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INTRODUCTION

The primary objective of monetary policy in Albania is to achieve and maintain
price stability. In quantitative terms, it is defined as maintaining inflation close to
the 3% target.

In achieving this objective, the monetary policy sustains the stable and long-
term growth of the Albanian economy, promotes financial stability and supports
improvement in the overall welfare of society.

In accordance with the principles set out in the Monetary Policy Document, the
Bank of Albania implements a forward-looking, consistent, balanced, prudent, and
transparent monetary policy.

The economic and monetary analysis in this report is based on the statistical and
qualitative data available as at 25 July 2019.
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FOREWORD BY THE GOVERNOR

The new information shows economic growth slowed down in the first half of the
year and average inflation declined in the second quarter. The Bank of Albania
expected these developments to frend in this direction, but the slowdown in the
pace of growth resulted higher than our expectations.

Analysis of available information suggests that this dynamic reflects, to a large
extent, supply-side shocks, whose effect is expected to be short lived. The
Bank of Albania confinues to expect the pace of growth to improve in the
medium term. This improvement will contribute fo the refurn of the economy to
equilibrium and of inflation fo target within this time horizon.

* Kk %

Average annual inflafion stood at 1.4%, against 1.6% registered in the previous
quarter. From the perspective of basket composition, the decline in inflation
reflected a decline in food inflation, a phenomenon that is present also in our
frading partners” economies. From the perspective of macroeconomic factors,
the decline in inflation reflected the decline in imported inflation.

On a longerterm horizon, the low and undershooting inflation reflects a
persisting insufficient level of domestic inflationary pressures - dictated by
the stillincomplete utilisation of production capacities - and low pressures
from imported inflation, dictated, to a |orge extent, by the sTi||-opprecioHng
exchange rafe. The decelerating effect of these factors is expected to gradually
fade over the next two years. The positive performance of the labour market
and firms" assessment for higher utilisation of production capacities support this
expectation.

According to INSTAT data, the Albanian economy grew by 2.2% in the
first quarter. This development reflects a significant slowdown in the pace
of growth, compared to both the previous quarter and the same quarter in
the previous year. The slowdown is mainly affributable to a drop in electrical
energy production, due to unfavourable weather conditions. This factor had
a negative effect of 1.6 percentage points on economic growth in the first
quarter. Although not at the same intensity, the effect of this factor is expected
fo remain present during the rest of the year.

On the other hand, the main components of aggregate demand - consumption
and private investments - confinued to grow, the balance of external trade
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worsened, also a result of the decline in electrical energy production, whereas
the fiscal policy was on the consolidating side in the first quarter and on the
easing side in the second quarter.

While not favoured by the tense political climate, consumption and private
investments expanded in response fo higher disposable income, the need to
expand production capacities and favourable financing conditions.

The accommodative monetary policy has created a financial environment with
low inferest rates, and reduced risk premia, hence fuelling growth of credit,
consumption and investments.

Inferest rates on credit remained near historically low levels in the second
quarter, enabling a further improvement of lending. The improvement is nofed
both in the acceleration of credit growth at ¢.8%, and expansion of the base
of this growth. Constant reduction of non-performing loans, the consolidation
process in the banking secfor, and the upward trend of demand have created
premises for increasing lending in the future.

The exchange rafe has shown slight appreciation trends over the summer
months. In our judgment, this is a result of the seasonal increase in foreign
currency inflows. The annual appreciation rate, however, has been on the
decline and the decelerating effect that it generates on the economy and
inflation is diminishing.

In line with these trends, the Bank of Albania deems that economic growth will
remain in positive ferritory in the medium term, Underpinned by favourable ﬁnoncing
conditions and improved balance sheets of private agents. The drop in electrical
energy production will lead o a temporary slowdown of growth during 2019.
In our assessment, the voldtility in electrical energy production does not have an
impact on medium and longterm frends of economic growth or production costs.
Therefore, they do not affect our assessment on the cyclical position of Albania.

The Albanian economy is expected to return to equilibrium in the next year,
creafing premises for fasfer increase in wages and domestic production
costs. Inflation is expected to converge fo target in the second half of 2021,
underpinned also by the expected stabilisation of the nominal exchange rate.
Compared to previous projections, supply side-effects and added uncertainties
in the economy have pushed back the momentum for the expected return of
inflation fo farget.

* Kk k

Baseline scenario projections confirm the current monetary policy stance is
adequate and evidences the need for a more accommodative stance of the
monetary policy in the medium term. This scenario foresees that the normalisation

of the monetary po|icy will start on|y in the presence of the consolidation of
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positive development trends and the susfainable build-up of inflationary
pressures. In accordance with these developments, the normalisation of the
monetary policy stance is not expected to sfart earlier than the second quarter

of 2020.

In parallel with the expected developments in accordance with the baseline
scenario, the Bank of Albania evidences that the number of downside risks has
risen and their probability has increased. These risks arise from both the external
environment, with the euro area economy showing contfinuous slowdown,
and the domestic environment, with political tension contfinuing fo induce
uncertainties and unexpected shocks to the exchange rafe may shift it farther
away from the equilibrium. The materialisation of these risks could prevent the
convergence of inflafion fo our targef, and require a response action by the
Bank of Albania toward further easing the monetary policy stance.

Bank of Albania
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While positive, the pace of economic growth slowed down in the first half of
the year, whereas inflation trended downward. Both indicators resulted at
the lower end of our expectations. In parallel, the external environment has
deteriorated and internal political tension has not encouraged the growth
of consumption and private investments. On the other hand, the financial
environment continued to be characterised by ample liquidity and low interest
rates, resulting in upward lending activity. Moreover, the annual appreciation
of the exchange rate trended downward over the second quarter.

Analysis of available information suggests that the slowdown of economic
growth and decline in inflation were caused, to a large extent, by temporary
supply-side factors. As such, their effect is expected to be present also in
the quarters ahead, generating projections for lower economic growth and
inflation during 2019, without, however, affecting the expected trend of
development over the medium-term horizon.

Economic growth is expected to improve over 2020 - 2021, generating further
growth in employment, wages and domestic inflationary pressures. In parallel,
the exchange rate is expected to stabilize and approach the values dictated
by fundamental factors, which will contribute to the convergence of inflation to
target within 2021. In accordance with these projections, the current stance of
the monetary policy is assessed as adequate. The monetary policy is expected
to remain on the accommodative side for the medium-term horizon.

Though the baseline scenario remains positive, downside risks have increased
and dominate the short and medium-term forecast horizon. In particular,
further deterioration of the external environment, further escalation of
political tensions at home, or a further strengthening of the exchange rate
would all have a negative impact on economic growth and inflation increase.
Materialisation of these risks may require a response on the accommodative
side of the monetary policy stance.

Second-quarter inflation averaged 1.4%, declining from the previous quarter.
The decline was caused entirely by a decrease in the inflation of agricultural
product prices. Other consumer basket items continued to make a low but
steady confribution fo the annual inflation rate.

From the macroeconomic perspective, the inflation decline reflects a reduction
in imported inflation and still low domestic inflationary pressures. Imported
inflation fell, dictated by a slowdown in inflation within the economies of
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our frading pariners and a fuller fransmission to prices of the exchange rate
appreciation of the previous year. The negative impact of the exchange rate
on inflation is assessed to have peaked in the second quarter and is expected
to diminish gradually in the quarters ahead. On the other hand, wages and
production costfs in the domestic economy increased only slightly, keeping
domestic inflationary pressures low.

Domestic economic activity continued to grow in 2019 H1, but at a slower
pace than in the previous year. INSTAT data shows that the Gross Domestic
Product grew by 2.2% in Q1, registering a slowdown against the 3.3% growth
rate registered in the previous quarter. The pace of growth slowed down as
a result of a drop in electrical energy production and temporary problems
encountered in specific sectors of the economy. Notably, the drop in electrical
energy production contributed -1.6 percentage points fo economic growth for
the first quarter. This effect will continue to be present for the next two quarters.
From the perspective of aggregate demand, the expansion of consumption and
private investments was the main source of growth, supported by, among other
factors, favourable financing conditions and the expansion of bank credit.

Slowdown in economic growth in the first quarter and in inflation in the second
quarter resulted stronger than expected. In particular, the negative effect of
reduced electrical energy production on economic growth was higher than our
initial estimates; this confribution will confinue to be present for the remainder of
2019 and is expected to generate a slower pace of growth compared to that
recorded in the previous year. Also, the reduction in agricultural product prices
spanned beyond the expected seasonal effect, against the backdrop of low
inflation from food prices in the region and worldwide. This effect is expected
fo remain present in the quarters ahead.

The Bank of Albania assesses that these supply-side shocks are expected to
7777777777777777777777777777777777777777777777777777777777 be transitory and will not affect the cyclical position
| . of the economy (see Box 3). This judgement is
Chart 1 Cyclical position of the economy and | corroborated also by the positive performance of the
: core inflation - labour market in Q1, characterised by an increase
. in employment and a decrease in the unemployment
" rate. Coupled with an expected increase in the firms'
. capacity utilisation rafe, this creates a premise for

upward pressures on production costs and, in turn,

| . on inflation.

S " The accommodative monetary policy has contributed
! 8Q@.Q.Q:.Q.Q,.Q,.Q.Q.Q Q.Q " to creating a financial environment with low interest
! 1123411234/1234/12341234{1234{123412341123411234{12| ! . L. . .

; 0o 10 1 12 13 e s e a7 e e rates, ample liquidity and low risk premiums, and has
| —Core inflation (in%) . contained pressures for exchange rate appreciation.
1 — Output gap (in% to potential output) | ) . .

: Unemployment rate gap (in p.p.] . Interest rafes on deposits and loans in the Albanian

; . currency remain near alHime lowest levels, whereas

| Source: INSTAT, Bank of Albania. . . . .
ffffffffffffffffffffffffffffffffffffffffffffffffffffffffff a rise in government security yields in recent months
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has not been transmitted fo other segments of the financial market. The annual
appreciation of the exchange rafe has been downward, lessening its tightening
effect on financing conditions.

Chart 2 Policy rate (leff) and daily EUR/ALL exchange rate [right]
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Lending accelerated slightly owing to low interest rates, higher demand and
improved supply. Adjusted for the exchange rate and written-off loans, credit
to the private sector recorded 6.8% annual growth in 2019 Q2, which is
higher than the rate recorded in 2019 Q1. The expansion of credit was more
balanced in terms of both the currency structure and the beneficiaries and
destinations. Thus, loans to enterprises grew along with the steady growth of
loans to households.

Transmission of the monetary stimulus is expected to strengthen in the period
ahead. Further reduction of credit risk, consolidation of the banking system and
a more dynamic credit demand are expected fo instigate faster credit growth.

The new information taken into account in our analysis has not substantially
changed our baseline scenario of expectations for the performance of the
economy and of inflation in the medium-term horizon. Yet, this information
necessifoted a downward revision of our projections on the performance of
economic growth and of inflation over 2019. Furthermore, it has pushed
back in time both the expected momentum of the sustained convergence
of inflation to our farget and the expected moment for sfarting the monetfary
policy normalisation. Lastly, such information suggests that downside risks have
strengthened.

According fo the baseline scenario, economic growth is expected to improve in
the medium-term horizon, fuelled by favourable financing conditions, increase
in employment and household incomes, better utilisation of firms’ production
capacities, as well as growth in exports. The expansion of aggregate demand
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will enable further labour demand and employment, which will contribute to
a faster increase in wages and production costs. In parallel to the domestic
pressures build-up, foreign inflationary pressures are also expected to frend
upward, as a result of the gradual diminishing of the containing effect of the
exchange rate appreciation. Inflation is projected to hover around 1.5% on
average in 2019 and return fo farget in the second half of 2021.

This scenario of developments suggests that the current monetary policy stance
remains adequate and that maintaining an accommodative monetary policy
will be necessary throughout the medium-term horizon. The monetary policy
normalisation will commence only in the presence of positive development
frends and of sustainable build-up of inflationary pressures and not earlier than
the second quarter of the next year. In any case, the infensity of the stimulus will
be adjusted for the speed and steadiness of economic activity improvement.

