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INTRODUCTION!

The primary objective of the Bank of Albania’s monetary policy is to achieve and
maintain price stability. This target implies reaching low rates with positive inflation,
and maintaining these for a relatively long period. In quantitative terms, the Bank of
Albania has defined price stability as maintaining a 3.0% annual inflation rate of
consumer prices in the medium term. By preserving price stability, the Bank of Albania
helps establish an environment with few unexpected events and assists Albanian
households and enterprises in planning their own consumption and investments.

The Supervisory Council of the Bank of Albania holds 8 meetings each year to decide
on monetary policy, aimed at achieving the price stability objective. The Supervisory
Council sets the key interest rate. Changes in the key interest rate affect, with a time
lag, other interest rates in the financial market, for example, yields on government’s
securities and the interest rates on loans. These changes drive increase or decrease
in the demand for goods and services through a chain known as the “transmission
mechanism”. Changes in the demand for goods and services bring about increases
or decreases in the prices of these goods and services.

The transmission mechanism encompasses various channels through which prices
may change, for example: the exchange rate channel; the inflationary expectations
channel; and the foreign prices channel. The Bank of Albania has constructed models
to forecast changes in all elements which affect prices and to forecast inflation for
up to three years. When forecasts show a dominance of low inflationary pressures,
which may drive inflation below the 3.0% target, this is a signal that the monetary
policy should be accommodative — interest rates should stay at low levels. The
opposite is also valuable. However, drafting a monetary policy is not a mechanical
process. Monetary policy decision-making considers the reasons for deviations in
inflation from target, and the time needed for the economy to react against changes
in interest rates.

The Supervisory Council makes decisions on the monetary policy based on a variety
of information, including estimations regarding economic developments, forecasts
in relation to inflation, the performance of financial markets, risks and uncertainties
surrounding forecasts. The Monetary Policy Report - which is the main component
of the monetary policy - includes these considerations and assessments on this
information. With the aim of communicating its monetary policy in a transparent
manner, the Bank of Albania regularly publishes this Report and makes it available
fo citizens.

The Monetary Policy Report is published on a quarterly basis. The Monetary Policy
Department at the Bank of Albania compiles this Report and the Supervisory Council
approves it. The current report contains data, as of 23 January 2023. The Supervisory
Council reviewed and adopted this Report at its meeting on 1 February 2023.

Monetary Policy Document delineates the monetary policy framework at the Bank of Albania.
This Document is available athtips: //www.bankofalbania.org,/Monetary_Policy,/Objectivei_
and_strategy,/
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FOREWORD BY THE GOVERNOR

Inflation continued to remain high in the Albanian economy in the fourth quarter
of 2022 as well, by: feeding the uncertainties of enterprises for the future;
dampening the purchasing power of households; and conditioning every
aspect of economic life in Albania.

However, the new information attained over this quarter has been overall better
than our expectations.

First, consumer price inflation declined in November and December 2022,
for the first time affer almost 12 months. This is an encouraging signal that the
inflation trajectory has reached a turning point in this period. Inflation declined
moin|y on the back of lower oil price, and we believe this indicator will continue
fo fall in the next months.

The stability of prices in international markets, the good performance of the
exchange rate, the downward revision of inflation expectations, coupled with
the effects from the normalisation stance of monetary policy will underpin the
fall of inflation in Albania. This normalisation, as transmitted through a gradual
raise of policy rate, has established the premises for a better demand and
supply balance in the economy. Thus, based on the current frends, inflation is
expected fo return to our 3.0% target within the first half of next year.

Second, the Albanian economy has proved quite resilient against foreign
supply shocks and tighter monetary conditions in both Albania and the world.
Economic growth in 2022, fuelled by the dynamism of private sector, is
expected fo reach around 4%, while having a good allocation across sectors.
In addition, employment and wages increased rapidly, while unemployment
rate has remained at its historical low. The Albanian economy will continue
fo create new jobs and generate positive growth rafes in 2023, despite the
growth rate is expected to edge up slightly.

