securities calculated on an
effective interest basis.
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Inferest income and expense on all trading assets and liabilities are considered
fo be incidental to the Bank’s trading operations and are presented together
with all other changes in the fair value of trading assefs and liabilities in net
frading income (see accounting policy (o]).

(m) Fees and commissions

Fees and commission income and expense that are infegral to the effective
inferest rate on a financial asset or liability are included in the measurement of
the effective inferest rate.

Other fees and commission income, including account servicing fees, fund
fransfer fees, placement fees and credit registry fees are recognised as the
related services are performed.

Other fees and commission expense relate mainly to transaction and service
fees, which are expensed as the services are received.

(n) Transactions in foreign currency

Transactions in foreign currencies are franslated into the functional currency at
the spot exchange rates at the date of the fransactions.

Monetary assets and liabilities denominated in foreign currencies at the reporting
date are translated into the functional currency af the spot exchange rate af that
date. The foreign currency gain or loss on monetary ifems is the difference
between the amortised cost in the functional currency at the beginning of the
year, adjusted for effective inferest and payments during the year, and the
amortised cost in the foreign currency franslated at the spot exchange rafe at
the end of the year.

Non-monefary assets and liabilities that are measured at fair value in a foreign
currency are translated info the functional currency at the spot exchange rate
at the dafe when the fair value is determined. Non-monetary items that are
measured based on historical cost in a foreign currency are translated using the
spot exchange rafe at the date of the transaction. Foreign currency differences
arising on franslation are recognised in profit or loss.

According fo the Llaw No. 8269, dafed 23 December 1997 ‘On the Bank
of Albania” and the Decision No. 104 dated 27 December 2006 of the
Supervisory Council, the net gains/(losses) from foreign exchange that are
inifially recognised in profit or loss in the period in which they arise, are then
fransferred from retained earnings to the 'Revaluation reserve’ included in
Capital and Reserves. According to Article 64 (b) the above mentioned law,
the Government of Albania issues debt securities at market inferest rafes to cover
any negative balance of the revaluation reserve arising from the Bank’s activity.
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(o) Net trading income

Net trading income comprises gains and losses related fo trading assets and
liabilities, and includes all realised and unrealised fair value changes, inferest,
and foreign exchange differences.

(p) Income from other financial instruments at fair value through
profit or loss

Net income from other financial instruments af fair value through profit or loss
relates to financial assets designated at fair value through profit or loss. It
includes all realised and unrealised fair value changes and foreign exchange
differences.

(q) Taxation and profit distribution policy of the Bank

Based on the law ‘On the Bank of Albania’ the Bank is not subject to income
tax.

The Bank's policy of distribution of profit from banking operations is defined in
the Law ‘On the Bank of Albania’. According to Arficle 10(2) of this Law, the
Bank allocates all the realised profit to the State Budget affer having fulfilled ifs
requirement for the reserve fund pursuant to the Law and as defermined by the
Supervisory Council of the Bank.

According fo Article 11 of the law '‘On the Bank of Albania’, no fransfer,
redemption or payment under Articles 8, @ or 10 of this law shall be made
if the assets of the Bank are less than the sum of its liabilities and paid-up
capifal. If such conditions arise, based on Article 7 of the law ‘On the Bank
of Albania’, the Ministry of Finance shall transfer interest bearing negotiable
government securities to the Bank, in such amount as would be necessary to
remedy the deficiency.

(] Employee benefits
(i) Defined contribution plans

Obligations for contributions to defined contribution plans are expensed as the
relafed service is provided and recognised as personnel expenses in profit or
loss. Defined contribution plans include voluntary and compulsory contribution
plans.

The Bank makes compulsory social security contributions that provide pension
benefits for employees upon retirement. The local authorities are responsible
for providing the legal minimum threshold sef for pensions in Albania under o
defined confribution pension plan.
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(ii) Termination benefits

Termination benefits are recognized as an expense when the Bank is
demonstrably committed, without realistic possibility of withdrawal, to a formal
detailed p|on to either terminate emp|oyment before the normal refirement date,
or fo provide ferminafion benefits as a result of an offer made to encourage
volunfary redundancy. Termination benefits for voluntary redundancies are
recognized if the Bank has made an offer of voluntary redundancy, it is
probable that the offer will be accepted, and the number of acceptances can
be estimated reliably.

(i) Short-term benefits

Shorterm employee benefit obligations are measured on an undiscounted
basis and are expensed as the related service is provided. A provision is
recognized for the amount expected fo be paid under shortterm cash bonus if
the Bank has a present legal or constructive obligation to pay this amount as
a result of past service provided by the employee and the obligation can be
estimated reliably.

(s)] Operating leases

Payments made under operating leases are recognised in profit or loss on
a straightline basis over the term of the lease. lease incentives received are
recognised as an integral part of the total lease expense, over the term of the
lease.

() Impairment of non-financial assets

The carrying amounts of the Bank’s non-financial assefs are reviewed at each
reporting datfe to defermine whether there is any indication of impairment. If
any such indication exists, then the asset's recoverable amount is estimated.

An impairment loss is recognized if the carrying amount of an asset exceeds its
recoverable amount.

The recoverable amount of an asset is the highest of its value in use and its fair
value less costs fo sell. In assessing the value in use, the estimated future cash
flows are discounted fo their present value using a discount rate that reflects
current market assessments of the time value of money and the risks specific to
the asset.

Impairment losses recognized in prior periods are assessed at each reporting
date for any indications that the loss has decreased or no longer exists. An
impairment loss is reversed if a change has occurred in the estimates used to
defermine the recoverable amount. An impairment loss is reversed only to the
extent that the assef's carrying amount does not exceed the carrying amount
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that would have been defermined, net of depreciation or amortization, if no
impairment loss had been recognized.

(u) Provisions

A provision is recognised if, as a result of a past event, the Bank has a present
legal or constructive obligation that can be estimated reliably, and it is probable
that an outflow of economic benefits will be required to sefile the obligation.
Provisions are defermined by discounting the expected future cash flows at a
rate that reflects current market assessments of the time value of money and the
risks specific to the liability. The unwinding of the discount is recognised as
finance cost.

(v) New standards and interpretations not yet adopted

A number of new Standards, amendments to Standards and Inferpretations are
not yet mandatorily effective for annual periods beginning on or after 1 January
2017, and have not been applied in preparing these financial statements. The
Bank plans to adopt these pronouncements when they become effective.

IFRS 9 Financial Instruments

In July 2014, the IASB issued the final version of IFRS @ Financial Instruments.
IFRS @ is effective for annual periods beginning on or affer 1 January 2018, with
early adoption permitted. It replaces IAS 39 Financial Instruments: Recognition
and Measurement.

The Bank will apply IFRS @ for the annual period beginning on 1 January 2018.
Based on assessments undertaken to date, the tofal estimated adjustment of the
adoption of IFRS @ on the opening balance of the Bank’s equity at 1 January
2018 is not expected to be material.

The assessment undertaken to date covers both the classification and
measurement and an estimation of the impairment (expected credit losses) that
should be recognized under the new standard and it is preliminary, because
not all transition work has been finalised. The actual impact of adopting IFRS @
on 1 January 2018 may change because:

— IFRS @ will require the Bank to revise ifs accounting processes and
internal controls and these changes are not yet complete;

— the Bank is refining and finalising its models for expected credit loss
("ECL") calculations; and

— the new accounting policies, assumptions, judgements and estimation
techniques employed are subject to change until the Bank finalises its
first financial statements that include the date of initial application.
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(i) Classification and measurement — Financial assets

IFRS @ contains a new classification and measurement approach for financial
assets that reflects the business model in which assefs are managed and their
cash flow characteristics. The Standard includes three principal classification
categories for financial assefs: measured at amortised cost, measured at fair
value through OCI (FVOCI) and measured at fair value through profit or loss
(FVTPL). The Standard eliminates the existing IAS 39 categories of held to
maturity, loans and receivables and available—for- sale.

A financial assef is measured at amortised cost if it meets both of the following
conditions and is not designated as at FVTPL:

— itis held within a business model, whose objective is to hold assets to
collect contractual cash flows; and

— its confractual ferms give rise, on specified dates, to cash flows that are
solely payments of principal and interest (SPPI) on the principal amount
outstanding.

A financial asset is measured at FVOC! only if it meets both of the following
conditions and is not designated as at FVTPL:

— itis held within a business model, whose objective is achieved by both
collecting contractual cash flows and selling financial assets; and

— its confractual ferms give rise, on specified dates, to cash flows that are
solely payments of principal and interest (SPPI) on the principal amount
outstanding.