In parallel with a reconfirmation of the baseline scenario, the Bank of Albania
recognizes that downside risks have been rising. The external economic
environment is persistently deteriorafing, in ferms of both economic growth and
of low inflationary pressures deriving from it. Moreover, the continuation or
heightening of domestic political fensions may further increase uncertainties,
and be accompanied by curbing consumption and private sector investments,
as well as a slowdown in the pace of economic growth. Lastly, albeit with a
lower-than-before probability, risks surrounding the duration and impact of the
exchange rate appreciation, as well as the sustainability and improvement of
credit remain present.

Materialisation of these risks would have a serious impact on our expectations
for the future and may require a revision to the accommodative side of the
monetary policy stance.

Bank of Albania



2. EXTERNAL ECONOMIC ENVIRONMENT

The global economy has been set on a slowdown trend since mid-2018. The
slowdown is notable both in advanced and emerging economies. Western
countries are feeling the effect of the uncertainties that may arise from free
trade restrictions, the Brexit process and structural problems in some large
euro area countries. In China, economic growth slowed down to the lowest
rates recorded over the past decades.

Inflation registered low rates, as a result of a fall in energy and food
prices. Core inflation remained low, and inflationary pressures have been
weak. Major central banks have moved and have signalled action on the
accommodative side in response to the slow rise in inflation rates and increase
of risks surrounding the expected growth of their economies. Financial markets
remained stable, with yields on downward trajectory.

2.1. GLOBAL ECONOMY

The global economy’s pace of growth slowed down in the first half of the year.
Ongoing trade fensions between the US and China, the potential spread of
protectionism and its implications on the global arena have curbed economic
growth in advanced economies. This phenomenon has been reflected also in
survey indicators which suggest a weakening of the global output. Main OECD
leading indicators on economic growth have shown a downtrend in these
months, suggesting economic growth slowdown in the short run.

Chart 3 Composite Lleading Indicator (left) and
inflation {right) in major countries

3.6%

Composite leading indicator (CLI)

Hundreds

I
I
Q7.00 —--mm e 3.6%"
o O = © O 9O O )
N o o & = 9o & S
w

N N N N N
o o o o o o
~ (S} o ~N © O

—Japan USA  —¢Euro area  —China —Greece —lialy —Euro area —OECD




Against this backdrop, some major central banks have started to take monetary

accommodation measures, in order to boost the improvement of the cyclical
position of their economies. Overall, financial conditions remain favourable,

providing a positive confribution o economic growth. Inflation continues to

decline, mainly as a result of the effect from prices of energy and its products.

THE US ECONOMY

The US economy grew in the first quarter af a faster pace. The main driver
of growth was the acceleration in private nonesidential investments. Albeit
registering positive expansion, consumer spending and federal government

spending decelerated their pace of growth. Net exports contributed positively,
mainly as a result of a slowdown in imports, dictated by trade barriers imposed

by the govemment on imports of cerfain goods. Preliminary dafa suggest
that domestic consumption will weaken in the period ahead, as the effect of

fiscal incentives faken in the previous year will diminish and trade tensions

may increase uncertainties surrounding the future. Unemployment continues to

register values close to the lowest rates registered in the last two decades. In

June, it edged up slightly, to 3.7%.

Inflation was on a downward trajectory in the last two months, standing af

1.6% in June, reflecting the performance of oil and food prices. Core inflation

rates remained sfable, with inflationary pressures unable fo conribute to their

increase. Against this backdrop, taking info account projections on economic
outlook, the Federal Reserve has signalled that it may infervene, by pursuing a

stimulating trajectory of its monetary policy.

Chart 4 Selected macroeconomic indicators
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The euro area economy grew at 0.4% in 2019 Q1, from 0.2% in the previous
quarter. Yearonvyear, GDP growth was 1.2%, keeping a similar pace to the
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previous quarter. Economic growth in the euro area was underpinned by a
positive contributions from consumer spending, investments, and, to a lesser
extent, foreign demand. leading indicators of economic developments, together
with confidence indicators for the last three months, suggest that economic
growth will slow down its pace in the quarters ahead. The implications of trade
fensions on foreign demand is one of the factors that is confributing fo such
slowdown, notably within the manufacturing sector in Germany.

Chart 5 Euro area: composite output index (PMI) and quarterly GDP (left],
confidence indicators (centre), (ESI) and annual GDP [right)
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Inflation recorded 1.2% and 1.3% in May and June. Excluding April, when inflation
was driven by colendor—rek}fed effects (1.7%), inflation in the first half hovered
around 1.1% and 1.5%. Core inflation appears at low levels. Inflationary pressures
are assessed as contained with a slight upward trend in the medium term.

Albania’s two main trading partners, ltaly and Greece, showed dissimilar
performances in the first quarter of the year. Whereas in ltaly economic
activity contracted, in Greece it showed improvement. In the ltalian economy,
the positive performance of consumer spending, government spending and
investments did not manage to bolster domestic production; however, it was
reflected in a confraction of inventories. During the current year, the economic
performance of ltaly is expected to remain sluggish, as a result of slowdown in
the euro area economy, and domestic structural problems. The acceleration of
economic activity in Greece has reflected a robust growth in investments, which
have offset the effect of contraction in consumer spending and govemnment
spending. Annual inflation has been on a downward trajectory, over the last
two months, in both countries driven by the performance of food prices.

REGIONAL ECONOMIES’
Economies in the countries of the region recorded positive growth in 2019 Q1,
but more slowly in some of the larger economies. The unemployment rate has

Main trading partners outside the European Union (Kosovo, North Macedonia, Serbia, Turkey).
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been falling in all of the countries, vet, unemployment remains high. Inflation
has been on a downward trajectory in all the countries of the region.

Economic activity in Turkey continued to shrink even in 2019 Q1. Sluggish
domestic demand suffered from depreciation of the domestic currency as a
result of political tensions. Consumer spending and investments confracted,
and government spending was the only positive contributor to growth. The
economy of Kosovo accelerated ifs pace of growth in 2019 Q1. This positive
performance was driven by consumer spending, government spending and
investments, whereas net exports confributed negatively due to rapid growth in
imports.

Economic activity of Serbia decelerated the pace of growth in 2019 Q1.
The positive contribution fo growth which came from consumer spending and
investments was curbed by a slowdown in government spending and trade
activity. The economy of North Macedonia expanded at a faster pace. The
economy was driven by a strong expansion of investments, dictated also by the
low comparative base. The confribution was somewhat weaker from consumer
spending, and neutral from government spending.

Annual inflation was down across the region in June. In all countries, the main
confribution came from prices of transport (oil), food and alcoholic beverages.
Turkey confinues fo record two-digit inflafion rates, suffering consequences from
depreciation of the domestic currency and economic performance over recent
quarters.

Table 1 Economic indicators for countries in the region

Countries Annual change of Annual inflation Unemp\oymelwt
GDP rate

Q1-2019 june 2019 Q1 -2019
ltaly 0.1 0.8 Q.9*
Creece 1.3 0.2 17.6%*
North Macedonia 4.1 0.3 17.8
Serbia 2.5 1.5 12.1
Turkey 2.6 15.7 13.0**
Kosovo 4.1 3.0 26.9
Albania 2.2 1.3 12.1

Source: Respective statistical institutes.

*May 2019; **April 2019.

2.2. COMMODITY PRICES IN GLOBAL MARKETS

Main commodity prices in June registered an annual contraction, continuing
the downward frend started in the middle of the previous year. The Food Price
Index and Metal Price Index recorded negative increases, close to the values
of the previous month. Mefal prices were determined by a fall in demand,
especially in some emerging economies where industrial production accounts
for a large share. Meanwhile, food prices reflect a weaker performance of the
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global economy. The Energy Price Index registered a strong confraction, as
a result of lower demand, sluggish performance of the advanced economies
and weaker expectations for the outlook. The Brent oil price stood af 64$/
barrel in June, down 13.2% annually. The higher supply seen in recent months
by countries outside OPEC is expected to fade and oil prices are expected to
stabilise at slightly higher values in the period ahead?. These dynamics may
be defermined by geo-political tensions in the Middle East, the largest oil-
producing region.

Chart 6 Oil prices in infernational and domestic markets

Commodity prices

Oil prices and exchange rate, annual changes

— Energy m Oil price abroad
— Foods Exchange rate USD/ALL
Metals — Oil price domestic

Source: INSTAT, staff calculations; WB indices; EIA forecasts.

Maijor central banks have not changed their

respective policy rates over the second quarter: The | Chart 7 Policy rates of major central banks
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2 Forecasts by the U.S. Energy Information Administration: “Shortterm energy outlook”, July

2019.
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between securities of countries that need fiscal consolidation against Germany
Bonds reduced slightly during this period. Yields on corporate bonds in euro
area markets edged slightly down in these months; vet, they remain below the
values registered before the ECB's asset purchase programme of private sector
securifies. In the euro area money market, inferest rates on shortferm instruments
have not changed, in line with the ECB's monetary policy communication. They
remain at negative levels.

The euro confinued a depreciating performance against the US dollar in the
second quarter. This trend reflected, mainly, divergences in the monetfary
policies implemented by these two economies. In June, the euro was traded for
1.129 US dollars, or 1.1% lower than at the year start. In average quarterly
ferms, the euro depreciated 4.8% in the second quarter.

Chart 8 Selected global financial indicafors
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3. FINANCIAL MARKETS AND MONETARY
DEVELOPMENTS

The second quarter was characterised by improved financing conditions
in the economy and contained risk premiums, which have supported the
expansion of bank lending activity. On the other hand, yields rose gradually,
dictated mainly by Government demand, at a time when the interest to invest
in its debt securities has remained high. Despite this rise, interest rates on
loans appeared downward. In the foreign exchange market, the Albanian lek
appreciated in this quarter, in line with its seasonal behaviour.

Developments in the credit portfolio confirm the improvement in its pace of
growth in 2019 Q2. Lek credit contributed most to the expansion of credit,
although a growth in foreign currency credit has also been on a positive
trajectory over the last year. Structural changes in the banking sector seem to
have underpinned a gradual improvement in lending activity; however, there
is still space for a better balancing of credit demand and supply. Against
the backdrop of low demand for financing by the public and private sectors,
monetary expansion remains moderate and its pressures on inflation are

subdued.

3.1. FINANCIAL MARKETS

INTERBANK MARKET
The interbank market conducted its activity within normal parameters. Interbank
rates were slightly down in Q2 against Q1, showing minimum divergence from

Repo 1to 3-m —Interest 1+
= Repo /-d Inferest /-d

— Interbank volume —Repo
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the policy rate. Their volatility was also low, close to values noted in 2019
Q1. Trading volume was at levels similar to previous quarters, with a decrease
in the volume of ovemight fransactions offset by an increase in the volume of
one-week transactions. Interbank transactions remained concentrated on these
two maturities; however, two or three-day transactions were also carried out.

The Bank of Albania continued to supply the banking system with liquidity
through market operations. The needs of the system for funds have been fulfilled
under normal conditions and in the absence of liquidity pressures. The one-
week repo has been the main instrument and the amount injected through this
instrument was higher than in 2019 Q1. Inferest rates in auctions stood very
close to the policy rafe. In addition to one-week injections, two-month maturity
injections were also used, at levels similar fo those in the first quarter.

DOMESTIC FOREIGN EXCHANGE MARKET
After the depreciation noted in 2019 Q1, the Albanian lek appreciated in
Q2, in line with its seasonal behaviour. In nominal effective terms®, the lek
appreciated on average by 2.0% against the first quarter. Compared fo
the previous vyear, the lek continued the gradual moderation of the effective
appreciation it has been experiencing since the beginning of the year. In June,
the annual change of Nominal Effective Exchange Rate (NEER) was 5.7%
from 7.1% and 10.2% at the end of March and af the end of the previous
year, respectively. The real exchange rate showed a similar frajectory: the
real appreciation of lek in annual terms was 4.5% af the end of 2019 Q2,
halved compared fo the end of the previous year. Llow domestic inflation rafes,

Chart 10 The exchange rate trend in the domestic foreign exchange market

Source: Bank of Albania.
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The nominal effective exchange rate (NEER) is calculated against the currencies of Albania’s
five major trading partners (ltaly, Greece, Germany, Turkey and China), using the relevant
market weights. For the purpose of calculating lira/lek and yuan/lek rates, the official
reference rafes remain those of the Turkish lira and the Chinese yuan against the US dollar.
The real effective exchange rate (REER) is calculated similarly o the nominal, but it considers
the domestic inflation and those in the trading pariners, as well.
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compared fo rafes in the economies of trading pariners, are reflected in areal
effective appreciation which is lower than nominal over the last 12 months.
Within the currency basket, the largest contribution came from the European
currency and the Turkish lira, and to a lesser extent the Chinese yuan.