Third, financiol markets remain relafively calm, even in presence of globally
tighter financing conditions, while banks’ balance sheets appear sound. Qur
monetary policy passthrough has been more complete in financial markets.
Thee credit flow continues to remain positive and banking sector continues to
provide the necessary funding to the Albanian economy for both the expansion
of the activity and the covering of liquidity needs. In parallel, lek exchange rate
remains strong, by supporting the overall economic and financial stability of

Albania.
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Based on these conclusions, which are elaborated in this Report, the Supervisory
Council decided to maintain the monetary policy stance in the meefing of 1
February 2023. The Supervisory Council deems that the monetary conditions
remain adequate for the return of inflation to the target, at the lowest costs on
the economic activity.

Nevertheless, the Supervisory Council emphasised once again the need for
confinuing the normalisation of monetary policy stance in the course of 2023,
and its willingness to continue in this regard.

C} Bank of Albania




1. INFLATION AND MONETARY POLICY STANCE

The economy and financial markets in Albania continue to be impacted by
external shocks, expressed in high inflation, in both Albania and globally,
heightened uncertainty of the economic agents, and tighter financial
conditions. Economic growth in Albania was relatively solid in the second half
of 2022, whereas consumer price inflation fell in November and December.
The projections of this Report suggest that these trends will continue in the
future as well. Based on these conclusions, in the meeting held on February 1st,
2023, the Supervisory Council of the Bank of Albania decided to maintain the
monetary policy stance unchanged. However, the Supervisory Council noted
that domestic and imported inflationary pressures remain high, dictating the
need to further normalise the monetary policy stance, in order to safeguard
the price stability objective.

The global economic activity was better than expected in the last quarter of
the year. Inflation has been decelerating, due to a slower rise in commodity
prices and fewer supply-side bottlenecks. Meanwhile, economic growth was
stable and the labour market continued fo show positive trends. The same
performance was witnessed in the euro area, where inflation declined to
9.2% in December, and economic growth in the third quarter was higher than
expected. The European Central Bank has continued the normalisation of the
monetary policy stance, in response to rising inflation rates and a strong labour
market. The uncertainty about the global economic outlook, though reducing,
confinues fo be high, reflecting the unclear developments of the war in Ukraine,
the elevated geopolitical tensions, the persistence of supply-side bottlenecks,
and dilemmas of the monetary policy stance.

The external environment is expected to remain challenging during 2023
as well, characterised by high inflation, fightened financial conditions, and
expectations for a slowing economic activity.

Inflation in Albania has been slowing down in the last two months of 2022.
In terms of the CPI basket, inflation performance reflected the decline in the
oil and some food prices, driven by the reduction of the laffer in infernational
markes.

In macroeconomic terms, inflation performance reflected the decrease of
imported inflation and the weakening of its direct impact on the Albanian
economy. On the other hand, our analysis suggest that domestic inflationary
pressures remain high, due to the stable demand for goods and services, the
fransmission of rising production costs onto the final prices, and inflationary
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expectations of economic agents and financial markets. This mix bag of factors
is expected fo continue in the future, suggesting that the inflationary trajectory
in the upcoming quarters will increasingly depend on domestic inflationary
pressures and second-round effects.

The Albanian economy has continued to grow in the second half of 2022.
Following a slowdown in the second quarter, economic growth accelerated
to 4% in the third quarter. The economic activity was more positive than our
expectations, demonstrating a more stable domestic demand. The expansion
of the economic acfivity was underpinned by private consumption and
investments, whereas the public sector and net foreign demand had a hindering
effect. The profile of aggregate demand prompted an increase in the activity
of construction and services sector, while industrial activity confracted and
agricultural production remained almost unchanged.

The increase of demand was accompanied by lower unemployment and
higher employment and wages. In the third quarter of last year, employment
rose by 4.2%, the unemployment rafe fell at its new historical minimum of
10.6%, whereas the average wage in the private sector recorded an annudal
growth of 12.4%. The positive performance of the labour market created the
premises for a susfainable economic growth in the future.

High inflation and the overall increase of inflationary pressures have driven to
the normalisation of the monetary policy stance. The Bank of Albania increased
the key inferest rate five times over 2022, bringing it from its historical minimum
of 0.5% at the beginning of the year, up to 2.75% in November.