On initial recognition of an equity investment that is not held for trading, the
Bank may irrevocably elect fo present subsequent changes in fair value in
OCI. This election is made on an investment by investment basis. All financial
assefs not classified as measured at amortised cost or FVOCI as described
above are measured at FVTPL. In addition, on initial recognition, the Bank may
imevocably designate a financial asset that otherwise meets the requirements to
be measured af amortised cost or af FVOCI as at FVTPL if so doing eliminates
or significantly reduces an accounting mismatch that would otherwise arise.

The standard will aoffect the classification and measurement of financial assets
held as at 1 January 2018 as follows:

—  Debt investment securities classified as availableforsale and measured
at FVOCI under IAS 39 will, in general, be also measured at FVOCI
under IFRS @. The Bank has assessed that these assets are held within
business models, whose objective is achieved by both collecting
confractual cash flows and selling financial assets and the cash flows
relafing fo the assets comprise solely payments of principal and interest

(SPPI).
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—  Debt investment securities classified as heldfortrading and measured
at FVTPL under IAS 39 will continue to be measured at FVPL under IFRS
Q. The Bank has assessed that these assets are held within a business
model, whose objective is achieved by security trading.

—  For cash and cash equivalents comprising current accounts and short-
ferm deposits with banks, measured at amortised cost under I1AS 39,
the Bank is still in the process of finalizing the assessment as to the most
appropriate classification and measurement of these financial assefs
under IFRS 9.

— loans to commercial banks and to employees, classified as loans and
receivables and measured at amortized cost under 1AS 39, will, in
general, also be measured at amortized cost under IFRS 9.

—  For financial assets included in accounts with IMF, classified as loans
and receivable and measured at amortised cost under IAS 39, the
Bank is still in the process of finalizing the assessment as to the most
appropriate classification and measurement of these assefs under IFRS

Q.
(ii) Impairment — Financial assets

IFRS @ replaces the ‘incurred loss” model in IAS 39 with a forwardHooking
‘expected credit loss' model. This will require considerable judgement over
how changes in economic factors affect ECLs, which will be defermined on a

probabilityweighted basis.

The new impairment model will apply to financial assets not measured at
FVTPL. Under IFRS @, no impairment loss is recognised on equity investments.
The impairment requirements of IFRS 9 are complex and require management
judgements, estimates and assumptions, particularly in the following areas:

— assessing whether the credit risk of an instrument has increased
significantly since initial recognition; and
— incorporating forwardHooking information info the measurement of

EClLs.

The Bank has drafted the general criteria for defining default and significant
increase in credit risk and further refining is necessary to adapt staging criteria
fo each portfolio of assets.

IFRS @ requires a loss allowance to be recognised at an amount equal to either
12-month ECLs or lifetime ECLs. Lifetime ECLs are those that result from all
possible default events over the expected life of a financial instrument, whereas
12-month ECls are those that result from default events that are possible within
the 12 months after the reporting date.

The Bank will recognise loss allowances at an amount equal to 12-month ECLs
in the following cases:
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—  debt investment securities that are determined to have low credit risk at
the reporting date. The Bank considers a debt security to have low credit
risk when its credit risk rating is equivalent to the globally understood
definition of ‘investment-grade’; and

— other financial instruments for which credit risk has not increased
significantly since initial recognition.

In other cases, the Bank will recognize loss allowances at an amount equal to

lifetime ECls.

The key inputs info the measurement of ECls are likely to be the following
parameters:

—  probability of default (PD)
— loss given default (LGD)
— exposure at default (EAD).

These parameters will be derived from internally developed sfatistical models
and other historical data that leverage regulatory models. They will be adjusted
to reflect forward-looking information.

PD estimates are estimates at a certain date, which will be calculated based
on sfatistical rating models and assessed using ratfing tools tailored to the
various cafegories of counterparties and exposures. These statistical models
will be based on infernally compiled data comprising both quantitative and
qualitative factors. Where it is available, market data may also be used to
derive the PD for sovereign and non-sovereign counterparties. If a counterparty
or exposure migrates between rating classes, then this will lead to a change
in the estimate of the associated PD. PDs will be estimated considering the
confractual maturities of exposures.

LGD is the magnitude of the likely loss if there is a default. The Bank will
estimate LGD parameters based on the history of recovery rates of claims
against defaulted counterparties. The LGD models will consider the structure,
collateral, seniority of the claim, counterparty industry and recovery costs of any
collateral that is integral fo the financial asset.

EAD represents the expected exposure in the event of a default. The EAD of a
financial asset will be the gross carrying amount at default.

For porifolios in respect of which the Bank has limited hisforical data, extermnal
benchmark information will be used to supplement the infernally available data.
The portfolios for which external benchmark information represents a significant
input info measurement of ECLs include international reserves and government
securities.
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The main impact on the Bank's financial statements from the implementation of
IFRS @ is expected to result from the new impairment requirements. Although
the Bank has not yet completed its final assessment, the assessment of the Bank
fo date is that, on the adoption of IFRS @ at 1 January 2018, the impact of the
new impairment requirements is not expected fo be material.

IFRS @ incorporates the requirements of IAS 39 for the derecognition of financial
assefs and financial liabilities without substantive amendments.

(iii) Transition

Differences in the carrying amounts of financial assets and financial liabilities
resulting from the adoption of IFRS @ will generally be recognised in refained
earnings and reserves as at 1 January 2018.

If a debt investment security has low credit risk at 1 January 2018, then the Bank
will determine that the credit risk on the asset has not increased significantly
since initial recognition.

IFRS 16 Leases

IFRS 16 replaces existing leases guidance and infroduces a single, on-balance
sheet lease accounting model for lessees. A lessee recognises a rightof-use
asset representing ifs right to use the underlying asset and a lease liability
representing its obligation to make lease payments. There are recognition
exemptions for shortterm leases and leases of low-value items. The Standard is
effective for annual periods beginning on or after 1 January 2019 with early
adoption permitted for entities that apply IFRS 15 at or before the date of inifial
application of IFRS 16.

The Bank does not expect that the new standard, when initially applied, will have
a material impact on ifs financial statements. The current lease arrangements
of the Bank expire on 31 December 2018. The actual impact of applying
IFRS 16 on the financial statements in the period of initial application will
depend on the composition of the Bank's lease portfolio at that date, the Bank’s
latest assessment of whether it will exercise any lease renewal options, and the
extent to which the Bank chooses to use practical expedients and recognition
exemptions. A more defailed assessment will be made in the following period.

Other standards and interpretations

The following new or amended standards and interpretations are not expected
fo have a significant impact on the Bank's financial statements:

— IFRS 15 Revenue from Contracts with Customers
— Annual Improvements to IFRS: 2014-2016 Cycle — Amendments to
IFRS 1 and IAS 28
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—  Clossification and Measurement of Share-based Payment Transactions
(Amendments to IFRS 2)

— Transfers of Investment Property (Amendments o I1AS 40)

—  Sale or Confribution of Assefs between an Investor and its Associate or
Joint Venture (Amendments to IFRS 10 and IAS 28)

— IFRIC 22 Foreign Currency Transactions and Advance Consideration

— IFRIC 23 Uncertainty over Income Tax Treatments

—  Prepayment Features with Negative Compensation [Amendments to
IFRS )

— longferm Interests in Associafes and Joint Ventures (Amendments o IAS
28]

—  Annual Improvements to IFRS 2015-2017 Cycle — Amendments to IFRS
3,IFRS 11, 1AS 12 and IAS 23

— Plan Amendment, Curtailment or Settlement (Amendments to IAS 19).

7. FINANCIAL INSTRUMENTS: RISK MANAGEMENT AND FAIR
VALUES

(a) Risk management framework

The financial instruments of the Bank are mainly used for the purposes of
the foreign reserve management. The significance of risk is assessed within
the context of the foreign reserve management. The Bank has exposure fo
the liquidity risk, credit risk, market risk, legal risk and operational risk from
investments in financial instfruments and manages such risks in the framework of
the foreign reserve management.

This note presents information about the Bank's exposure o each of the above
risks, the Bank’s objectives, policies and processes for measuring and managing

risk.