Seasonal appreciation of the Albanian lek seems to have partly shifted in recent
years, from July, to May and June. This behaviour shows a broader extension
and earlier sfart of the seasonal appreciation of the Albanian lek during summer
months, supported also by an extension of the tourist season in recent years.
Overall, the trading of foreign currencies in the foreign exchange market has
been calm and risk indicators in it have ranged around normal levels.*

The European currency appreciated 1.2% in the second quarter. It was quoted
on average at 124.3, 123.0, and 122.0 lek, respectively, in April, May, and
June from 124.6 in the first quarter. In annual terms, the appreciation of the
lek against the euro has been diminishing, falling ot 3.1% in May and June.
Developments in July show a stability of the EUR/ALL rafe close to the average
level of June.

The USD/ALL rate reflected the performance of the US dollar against the euro
in international markets, as well as the appreciation of the Albanian lek against
the euro. Appreciation of the US dollar peaked in April, when one US dollar
was fraded for 110.6 Albanian lek, or 5.0% higher than a year earlier. In May
and June, the US dollar depreciated again, visavis the Albanian lek, to 108.1
lek per US dollar, very close to the level of a year earlier. In the first weeks of
July, the US dollar was traded close to levels noted in June.

BOX 1: ALL/EUR EXCHANGE RATE AND ' Chart 11 Annual EUR/ALL exchange rate ;
DETERMINANT FACTORS : :

] Annual change EUR/ALL I

3 15.0% 15.0% 3
As a determinant factor for inflation and economic 10.0% /\ 10.0%
developments, the exchange rate has constantly been | \ |
the focus of our analyses and studies. Over the past four | > [l 508

years, it has been on an appreciation trend, especially
against the euro, the most important currency in trade

and financial exchanges for Albania'. Our analyses |
suggest that the lek’s appreciation trend has been
broadly in line with macroeconomic developments. It
has been driven by a relatively faster growth of the
Albanian economy than the economies of European !
trading partners, improvement of the external position — +/- 1sid
of the economy, and reduction of risk premiums in +/-25td
domestic financial markets. Toerene

4

Bid-ask spreads and volatility indicators have been low; meanwhile, in the market, no slanted
expectations have been noted on either the appreciation or the depreciation of the exchange
rafe.
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Beyond the trend, the exchange rate shows short-term volatilities, which reflect
temporary supply and demand-side imbalances in the foreign exchange market.
Such an episode was noted in 2018 H1, when a temporary increase in supply
led to one-sided expectations in the foreign exchange market generating, in turn,
a disorderly functioning of the foreign exchange market and a rapid appreciation
of the exchange rate. The Bank of Albania’s intervention proved effective for
correcting the market behaviour and the performance of the exchange rate
returned close fo its historical trend. The annual appreciation of the Albanian
lek against the euro gradually diminished over 2019, standing at 3.1% in the
May-June period, from 7.4% at the end of 2018.

In 2019 Q2, the Albanian lek appreciated again. On account of the added
sensitivity fo this indicator, the Bank of Albania assessed the potential underlying
causes and factors for this performance. Conclusions from our analyses suggest
that: (i) appreciation in the second quarter is in line with the seasonal behaviour;
(ii) fundamental factors do not support a further rapid appreciation of the
exchange rate; and, (iii) the foreign exchange market continues to function as
expected. The conclusions set out above will be sustained with arguments in
the following sections.

Seasonal behaviour

In recent years, seasonal appreciation in summer months has started earlier.
Thus, the characteristic appreciation of the Albanian lek during summer months
has shifted from July to June, May and to a certain extent to April, in line with
an earlier start of the tourism season.
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Appreciation of the exchange rate in these two months in the last three years has
been higher than the long-term average; however, it remains within the +/- 2
standard deviations from this average (Chart 12). In this context, appreciation
of the exchange rate in 2019 Q2 seems to coincide with the earlier seasonal
appreciation.

Fundamental factors

Developments in the external economy to date suggest appreciation of the
exchange rate is moderate compared to the previous year. Expansion of the
current account deficit in 2019 Q1 (Chart 13, left) was accompanied by a

Bank of Albania



depreciation of the Albanian lek during this period and a significant reduction
of its annual appreciation. For 2019 Q2, data on trade exchanges point to a
further expansion of the trade deficit (Chart 13 right), in the absence of high
electrical energy exports recorded in the previous year. On the other hand,
data on the entry of citizens in Albania for Q2" signal a moderated impact from
tourism on exchange rate appreciation.

Chart 13 Current account deficit and Trade of goods deficit

Current deficit/GDP annualised Trade deficit

The foreign exchange market has functioned within
normal parameters. Both the bid/ask spreads and the
daily fluctuations in the exchange rate have performed at
lower levels. In addition, the exchange rate appreciation/
depreciation ratio, which increased significantly in
the previous year, fell gradually, close to the optimum
level 1". These indicators confirm that euro frading has
reflected a balance of supply and demand for euros, that
the level of uncertainties among market agents has fallen,
and that they show no one-sided positioning toward
appreciation (or depreciation) of the exchange rate.

Market functioning Chart 14 Appreciation /depreciation trend

Based on these premises, appreciation of the exchange } oo
rate over 2019 is expected to moderate gradually,
with a reduced effect of this appreciation on other
macroeconomic indicators. ! ‘

I The euro accounts for almost 80% of the currency basket
used for calculating the effective exchange rate.

I According to INSTAT data on the entry of foreign citizens in Albania - July 2019. hitp://
www.instat.gov.al/al/temat/industria-tregtia-dhe-shérbimet/ turizmi/publikimet/ 2019/

l6vizjete-shtetasvegershor-2019/

" This ratfio is calculated based on the daily performance of the exchange rate and is
constructed as a ratio of the number of days when the Albanian lek appreciated against
the number of days when it depreciated. Value 1 of this ratio shows equal expectations
by the marked for appreciation or depreciation of the exchange rate, or a two-sided
risk - lack of positioning of market agents relative fo the performance of the exchange
rate only in one direction. A value of the ratio higher than 1 shows a positioning of the
market toward appreciation of the exchange rate and vice-versa.
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PRIMARY MARKET

After constantly decreasing in the previous two quarters, yields refurned to
increasing in 2019 Q2. This change in direction was dictated mainly by
growth in government demand for financing in the domestic market, which
had been lower in previous quarters, on account of the Eurobond issue last
October. Although interest of the banking system to invest in government
securities remains high®, the government’s demand growth has exerted upward
pressures on yields. Albeit upward, yields are lower than in the previous year.
The increase was slightly higher in lower maturities, reducing the yield slope
slightly.

Chart 15 Yields in the primary market*

Yield's in the primary market Yields curve in the primary market
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*The chart includes auctions conducted as af 23 July 2019.
Source: Bank of Albania.

The average yield of 12-month T-bills increased to 1.81% in July, from 1.12%
at the end of April. Similarly, bond yields gradually increased in each auction.
For 2, 3, 5, 7, and 10vear maturities, they were, respectively, 2.22% (July),
2.31% (June), 3.43% (July), 4.24% (June) and 5.53% (July) in the latest auctions,
up from 0.3 percentage point to 0.8 percentage point against previous auctions
organised in March-April.

FINANCING TO THE PUBLIC SECTOR

The fiscal balance resulted in a deficit of around ALL 6.8 billion in 2019
Q2, reflecting an intensification of budget expenditure realisation. The budget
deficit was financed in Q2 primarily by the use of liquidity of ALL 5.3 billion
creafed in the previous year, and the issue of securities in the domestic market
of around AlL 7.8 billion. Net borrowing in Q2 declined by around AlL 6.4
billion. This implies higher foreign debt repayment against the new debt for this
period of time.

> The bid/cover ratio for Thill auctions redlised in the period April - July was close to 1,
unchanged from the first quarter. This ratio fell for bond auctions o 1.2 in this period from
2.1 in the first quarter.
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Increased borrowing in the form of securities consisted mainly in long-term ones,
with the added demand by market actors for these instruments corresponding to
the government’s approach to focus borrowing in these maturities. A noteworthy
development in Q2 was an increased borrowing in 3-year benchmark bonds,
a new instrument infroduced in the securities market in 2019.©

The increase in securities borrowing was afforded entirely by commercial banks,
which, unlike in the previous quarter, expanded their portfolio by around AlL
7.1 billion in bonds and T-bills. On the other hand, households continued to
be disinclined to participation in the primary market of securities, maturing in
part their securities portfolio”. Contraction in household securities portfolios,
alongside the developing structure of the primary market of securities®, reflects
household behaviour towards these investment instruments. In Q2, like in the
previous quarter, non-bank financial institutions showed higher demand towards
government debt instruments.

Chart 16 Deficit and financing instruments {leff] and
agentfs in the domestic market (rights) *

—Budget deficit

*Values above the horizontal axis imply fiscal deficit; below zero, they indicate fiscal surplus.
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Source: Ministry of Finance and Economy, Bank of Albania.

_________________________________________________________________________

3.2. DEPOSIT AND CREDIT INTEREST RATES AND
FINANCING CONDITIONS

The average interest rate on new lek loans fo the private sector was 6.4% in Q2,
slightly lower than in Q1. Interest rates on loans fell somewhat for enterprises,
but remained unchanged for households. In this quarter, interest rates on loans
to enterprises reflected mainly a decline in the category of investments in June.

¢ The issue of 3-year benchmark bonds follows the issue of 5-year benchmark bonds started in

2018, to develop further the secondary securities market.

In Q2, households participated in securify auctions for the amount around ALL 2.1 billion lower
than the amount that matured for the same time period. This behaviour has been present for
the last four quarters.

In this year, the major part of the additional domestic borrowing consisted in securities traded

in benchmark securities auctions, for 3 and 5-year maturities.

©
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Interest rates on loans to households were somewhat lower for consumer loans,
and remained unchanged for mortgage loans.

Chart 17 Inferest rafes on new loans in lek (left) and in euro (right)
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The average interest rate on new euro loans fo the private sector in Q2 (4.1%)
was down from the average recorded in Q1 (4.4%), but continues to hover
around levels recorded in the previous year. Inferest rates on euro loans were
defermined mainly by their fall in investment loans. Moreover, interest rafes
on liquidity loans decreased, but at a more contained pace. Interest rafes on
consumer loans to households increased in these months, whereas inferest rates
on mortgage loans fo households hovered close to the level recorded in the
last quarters. The spread of inferest rates on loans denominated in these two
currencies shows they increased for enterprises and contracted for households.

Chart 18 Inferest rates on new deposits in lek (leff) and in euro (right)
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The average interest rafe on new time deposits in lek continued to decrease
even in these three months, although at marginal values. It stood at 0.75% in
this quarter from 0.92% in the previous quarter and an average of 0.93% in
2018. The decrease was formed for both maturities of up to one year and
maturities beyond one year. The average inferest rate on new time deposits
in euro decreased even further at 0.12% in this quarter, from 0.14% in the
first three months of the year. Like interest rates on lek deposits, they stand at
minimum levels.

Based on the perception of commercial banks, credit terms and conditions on
loans to enterprises were tightened somewhat in Q2. The slight tightening of
non-price conditions was reflected in a reduction of credit size, whereas other
elements were reported as unchanged.

Chart 19 Non-price terms and conditions determinant for loan to enferprises
(left) and households (right)*

*:Volues in the chart represent the net balance of responses from the BLS questionnaire hitps.//www.bankofalba-
nia.org/Monetary_Policy/Surveys_112682/Bank_Lending_Survey/. Non-price terms
are generated as the arithmetic average of: commissions, loan size, maturity, collateral |
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For loans to households, commercial banks assessed that non-price ferms and
conditions were eased in 2019 Q2. As factors defermining the improvement of
non-price ferms and conditions, banks reported the following: increase of credit
size, lower collateral requirements, and extension of maturity. Commissions
were reported as unchanged from a quarter earlier.