The normalisation of the monetary policy stance was reflected in financial
markets, 0|though it differs accross various segments. Despite rising interest
rates, financial markefs remain liquid, with confained risk premia, whereas
lending conditions are sfill accommodative. In the foreign exchange market, lek
has been appreciating against the main foreign currencies, due to high foreign
currency inflows during the year. The positive performance of lek has helped
absorb part of foreign shocks on inflation.

The financial conditions remain accommodative to the economy and credit
to private sector continues to increase. Credit has financed the consumption
and investments of households and enterprises, while also fulfilling their needs
for liquid financial assets. The financial stability of the banking sector and its
positive approach fowards lending, has created the necessary conditions for
the continuous funding of the economy.

The economic activity in Albania is expected to expand over the upcoming
years. However, the growth momentum is expected to slow down in 2023, and
gradually return to normality in the next year. In the short run, the deceleration is
expected fo reflect a weaker growth of foreign demand for goods and services,
the lingering high uncertainties of economic agents, as well as the negative
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impact of high inflation on households' purchasing power. On the contrary,
the reduced uncertainties and lower inflation, in the medium term, will pave the
way to a faster economic growth after the first half of 2023.

Inflation is forecasted to gradually decline in 2023 and return to the target in
the first half of 2024. The decline in inflation over 2023 takes info account the
expected fall in food and oil inflation in the global market, due to the base effect
and the stabilisation of commodity prices. Simultaneously, the normalisation of
the monetary policy in Albania will create the adequate monetary conditions
that provide a betfer balance between demand and supply, in the domestic
economy.

The risks to economic growth perspective continue to be on the downside,
particularly in the short run, which is related to the war dynamic in Ukraine,
a weaker foreign economy, and the tighter financial conditions. The risks o
inflation perspective are mainly on the upside. In the short run, they spring
from a possible increase in commodity and energy prices, whereas, in the
medium ferm, from a progressive increase of inflationary expectations and their
reflection in the wage and cost performance in the domestic economy.

Congruentto the analysis and forecasts introduced in this report, the Supervisory
Council decided to maintain the monetary policy stance unchanged.

This decision is consistent with the domestic economic development trends,
and with our inflation target in the medium term. It provides the necessary fime
for the full transmission of the previous monetary policy decision fo the financial
market and enables a more coherent assessment of the overall inflationary
pressures.

At the same time, the Supervisory Council emphasizes that it deems it
necessary to continue the normalisation of the monetary policy as a required
precondition for safeguarding price stability in the medium term. As per the
above, it will continue to closely analyse the situation, in order to adjust the
pace of the monetary policy normalisation according to the new data and the
performance of inflation and economic growth.
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2. EXTERNAL ECONOMIC ENVIRONMENT

The external environment remains unfavourable, dominated by an economic
slowdown and high prices in most countries. Global economy continues to
be subject to the effects of war in Ukraine, the restrictive measures in China,
and the normalisation of the monetary policy stance, globally. However, the
supply and transportation chains have improved at the end of the year, as
agents are adapting to new conditions, and uncertainties for the future are
reducing.

Inflation peaked in the last quarter of the year, whereas the lower energy
prices led the downward trend during December. Nonetheless, inflation rates
remain significantly above the central banks’ targets, demonstrating that
inflationary pressures are stable and the second-round effects are present.

Central banks are expecfed to further fighfen the monetary po/icy stance over
2023.

High prices, the reduced fiscal space and the tighter monetary conditions are
expected to dampen expenses and investments in the short run.

2.1. ECONOMIC GROWTH

Global economy has continued to slow down in 2022 Q4. The performance
of economic activity over 2022, has been driven by the shock sfemming from
the war in Ukraine, but the impact of this shock on the economy has diminished
in the second half of the year. Supply and distribution chains bottlenecks, which
obstructed global frade in the first half of the year, has been reducing in the
fourth quarter. Also, consumer spending, which suffered as a consequence of
feelings of uncertainty for the future, has been boosted by governments’ stimuli,
thus slightly improving in the fourth quarter.