Pursuant to the legal requirements, the Bank holds and manages the foreign
reserves of the Republic of Albania. The Supervisory Council has the overall
responsibility for the establishment of the risk management framework and reserve
management policies. The Supervisory Council has approved the regulation ‘On
the functions of the management structure in the decision-making process of the
management of the reserves’. This regulation defines the responsibilities of the
management, the Supervisory Council, the Governor, the Investment Committee,
and the Monetary Operations Department, in managing the foreign reserves.
The Supervisory Council is responsible for approving the regulation ‘On the
policy and management of the foreign reserve’, the Investment Committee is
responsible for approving the ‘Operational Procedure of Investment’ document,
while the Governor approves other guidelines to ensure a more comprehensive
regulation of the reserve management function. The regulation ‘On the policy
and management of the foreign reserve’ defines the objectives of the porifolio
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management ranked by priority, and the principles and qualitative criteria
used as the basis of the financial risk management. The Investment Committee
approves the quantitative criferia based on the limits set forth by the Supervisory
Council and monitors the compliance with the restrictions for permitied level of
risk and foreign reserve investment porifolio performance.

In accordance with the decisions of the Supervisory Council on the eligible
instruments, the reserve is invested in fixed or floating income securities, in
deposits or certificates of deposit, and in derivative instruments. The remaining
foreign reserves are held in SDR and in monetary gold. Monetfary gold is
managed in accordance with the regulation ‘On the policy and the management
of gold’, approved by the Supervisory Council. Following the review of the
accounting policy for monetary gold (see Notes 5(a) and 6(g)) in 2016, the
Bank concluded that monetary gold is not a financial instrument.

(b) Liquidity risk

Liquidity risk is the risk that: a) the Bank will encounter difficulty in meeting
obligations associated with its financial liabilities in due time; and b) the Bank
will not be able to sell a financial instrument within a specific time frame without
causing significant loss compared to the market value. liquidity is amongst the
primary objectives of the foreign reserve management and is defined as the
goal to insure the availability at all times of sufficient funds to meet the liquidity
needs associated with:

— implementing the monetary policy and the exchange rafe policy of the
Bank: and

— mainfaining financial stability and meeting the needs of the country in
periods of crisis.

The implementation of these objectives is performed through the breakdown
of the foreign reserve in certain franches that, within the context of a prudent
management of the liquidity risk, serve specific purposes and carry specific
features.

The foreign currency liability tranche represents investments in assefs that are
financed by the liabilities in foreign currency, which are mainly composed by
the funds deposited by commercial banks as part of the reserve requirement
and by the government.

The net reserve is composed of:

1. the working capital tranche: designed to meet the monthly liquidity
needs arising within one month;

2. the liquidity tranche: designed to meet the liquidity needs arising within
one year;

3. theinvestmentiranche: it represents the remaining balance as surplus and
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is designed to meet the liquidity needs arising beyond the timeframes
described in the first two tranches.

The amount and currency composition of the tranches is determined based
on the needs to use such tranches. The selection of the financial instruments in
which the majority of each tranche is invested, (the ‘benchmark portfolios’) and
the duration of each benchmark portfolio are determined in line with the use
of each tranche to meet the liquidity needs of the Bank. Although the overall
reserve is invested in highly liquid instruments, the first and the second tranches
described above are invested in highly liquid shortterm sovereign issues with
high credit rating.

The tables below set out the remaining contractual maturities of the Bank's
financial liabilities and financial assefs. The Bank’s expected cash flows on
these instruments may vary from the contractual cash flows.

____-
Cash and cash equwolents 159,375 2,390 - 161 765
Trading assets 112 557 Q14 2,630 Q9,950 - - 14,163
Account with the IMF 18,437 - - - 23,296 41,733
Loans to banks 30,519 9, 352 - 39,871
Availableforsale investment securiies 16,777 30,039 47, 465 51 636 96,51 5 2 943 - 245,375
Other assets (note 15) - - 1,712 - 1,712

225,220 42,338 48,379 54,26() 106,465 4,655 23,296 504,619

oreign exchange forwords 77 77
h_____-__
Financial liobilies
Nonderivative liabiles

Currency in circulation - - - - - - 274,685 274,685
Due to banks 146,635 - - - - - - 146,635
Deposits and borrowings from third 4033 i i i i i . 4033
parties ! /

IﬂDOlJneSTo Government and sfate institu- 33.894 i 901 i i i 500 35295
Due to the IMF 19, 260 35 19 70 35 = 7,332 26, 75]

Other liabilities
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Cash and cash equivalents 94,459 10,661 370 - - - - 105,490

Trading assets 387 644 790 3,679 10,683 - - 16,183
Account with the IMF 19,688 - - - - 23,995 43,683
Loans to banks 24,155 5, 779 - - - 29,934

Availableforsale investment securities 21,7()9 38,264 34, 237 5702] 139,755 7,884 - 298,930
Other assets (note 15) - 1,718 1,718

Currency in circulation - 258,821 258,821
Due to banks 152,352 - - - - - - 152,352
Deposits and borrowings from third 3310 i i i i i . 3310
parties ! !
EOLJr?sto Covernment and state insfitu- 18,484 i 008 i i i 500 19,892
Due to the IMF 19,619 77 21 153 230 - 7,978 28,078
Other liabilities 78 - - - - - - 78
193,843 - 267,299 462,531
______-
Interest rate futures 2 2

[c] Credit risk

For the purpose of the foreign reserve management, the credit risk is the risk
of financial loss to the Bank, if a counterparty to a financial instrument fails to
meet ifs contractual obligations, and arises principally from the Bank’s loans
and advances fo other banks and investment securities. For risk management
reporting purposes, the Bank considers and consolidates all elements of credit
risk exposure (such as individual obligor default risk, country and sector risk|.
The management of this risk is an important objectfive in the process of the
foreign exchange reserve management.

The risk in respect of changes in value in trading assefs arising from changes
in market credit spreads applied fo debt securities and derivatives included in
frading assets is managed as a component of market risk; for further details,
see (d) below.

(i) Settlement risk

Foreign reserve management activity may give rise fo risk af the time of
sefflement of fransactions and frades. Sefflement risk is the risk of loss due to
the failure of an entity to honour ifs obligations to deliver cash, securities or
other assets as contractually agreed. The Bank minimizes seftlement risk through
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implementation of best practices for the recognition and ongoing monitoring of
sefflement procedures and conditions.

(ii) Custody risk

Custody risk is the risk of a loss of assets placed in cusfody in the case of
insolvency, negligence, fraud, mismanagement or inadequate portfolio
maintenance practices by the custodian. The Bank minimizes this risk by selecting
for securities’ custody services reputable international financial insfitutions with o
minimum of USD 1,000 billion in assets under custody.

(i) Management of credit risk

The Supervisory Council has esfablished base criteria of exposure to
counterparties, and by type of investment, issuer, credit rating band, market
liquidity, with the governments and central banks issues prioritized. The evaluation
and monitoring process of the credit rafing of the eligible issuers is based on the
analysis and the rating determined by the principal rating agencies, including
Standard & Poor's, Moody's and Fitch, as well as in the reviewing processes,
on a daily basis, of the performance of several market indicators of the quality
of the credit rating of the issuer. In accordance with the limits imposed by
the Supervisory Council, the Investment Committee is authorized to establish
other qualitative and/or quantitative limits on the exposure level for the issuer/
financial insfituion on an individual basis, category, or combined category
and instrument basis. Depending on the market environment and conditions,
the Bank may decide to adapt even more conservative limits for an issuer/
financial institution.

The investment of the foreign exchange reserve is limited to: government/
central bank issues with minimum credit ratings of A- and BBB- for governments
of the euro area; sovereign agencies, multilateral institutions, public entities
with @ minimum credit rating of AA-; and banks and other financial institutions
with a minimum credit rafing of AA-. The credit rafing refers to the credit rating
of an issuer/financial insfitution, and if such rafing is not provided, the credit
rating of the longferm debt of the financial institution is used. For the purpose of
the reserve management operations and for payments, the Bank may operate
through current accounts opened with banks with a minimum credit rating of

BBB.

The loans to the local banks are collateralized by treasury bills issued by the
Albanian Government.

The following table sefs out the carrying amounts of the financial assets that are
exposed fo credit risk as at 31 December 2017 and 2016:
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Accounts and deposits with financial institutions [note 8) 161,747 105,466
Accounts with the IMF (see below) 11,105 11,719
Loans fo banks 39,871 29,034
Trading assefs 14,240 16,183
Availableforsale investment securities 245,375 298,930
Other assets (note 15) 1,712 1,718

An amount of ALL 7,332 million (2016: ALL 7,978 million), which is included
in the SDR Holdings with the IMF [see Note 10 does not represent credit risk
for the Bank, since it represents the counteraccount of the amounts acquired
through the SDR allocations. Only the amount of holdings above allocations of
ALL 11,105 million (2016: ALL 11,719 million) is included in the assets, which
represent credit risk.