3.3. CREDIT TO THE PRIVATE SECTOR?

lending activity continued to show improvement trends, recording 6.8% annual
growth rates in 2019 Q2. This growth is higher than in the first quarter of the
year. Also, the ratfio of credit to GDP increased, standing at 35.9% compared
to 35.3% af the end of 2018. This improvement has reflected the resumption
of lending activity by some banks that had undergone changes in ownership,

Q

Credit data are based on monetary statistics and are adjusted for the effect of written-off loans
and exchange rafe movements.
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which have adopted a more active approach to accommodate demand for
financing. The latter has been supported by a cyclical improvement in the
economy and favourable financial conditions. Llow inferest rafes on lek loans
have supported a shift of lending toward the domestic currency. Lek loans are
growing faster (7.9%] than foreign currency loans (5.8%), providing the main
confribution fo the expansion of credit.

Chart 20 Lending activity by currency
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Credit improvement was fuelled by higher growth rates in loans to enterprises.
This portfolio grew, on average, 7%, or 1.3 percentage points higher than in
Q1. The expansion of the portfolio reflected an improvement in growth rates of
both loans for liquidity and loans for investment. The latter, after slowing down
until March, showed higher growth over the last three months. Still, enferprises’
loan demand is high for liquidity and weak for investment purposes, although
banks have keep lending policies unchanged for this category.

Chart 21 Credit o the private sector by economic agent
(annual change, in %)
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loans to households performed evenly during 2019. On average for Q2, this
portfolio recorded 6.2% annual growth, similar fo the previous quarter. During
this period, consumer loans showed an improvement in their rafe of growth,
whereas house-purchase loans stand slightly lower. The steady performance
of loans to households reflected a better loan demand/supply balance.
Households demand appears o be on the rise in response to the performance
of consumption and labour in the market. From the supply side, a relatively
better quality of performance for loans fo households, the smaller size of asked
loans, and the added competition by bank and non-bank institutions in lending
o this segment have all improved the conditions of loan supply to this segment.

3.4. MONEY AND DEPOSITS IN THE ECONOMY

Monetary supply in the economy has continued on a positive frajectory since
January, expanding at @ moderate but steady pace. The broad money M3
aggregate averaged 3.5% in annual ferms in Q2, from 2.2% in the previous
quarter. Expansion of the monetary supply benefited from an increase in
contribution from the foreign currency component, as well as an improvement
in financing of the economy by the banking sector. On the liability side,
developments in the monetary supply reflect partial shifts towards the liquid
component, in currency outside banks and demand deposits. In the meantime,
shifts to longerterm components continued, in the form of time deposits with
maturity of longer than two years, which are not included in the M3 aggregate°.

A positive credit performance, mainly in the form of lek loans, contributed ot
the same time fo the growth of the M2 aggregate. In Q2, it grew by 2.7%
in annual terms, around 1.1 percentage points higher than in the previous

Chart 22 Selected monetfary and financial indicators
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19 Based on the methodology for the compilation of Monetary Statistics, the M3 aggregate
includes currency outside banks and all deposits maturing up to two vears.
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quarter. The liquid money indicator, the M1 aggregate, expanded by 9.2% in
average annual terms, reflecting a higher demand for liquid monetfary assets
by economic agents over this period. Currency oufside banks as a rafio to

adjusted M2 aggregate'! stood at 27.2%, from 27% at the end of March.

The total stock of deposits in the banking system increased by around 4.4% on
average during 2019 Q2, compared to the 3.3% annual rate in Q1. The ratfio
of deposits to GDP is assessed at around 68.3% at the end of 2019 H1. The
expansion of deposits in this quarter reflects, among other things, a low base
effect from the same period in the previous year'?. Deposit growth was mainly
in the form of foreign currency deposits (5.5% y-oy), followed by deposits in lek
(3.4% y-oy). Household deposits remain the main confribufor to the increase
in the deposit stock during this period, both in foreign currency and in lek.
Enterprise deposits show volatility, making a relatively modest contribution to
the expansion of the balance of deposits during this period.

The time structure of deposits continues to show a partial shift toward both
demand deposits and deposits whose maturity is longer than two years. As at
the end of June, demand deposits accounted for around 45% of the total stock,
whereas those whose term to maturity is longer than two years accounted for
around 12.5% of the total sfock.

Chart 23 Deposits in the banking system
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To the M2 aggregate, other lek instruments are also added, which are not included in
calculating the M2, such as deposits whose maturity is longer than two years, and investments
by households and other financial (non-bank) institutions in Government securities in lek.

The low base from the previous year reflects the strong appreciation effect of the domestic
currency, especially in May 2018.
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Annual inflation averaged 1.4% in 2019 Q2, downwards from the previous
quarter. The decline of inflation in 2019 Q2 was in line with our expectations,
although its actual value was slightly higher.

In terms of basket structure, the decline of inflation was dictated by the
performance of food prices. In macroeconomic terms, it reflected the decline
of imported inflation.

In a longer-term perspective, low and undershooting inflation reflects
continued weak pressures from increase of wages and production costs in
Albania, which is also due to incomplete utilisation of production capacities,
as well as a low level of imported inflation. The latter is affected by both low
inflation levels in the economies of our trading partners, as well as a rapid
appreciation of the exchange rate in 2018. The decelerating impact of these
factors on inflation is expected to gradually diminish.

Economic activity increased 2.2% in 2019 QI, registering a decrease
compared with the previous quarter and was somewhat on the down side
of our expectations. This development was driven mainly by contraction in
electrical energy production, which was reflected in a deepening of the net
exports deficit. Domestic demand contributed positively to growth, but could
not offset the impact of electrical energy production. Favourable conditions of
funding, growth of employment and capacity utilisation rate, as well as the
positive performance of tourism contributed to the expansion of consumption
and private investments. They were reflected in further employment gains, a
fall in unemployment, and wage increases.

Although the economy continues to operate below its potential, the continuation
of current development trends will create the premises for inflation to return to
target within the medium-term horizon.

Average inflation was 1.4% in 2019 Q2, standing lower than in 2019 Q1.
Inflation slowed down in the second quarter reflecting a significant reduction
in the contribution made by non-processed foods 0.5 percentage point]. On
the other hand, an increase in processed food prices and a decline in the
reductive impact made by fuel and housing (rent] prices, compared with the
previous quarter, generated a positive contribution {+0.3 percentage point)
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fo the formation of headline inflation. Transmission of the impact driven by an
appreciation of the domestic currency, coupled with a slowdown of inflation
in EU and regional countries continved to curb inflation in Albania. This
development is seen in an increased convergence of inflation in Albania with
inflation in regional and EU countries, since the end of 2017 and onwards'®.

Chart 24 Hecadline inflation, target (left). Inflation in regional and
EU countries (right)
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Volatility of inflation in 2019 Q2 was more moderated than before and was
defermined by the performance of the food categories. Both food categories
formed more than 70% of headline inflation.

Chart 25 Contfributions by food and nonfood
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13

Positive linear correlations have increased significantly in the mentioned period: the correlation
is higher with EU countries than regional countries, 0.72 and 0.6 respectively, confirming the
stronger convergent fendency with the EU.

0.5 percentage point lower than in the previous quarter. The high level of 2019 Q1 was
dictated by that of January.
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quarter. The inflafion of this category was mainly due fo the conjuncture of the
price of grains, which has trended upwards since the beginning of the year.

“Non-food consumer goods” contributed by 0.2 percentage points to the
inflation of 2019 Q2, a higher contribution than in the previous quarter.
This performance reflected oil price fluctuations. In the first two months of this
quarter, oil prices increased, while in June, the impact was lower, due to the
high comparative base of the previous year.

Table 2 Confribution of key items to annual inflation (p

R

Processed foods -0.4

Bread and grains 0.2 4 .1 O O : O O -0

Alcohol and tobacco 0.1 0.1 0.1 O.] O.] 0.0 0.0 0.0 O.] 0.1 O.] O.] 0. 1 O.]
Unprocessed foods 1.5 09 12 09 13 11 12 13 09 11 10 09 13 08
Fruits 07 06 04 02 03 03 05 06 06 01 00 01 03 00
Vegetables 08 03 08 06 09 0/ 0/ 06 02 09 09 09 15 08
Services 0.1 00 02 02 02 02 01 01 01 01 01 0.1 00 00
Goods with regulated prices 01 01 01 00 00 00 00 00 02 02 02 02 00 00
Water supply 00 00 00 00 0O 0O 0O 00 02 02 02 02 00 00
Housing lease 02 00 00 00 0O O1 01 02 03 04 04 03 01 0.2
Non-food consumer goods 0.3 03 01 01 03 02 02 02 03 03 03 02 01 02
Fuel 00 00 00 0O OO 0O 00 0O 01 01 02 02 0.1 0.1
Durable consumption goods 01 01 01 01 00 -01 -01 00 00 00 00 00 00 00
Consumer Price Index {annual o7 07 19 19 24 20 17 18 19 22 22 18 16 14
change, %)

Source: INSTAT. *The table shows some of the main groups of items.

The prices of other more stable components of inflation, which consist moin|y of
the prices of housing, services, durable consumer goods and goods at regulated
prices, made a higher contribution to the inflation rafe (0.2 percentage point)
compared with the previous quarter. This development reflected the confribution
of "housing”, more specifically to the imputed rent price, which registered a
lower base effect than in Q1. Meanwhile, the confribution of “Regulated prices”
remained negligible, reflecting a fading effect from the water price increase of
the previous year (0.2 percentage point).

The Albanian economy grew by 2.2% in 2019 QI, compared with 3.3%
registered in 2019 Q1. This slowdown of economic growth is attributed
largely to negative developments in the energy branch, while the services,
construction and agriculture sectors increased their contribution to the Gross
Domestic Product.

Domestic demand continues to largely account for the economic growth of
2019 QI, despite shrinking contributions from private consumption and
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investments. The impact of public consumption was almost negligible, while
net exports deepened their negative contribution.

According to the signals from indirect indicators, economic growth for 2019
Q2 is expected to be similar to 2019 Q1, reflecting the expected impact from
lower electrical energy production.

4.2.1. GROSS DOMESTIC PRODUCT BY SECTOR'™

The slowdown of economic growth in 2019 Q1 is affributed to developments
in the production sector. This secfor contributed by -O.1 percentage point fo
growth, standing significantly below the positive average contribution of 2
percenfage points in 2018. Confraction in the production sector was due to
a decrease of value added in the indusiry, energy and water secfor, making
a negative contribution of 0.8 percentage point. The negative dynamic was
affected mainly by the contraction of value added in energy, whose negative
confribution is assessed at around 1.6 percentage points of the annual growth
of GDP for the quarter'®. Other branches, such as consiruction and agriculture,
forestry and fishing, performed positively, contributing 0.4 and 0.3 percentage
point, respectively, to economic growth.

Chart 26 Gross domestic product by output and confidence indicators

7 Contributions of economic activities to annual GDP growth 3 Difference from longterm average
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Gross Domestic Product and Gross Value Added by sector are treated in terms of real annual
changes. The analysis relies on the latest GDP data by output method for 2019 Q1, published
by INSTAT on 1 July 2019. The differences between the sectors’ growth rates of this publication
and those analysed in the Monetary Policy 2019 /Il are a result of the series review.

16" Bank of Albania calculations. The strong contraction of value added in the energy sector
reflects not only the negative impact of weather conditions on low electricity oufput in 2019
QV1, but also the high comparative base of the same quarter in the previous year. During
2018, net domestic product of electricity expanded by around 89% de the energy sector,
according to the assessments, confributed in average by around 0.9 percentage point fo the
annual growth of 2018 (for more information, see Box 3 of this Report).
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The performance of the services sector improved, forming a large share
of economic growth in this quarter. Services activities contributed by 1.8
percenfage points, or 0.7 percentage point higher than their contribution
in the previous quarter. Net taxes continue to support economic growth to
the same extent as in the previous two quarters, by around 0.5 percentage
point.