Inflation rates seem fo have reached a tuming point in the fourth quarter, by
seffling on a downward trajectory. This dynamic reflects the performance of
energy and food prices, which have increased at the end of the year, but not
as much as expected. However, inflation continues to remain considerably
above the central banks’ targets. Not least, core inflation rafes remain high,
showing that food and energy price pressures have been fransmitted fo the
other categories of goods and services.
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Chart 1
The growth pace of global economic activity has continued  The leading indicator has curbed the deterioration
to be weak in the second quarter
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From the geographical standpoint, the Western advanced economies have
grown at higher than expected rates in 2022 Q3. Consumer spending and
frade activity were more positive than forecasts, while industrial production
continued to suffer from supply-chain botflenecks. In the same vein, economic
performance results for the last quarter in China, were above expectations,
following the lifting of Covid-19 restrictions which triggered the improvement of
expectations for the near future.

Forecasts show that global economic growth will continue moderate in 2023,
given the war in Ukraine, high prices, unresolved bottlenecks in supply chains,
and rising interest rates which will continue to weigh on the global economy.
On the other hand, inflation performance is expected to follow a downward
frajectory, affected also by a higher comparative base in 2022.

EURO AREA ECONOMY

The economy of the euro area confinued fo grow, in annual terms, in the third
quarter of the year, albeit af a more moderate pace (annual rafe stood at
2.3%, from 4.3% in the second quarter). Economic growth was underpinned
by domestic demand, particularly investments and consumer spending,
whereas the confribution of government spending was almost neutral. Also,
higher imports had a negative confribution in net exports. In the fourth quarter,
indirect dafa also show a slowdown of economic activity, although above
previous forecasts, which indicated recession in some major countries. The
positive performance of consumer spending was also driven by a relatively
warm weather, which has lowered the demand for energy products. This
has engendered a lower than previously expected rise in their prices. The
unemployment rafe has followed a downward frajectory over the year, but it
remained unchanged in November, at 6.5%.
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The inflation rate in the euro area fell for the second month in a row, registering
9.2% in December. Soaring energy and food prices, which increased at o
slower pace, were the main contributors to inflation. On the other hand, core
inflation rafe cranked up in December, demonstrating that the economy is
under inflationary pressures.

The European Central Bank's projections suggest that the economic growth of
the euro area will slow down further in 2023, and it will pick up only during
2024. Also, the inflation rafe is expected to follow a downward trajectory in
2023-24, remaining above the ECB's farget, of 2%.

Chart 2

Economic activity has slowed down in the Inflation is high, but has surpassed its peak

fourth quarter

Leading indicator for manufacturing and services sectors in EA 3

0, 1

70 1

0| 9

50 r\""\./v“\—v-\ A /\'\/J\ gi

403 \/\ggrvices gi

i 4

301 g:

0 1)

10! 0L

| a1

0 . L o o o - o - 2!

T EELE EZTERTEE LR EE285E5EE888E8E8E8 &8

S 2 = = = 8 8= E B B £z g 33 g

—FEurozone Germany  —France
UK —USA
Notes: Composite Leading Indicator (CLI) contains short-term
signals of qualitative changes in business cycles. ;
Source: (LI indicators Markit. Source: Respective statistical institufes. |

REGIONAL ECONOMIES?

Economic activity in the region has remained positive in 2022 Q3, driven
mainly by expansion in consumer spending. However, expect Kosovo and
Albania, economic growth has decelerated during this period. In Kosovo, the
acceleration of economic growth in the third quarter, spurfed from consumer
spending and net exports, whereas sluggish investments have hindered
economic activity. In Serbia, the slower economic growth was mainly affected
by a contraction in investments and government spending, whereas consumption
and net exports have provided a positive contribution. The economy of North
Macedonia experienced a slower growth pace, reflecting the sharp contraction
of government spending and the rapid increase of imports, while consumer
spending and investments have gone up.

In December, the inflafion rate was high across all countries, with some
variations between them. Similarly to our trading pariners, the soaring rates
were driven mostly by high prices of energy and food. In Kosovo inflation went

Main frading pariners outside the European Union (Kosovo, North Macedonia, Serbial.
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up in December, affer going down previously. In Serbia, the rate in December
was unchanged from the preceding month, while in North Macedonia, inflation
declined. The rafe of inflation in the region is deemed fo have reached its peak
in 2022 Q4, and is expected to come down, remaining high nonetheless.