A segregation of the financial assets by geography is sef out below:

Accounts and deposits with finan-

5,632 122,246 6,372 8,657 10,106 8,731 161,747
cial institutions (Note 8)
Trading assets 3,307 Q67 2,441 - 7,227 77 221 14,240
Accounts with the IMF - - - - - 11,105 11,105
Loans to banks - - - - - 39,871 - 39,871
Avallableforsale invesiment 13,271 25516 91,351 260 53000 52,719 9,240 245375
Other assets (Note 15) - - - - - - 1,712 1,712

Accounts and deposits with finan-

416 44,143 11,361 39,594 9,949 - 105,466
cial institutions (Note 8)
Trading assets 2,714 1,216 3,039 - 8,959 - 255 16,183
Accounts with the IMF - - - - - 11,719 11,719
Loans to banks - - - - - 29,934 - 299034
gcc‘u”rﬁgjfom'e nvesiment 27,426 25741 131,059 4,833 48,796 53,235 7,840 298,930
Other assets (Note 15) - - - - - - 1,718 1,718
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A segregation of the financial assets by counterparty type is set out below:
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Accounts Special  loans to
Credit Risk and de- et ) pec bank
31 December 2016 posits with "ooren fawing ane Total
i N securities Rights  and other
(In ALL million) financial
B (SDR) assets
institutions
AAA 6,752 65,422 - - 72,174
AA 58,800 152,968 - - 211,768
A 6,654 19,179 - - 25833
BBB 415 19,476 - - 19,891
B+* 3 53,235 - - 53,238
BIS Basel 32,842 4,833 - - 37,675
Unrated - - 11,719 31,652 43,371
Total 105,466 315,113 11,719 31,652 463,950

The credit ratings included above show the second best rating amongst Standard & Poor’s,
Moody’s and Fifch.
*] The Albanian Government is rafed as B+, stable, based on the credit rating of Standard &
Poor's and Ba2, stable, based on the credit rating of Moodys.
The currency value of the SDR is determined by summing the values in the US dollar, based
on market exchange rates, of a basket of major currencies (US dollar, euro, Japanese yen,
and pound sterling). The SDR currency valve is calculated daily and the valuation basket is
reviewed and adjusted every five years.

**}

(d) Market risk

Market risk is the risk that changes in market prices, such as interest rates, equity
prices, foreign exchange rates and credit spreads [not relating fo changes in
the obligor's / issuer's credit standing) will affect the Bank of Albania’s income
or the value of ifs holdings of financial instruments. The objective of market risk
management is fo manage and control market risk exposures within acceptable
parameters, while optimizing the retumn on risk.

The key elements of price risk affecting the Bank are:

® Inferest rafe risk associated with fluctuations in the fair value of financial
instruments due to changes in market interest rates; and

e  Curency risk associated with fluctuations in the fair value of financial
instruments due to changes in foreign exchange rates.

The Bank's exposure fo currency risk is monitored on a continual basis. Financial
assefs and liabilities denominated in foreign currencies are disclosed in the
relevant notes of the financial statements.

For the purpose of foreign reserve management, function performed by the
Monetary Operations Department, Supervisory Council has established a set
of criteria for the currency composition of the foreign reserve, in accordance
with the obijectives of holding the reserves. This serves as a reference for the
management of the exchange rate risk. As a result, the Bank is passive in the
management of the exchange rafe risk. The Investment Committee defines a sef
of narrow ranges of the currency composition of some of the tranches of the
foreign exchange reserve. The limits are monitored by the Monetary Operations
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Department, which carries out the necessary rebalancing operations in order to
preserve the required weights of the currencies’ composition.

i) Interest rate risk

The Bank's operations are subject fo the risk of inferest rate fluctuations, which
affect the prices of inferestearning assets (including investments) and interest-
bearing liabilities.

The Monetary Operations Department of the Bank monitors the interest rafe risk.
The Bank mitigates such risks by mainfaining a significant excess of inferest-
bearing assets over liabilities. The Bank maintains a portfolio of interestbearing
financial assefs and liabilities such that the net inferest income is significantly
higher than operating needs, in order fo minimize the potential adverse effects
of interest rate fluctuations. Interest rafes applicable to financial assefs and
liabilities are disclosed in the relevant notes to the financial statements.

The interest rate risk management, for the purpose of foreign reserve
management, in ifs core process includes the selection of the portfolio/duration
benchmark for each market (currency) in which the foreign reserves are
held. The benchmark selection is reviewed annually or whenever changes in
market conditions require a reassessment. Besides determining the benchmark
portfolio, the Investment Committee, in accordance with the limits imposed by
the Supervisory Council, determines limits at the tranche level for the additional
risk factors that can be taken by the portfolio manager specialist during the
active administration. The limits at portfolio level are established by the Head
of the Monetary Operations Department.

The principal tools used to measure the interest rate risk for individual portfolios
within the foreign exchange reserve are Duration and VaR (Value at Risk).

e Duration measures the sensitivity of the price of a fixed-income security
against the volafility of the interest rafes in the market.

® The VoR is defined as the estimated maximum loss that will arise on a
portfolio over a specified period of time from ifs exposure fo the risk
factors with a specified confidence interval.

The Bank uses parametric methods such as the covariance matrix, calculated
based on the historical changes of the interest rates, weekly data from the last
three years with a confidence inferval of 95%, and weighted methods such as
Exponentially Weighted Moving Average [EWMA | to calculate the estimated
maximum loss from the porifolios for a one~year period. A VaR of 95% (VaR (95%))
can be interpreted as the maximum loss in 95% of the cases in a one-year period.

For the purposes of reserve management, the calculated VaR includes only
the exposure to the risk of changes in inferest rates for all positions, including
benchmark instruments and non-benchmark instruments.
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For benchmark instruments, the data used encompasses changes in inferest
rates for treasury issues for each currency and for non-benchmark instruments
the data used encompasses issues rated as AA, given that this rating constitutes
the major share of non-benchmark instruments of the reserve portfolios.

The following is a summary of the VaR (95%) position of the Bank’s portfolios af
31 December 2017 and 2016:

(In ALL million) 31 December 2017 31 December 2016
VaR (95%) in Lek (1,118) (1,832)

Furthermore, an imporfant method to measure market risk is the sensitivity
analysis of the value of the reserve to hypothetical changes in market factors.
The data used in the sensitivity analysis calculations include the durafion of
portfolios and weight of each currency. The duration of the portfolio shows
the degree of change in the market value of the portfolio, assuming a parallel
shift of the yield curve based on inferest rates for all the instruments within the
portfolio.

Assuming an immediate parallel increase (decrease) in inferest rates by 50
basis points and 100 basis points and a correlation equal to 1 between the
curves, and based on the duration of the aggregate foreign exchange reserves,
the estimated loss (gain) for each scenario is as follows:

Estimated effect on Profit (loss) ALL million 2017 2016

100 bp 50bp 100 bp 50 bp
Increase (3,085) (1,543) (4,0006) (2,003)
Decrease 3,085 1,543 4,006 2,003

Assets and liabilities with variable interest rates carry the risk of changing the
base that serves to defermine inferest rafes.

The position of the Bank’s sensitivity fo inferest rate by contractual repricing is
presented in the following fable, showing the carrying amounts of financial
instruments classified by contractual repricing or maturity date.
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years Bﬁmé of Albania
Cosh and cash equivalents 161 765 ]47 2 ,050 2 393 -
Trading assets 14,240 1 ,6] é - 77 12,547
Accounts with the IMF 41,733 18,437 - - - 23,296
Loans to banks 39,871 - 30,519 9,352 -
Availableforsale investment securities 245,375 557 16,777 30,039 198 002

1,712

Other assets (Note 15)

Currency in circulation 274,685 = 274,685
Due to banks 146,635 - 146,635 -

Deposits and borrowings from third parties 4,033 = 3,848 = - 85
Due to Government and stafe institutions 35,295 500 - - - 34,795
Due fo the IMF 26,751 7,447 = = = 19,304

Other liabilities

56 : : : : 56
487455 7947 150483 - - 329025

Cash and cash eqU|vo|enrs 105, 490 77 659 15, 943 1O 667 370
Trading assets 16,183 1,234 - 14,949
Accounts with the IMF 43,683 19,697 - - - 23,986
Loans to banks 29,934 - 24,155 5,779 -
Availableforsale investment securities 298,930 1,960 9,622 14,468 272,880

Other assets (Note 15) 1,718

: : - 1718 :
495938 100,550 49,720 30,914 289,917 24,837
Inerestbearing liobiies

Currency in circulation 258,821 = 258,821
Trading liabilities 2 - - - - 2
Due fo banks 152,352 = 142,358 = = 9,094
Deposits and borrowings from third parties 3,310 - 3,119 - - 191
Due to Government and state institutions 19,892 500 - - - 19,392
Due fo the IMF 28, 078 8,292 = = = 19, 786

Other liabilities

Future contracts

A future confract is a standardized contract to buy or sell a financial or non-
financial asset, at a cerfain date in the future and at a market determined price.
To minimize the credit risk, depending on the type of instrument, the investor
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should post a margin to the clearing house. This margin or performance bond is
valued every day according fo the prices in the market (mark to market], which
means that every change in value is shown in the account of investor at the end
of each trading day until the expiry day.