The value added of the industry, energy and water sector registered a 6.1%
annual decrease in 2019 Q1, reflecting, mostly, a lower output of electrical
energy compared with the previous year, and to a lesser extent , a decline in
the output of metallic products. On the one hand, the strong annual confraction
of value added in the energy branch by 43.8% contributed to a downward
performance of the sector, by 12.3 percenfage points'”. On the other hand,
the processing industry branch registered a slower upwards dynamic (4.7%)
compared with the previous quarter (6.1%). The positive contribution of this
branch fo the performance of the sector declined at 2.2 from 3.6 percentage
points in the previous quarter.

In the processing industry, industry of metallic products provided a downward
confribution whose value added fell by 6.9%. According to the volume of
output and net sales, the slowdown of the processing industry also reflects the
slower growth of textile, clothing, leather and footwear industries, which have
the highest share in this branch'®. Meanwhile, the data on output and net sales
volume evidence that the performance of the extractive industry continued fo be
positive in 2019 Q1, although at a slower pace than in the previous quarter.'?
The slower growth of the extractive industry is assessed to have also reflected
a deceleration in growth rates of exports of some main energy and non-energy
products of this branch?.

The industry, energy and water sector is expected to remain on the down frend
in 2019 Q2. Along the same lines are the signals obtained from the decline
of the confidence indicator and the capacity utilisation rate in industry, the
further curbing down of some groups of exports related with industrial activities,

17" According to the data of volume of output and net sales indexes, this branch shows a
downwards dynamics, registering an annual decline by39. 3% of output volume, and by 7. 2%
of net sales volume. In this case as well the impact of the high comparative baseline with the
previous year is present. During 2018, the energy branch contributed in the performance of
the sector by 10.1, 12.1, 9.4 and 1.4 percentage points in each quarter. Also the electricity
balance (INSTAT) shows that the net domestic output of electricity has declined in annual terms
by 60.1% in the first quarter.

The annual performance of the output volume of the indusiries “Textile and clothing” and
“leather and shoes” resulted at 6.4% and -0.4%, respectively, from 20.7% and 7. 1% in the
previous quarter. These industries also slowed down their growth rates in terms of the volume
of net sales, increasing by 7.8% and 2.3%, respectively, compared with 18.9% and 6.2%
of the previous quarter.

The oufput volume index for the exiracting industry registered an annual growth of 2.8%,
from 19.6% in the previous quarter. Also, the volume of net sales for this branch increased
by 0.9%, from 23.3% in the previous quarter.

In particular, referring to exports of "Mineral fuels, mineral oils and the products of their
distillation” and “Saline minerals, sulphurs, oxides, lime and cement”.
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Chart 27 Contfribution of branches to value added in “Industry, energy and
water”, and the capacity utilisation rafe in industry
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The construction sector continued its upwards performance in 2019 Q1. The
value added in construction recorded 5.9% annual growth, against 2.9%
in the previous quarter. The positive dynamic in the construction sector was
supported by the realisation of engineering and reconstruction works. Also, a
slight increase of foreign direct investments inflows represents another positive
development for the performance of the constfruction sector.

The construction sector is expected to continue an upwards dynamic in 2019
Q2. This frend is confirmed also by continued granting of construction permits,
curbing of the negative impact from the assessed confribution made by the
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public sector, higher utilisation of production capacities and a confidence
within the sector which is above the historical average. ?!

The services sector accelerated its upward trend in 2019 Q1. lts value added
registered a 3.9% increase, from 2.3% in the previous quarter, with a positive
confribution from all main branches, except for “Arts, enterfainment, recreation
and other services’ activities”. This branch strengthened its previously downward
dynamic, confributing negatively by 1.1 percentage points to the annual
performance of services. Notwithstanding this development, the faster upwards
performance of the services sector was dominated by its other branches.
“Trade, transport, accommodation and food services” continued fo support the
sector the most, at around 1.5 percentage points. The increase of value added
of this branch is mainly attributed to the wholesale frade. “Real estate” and
"Public administration” made higher contributions fo the positive performance of
the sector, by 1.2 and 0.8 percentage points, respectively. Other items, such
as “Professional activities and administrative services” and “Information and
communication”, increased slightly their confribution to the annual performance
of the sector by 0.7 and 0.5 percenfage point, respectively. “Financial and
insurance activities” continued to have the same impact as in the previous
quarter, by around 0.4 percentage point.
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Real estate activity
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—Value added services

The number of construction permits granted in total for new buildings in 2019 Q1 was 245,
from 221 in the same period the previous year. The annual growth of this indicator decreased
driven by the granting of a lower number of construction permits for new buildings (hotels, office,
commercial, industrial buildings, efc.) compared with the previous year, while the number of
construction permits for residential buildings increased in annual terms. The fofal number of
construction permits granted still remains below the historic average. In our assessments, the
component of public investments in nominal ferms continued fo register an annual decline in
2019 Q2, but at a lower rafe than in the previous quarter. The slowdown of the decline of
the public component is also confirmed by the data of capital expenditure from the central
government.
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The upward trend of the services sector is expected fo continue in 2019 Q2.
Improvement in confidence and a utilisation rate of production capacities, which
is higher than their historical average in services activities are all developments
which confirm that the upwards dynamic of the sector will continue.

4.2.2. AGGREGATE DEMAND

Aggregate demand expanded with lower rates during 2019 Q1, compared
with the previous quarter. The growth of domestic demand was slightly
lower due to the slower increase of “population consumption” and capital
formation”. “Public consumption” was characterized by upwards annual
rates after several quarters of contraction. On the other hand, the trade deficit
of goods and services continued to expand, thus producing upwards negative
contributions.

Data from indirect indicators suggest domestic demand growth will continue.
Both “population consumption” and “capital formation” are expected to be the
main drivers. On the other hand, trade deficit is expected to expand further and,
consequently, negative impact from the net exports side is expected to increase.

Domestic demand expanded by 2.0% in annual terms in 2019 Q1, a slightly
lower rate than the previous quarter (2.2%). Growth rates slowed down
due to both “Population consumption” and “Gross fixed capital formation”.
Meanwhile, “Public consumption” had a positive impact, reversing the
confracting performance that had characterized it since 2018 Q2.

leading indicators signal a slower growth rate during 2019 Q2, from both
“"Population consumption” and “Gross fixed capital formation”. Meanwhile,
"Public consumption” is expected to make a positive contribution.

Chart 30 Economic sentiment indicator and structure of domestic demand
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PRIVATE CONSUMPTION
Private consumption increased by 2.3% in 2019 Q1, slightly lower than in
the previous quarter (2.7%) and lower than the 2018 average (3.2%). The
increase of private consumption in 2019 Q1 was supported by an increase
of wages, employment, consumer credit and remittances. Private consumption
was also supported by the improvement of consumer confidence, which stood
above the historical average in 2019 Q1.

Available indirect dafa show higher spending in all three categories of private
consumption: durable goods, consumer goods and services. The analysis of
privafe consumption by category is supported by the disaggregated indicators
of retail trade, the increase of the value added in services and trade as well as
the indicators of confidence surveys??.

Chart 31 Private consumption (left) and consumer confidence [right)
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Quantitative indirect indicators and confidence surveys suggest that the growih
of private consumption will continue in 2019 Q2, but slower than in 2019
Q. From the perspective of quarters ahead, private consumption is expected
fo remain the main contributor fo aggregate demand growth. This development
is supported by the positive dynamic of employee compensation, consumer
credit and remittances, which will continue to support consumer spending.

22 Disaggregated data from the retail frade show the index of “Household appliances, furiture,

efc.” increased 11.1 % in 2019 Q1. The increased spending in durable goods is supported
also by the improvement of the balance of major purchases by 5.6 points in this quarter. Also,
based on GDP data according to the output method, the increase of gross value added in
of services excl. frade was 5.4 % in 2019 Q1.
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Chart 32 Quantitative (left) and qualitative (right) indirect indicators
on private consumption
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INVESTMENTS

Total investment increased 1.8% in 2019 Q1, a slower dynamic than in the
previous quarter (2.2%) and the average of 2018 (2.9%). The slowdown of the
increase of imports of capital goods and the decrease of imports of industrial
fransport equipment suggest a negative contribution from the “machinery and
equipment” cafegory in the investments of 2019 Q1%. By contrast, based on
the expansion of the value added in construction, the investments in this sector
have contributed positively.

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, Private investments expanded during 2019 QI
supported by the improvement of enterprises’
confidence, increase of the capacity utilisation rate,
as well as an increase of loans for investments.

Chart 33 Gross fixed capital formation,
annual change

Annual changes, in %
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Based on annual national accounts, invesiments in machinery, appliances and vehicles
accounted for 22% in the gross fixed capital formation during 2017 and investments in
construction accounted for 77%.
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Source: INSTAT and Bank of Albania.

PUBLIC SECTOR DEMAND AND FISCAL POLICY?*
The infensity of fiscal consolidations weakened in 2019 Q2, due fo a rapid
expansion of budget expenditure. Fiscal impulse to the economy remains
negative, but is tending to shrink. Assessed for a time horizon of four quarters,
the fiscal impulse fo the economy at the end of 2019 Q2 is -0.3% of GDP.
Budget balance resulted in an AlL 3.3 billion deficit, or 0.4% of GDP, at the
end of June, from a positive level of ALL 3.5 billion in 2019 Q1.
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*The orientation of fiscal policy is proxied by changes in the ratio of primary cumulative deficit for a
12-month period to the GDP, compared to a year earlier. Negative changes, i.e. the values of these |
indicators under zero show that the fiscal position has improved, which indirectly indicates negative 1
values of fiscal impulse in the economy. |

... Souie: Ministy of Finance and Economy, INSTAT, ond Bank of Albania staff caleulations.
Budget expenditure accelerated the annual growth rate to 7.9% in 2019 Q2,
from 4.3% ot the end of 2019 Q1. The fasfer acceleration of expenditure in
this quarter was supported by higher spending for local government, personnel,

24 The fiscal data published by MoFE are preliminary and subject for future review.

() Bank of Albania




Monetary Policy Report, 2019/IlI

and operational expenses?. Expenditure for personnel had a higher impact,
due to the increase of wages for employees in the public secfor, starting
from the beginning of 2019 Q2. Capital expenditure for central government
continued fo contribute negatively to the formation of the annual growth of total
expenditure (by around 0.5 percentage point), but less than in the previous
quarter.

Developments in expenditure items suggest an added role of the public sector
in the formation of aggregate demand during 2019 Q2, mainly in the form of
public consumption.

Chart 36 Budget expenditures

Decomposition of expenditures growth Annual change, %

200 - 15

80

150 ¢
10.0 |

m= Current expenditures —Current, exp._central govn.
== Capital expenditures —Capital exp._central govn. (ral
Other expenditures Local governments (ro)

—Annual change of expenditures

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

At the end of 2019 H1, expenditures amounted to around ALL 228.7 billion,
of which ALl 200.1 billion were current expenditure and ALL 28.6 billion

capital expenditure. Aggregate, current and capital expenditures were realised

for 44%, 47% and 32% of the 2019 annual plan, respectively.

Revenues in 2019 Q2 increased by around 5% in annual terms, a higher rafe
than in 2019 Q1. The increase of budget revenues in 2019 Q2 is supported
positively by all tax items, save VAT revenues. The highest confribution fo the
increase of revenues for this quarter came from tax on personal income, forming
around 69% of aggregate revenue growth.

Revenue from VAT confributed negatively fo the growth of aggregate revenues
by around 0.7 percentage point in 2019 Q2, a lower level than in 2019
Q1. The confraction of VAT revenues in 2019 Q2, unlike from 2019 Q1,
was driven by a negafive confribution from VAT revenues collected by the
production of goods and services domestically. The latter, during this quarter,

2> These three groups registered the highest contributions fo fotal expenditure compared with the
previous quarter, with expenditures for local government, personnel and operative expenditure

of 2.3, 1.1 and 0.9 pp, respeciively.
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Decomposition of revenues growth
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Chart 37 Performance of budget revenues

Source: Ministry of Finance and Economy.

confributed by -5.4 percentage points to the annual change of VAT from -2.4
percentage points, thus registering the highest negative contribution of the last
five years. In 2019 H1, total revenues were realized at around AllL 225.5
billion, 3.8% higher than in the previous year. The siructure of revenue growth
during this year seems different from the previous year, supported almost entirely
by personal income tax, profit tax and local government taxes.?¢

EXTERNAL DEMAND AND FOREIGN TRADE

In 2019 Q1, the frade deficit in goods and services expanded by 6.7% in

real annual terms, determined mainly by the annual growth of imports by 2.5%.