Table 1 Economic figures for countries in the region
Annual change of GDP Annual inflation  Unemployment

2022 Q2 2022 Q3 December 2022 2022 Q3
ltaly 5.0 2.6 12.3 7.8*
Creece 7.1 2.8 7.6 11.4*
North Macedonia 4.0 2.0 18.7 14.3
Serbia 3.9 1.0 15.1 8.9
Kosovo 2.1 3.3 12.1 20.5**
Albania 2.6 4.0 7.4 10.2

Source: Respective statistical institutes.

*November 2022, **2022 Q2.

2.2. COMMODITY PRICES IN GLOBAL MARKETS

Overall, commodity prices in global markets confinued fo increase in the
fourth quarter, albeit at a more moderate pace than in the third quarter. This
performance reflected both the dropping demand and the mitigation of some
obstructions in supply. In December, the price of Brent oil stood at $80.9/
barrel, slightly down from September, but up by around 9.1% than the previous
year. The sluggish economic activity has pushed demand down, forcing a drop
in oil prices. This price is expected to remain at the current level in the short
run, but higher, nonetheless, prior to the war in Ukraine.® The situation in other
commodity markets has not changed. The food price index slowed down the
surge pace in the second half of the year, and increased by 6.4% in annual
terms, in December. The metal price index shrank in annual terms throughout the
entire second half of the year, but the contraction was moderated in December.

. The main indices have embarked on a slower growth  The oil price in Albania is reacting to external pressures
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This performance affected the economic activity in China, which is among the
countries with the largest demand for these commodities. The price of electricity
has subsided the steep rise during the last months of the year, reaching around

261.4 Euro/MWh in the Hungarian Stock Exchange in December,* slightly

up from the previous year.

2.3. GLOBAL FINANCIAL MARKETS

The financial conditions in international markets have continued to tighten
in the fourth quarter, but expectations regarding their impact on inflation
curbing, have reduced the financial agents’ uncertainties.

Central banks have continued fo tight the monetary conditions in the fourth
quarter as well, through raising the key interest rate. However, they warned
that the pace of raising key interest rate will slow down in 2023. Central banks
have reacted rapidly, decisively, and simultaneously, an act which is expected
to put breaks on inflationary pressures during 2023. Also, soaring prices and
rising inferest rates are affecting the slower economic activity, although the
latter is more resilient than previously expected.

The European Central Bank (ECB), the Federal Reserve (Fed) and the Bank of
England (BoE), have increased the key inferest rate twice, in the fourth quarter
- once by 0.75 percentage point and another time by 0.50 percentage point
— in the fourth quarter. During 2022, the ECB increased the key interest rate by
2.50 percentage points, to 2.50%; the Fed increased it by 4.25 percentage
points, to 4.50%, and the BoE by 3.25 percentage points, bringing it to
3.50%. Central banks have declared that the pace of monetary tightening will
ease in 2023. In the USA, inflation has dropped also in its base components,
whereas economic data show that demand is slowing down. In the euro areq,
signals of a curbing inflation are weak, while core inflation remains high.
This has caused markets fo take into account several other increases of the
key inferest rate in 2023, but at lower degrees than those of 2022. The
same situation is experienced by the Bank of England, as well, where inflation
continues fo be doubledigit.

The monefary policy and the communications of the central bank have passed
through in financial markefs, where financial instrument's interest rate have
increased progressively over 2022. Yields on sovereign securities have slightly
decreased at the beginning of January. Also, their spread with corporate
bonds have shrank, reflecting the falling risk premia. Given that in 2022, the
economic performance is betfer than expected, equity markets have remained
in a positive level.

Hungarian Power Exchange (HUPX), energy prices in basic profile.
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The improvement of supply chains, coupled with the lifting of the restrictive
measures against Covid-19 in China, have boosted the economic agents’
senfiment. Inflation rates have slowed down, but labour markets and the
support of consumers with fiscal measures are keeping inflationary pressures at
high levels. The preliminary data on the economic activity, particularly for the
euro area, suggest that the expected deceleration of economic activity might
be more moderate. In this context, risks fo the interest rate performance are on
the upside, and the ECB might continue fo raise the key interest rafe, and the
financial conditions might turn fightened faster in 2023, as well.