The net fair value of future contracts at 31 December 2017 is nil (2016: ALL
2 million) (see Note 12).

The nominal value of these confracts as at 31 December 2017 is composed
by the following:

®  buy confracts in the amount of ALL million 1,668 (2016: ALL 695
million): and
e sell confracts in the amount of ALL million 2,096 (2016: AlLL 1,474

million).
ii) Exchange rate risk

Exchange rafe risk results from the difference between the currency structure of
assets and liabilities. From an accounting point of view, the Bank is exposed to
currency risk due to its principal central bank funcfions.

This risk can affect the size of its capital. In order to manage this type of
exposure, over the years, action has been taken to increase capital, inflow
funds and, in exceptional cases, when the value of the revaluation of the foreign
currencies was negative, debt instruments of the Republic of Albania were
issued in compliance with the provisions of the law ‘On the Bank of Albania’.

Forward contracts
Trading derivatives include forward exchange contracts that are entered into
by the Bank with the Albanian Government. These instruments are not usually

closed out before contractual maturity.

The fair value of forward contracts at 31 December 2017 is ALL /7 million
(2016: nil) ([see Note 12).

The Bank’s exposure to foreign currency risk as at 31 December 2017 and 31
December 2016 is as follows:
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years Bank of Albania
31 December 2017 (In ALL million) AlL usb EUR GBRP Other Total
Assets
Cash and cash equivalents - 10,515 137,541 1,528 12,181 161,765
Trading assefs - 14,163 75 - 2 14,240
Accounts with the IMF - - - 41,733 41,733
Loans to banks 39,871 - - - - 39,871
Availableforsale investment securities 52,718 63,218 114,821 8,708 5910 245,375
Other assets 1,712 - - - - 1,712
Total assets 94,301 87,896 252,437 10,236 59,826 504,696
Liabilities
Currency in circulation 274,685 - - - - 274,685
Due to banks 50,838 14,936 80,861 - - 146,635
Deposits and borrowings from third parties 4,027 - 6 - - 4,033
Due to Government and state institutions 22,390 250 11,894 - /761 35,295
Due fo the IMF - - - - 26,751 26,751
Other liabilities 23 33 - - 56
Total liabilities 351,963 15219 92,761 - 27,512 487,455
Net currency position (257,662) 72,677 159,676 10,236 32,314 17,241
31 December 2016 (In ALL million) AlL usb EUR GBRP Other Total
Assets
Cash and cash equivalents - 12,876 78,428 1,778 12,408 105,490
Trading assefs - 16,183 - - - 16,183
Accounts with the IMF - - 43,683 43,683
Loans to banks 29,934 - - - - 290934
Availableforsale investment securities 53,235 60,339 171,078 9,446 4,832 298,930
Other assets 1,718 - - - - 1,718
Total assets 84,887 89,398 249506 11,224 60,923 495938
Liabilities
Currency in circulation 258,821 - - - - 258,821
Trading liabilities - 2 - - - 2
Due to banks 57,981 14,038 80,333 - - 152,352
Deposits and borrowings from third parties 3,309 - 1 - = 3,310
Due to Government and state institutions 9,088 119 7,281 1 3,403 19,892
Due to the IMF - - - - 28,078 28,078
Other liabilities - 78 - - - 78
Total liabilities 329,199 14,237 87,615 1 31,481 462,533
Net currency position (244,312) 75,161 161,891 11,223 29,442 33,405

(e) Fair value of financial instruments

Valuation fechniques include net present value and discounted cash flow
models, comparison with similar instruments for which market observable prices
exist, and other valuation models. Assumptions and inputs used in valuation
techniques include risk-free and benchmark interest rates, credit spreads and
other premiums used in estimating discount rafes, bond and equity prices,
foreign currency exchange rafes, equity and equity index prices and expected
price volatilities and correlations.
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The objective of valuation techniques is to arrive af a fair value measurement
that reflects the price that would be received 1o sell the asset or paid to transfer
the liability in an orderly transaction between market participants at the
measurement date.

The Bank uses widely recognized valuation models for determining the fair
value of common and more simple financial instruments, such as interest rate
and currency swaps that use only observable market data and require litile
management judgment and estimation. Observable prices or model inputs are
usually available in the market for listed debt and equity securities. Availability of
observable market prices and model inputs reduces the need for management
judgment and estimation and also reduces the uncertainty associated with
defermining fair values. Availability of observable market prices and inputs
varies depending on the products and markets and is prone to changes based
on specific events and general conditions in the financial markets.

Fair value estimates obtained from models are adjusted for any other factors,
such as liquidity risk or model uncertainties, o the extent that the Bank believes
that a third party market participant would take them into account in pricing
a fransaction. Fair values reflect the credit risk of the instrument and include
adjustments fo take account of the credit risk of the Bank enfity and the
counterparty where appropriafe.

Model inputs and values are calibrated against historical data and published
forecasts and, where possible, against current or recent observed transactions
in different instruments and against broker quotes. This calibration process is
inherently subjective and yields ranges of possible inputs and estimates of fair
value, and management judgment is required to select the most appropriate
point in the range.

Fair values of financial assets and financial liabilities that are fraded in active
markefs are based on quoted market prices or dealer price quotations. For
all other financial instruments, the Bank determines fair values using valuation
techniques. Valuation techniques include net present value and discounted cash
flow models, comparison to similar instruments for which market observable
prices exist and other valuation models. The objective of valuation fechniques
is fo arrive at a fair value determination that reflects the price of the financial
instrument in an orderly transaction between market participants at the
measurement date.

The Bank uses widely recognized valuation models for defermining the
fair value of common and more simple financial instruments that use only
observable market data and require little management judgment and estimation.
Observable prices and model inputs are usually available in the market for
listed securities, exchange fraded derivatives like inferest rate futures and
simple over the counter derivatives. Availability of observable market prices
and model inputs reduces the need for management judgment and estimation
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and also reduces the uncertainty associated with defermination of fair values.
Availability of observable market prices and inputs varies depending on the
products and markefs and is prone fo changes based on specific events and
general conditions in the financial markes.

Financial instruments measured at fair value — Fair value hierarchy

The following table analyses financial instruments measured at fair value at the
reporting date, by the level in the fair value hierarchy info which the fair value
measurement is categorized. The amounts are based on the values recognised
in the statement of financial position.

31 December 2017 (In ALL million) Note level 1 level 2 level 3 Total
Financial assets

Non-derivative trading assefs 12 14,163 - - 14,163
Derivative trading assefs 12 - = 77 77
Investments in securities 13 180,008 65,367 - 245,375
Total 194,171 65,367 77 259615
31 December 2016 (In ALL million) Note level 1 level 2 level 3 Total
Financial assets

Non-derivative trading assefs 12 16,183 - - 16,183
Investments in securities 13 232,149 66,781 - 298,930
Total 248,332 66,781 - 315,113
Trading liabilities

Derivative trading liabilities 12 2 = - 2
Total 2 - - 2

Financial instruments not measured at fair value

The following table sets out the fair values of certain financial instruments not
measured af fair value by the level in the fair value hierarchy into which each
fair value measurement is categorised.

(In ALL million) 31 December 2017 31 December 2016
N Fair value  Carrying  Fair value  Carrying
ofe level 2 amount level 2 amount
eve
2017 2017 2016 2016
Assets
Cash and cash equivalents 8 161,765 161,765 105,490 105,490
Loans to banks 11 39,871 39,871 20,934 29934
Special Drawing Rights ['SDR' 10 41,733 41,733 43683 43,683
e
Other financial assets 15 1,712 1,712 1,718 1,718
Liabilities
Due to the IMF 10 26,751 26,751 28,078 28,078
Due to banks 17 146,635 146,635 152,352 152,352
Deposits and borrowings from 18 4033 4033 3310 3310
third parties ' ' ' '
Due to Government and state
institufions 19 35,295 35,295 19,892 19,892
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(f)  Operational risk

Operational risk is the risk of direct or indirect loss arising from a variety of
causes associated with the Bank's processes, personnel, technology and
infrastructure, and from external factors other than credit, market and liquidity
risks such as those arising from legal and regulatory requirements and generally
accepted standards of corporate behaviour. Operational risks arise from all of
the Bank's operations.