The performance of imports was defermined mainly
by the growth of imports of goods by 3.5%, in real
annual terms. Meanwhile, the real growth of the
imports of services was almost negligible. In the case
of exports, the annual fotal growth is calculated at
0.5%. The main contribution came from the increase
of export of services by around 3.5%. Meanwhile,
the real export of goods registered an annual decline

of 8.2%.

Data on the performance of exports and imports of
goods also include the statistics of 2019 Q2. The
data show a rapid expansion of the trade deficit,
driven mainly by deferioration of the balance of
electricity exchanges with abroad.

Chart 38 Contribution of net exports to
aggregate demand (in p.p.)
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% In the previous year, in line with historical trends, revenue growth was created mainly by VAT
revenue growth, as well as by social and wealth security revenues, dues fo the higher share

this to items have in tax revenue.
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In 2019 Q2, the export of goods decreased by around 4.3%, in annual levels.
The main confributions are related to the category “Minerals, fuel, electricity”.
As expected, the impact was stronger compared with 2019 Q1. At the same
fime, two significant categories of export: “construction and metal materials” and
"textile and shoes” showed a decline in annual ferms. Unlike the previous year,
the downwards performance has also affected exported quantities (beyond the
price-related impact). Slight positive contributions are related to the categories
"Food, beverage, tobacco” and “Machinery, appliances, spare parts”.

Chart 40 Annual Dated Brent oil prices, domestic oil export (left], mefal
prices index and domestic metal export (right)

—Crude oil export [value) —Metals export [value)
—OQil price per barrel —Metal price index

Source: INSTAT, IMF, EIA, london Metal Exchange, Marketindex, Cameco.

Imports expanded by around 3.8% in annual terms during 2019 Q2, mainly
affributable to the category “Minerals, fuel, and electricity”. It is assessed that
fofal imports expanded due to the growth of imports of electricity in order fo
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compensate for the decline of domestic output. In parallel, upwards contributions
in the category “Construction and metal materials” were also observed.

By geography, the EU countries, notably Italy, remain our main trading partners
for both exports and imports. Changes in the relative shares of exports and
imports are related to main partners in the electricity trade such as Switzerland,
Serbia, Slovenia and Greece. Also, a slight decline was observed in the
relative share of ltaly in exports due to the lower performance of the category
“Textile and footwear”.

BOX 2: BALANCE OF PAYMENTS DURING 2019 Q1

The net position of the current account registered a deficit of EUR 243.3 million
in 2019 Q1, expanding by around 41.4% in annual terms. It was estimated at
8.0% of the nominal GDP, around 1.9 percentage points higher, than the same
quarter of the previous year. The main driver in this dynamic has been a rapid
expansion of the trade deficit in goods. This performance was determined by
the rapid growth of imports, affected mainly by the import of electricity. In the
case of exports, a tightening in annual terms was shown (by around 4.0%),
affected mainly by the rapid decline of electricity exports. Regarding services, the
positive surplus expanded in annual terms mainly due to the increase of exports
(by around 8.5%). The categories that have affected this are “input processing
services” and “other services”. Positive growth in annual terms was also observed
in the case of “travel” services, but the growth rates are rather slow compared
with the previous year. Imports increased by 5.0% mainly affected by travel
outflow services. Overall, the trade deficit of goods and services expanded by
around 12.6% in annual terms.

The “primary income” account was characterized by an expansion of a negative
balance in annual terms. The main driver of this dynamic has been the expansion
of income outflows related with “direct investments”. In the case of secondary
income, it was registered a decrease in the positive balance. The defining factor
has been a significant contraction of “general government revenue”. In parallel,
a very low increase of remittances’ inflow (1.0% in annual terms) was reported.

The financial account was characterized by an expansion in annual terms of net
liabilities. The defining factor has been the significant decline of banks’ asset
outflows, mainly in the form of “currencies and deposits”. Direct investments
inflows registered a rather low increase (1.6%). Meanwhile, the balance of
payments was characterized by a decline of reserve assets by around EUR 70.7
million in 2019 Q1. The level of the reserve is sufficient to cover 6.8 months
of import of goods and services, or 150% of the short-term external debt. The
balance of payments reports an outflow of the item “errors and omissions” at

EUR 133.5 million.
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Table 3 Balance of payments indicators (in EUR million)

| Q317 Q4170 Q18] Q218 Q318 Q418 _Ql'19]

Current account (in EUR million) -142.8 -309.9  -172.1 1765 1475  -363.6 2433
yoy (%) -3.9 74.5 9.3 -31.0 3.3 17.3 414
/GDP (%) -4.9 -10.2 -6.1 5.2 4.6 -10.8 -8.0
Goods and services -373.8 -570.2 -360.1 -429.0 -361.4 -616.4 -405.6
yoy (%) -9.0 30.5 15.5 -11.8 -3.3 8.1 12.6
Exports, f.0.b. 1110.0 875.6 840.0 1022.1 1238.7 Q51.1 883.8
yoy (%) 19.8 2.2 8.6 14.3 11.6 8.6 52
Imports, f.o.b. 1483.8 14458 1200.1 1451.2 1600.0 1567.6 12894
yoy (%) 10.9 11.7 10.6 5.1 7.8 8.4 74
Net Travel 180.9 109.6 77.6 83.5 197.1 72.1 759
Primary income 18.8 7.1 -14.8 13.7 -18.9 14.6 -28.9
Credit 106.6 08.4 72.1 125.4 Q5.7 104.9 80.2
Debit 87.8 Q1.2 86.8 111.7 114.6 Q0.3 109.1
Net income from Direct Investments -50.6 -46.4 -63.1 -89.1 -87.5 -41.3 /2.4
Secondary income 212.2 2531 202.8 238.9 2328 238.3 191.2
Credit 236.7 284.7 2244 260.5 253.9 264.1 219.2
Debit 24.5 31.6 21.6 21.6 21.2 25.8 28.0
Net Remittances 165.8 172.1 148.6 181.7 170.0 169.2 150.2

4.1 10.0 ] -1.7 1.0

oy (%) 3.9
_ 42.9
Net Borrowing/Lending | -m23] -267.1] -153.8] -155.2] -124.6| -322.0| -225.8

1.7 2.6

Financiol account | 2223 -205.4  -289.3| -200.1| -17.1] -267.3 -359.3
yoy (%) 144.2 72.0 2.2 -3.0 92.3 30.2 24.2
/GDP (%) Tl 6.8 -10.3 5.9 0.5 7.9 -7
Direct investments -340.2 -221.3 -292.4 -222.6 -268.9 -242.1 -279.4
yoy (%) 12.5 -13.8 41.6 -1.5 -20.9 Q.4 -4.4
Portfolio investments 31.2 27.9 3.5 110.6 13.1 -202.3 -0.1
Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other investments 491 -227.3 142.0 -173.3 83.9 -96.8 -9.1

376 2154 1424 851 1548 2739 707
| 11001 617 13550 -449] 107.5] 547 1335

Source: Bank of Albania, INSTAT and staff's estimates.

Reserve assefs

Errors and omissions

The upward trend of aggregate demand led to employment increase, decline
in unemployment and increase of wages, building up domestic inflationary
pressures and increasing core inflation. On the other hand, imported inflation
fell, due to the extended effect of the exchange rate appreciation in 2018,
and the downward trend of inflation in the economies of our trading partners.

However, in a longer-term context, the Albanian economy continues to be
characterized by spare production capacities and the increase of costs in the
economy continues to be slow.

Improvement of the cyclical position, reflected in an increase in the capacity
utilisation rate, and a reduction of appreciating effects from the exchange rate
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are expected to create the premises for the return of inflation to target during
the medium-term period.

Updated analysis of the cyclical situation confirms our
assessments that the negative output gap is continuing
to gradually narrow. Both the capacity utilisation
rate gap and the unemployment gap continue fo
suggest a higher ufilisation of production factors in
the economy. However, economic activity which is 280 808,8
under potential and appreciation of the exchange Boaon il '(;)2 1 e e e

Chart 41 Indicators of the cyclical
rafe are decelerating the buildup of inflationary ! —Output gap (% of potential output)

situation of the economy

BRON-Oo—NwhO
Lo meo e Rt

. ) Unemployment rate gap [in p.p.)
pressures and the return of inflation fo farget. —Capoacity utilisation rate in the production sector (in p.p.]

*The output gap is the average of several measurements on which the method !

of moving average is applied. The capacity ufilisation rate gap is assessed as |
a deviation of the current value from the relevant historical average, and then !
the method of the four ferms moving average is applied. The unemployment |
rate gap is assessed as an average of unemployment gaps according fo three |
methods, which assess the equilibrium or sfructural level of unemployment |
[NAIRU or NAWRU). The unemployment rate gap is stated as the difference of |
equilibrium unemployment rate fo actual unemployment rate and then the |
method of the four terms moving average is applied. |

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

The capacity utilisation rate stood around 75.6% in
2019 Q2, almost at the same level as in the previous
quarter. This business confidence indicator increased
by 3.1 percentage points in annual terms, affected
largely by the higher capacity utilisation in services.
Enterprises ufilised their capacities at around 1.9
percentage points higher than the historical average.
Developments in the labour market remained T
positive in 2019 Q1, but showed a slower dynamic.
Employment increased by 1.4%. This annual rate

Chart 42 Participation in labour force,
employment and unemployment rates in the

is atfributed mainly fo frends in labour demand.?® The
unemployment rate was at 12.1%, lower than in the
previous quarter (0.2 percentage point] and in the
same period in the previous year (0.4 percentage
point).

—Participation in the labour force (%)
Employment rate (%)
—Unemployment rate (%, r.a.)

3 economy
was slightly lower than in the previous quarter | - .
(1.6%)”” and was largely driven by the contraction o
of employment in agriculiure. Meanwhile, the main |+ ! o
upwards contribution fo employment came from a e
high number of employees in services. The increase | %0 o
of employment in the economy was accompanied | o
by a decrease in the unemployment rate, in 2019 40{ o
Q1. An analysis of factors that affect the rate of | o o o o o o i
unemployment suggests that the fall of this indicator %9?@9:9%38%%?%%?%%?%%?g%g%%

Source: INSTAT. !

27" The analysis of employment and unemployment is based on the data of the “Quarterly labour

Force Survey”, and it refers to the indicators for those 15 years and older. The mitigation of
the upwards dynamic of employment in the economy also reflects the comparison with the
higher base of the previous year [4.9%). By administrative data, non-agricultural employment
in the private sector stood almost at the same level as in the previous year, while it registered
a slight quarterly decrease for the second consecutive quarter. The same quarterly dynamic
was also registered for the number of employees in the public sector, while compared with
the previous year the increase of employees in this sector resulted slightly slower.

28 In examining the factors that drive the formation of the unemployment rate are analysed the
performance of employment, on the demand side, and the labour force participation rate and
population in working age, on the employment offer side.

Bank of Albania




Monetary Policy Report, 2019/IlI

The gross monthly average wage for a paid employee?® continued on an
upwards trend in 2019 Q1. Its annual growth was 4.9% in nominal ferms, from
3.4% in the previous quarter. Meanwhile, the monthly average wage increased
by 3.3% in real terms®, from 1.5% in the previous quarter. The increase of the
monthly average wage remains higher in the private sector than in the public
sector. In the private secfor, the annual growth of the monthly average wage
resulted at 4.9% in nominal terms and at 3.3% in real terms, and 2.8% and
1.2%, respectively, in the public sector. Among services activities, the monthly
average wage continued fo register the highest rate in “Art, enfertainment and
recreation and other service activities” and “Trade, fransport, accommodation
and food services” sectors, and among the production activities in “Industry”.!

Chart 43 Average wage indicators (leff) and annual flattened average
changes of productivity, labour cost and output (right)

17 - Annual change, %

Average monthly wage per employee
in the private sector

Note: Fourferms moving averages were applied on annual changes of !

indicators, to mitigate relevant fluctuations.