Chart 4
 Central banks have continued fo raise the key inferest  The tightening of the monetary policy has engendered
rate in order to curb inflationary pressures, but the speed  continuous higher yields. They have slightly decreased in
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3. FINANCIAL MARKETS AND LENDING
CONDITIONS

The domestic financial market appears relatively calm, reflecting the
normalisation of the monetary policy stance. The changes of the policy rate have
been immediately transmitted to the interbank market and, more gradually,
to the loans and deposit interest rates, while yields’ volatility in the primary
market of government securities is declining. The foreign exchange market
was dominated by appreciating pressures, whereas the trade conditions have
remained within the normal market parameters.

Credit to enterprises and households continues to grow. However, its growth
pace appears to be slower, affected by both the demand performance and a
more prudent behaviour of banks regarding lending.

3.1. DOMESTIC FINANCIAL MARKET?

The normalisation of monetary policy is being reflected in the interest rates

in financial market. However, the intensity of this reflection varies depending

on the sector, congruent fo the qualities of each segment and in the same line

with the time lags of the monetary policy fransmission mechanism. Transmission

in the inferbank market was immediate and comp|efe, slower for the time

deposit segment and for loans to large enterprises, and more direct for loans to

households and small enterprises. Meanwhile, yields ...
on government securities, after recording a shorp Chart 5
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The following analysis is based on the data available up to 23 January.
6 In 2022 Q4, the standard deviation of overnight interbank rate was 0.42, from 0.26 in Q3.
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instrument, the one-week repo, in addition fo the injections through the three-
month maturity repo agreements. The total amount injected in this quarter was
almost similar to the one in the previous quarter.

. Chart 6
v The liguidity situation of banks remains favourable to -~ Inferest rates in the interbank market immediately }
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Appreciating pressures on the domestic currency continue to dominate the
domestic foreign exchange market, whereas trade conditions remain within
normal parameters. In October and November, the EUR/ALL exchange rate
stood close fo the average of the last quarter, of 117.1 ALL/EUR. In December,
the EUR/ALL exchange rate dropped to 114.9 ALL/EUR, with an annual lek
appreciation of 4.9%. In the first three weeks of January, the EUR/ALL exchange
rate has fluctuated close to the average level of 116.4 ALL/EUR. In December,
lek appreciation made a small step backwards, although it remained below the
level recorded prior to this month.

Chart 7
The lek has appreciated against the euro and The appreciative pressures dominate the foreign
against the US dollar exchange market
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As evidenced by the performance of the bias indicator’, during this year,
the foreign exchange market was characterised by appreciation pressures of
lek against the euro, which have become more pronounced in June. These
pressures seem fo reflect the positive performance of the balance of payments
in Albania during 2022, driven by the safisfactory tourism season and a high
level of foreign direct investments. However, these pressures were not followed
by market disturbances. The foreign exchange market has been calm and has
operated within normal trading conditions. Both the euro/lek exchange rate
fluctuation and the bid-ask spread, have resulted close to their normal values.

lek has also appreciated against the US dollar, right after the first ten days
of November, reflecting the appreciation of the latter against the euro in
infernational markets. As the increase of inferest rafe by the Federal Reserve
was expected fo be less aggressive than forecasted, the sirong appreciation of
the US dollar in the international market pared back. The US dollar was quoted
at an average of 108.5 All in December, from 119.3 AlL in Ocfober, and
has continued to fluctuate close to this level in the first three weeks of January
as well. Llek continued to depreciate against the US dollar compared to the
previous year, but at a more mitigated rate, of 1.4%.