Operational risk management is supported by the internal control systems on
several activities of the Bank of Albania and standards for the management
of operational risk and o wide range of common policies, staff management
regulations and obligatory requirements.

8. CASH AND CASH EQUIVALENTS

(In ALL million) 31 December 2017 31 December 2016
Cash 18 24
Current accounts 147,306 78,493
Shortterm deposifs 14,441 26,973
Total 161,765 105,490

The annual inferest rafes for shorterm deposits are as follows:

In % EUR UsD AUD CNH

31 December 2017 (0.40) 1.46 N/A 3.26-3.95

31 December 2016 [0.45)-1(0.35) 046 1.41-142 3.35-6.45
9. MONETARY GOLD

(In ALL million) 31 December 2017 31 December 2016

Monetary gold 7,291 7,516

Total 7,291 /7,516

The monetary gold is placed in time deposits (2016: time deposits and current
account] with foreign banks.

The decrease of ALL 225 million compared to the previous year (2016: increase
of ALL 754 million compared to 2015) is a result of valuing the monetary gold
at the market price af the reporting date, and is initially recognized in profit
or loss, and subsequently transferred from refained earnings to the revaluation
reserve (see Note 21).

10. ACCOUNTS WITH/DUE TO THE INTERNATIONAL MONETARY FUND (IMF)

Accounts with the IMF (In ALL million) 31 December 2017 31 December 2016
Quotas with IMF 23,296 23,986
Special Drawing Rights ["SDR") held 18,437 19,697
Total assets 41,733 43,683
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Due to the IMF (In ALL million) 31 December 2017 31 December 2016
SDR allocations 7,332 7,978
IMF securities account 16,813 17,258
IMF account No. 1 2,481 2,524
IMF account No.2 ] 1
Poverty Reduction and Growth Facility ['PRGF’) 115 314
Accrued interest 9 3
Total liabilities 26,751 28,078

Quotas with the IMF of ALL 23,296 million or SDR 139 million (2016 ALL
23,986 million or SDR 139 million) originate from the membership of the
Republic of Albania in the IMF, according to the law No.8269, dated 23
December 1997 ‘On the Bank of Albania’.

The SDR holdings of ALL 18,437 million or SDR 117 million (2016: AlL
19,697 million or SDR 115 million) represent deposits with the IMF. The SDR

holdings bear interest, which is determined on a weekly basis. The interest rate

at 31 December 2017 is 0.743% p.a. (2016: 0.246% p.a.).

SDR Allocations of ALL 7,332 million or SDR 46 million (2016: AlLL 7,978
million or SDR 46 million) represent amounts borrowed from the IMF with
two tranches in August and September 2009, whose purpose is to provide
immediate response to the shortHterm and longterm liquidity needs of the
member countries. The SDR Allocations bear interest, which is determined on
a weekly basis and is payable on a quarterly basis. The inferest rate at 31

December 2017 is 0.743% p.a. (2016: 0.246% p.a.).

The IMF accounts represent liabilities of the Bank towards Albania’s participation in
the IMF. The IMF accounts do not have a defined maturity. The IMF securities account
includes certain borrowings that are part of the Extended Fund Facility (EFF) program
originally disbursed during the period from 2006 1o 2009. At 31 December 2017,
EFF borrowings amount to ALL 96 million or SDR 0.6 million (2016: ALL 261 million
or SDR 1.5 million). The facility will mature on 28 January 2019. The inferest on
these borrowings is floating and is paid on quarterly basis. The annual interest rate

at 31 December 2017 is 1.747% p.a. (2016: 1.247% p.a.).

IMF pays remuneration to members with remunerated reserve tranche positions,
at0.738%p.a. (2016:0.241% p.a.). The reserve franche position is calculated
as the difference between Quotas in the IMF and the currency holdings in the
IMF accounts, excluding holdings acquired as a result of the use of the Fund
credit and holdings in the IMF account No.2.

PRGF borrowings of ALL 115 million or SDR 0.7 million (2016: ALL 314 million
or SDR 2 million) include PRGF No. 4 that was granted in 2006 and bears
an inferest rate of 0.5% p.a. This focility had a grace period of five and a
half years and is payable in 10 semi-annual equal instalments. The facility will
mature on 30 January 2019.
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Direct budget support provided by the IMF

Direct budget support provided by the IMF to the Government of Albania,
where the Government assumes the Fund liability, is not recognised as a
liability of the Bank to the Fund, even though the funds are initially deposited
in the Government accounts at the Bank. During the years 2014 - 2017, the
IMF disbursed tranches with a total balance of ALL 50,041 million (2016: ALL
41,029 million), as part of the EFF facility program approved by the IMF in
favour of Albania. These tranches are used to provide direct budget financing
to the Government of Albania represented by the Ministry of Finance. The
borrowing is repayable within 3 years, by the Albanian Government through
the accounts of the Bank with the IMF. The Albanian Government will repay all
principal, interest and any other expense associated with the above tranches,
and those expected fo be disbursed in the future. In relation to this borrowing,
the Ministry of Finance issued promissory notes in favour of the IMF.

11. LOANS TO BANKS

(In ALL million) 31 December 2017 31 December 2016
Reverse repurchase agreements 39,461 29,934
Ovemight loans to banks 410 -
Total 39,871 29,934

At 31 December 2017, reverse repurchase agreements between the Bank
and commercials banks have original maturities from one week to three months
(2016: from one week to three months).

12. TRADING ASSETS

Trading assets (In ALL million) 31 December 2017 31 December 2016
Non-derivafives:

Bonds of foreign agencies 6,038 5,428
Bonds of foreign governments and multilateral 8,125 10.755
institutions

Derivatives:

Foreign exchange forwards 77 -
Total 14,240 16,183

Trading assefs are administrated by the International Bank for Reconstruction
and Development ('IBRD’) as stated in the agreement ‘On the administration
and technical assistance on investing the foreign reserve of Bank of Albania
(Reserves and Advisory Management Program) signed between Bank of
Albania and IBRD on 23 September 2005. Investments in this portfolio are
denominated in USD.

Trading liabilities (In ALL million) 31 December 2017 31 December 2016
Derivatives: Interest rate futures = 2
Total - 2
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The annual interest rates for non-derivative assets at 31 December 2017 and
2016 are as follows:

In % 31 December 2017 31 December 2016
usb 0.750-2.375 0.625-2.875

13. AVAILABLE-FOR-SALE INVESTMENT SECURITIES

Availableforsale investment securities by type of issuer and security are
presented as follows:

(In ALL million) 31 December 2017 31 December 2016

Treasury Bills of foreign governments and multi-

R 5,813 3,389
lateral institutions
Bonds of banks and other institutions 16,532 15,521
Bonds of foreign agencies 25,303 53,497
Bonds of foreign governments and multilateral 145,008 173,288
institutions
Treasury Bills of the Albanian Government 52,719 53,235
Total 245,375 298,930

The classification of cerfain comparative figures by type of issuer has been
refined to conform with the current year presentation. As a result, an amount
of ALl 23,989 million, previously classified as agencies and corporate
securities, is included in the comparative amount presented as Bonds of foreign
governments and multilateral institutions.

The annual yields for each currency at 31 December 2017 and 2016 are as
follows:

In % ALL usb GBP AUD EUR
31 December 2017 1.252.68 1.332.64 0.34-0.76 1.88-2.14 (0.85)1.82
31 December 2016 1.23-3.17 0.50-3.65 0.000.48 1.732.04 (0.80}1.73

Available for sale investments in AlL at 31 December 2017, represent Albanian
Government freasury bills with a maturity period from 3 months to 12 months

(2016: from 3 months to 12 months).

As a result of further relaxing monetary policies of certain central banks during
2015 and onward, the return rates of the main part of foreign reserve portfolio
in EUR, are negative.
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15. OTHER ASSETS

(In ALL million)

Loans to employees

Numismatics (banknotes and coins)
Prinfing and minfing costs

Inventory

Other

Total

Annual Report, 2017

31 December 2017 31 December 2016

1,712 1,718
302 304
291 228

21 26
25 40
2,351 2,316

Lloans to employees at 31 December 2017 are net of allowance for impairment

of ALL 8 million (2016: ALL 8 million).

16. CURRENCY IN CIRCULATION

The exclusive right of issuing Albanian currency is vested with the Bank.
Currency in circulation comprises domestic banknotes and coins in circulation

issued by the Bank.