Source: INSTAT and estimations of the Bank of Albania. |
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2% On 11 June 2018, INSTAT published for the first fime quarterly data on the average monthly
wage per paid employee in country. The published data series, affer the update of 10 June
2019, starts since 2014 Q1. This indicator refers to the gross monthly average wage received
by an employee and is based on the payroll information declared af the General Directorate
of Taxation. For more methodological details on sectorial coverage and the items included
in wage see (Wages Statistics, INSTAT).

30 Deflated with annual inflation.

31 Annual growth was respectively, 16.3%, 9.0% and 5.9% in nominal terms and 14.7%,
7.4% and 4.4% in real terms. Annual average wage growth was also driven by the minimum
wage increase. The minimum monthly wage increased from ALl 24,000 to ALl 26,000, in
2019 Q1 (8.3% annual nominal; 6.8% annual real). According to INSTAT data, 28.7% of
contributing employees are paid up fo the minimum official wage. The government has also
decided on increasing public sector wages for certain categories. The decision entered into
force in Q2 and their effect is expected to be reflected on the high side of average monthly
wage performance for 2019 Q2.

Bank of Albania
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Unit labour costs®? registered 0.9% annual increase, in 2019 Q1, a rate
similar with the previous quarter. Among economic activities, unit labour costs
registered a higher increase in industry, albeit at a slower upward frend. This
is mainly affributed to the performance of labour costs in processing industry.
Meanwhile, the indicator show slight improvement in the trend for services
covered by shortterm statistics.>® The tendency of the unit labour cost continues
to be mainly aftributed to the slightly faster frend of the average real wage
proxy indicator for activities covered by shorterm statistics. Meanwhile, labour
productivity continued to register low growth rates, though there was a slight
improvement in its upward frend.

The upward dynamic of other production costs was low in 2019 Q1. The
prices of industrial output for products in the domestic market slowed down the
annual growth further, at 0.2% from 1.0% in the previous quarter. However,
the slight annual decline by 0.2% of industrial output prices in fofal continued to
be affributed fo the lower level of prices of output for export. Output costs in the
construction sector also registered a slower upward pace at 0.4%, from 1.0%
in the previous quarter.®

The cyclical performance of the economy was reflected in the build-up of long-
term and domestic inflationary pressures during 2019 Q2. Core inflation
followed an upward trend, to around 0.8% in this quarter. The same behaviour
was also registered for the net non-tradable inflation, which reached around
1.2%. The acceleration of inflation for these components was stronger than
expected, indicating their increased immunity against the appreciation of
the exchange rate. longterm inflationary pressures in the economy were
materialized in higher and more stable confributions to the formation of headline

inflation during 2019 Q2.

Headline inflation slowed down during the quarter under review against the previous
one, driven by the confraction of shortterm components” inflation. Non-core and
tradable inflation of the CPI basket items were 2.8% and 1.7%, respectively.

32 Proxy indicators of labour productivity and output unit labour costs and average wage by short-
term statistics are calculated by the Bank of Albania using the fotal series Short Term-Statistics
(SHTS, INSTAT, 2019 Q1). Their calculation includes: the index of paid employees, the net
sales volume and wage fund for activities covered by SHTS. The reported growth rafes are
in real terms and refer fo the four ferms moving average of annual changes. In this quarter,
shortterm statistical data underwent a series of methodological changes, among which were
included the following: rebasing indexes with year base 2015 = 100, the calculation of
weights based in the results of the Enterprises Structural Survey of 2017, the update of the
deflator series for some activities, mainly services, as well as the inclusion of enterprises with
the activity of “Food services” (Bar - restaurants).

Shortterm statistics cover the activities of “Industry” (05 — 33), “Electricity, gas and steam”
(35), “Water supply, sanitation and waste management’(36 — 39), “Construction” (41, 42,
43), "Wholesale and retail trade, repair of vehicles and motorcycles” (45), “VWholesale frad,
apart vehicles and motorcycles” (46), “Refail frade” (47), “Transport and storage, including
postal and courier activities” (49 — 53), "Accommodation and catering services, hotels and
Barrestaurants” (55. 1 and 56), “Information and communication”(58, 61, 62), “Architecture
and engineering activities” (71) and “Travel agencies”(79).

Construction cost index for apartments includes prices of building materials, labour force and
other capital expenditures used for the construction of a typical building of 8-10 floors.

34
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These developments confirm our assessments that the impact of exchange rate
appreciation is transmitted at a higher intensity through shortterm components.
In the condition where the effects of the exchange rate are expected to mitigate,
the positive impacts on inflation generated by the tightening trend of the output
gap are assessed as more tangible.

Over Apri-May 2019, the imported inflationary pressure index (IIPI)*> was
reduced, on average, by 0.2% in annual terms. This reduction reflected opposite
dynamics with almost the same magnitude for foreign prices and the exchange

Chart 45 1IPI and contributions of its components (left), contributions of imported
inflation and domestic inflation to annual headline inflation (right)
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% tis a proxy on imported inflationary pressures, which aggregates in one single indicator the

information from import price indices (IPl], with the information from the developments in the
in nominal effective exchange rofe (NEER). lIPl'is calculated as the annual growth of IPI and
NEER for the respective period. lIPl is assessed fo affect domestic inflation approximately affer
a 3-5 months’ fime lag.
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rate. The nominal effective exchange rafe (NEER|] appreciated 6.2% in annual
terms, while the “Import Price Index” (IPI)** expanded by around ¢.0%.

The above-mentioned developments translate info lower confributions of
imported inflation to annual headline inflation during 2019 Q2 (34%)
compared with 2019 Q1 (54%). In addition fo the confraction, contributions
of imported inflation also registered high volatility. Conversely, confributions
of domestic inflation were higher and more stable. These developments verify

the assessments that the appreciation of the domestic ...

Chart 46 Enterprises, consumers, and

financial agents' inflation expectations,
annual change (in %)

currency is reflected on headline inflation more
intensely through the imports’ channel. Domestic
inflation has had, to a lesser extent, reducing effects
from the exchange rate, while the lafter have also
been slightly offset by cyclical developments.

INFLATION EXPECTATIONS®

Based on surveys, inflation expectations of consumers
and financial agents have been revised downwards.
Meanwhile, enterprises have revised slightly upwards
their expectations on inflation one year ahead. The
current level of expectations on inflation from all
three economic agents remains above the currently
published inflation, but below the 3% target.

% tis a proxy of imported inflation pressures, comparable fo tradable goods sector inflation of

Albania’s CPl basket. The import price index is based on the values of: the inflation of “Food,
beverages, tobacco” for 18 main countries; and the inflation of “ltems” (i.e., not only foods)
for Bulgaria, Germany, Greece, ltaly and Turkey.

The analysis on inflation expeciations is based on the results of the business and consumer
confidence survey, as well as on the financial agents’ expectations survey. The first two groups
declare their inflation expectations one year ahead. Starting from 2019 Q1, inflationary
expectations of enterprises and consumers measured through direct quantitative questions (and
not by intervals) will be reported, similarly to the quantifative questions fo financial agents.
Time series of enterprises and consumers” inflation expeciations, with both measurement ways,
in addition to a methodology explanation, are published at the Bank of Albania’s website.

C) Bank of Albania
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BOX 3: ELECTRICITY RELATED SHOCKS AND MONETARY POLICY DECISION-
MAKING

This informative box summarizes several estimations on the expected economic
impact associated with the fall in electricity generation. More closely, the analysis
focuses on the relation to cyclical position in the economy and monetary policy
stance. It concludes that in spite of the non-negligible impact electricity generation
has on economic growth, medium term development trends and the cyclical
position of the economy remain unaffected. Therefore, electricity development
bears no consequences on Bank of Albania’s monetary policy stance.

Albania’s electricity production mix is dominated by hydro-electricity. Since

2008, the overall domestic output (100%) is derived from this source. As a

result of concentration into hydro-power, the generation

’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’’ structure is very sensitive to weather conditions and

Chart 47 Annual economic growth with and output is prone to sharp fluctuation between periods.

without the confribution from “Electricity and

| others” (in %) At times, these fluctuations generate substantial

impact on the overall economic growth. In particular,
estimations reveal that the impact has been very

of 2019, the sector value added shrank by 43.8% in
annual real terms, generating a negative contribution
at minus 1.6 percentage points on economic growth.

: considerable in the last years. Electricity output
| o1 contribution was negative in 2017, then turned positive
S
41 The contribution is estimated at-1.1 percentage points
I on 2017’'s economic growth. Favourable weather
L2 conditions in 2018 overturned the sector contribution
ENE I 1 I raising it at +0.9 percentage point. In the first quarter
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Economic growth without the confribution . . . . o
from “Electricity and others", (%) Despite these fluctuations, it is estimated that electricity

; Source: INSTAT and authors’ estimations.. generation shifts do not affect the medium and
”””””””””””””””””””””””””””””””” long-term developments in the Albanian economy.
,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, Therefore, this factor does not systematically impact
the cyclical position of the economy. To support this
statement, the graphs in this Box summarize average
economic growth with and without the contributions of
- “Electricity and others”. Average growth rates similarly
| L6260 o confirm that shocks associated with this sector appear

o0 >/ . at one moment and dissipate at the other, without
. 50 . altering the trend of economic growth.
o9 3433 The reasoning behind this argument is that shifts in

in 2018 and again negative in the first quarter of 2019.

Chart 48 Economic growth with and without
the confribution from “Electricity and others”,
as average of periods (in %)

30 domestic supply are compensated by changes in
. 21 2 electricity imports. As a result, overall disposable
3 } electricity remains unaltered and the economy faces
O I no power shortages. Therefore, output in the rest of
e N s the economy remains unchanged and no extra costs

20002004 20052009 20102014 20152018 associated with alternative power supply occur.

sEconomic growth (%)

Economic growth without the contribution

from “Electiciy and ofhers” (%4 Historically, domestic supply and imports have

substituted one-another from between periods.
—————————————————————————————————————————————————————————— Differences between the two sources are related to
the country’s ability to import and maintain electricity
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supply (disposable electricity)] when domestic output falls. Management
improvements in the public corporations that operate in the sector (KESH and
OSHEE administering production and distribution respectively] coupled with
upgraded inter-connection transmission lines, have prevented power shortages
from occurring.

At the same time, the domestically regulated price for electricity allows for
only marginal effects on domestic production cost as a result of fluctuations in
domestic output or international electricity costs.

Under these circumstances, despite the impact on overall economic growth,
influences fostered from electricity output remain “isolated” and temporary.
These influences do not generate any increasing or decreasing pressures on
output, production costs, employment and wages in the rest of the economy.
Therefore, they cannot —and should not — trigger any response on the part of
monetary policy.

Bank of Albania
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STATISTICAL APPENDIX

Main macroeconomic indicators

Monetary developments and interest rafes 1.

Gross domestic product, price indexes and labor market 2.
Balance of payments, reserves and exchange rate 3.