The yields on Government securities have decreased in 2022 Q4, reflecting the
reduced inflationary pressures on them. Since the monetary policy commenced
its tightening cycle, yields were characterised by significant volatility, often
overreacting toward the rising policy rate. Their dynamic has reflected agents’
uncertainties in the context of accelerating inflation and expectations for a

Chart 8
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The appreciation,/depreciation bias is calculated as the ratio of the number of days when the
exchange rate is appreciated against the number of days when the exchange rate is depreciated,
over a moving fime horizon that may vary, e.g. from 22 days (one calendar month) up to 250
days (one calendar year). The value of this indicator near 1 indicates an equal number of
cases of appreciation and depreciation and it shows that there are no one-ided pressures for
appreciation or depreciation. If the value of this indlicator is above 1 (below 1), then in the market
there are signals for one-sided expeciations for exchange rate appreciation (depreciation).
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rising policy rafe. In the last month of 2022, inflation dropped and demand for
government debt instruments reignited, by curbing the upward trend of yields,
in turn being materialised in a decline in the yields on 12-month T-bills. The
yield spread between government securities and the policy rate is approaching
its historical average, although the gap between the maximum and minimum
asked premia in auctions shows that there are sfill signs of uncertainty. The
yield on 12-month T-bills fell to 5.0% in the latest auction in January, from 5.8%
recorded in November.

This downward trend has also affected securities, as yields realised in the
latest auctions confirm that investors’ demand has increased and the asked
premia has decreased. The participation of banks and the bid4o-cover ratio of
debt securities auctions has increased considerably, for both T-bills and bonds.
The vield on 2-year bonds, which is distributed monthly, has decreased in
December and January, falling to 5.8%, from 6.5% recorded in November.
Whereas, at the latest auction organised in January, the yield on 10-year
bonds was 7.6%, similar to the value recorded in October.

The 15-year bonds’ yield spread between the two issuances of September
and November was 0.5 percentage point lower than the increase of repos
during this period (1.0 pp). The results of the longferm debt instruments are
another evidence that increasing pressures on yields are mitigated, and they
are refurning to normality. The yield curve reflects these developments, where,
despite shifting higher, its slope remains unchanged.

3.2. LENDING CONDITIONS

The interest rates on new loans and deposits in lek continue to increase
gradually. The average inferest rate on new loans to enterprises in lek was 7%
in 2022 Q4, from 6.2% in the third quarter, and 5.7% in the first half of the
year. The analysis of the inferest rates on loans by the amount granted shows
that inferests on small loans (up to ALL 35 million) have increased significantly in
this quarter. Meanwhile, the rising of inferest rafes on average and large loans
(over ALL 35 million] became apparent only in the last four months, a more
delayed response compared to the inferest rate on small loans to enterprises.
The rise in inferest rates is more evident in loans with a fixed inferest rates in
the first year, which is also the segment that is the fastest in transmitting the
monetary policy.

The inferest rate on loans to households has shown a stronger transmission of
the monetary policy normalisation cycle. It was 8.0% on average in the fourth
quarter of 2022, from 7.6% in the third quarter, and 6.7% in the first half of the
year. The spike in the last quarter was present mainly in mortgage loans, while
the average interest rate on consumer loans has remained unchanged from the
previous quarter.
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The interest rate on new loans in euro appear fo increase at a slower pace
compared with interest rafes on loans in lek. They started to go up since
September, and have continued on this track in the fourth quarter. In 2022
Q4, the average interest rate on new loans in euro fo enterprises was 5.4%,
from 4.8% in the third quarter, and 4.6% in the first half of the year. The interest
rates have increased mainly for the cafegory of loans higher than EUR 250
thousands, with a fixed initial average rafe, up to one year. The average interest
of loans in euro to households for house purchases was 3.4%, remaining close
to the low levels present during this year. The spread interest rate has widened
on the back of the faster increase of interest rate on loans in lek compared to
loans in the euro. In 2022 H2, it stood at 2.7 percentage points, on average,
against the 1.9 percentage points average in the first half of the year and in
the previous year.

BOX 1
SUPPLY CONDITIONS AND DEMAND FOR LOANS IN 2022 Q4'