The following banknotes and coins were in circulation as at 31 December

2017 and 2016:

(In ALL million) 31 December 2017
Nominal value ALL Number in
thousand
Notes:
100 3,402
200 11,333
500 17,921
1,000 39,006
2,000 31,203
5,000 31,454
Coins

17. DUE TO BANKS

(In ALL million)

Compulsory reserve and current accounts
Compulsory reserve — cash in cusfody
Overnight deposits

Total

Based on the Decision of the Supervisory Council, No. 39, dated 25 June 2014,
amended by the Decision No. 76, dated 06 July 2016, the compulsory reserve in
euro is negatively remunerated at 0.4%, which is the deposit rate defined by ECB
(2016: negative 0.4%), whilst the compulsory reserve in USD is not remunerated.

31 December 2016

Total ALL Number in Total ALL
(million) thousand (million)
340 3,404 340
2,267 11,399 2,280
8,961 19,343 Q.671
39,006 39,658 39,658
62,405 28,075 56,149
157,269 29,325 146,625
4,437 4,098
274,685 258,821

31 December 2017 31 December 2016

146,635 135,602
- 9,090
= 6,760
146,635 152,352

The compulsory reserve in AL is remunerated at 0.875% (2016: 0.875%).

Based on the Decision of the Supervisory Council, No. 29, dated 16 May
2012, 'On the minimum compulsory reserve held at the Bank of Albania by
commercial banks’, amended by the Decision No. 75, dated 06 July 2016,
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the Bank allows the commercial banks to maintain the compulsory reserve in the
form of cash in custody with the Bank.

18. DEPOSITS AND BORROWINGS FROM THIRD PARTIES

(In ALL million) 31 December 2017 31 December 2016

?eposits from individuals for participation in 80 199
reasury Bills auctions

Deposits from the pension fund 97 47
Deposits from the Deposit Insurance Agency 3,856 3,141
4,033 3,310

Total

Deposits from the pension fund relate to the pension plan scheme, which is
based on employee contributions and employer confributions. Based on the
Decision No. 17, dafed 26 February 2014 of the Supervisory Council the

pension fund reports its financial statements separately from the Bank.

19. DUE TO GOVERNMENT AND STATE INSTITUTIONS

(In ALL million) 31 December 2017 31 December 2016
Profit to be distributed to the Government Q01 Q08
Deposits from the Government 29,821 17,975
Due fo stafe institutions 4,573 1,009
Total 35,295 19,892

Based on the agreement between the Bank and the Ministry of Finance,
the Bank of Albania pays interest only for the cases of time deposits by the
Albanian Government, as well as a guarantee deposit of AlL 500 million
(2016: ALL 500 million) for which the interest rate is based on the decisions
of the Supervisory Council. The remuneration rate on 31 December 2017 is

1.25% (2016: 1.25%).

Profit to be distributed to the Government at 31 December 2017, of ALL Q01
million represents the portion of reserves and of the profit for the year 2017, that
is payable to the Government in the subsequent year. Profit fo be distributed fo the
Government at 31 December 2016, of ALL 908 million was distributed in 2017

20. OTHER LIABILITIES

(In ALL million) 31 December 2017 31 December 2016
Due fo infernational financial institutions 168 871
Accrued expenses 166 253
Provisions for claims and litigations 150 139

484 1,263

Total

Balances due to infernational financial institutions include amounts payable
fo IBRD of AL 111 million (2016: ALL 793 million) for the purchase of
securities that are managed by the IBRD, and other amounts payable to IBRD,
Infernational Development Agency ('IDA’), Multilateral Investment Guarantee
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Agency ((MIGA’), and Islamic Development Bank ('IDB’) totalling ALL 57 million
(2015: ALL 78 million).

For the years ended 31 December 2017 and 31 December 2016, the

movements in provisions for claims and litigations are presented below:

(In ALL million) 2017 2016
Balance at 1 January 139 65
Provisions made during the year 25 83
Provisions used during the year [5) -
Provisions reversed during the year 9) Q)
Balance at 31 December 150 139

21. RESERVES

(In ALL million) 31 December 2017 31 December 2016
legal reserve 12,500 12,500
Revaluation reserve 7,993 23,240
Fair value reserve (availableforsale assets) (205) 531
Other reserves 22,181 16,548
Transition reserve - 5,619
Total 42,469 58,438

The legal reserve is created based on the requirements of Article @ of the Law
'On the Bank of Albania’, according to which, the Bank sefs aside 25% of the
net profit for the year into a legal Reserve until the reserve amounts to 500% of
the capital. The Bank has complied with this requirement as at 31 December
2011 with its legal reserve amounting to ALL 12,500 million.

The revaluation reserve results from the net gain/(loss) from changes in the fair value
of the monetary gold (Note 9) and net foreign exchange gains/(losses), which are
initially recognized in profit or loss and then transferred to revaluation reserves. The
decrease of ALl 15,247 million in Revaluation Reserve is a result of the depreciation
of foreign currencies, and in particular of USD and EUR versus ALL. The transition
reserve was created as a result of the firstime adoption of IFRSs. The fransition date
was 1 January 2014. During 2017, this reserve was reallocated (see below).

Other reserves include the following:

(In ALL million) 31 December 2017 31 December 2016
Reserve for the Balance of Payments 7,209 7,209
Reserve of gold and precious metals 7,042 7,042
Reserve for property and equipment 7,202 =
Reserve for the estimated effect from financial o8

instfruments

Other - 2,297
Total 22,181 16,548

The reserve for the Balance of Payments represents financial assistance provided
by the European Community during the years 1992 and 1993. There have

been no movements in such reserve since 1995.
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The reserve of gold and precious mefals represents the reserve created based
on Llaw No. 9862, dated 24 January 2008 ‘On the transfer of ownership of
gold and other precious metals from the Albanian Council of Ministers to the

Bank of Albania’.

The reserve for the estimated effect from financial instruments is created based on
the Decision of the Supervisory Council of Bank of Albania No. 20, dated 15
March 2018. This reserve will be used to cover the estimated effect of expected
credit losses upon adoption of the IFRS @ (see accounting policy 6.(v)).

Other reserves of AlL 2,297 million at 31 December 2016 were created from the
allocation of profits based on Supervisory Council decisions taken in previous years.

The reserve for property and equipment of ALL 7,902 was created based on
the Decisions of the Supervisory Council of the Bank of Albania No. 19 and
No. 20, dated 15 March 2018, as a result of the reallocation of the transition
reserve of ALL 5,619 million and other reserves of ALL 2,297 million, less net
distributions to the Government of ALL 14 million, presented as follows:

(In ALL million) 2017
Certain negative differences, part of the transition reserve (2,335)
Remaining reallocations from the transition reserve 7,954
Net reallocation of the transition reserve 5,619
Total reallocation of other reserves 2,297
Distributions to the Government (14)
Balance at 31 December 2017 7,902

From the fofal reserve for property and equipment, an amount of ALL 2,453
million is distributable in the future and such distributions are subject to decisions
of the Supervisory Council of the Bank of Albania. The remaining part of the
reserve for property and equipment is not distributable.

22. NET INTEREST INCOME

(In ALL million) 2017 2016
Inferest income

Availablefor-sale investment securities 1,702 1,957
Loans to banks 444 300
Deposits with banks 161 52
Accounts with IMF 130 21
Other 294 164
Total interest income 2,731 2,494
Interest expense

Compulsory reserves 316 380
Loan from the Republic of Greece = Q
Due fo the Infernational Monetary Fund 42 10
Due to the Albanian Government 10 62
Deposits from third parties 46 19
Negative interest from deposits with financial insfitufions 392 257
Total inferest expense 806 737
Net interest income 1,925 1,757

Bank of Albania
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Negative interest from deposits with financial institutions of ALL 392 million
(2016: AlL 257 million) represents charges arising from negative vyielding
deposits and accounts placed with foreign financial institutions.

Inferest income from availableforsale securities include income received from
freasury bills issued by the Albanian Government with a fofal value of AlL
1,091 million (2016: ALL 1,012 million). Income from security lending and
availableforsale foreign reserve securities, after accounting for the amortization

of premium/discount is ALL 611 million (2016: ALL 945 million).