Fiscal balance, domestic debt stock and external debt 4.
Sectoral balance sheet of Bank of Albania 1-1

Monetary survey of Bank of Albania 1-2

Sectoral balance sheet of deposit money banks/ Assets 1-3.a
Sectoral balance sheet of deposit money banks/ Liabilities 1-3.b
Monetary survey of deposit money banks 1-4

Sectoral balance sheet of savings and loan associations 1-5
Monetary survey of other depository corporations 1-6
Monetary survey of depository corporations 1-7

Monetary aggregates and their components 1-8.a
Counterparts of monetary aggregates 1-8.b

Lek denominated deposits by sectors 1-9

Foreign currency denominated deposits by sectors 1-10
Credit fo economy by sector 1-11

Loans of non-financial corporations by economic activity
(Nace - Rev.2) 1-12

Private non-financial corporations loans by purpose and
currency 1-13a
Public non-financial corporations loans by purpose and
currency 1-13b

Households + Non-profit institutions serving households
loans by purpose and currency 1-14

Loans by districts 1-15
Bank of Albania interest rates 1-16

Interest rates on new deposits of non-financial corporations,
households and NPISH by currency 1-17

Interest rates on new loans of non-financial corporations,

households and NPISH by currency 1-18

Interest rates on new loans of private non-financial
corporations by purpose and currency 1-18a

Interest rates on new loans of households and NPISH by
purpose and currency 1-18b

Maturity breakdown of Treausury bills yields 1-19
Payment systems statistics 1-20

ATM & POS bank terminals’ distribution of by regions 1-21
Number of customers accounts with banks 1-22

EXTERNAL SECTOR 2

Balance of payments 2-1
Exchange rate 2-2

Export by commodity groups 2-3
Import by commodity groups 2-4
Gross external debt 2-5

FISCAL SECTOR 3
Fiscal indicators regarding consolidated budget 3-1
Domestic debt stock by instruments 3-2

REAL SECTOR 4

Gross domestic product by economic activities, (Production
Method NACE Rev 2) 4-1

Producer price index and construction cost index 4-2 (for
dwellings)

Consumer price index 4-3

Employment, unemployment and wages 4-4

Banka e Shqipérisé
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FINANCIAL SECTOR 1

SECTORAL BALANCE SHEET OF BANK OF ALBANIA 1-1

1 SEKTORI FINANCIAR o o
1-1 BILANCI SEKTORIAL | BANKES SE SHQIPERISE

Né milioné leké, fund periudhe

Raporti tremujor i politikés monetare, 2019/l

Source: Bank of Albania.

In millions ALL, end of period

Burimi: Banka e Shqipérisé.




In millions ALL, end of period

MONETARY SURVEY OF BANK OF ALBANIA 1-2

1-2 PARAQITJA MONETARE E BANKES SE SHQIPERISE

Né milioné leké, fund periudhe

Source: Bank of Albania.

Burimi: Banka e Shqipérisé.



Raporti tremujor i politikés monetare, 2019/l

Source: Bank of Albania.

In millions ALL, end of period

SECTORAL BALANCE SHEET OF DEPOSIT MONEY BANKS/ ASSETS 1-3.A

1-3.A BILANCI SEKTORIAL | BANKAVE PARADEPOZITUESE/ MIETET

Né milioné leké, fund periudhe

Burimi: Banka e Shqipérisé.




In millions ALL, end of period

SECTORAL BALANCE SHEET OF DEPOSIT MONEY BANKS/ LIABILITIES 1-3.B

1-3.B BILANCI SEKTORIAL | BANKAVE PARADEPOZITUESE/ DETYRIMET

Né milioné leké, fund periudhe

Source: Bank of Albania.

Burimi: Banka e Shqipérisé.
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1-8.A AGREGATET MONETARE MONETARY AGGREGATES AND THEIR
DHE PERBERESIT E TYRE COMPONENTS 1-8.A

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

Banka e Shqjipérisé @




1-8.B KUNDERPARTITE E AGREGATEVE COUNTERPARTS OF MONETARY
MONETARE AGGREGATES 1-8.B

Burimi: Banka e Shqipérisé Source: Bank of Albania.
* Pérfshin krediné pér ekonominé dhe pretendime 1é fiera ndaj sektoréve mbaijtés sé parasé sé gjeré. * Include credit to economy and other claims on broad money
holdling sectors.

@ Banka e Shqjipérisé
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Raporti tremujor i politikés monetare, 2019/l

1-13A HUATE E KORPORATAVE JOFINANCIARE PRIVATE PRIVATE NON-FINANCIAL CORPORATIONS LOANS BY

SIPAS QELLIMIT TE PERDORIMIT DHE MONEDHES* PURPOSE AND CURRENCY* 1-13A
Né milioné leké, fund periudhe In millions ALL, end of period

Burimi: Banka e Shqipérisé. Source: Bank of Albania.
* 16 dhénat e huave pérfshijné interesat e pérllogaritur. * Data on loans include accrued interests.

Banka e Shqjipérisé @




PUBLIC NON-FINANCIAL CORPORATIONS LOANS

1-13B HUATE E KORPORATAVE JOFINANCIARE
BY PURPOSE AND CURRENCY * 1-13B
In millions ALL, end of period

PUBLIKE SIPAS QELLIMIT TE PERDORIMIT DHE
MONEDHES *

Né milioné leké, fund periudhe

Source: Bank of Albania.
* Data on loans include accrued inferests.

Burimi: Banka e Shqipérisé.
* Té dhénat e huave pérfshijné interesat e pérllogaritur.

Banka e Shqjipérisé
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HOUSEHOLDS + NON-PROFIT INSTITUTIONS

1-14 HUATE E INDIVIDEVE DHE INSTITUCIONEVE JO ME

QELLIM FITIMI QE U SHERBEJNE INDIVIDEVE SIPAS QELLIMIT  SERVING HOUSEHOLDS LOANS BY PURPOSE AND

TE PERDORIMIT DHE MONEDHES* CURRENCY* 1-14
In millions ALL, end of period

Né milioné leké, fund periudhe

Source: Bank of Albania.

Burimi: Banka e Shqipérisé.
* Té dhénat e huave pérfshijné interesat e pérllogaritur.

* Data on loans include accrued interests.

Banka e Shqjipérisé @




1-15 HUATE SIPAS RRETHEVE* LOANS BY DISTRICTS* 1-15
Né milioné leké, fund periudhe In millions ALL, end of period

Burimi: Banka e Shqipérisé. Source: Bank of Albania.
* Té dhénat e huasé pérfshijné interesat e pérllogaritur. * Data on loans include accrued interests.

@ Banka e Shqjipérisé
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1-16 NORMAT E INTERESIT TE BANKES SE BANK OF ALBANIA INTEREST RATES* 1-16

SI;Q;I:E/SZSE * In percentage

Burimi: Banka e Shqipérisé. Source: Bank of Albania.
*Tabela paraget ndryshimin e normave bazé t& interesit sipas vendimit & politikés * The table presents the change of key interest rates according to the monetary policy decisions
monefare. on inferest rafes.

** Me hyrjen né fugi t& vendimit nr. 16 daté 13.03.2012, pér miratimin e rregullores ~ ** Upon the entry into force of Decision No. 16, dated 13 March 2012, on the approval of the
“Pér krediné pér mbéshtetie me likuiditet”, instrumenti “Kredlia lombard” do t& pasohet Regulation “On the liquidity supporting loan”, the instrument “lombard Loan” will be followed by
nga “Kredia pér mbéshtetie me likuidlitet”. the “liquidity supporting loan”.

Banka e Shqjipérisé




1-17 NORMAT E INTERESIT PER DEPOZITAT E REJA
INTEREST RATES ON NEW DEPOSITS OF NON-FINANCIAL

TE KORPORATAVE JO-FINANCIARE, INDIVIDEVE

DHE INSTITUCIONEVE JO ME QELLIM FITIMI QE U CORPORATIONS, HOUSEHOLDS AND NPISH BY

SHERBEJNE INDIVIDEVE SIPAS MONEDHAVE * CURRENCY * 1-17
In percentage

Né pérgindje

Source: Bank of Albania.

* Yearly data present the annual weighted average rate, while the monthly data present the
monthly weighted average rate.

Burimi: Banka e Shqipérisé.
* Normat vietore pérfagésojné normat mesatare 1 ponderuara vietore, ndérsa normat

mujore pérfagésojné normat mesatare 1 ponderuara mujore.

Banka e Shqjipérisé
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1-18 NORMAT E INTERESIT PER HUATE E

REJA TE KORPORATAVE JO-FINANCIARE, INTEREST RATES ON NEW LOANS OF
INDIVIDEVE DHE INSTITUCIONEVE JO ME NON-FINANCIAL CORPORATIONS,
QELLIM FITIMI QE U SHERBEJNE INDIVIDEVE HOUSEHOLDS AND NPISH BY
SIPAS MONEDHAVE* CURRENCY* 1-18

Né pérgindje In percentage

Burimi: Banka e Shqipérisé. Source: Bank of Albania.
* Normat vietore pérfagésojné normat mesatare t& ponderuara vietore, * Yearly data present the annual weighted average rate, while
ndérsa normat mujore pérfagésojné normat mesatare té ponderuara the monthly data present the monthly weighted average rate.
mujore.

Banka e Shqjipérisé @




1-18A NORMAT E INTERESIT PER HUATE E REJA TE B INTEREST RATES ON NEW LOANS OF PRIVATE
KORPORATAVE JOFINANCIARE PRIVATE SIPAS QELLIMIT TE NON-FINANCIAL CORPORATIONS BY PURPOSE
PERDORIMIT DHE MONEDHES * AND CURRENCY * 1-18A
Né pérqgindje In percentage

Source: Bank of Albania.

* Normat vietore pérfagésojné normat mesatare t& ponderuara vjetore, ndérsa normat mujore * Yearly data present the annual weighted average rate, while the
pérfagésojné normat mesatare & ponderuara mujore. monthly data present the monthly weighted average rate.

Burimi: Banka e Shqipérisé.

@ Banka e Shqjipérisé




Raporti tremujor i politikés monetare, 2019/Ill

1-18B NORMAT E INTERESIT PER HUATE E REJA TE INDIVIDEVE INTEREST RATES ON NEW LOANS OF
DHE INSTITUCIONEVE JO ME QELLIM FITIMI QE U SHERBEJNE HOUSEHOLDS AND NPISH BY PURPOSE AND
INDIVIDEVE, SIPAS QELLIMIT TE PERDORIMIT DHE MONEDHES* CURRENCY * 1-18B
Né pérqindje In percentage

Burimi: Banka e Shqipérisé. Source: Bank of Albania.
* Normat vietore pérfagésojné normat mesatare t& ponderuara vietore, ndérsa normat mujore * Yearly data present the annual weighted average rate, while the
pérfagésojné normat mesatare & ponderuara mujore. monthly data present the monthly weighted average rate.

Banka e Shqjipérisé




1-19 NORMAT E INTERESIT PER MATURITY BREAKDOWN OF TREAUSURY
BONOT E THESARIT SIPAS AFATIT * BILLS YIELDS * 1-19
Né pérgindje In percentage

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

@ Banka e Shqjipérisé




1-20 STATISTIKA TE SISTEMIT TE PAGESAVE PAYMENT SYSTEMS STATISTICS 1-20

1-21 SHPERNDARJA RAJONALE E TERMINALEVE TE BANKAVE ATM & POS BANK TERMINALS’ DISTRIBUTION
ATM & POS * OF BY REGIONS* 1-21
Fund periudhe End of period

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

* Raportimet e bankave sipas “Mefodologjisé pér raportimin e instrumenteve 1& pagesave * Banks reports according to “Methodology for reporting
(2008)" e rishikuar né Janar té vitit 2014. payments instruments (2008)" revised in January 2014.
* T& dhénat nuk jané audituar nga Banka e Shqipérisé. * Data are not audited by the Bank of Albania.
Burimi: Banka e Shqipérisé. Source: Bank of Albania.

Banka e Shqjipérisé
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CONSUMER PRICE INDEX 4-3

4-3 INDEKSI | CMIMEVE TE KONSUMIT

Source: INSTAT.

*Average CPl by main groups.

** Simple arithmetic average of annual inflation of latest twelve months (calculation of BoA).

Burimi: INSTAT.

* Indekse mesatare 1& cmimeve & konsumit.

** Mesatare aritmetike e thjeshté e inflacioneve vjetore t& dymbédhjeté muajve t& fundit (llogaritie e B.Sh).
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4-4 PUNESIMI, PAPUNESIA EMPLOYMENT, UNEMPLOYMENT
DHE PAGAT AND WAGES 4-4

Né mi|'é, ose né rast t& kundért, sikurse ié’rcakfohef In thousands, unless otherwise indicated

2016* 165 412 466 120 54,488 22,000
2017* 164 475 457 90 59,813 24,000
2018* 170 508 460 75 61,023 24,000
2018/l 171 505 462 78 60,595 24,000
2018/11 172 518 462 72 60,494 24,000
2018/IV 173 509 453 64 63,276 24,000
2019/1 172 503 453 70 61,384 26,000
Burimi: INSTAT. Source: INSTAT.
* Mesatare vietore pérvec pagés minimale (6). * Annual average except approved minimum monthly wage (6).
** 16 dhéna administrative. ** Administrative data.
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