23. NET TRADING INCOME

(In ALL million) 2017 2016
Inferest income from trading assets 200 176
Net loss from the sale of trading assets (37) (2)
Unrealized fair value changes (36) 3
Net profit from forward and future contracts 640 859
Tofal 767 1,036

24. OTHER REVENUE

(In ALL million) 2017 2016
Net profit from sale of availableforsale investments 533 470
Other 35 10
Tofal 568 480

25. EMPLOYEE BENEFIT EXPENSES

(In ALL million) 2017 2016
Employee salaries and compensations 1,094 1,040
Contributions for health and social security 98 Q1
Contribution for pension fund (see Notfe 18) 114 107
Tofal 1,306 1,238

As at 31 December 2017, the Bank had 496 employees (2016: 509

employees.
26. CONTINGENCIES AND COMMITMENTS

(i) Reverse repurchase agreements

Reverse repurchase agreements, as at 31 December 2017, represented collateralized
loans (see Note 11). The nominal value of the securities used as collateral as at 31
December 2017, was AlLL 42,200 million (2016: ALL 31,860 million).

(ii) Rent agreements

The Bank has entered info rent agreements for its premises. Rent agreements in
force expire on 31 December 2018. Rent commitments payable within one

Bank of Albania
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year are ALL 34 million {2016: 36 million), whilst there are no rent commitments
payable between one and five years (2016: ALL 34 million) and after five years.

(iii) Capital commitments

As aft 31 December 2017, the Bank has entered into capital commitments of
AlL 2,148 million (2016: nil) for the reconstruction of one of its buildings.

(iv)  Credit commitments and collaterals received from employees

The total value of registered collateral for long-term loans extended to employees
(see note 15) at 31 December 2017, is ALL 2,372 million (2016: AlL 2,414
million). At 31 December 2017, unused credit commitments for employees

amount to ALL 77 million (2016: ALL 171 million).
(v) Legal proceedings

Claims against the Bank may be raised in the normal course of business. In two
cases brought by third parties, although liability is not admitted, if the defense
is unsuccessful, then certain amounts and legal costs would be paid by the
Bank. The outcome of these actions and the amounts claimed by third parties
have not yet been determined. The Bank estimates that no material losses will
be incurred in respect of claims, in excess of provisions that have been made
in these financial statements (see Note 20).

27. MANAGED ASSETS

At 31 December 2017, the Bank acts as custodian for shortterm treasury bills
with maturities from 3 to 12 months, with fotal nominal value of ALL 199 billion
(2016: AL 213 billion) and for longterm securities with maturities varying
between 2 and 10 years, with nominal value of ALL 337 billion (2016: ALL
311 billion) and EUR 114 million {2016: EUR 78 million). These securities are

issued by the Albanian Government.

28. RELATED PARTIES

Parties are considered to be related if one party has the ability to control the
other party or fo exercise significant influence over the other party in making
financial and other decisions.

Considering each possible related party relationship, attention is directed to the
substance of the relationship and not merely to the legal form.

The related parties of Bank of Albania include the directors and members of
the Supervisory Council. As at 31 December 2017 and 2016, balances with

related parties comprised:

Bank of Albania
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(In ALL million) 2017 2016
Loans to directors

Directors 126 Q1
Total 126 Q1

loans to directors have an interest rate of 0.5% p.a. and a grace period of
two years, and are repayable within maximum of 30 years in equal monthly
instalments. The mortgage loans are collateralized.

The increase of ALl 35 million (2016: ALL 35 million) of management staff
loans in 2017 represents new granted loans of ALL 33 million (2016: AlL
35 million), the normal loan repayments of 5 million ALL (2016: repayment of
ALL 3 million) and reclassification of loan level, according fo changes in the
hierarchy structure of management staff during 2017, increase of ALL 7 million
(2016: increase of ALL 3 million as a result of changes in the hierarchy structure

of the management staff).

(In ALL million) 2017 2016

Administrative expenses
Directors and Supervisory Council members:

Telephone expenses 4 4
Salaries and bonuses 136 125
Per diems 6 6
Directors:

Fuel compensation 3 3
Contribution to pension plan scheme 13 12
Tofal of administrative expenses for related parties 162 150

Balances with/(due to) the Albanian Government and state institutions are
disclosed in Notes 13 and 19, and related interest income from securities
and inferest expenses are included in Note 22. Promissory notes issued by
the Albanian Government in favour of the IMF are detailed in Note 10, whilst
securities issued by the Albanian Government and managed by the Bank are

detailed in Note 27 .

29. SUBSEQUENT EVENTS

There are no significant events after the reporting date that may require
adjustment or disclosure in the financial statements.

Bank of Albania
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STATISTICAL APPENDIX, DECEMBER 2017

MAIN MACROECONOMIC INDICATORS
MONETARY DEVELOPMENTS AND INTEREST RATES 1.
GROSS DOMESTIC PRODUCT, PRICE INDEXES AND LABOR MARKET 2.

BAIANCE OF PAYMENTS 9, RESERVES AND EXCHANGE RATE 3.
FISCAL BALANCE, DOMESTIC DEBT STOCK AND EXTERNAL DEBT 4.

FINANCIAL SECTOR | 200
Sectoral balance sheet of Bank of Albania 1-1 200
Monetary survey of Bank of Albania 1-2 201
Sectoral balance sheet of deposit money banks,/ Assets 1-3.a 202
Sectoral balance sheet of deposit money banks/ Liabilities 1-3.b 203
Monetary survey of deposit money banks 1-4 204
1-5 Bilanci sektorial i shogérive & kursim-kreditit 205
Sectoral balance sheet of savings and loan associations 1-5 205
1-6 Paragitjia monetare e korporatave 1 fiera depozituese 206
Monetary survey of other depository corporations 1-6 206
Monefary survey of depository corporations 1-7 207
Monetary aggregates and their components 1-8.a 208
Counterparts of monetary aggregates 1-8.b 209
Lek denominated deposits by sectors* 1-9 210
Foreign currency denominated deposits by sectors* 1-10 210
Credit to economy by sector * 1-11 211
Loans of non-inancial corporations by economic activity (Nace - Rev.2) * 1-12 212
Private non-inancial corporations loans by purpose and currency* 1-13a 213
Public non-financial corporations loans by purpose and currency * 1-13b 214
Households + Non-profit institutions serving households loans by purpose and currency* 1-14 215
Loans by districts* 1-15 216
Bank of Albania interest rates* 1-16 217
Interest rates on new deposits of non-financial corporations, households and NPISH by currency * 1-17 218
Interest rates on new loans of non-inancial corporations, households and NPISH by currency* 1-18 219
Interest rates on new loans of private nonfinancial corporations by purpose and currency * 1-18a 220
Interest rates on new loans of households and NPISH by purpose and currency * 1-18b 221
Maturity breakdown of Treausury bills yields * 1-19 222
Interbank payment system 1-20 223
Number of ATM & POS terminals by region 1-21 223
Number of customers accounts with banks 1-22 223
224
Balance of payments 1 2-1 224
Exchange rate 2-2 225
Export by commodity groups* 2-3 225
Import by commodity groups * 2-4 226
Gross external debt 2-5 226
FISCAL SECTOR 3 227
Fiscal indicators regarding consolidated budget* 3-1 227
Domestic debt stock by instruments 1 3-2 228
229
Gross domestic product by economic activities, (Production Method NACE Rev 2) 4-1 229
Producer price index and construction cost index 4-2 (for dwellings) 230
Consumer price index 4-3 231

Employment, unemployment and wages | 4-4 232
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Source: Bank of Albania.

In millions ALL, end of period

MONETARY SURVEY OF OTHER DEPOSITORY CORPORATIONS 1-6

1-6 PARAQITIA MONETARE E KORPORATAVE TE TJERA DEPOZITUESE

Burimi: Banka e Shqipérisé.
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Annual Report, 2017

Source: Bank of Albania.

MONETARY AGGREGATES AND THEIR COMPONENTS 1-8.A

Bank of Albania @

1-8.A AGREGATET MONETARE DHE PERBERESIT E TYRE

Burimi :Banka e Shqipérisé.
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1-19 NORMAT E INTERESIT PER BONOT E THESARIT MATURITY BREAKDOWN OF TREAUSURY BILLS
SIPAS AFATIT * YIELDS * 1-19
Né pérqgindje In percentage

Burimi: Banka e Shqipérisé Source: Bank of Albania.
* Pérfagésojné normat mesatare 16 ponderuara 18 periudhés. * Weighted average inferest rafes.

Bank of Albania @




years Bank of Albania

1-20 SISTEMI | PAGESAVE NDERBANKARE INTERBANK PAYMENT SYSTEM 1-20

1-21 SHPERNDARJA RAJONALE E TERMINALEVE TE ATM & NUMBER OF ATM & POS TERMINALS BY REGION
POS 1-21
Fund periudhe End of period

NUMBER OF CUSTOMERS ACCOUNTS
WITH BANKS 1-22
End of period

1-22 NUMRI | LLOGARIVE TE KLIENTEVE NE BANKA
Fund periudhe

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

Bank of Albania
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