Overall banks’ credit supply conditions for economic agents remain tightened
in 2022 Q4. The lending policies adopted by banks reflected their added
caution, due fo the uncertainties regarding the economic performance and the
solvency of borrowers in the future. lending standards were more tightened
accross all new loans granted to households and enterprises in the last quarter.
Bank’s prudent approach regarding lending, was apparent in the increased
rejected loan ratio for all agents. Meanwhile, given the high competition of
the system, individual banks applied easier lending terms and conditions to
households. Enterprises, on the other hand, experienced tighter lending terms
and conditions.
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Chart 1 Box 1
Credit supply conditions fightened
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Following the start of the monetary policy normalisation, banks have started to
gradually raise the interest rates. The average interest rafe on time deposits in lek
reached 1.5% in December, with a 0.9 percentage point cumulative increase
compared fo the first quarter of the year. The same frend was notficeable in
the inferest rates on deposits in euro, which reached 0.7% in December, from
below 0.2% recorded in the previous four years. The inferest rates of deposits
in lek and euro are increasing almost at the same speed, maintaining their
spread, close to the average of 0.5 percentage point in the past three years.
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3.3. CREDIT TO THE PRIVATE SECTORS®

Credit to the private sector grew af a slower pace in the last quarter. Thus,
after peaking to 14% in the third quarter, the annual growth rate of credit
portfolio declined to 10.6% in December?. As a consequence, lending fo both
enferprises and households slowed down. By currency, the slowdown of credit
reflected the faster decline in the growth of foreign currency loans than domestic
currency loans. However, lending in foreign currency performed better during

2022, as the annual growth rate recorded 15.3%, while loans in lek grew by
6.3%.

. Chart 10
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The deceleration of loans to enterprises to 8.5%, reflected the weak performance
of credit for liquidity and investment purposes, which grew by 11.2% and
6.5%, respectively, down by around 4 pp. than in the previous quarter. The
slower growth of loans to enterprises in the last quarter was impacted by tighter
credit supply conditions as well as by improvements of enterprises” liquidity'°.
Meanwhile, during this period, loans to households expanded by 14.5%, down
by around 1.3 pp. than the peak growth of 15.8% recorded in the summer
months. This slowdown reflected the subdued loans for house purchase (which
recorded a high annual growth rate of 16.4%, nonetheless| compared fo the
stable growth pace of consumer credit (9.3%). Based on the Bank Lending

8 Credit analysis is based on the new set of data prepared by the Statistics Depariment, in line
with the ECB methodology on “real” credit flows, which excludes both the effect of exchange
rates and writtlen-off loans of balance sheefs. As a result of methodological changes, the
current values are higher than the growth rates analysed until 2021. Despite the differences,
both series show the same trend in lending in time. In September, the Department of Statistics
reviewed these series for the period 2018-September 2022.

9 lending developments for enterprises in December were affected by the earlier seftlement of
loans in lek for investment in one of the banks. In exception to the one-off effect of this credit,
lending grew at a moderate pace.

10 As demonstrated by the performance of enterprises’ deposit.
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Survey, the household segment has reacted toward the tighter credit supply
conditions, by being more cautious regarding their financing demand from

banks.

Regarding bank funds, the normalisation of the monefary conditions has
confinued to drive the shift fowards time deposits, particularly those with 2-year
maturity. Therefore, the slower annual growth rafe of demand deposits at 11.6%
(from 22% at the beginning of the year), was balanced by the stronger growth
rafe of time deposits at 6.6% (from 2.7% at the beginning of the year]. This
performance was driven by the steep growth of 2-year time deposits, which
strengthened particularly after the summer months. Shifting savings foward long-
maturity time deposits, in both lek and foreign currency, was due to banks’
offers for these products, as well as individual preferences for high returns.

According to economic agents, households’ deposits grew by 7.9% year-on-
year in the last quarter, decelerating by 1 percentage point compared to the
third quarter. The stable growth rate of total deposits of 9.4%, was impacted by
deposits of enferprises, which recorded an annual growth of 16% (from 13.5%
in Q3), reflecting mainly the higher amount of liquidity in foreign currency.
Meanwhile, the composition of deposits by currency, shows that deposits in
lek grew at a slower pace due fo the consolidating stance of the fiscal policy
and the higher interest for investments in government securities, during the last
quarter. On the other hand, the growth rafe of deposits in foreign currency
improved fo 17.3%, returning to the high rates recorded during summer.

1 Deposits grew at a stable rate supported by time deposits ~ Reflecting the normalisation of conditions, the increase of
‘ deposit rates is present for all maturities !
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4. ECONOMIC GROWTH

GDP growth accelerated at 4.0% during 2022 Q3, on the back of the
recovered activity in the construction sector and the continued positive trend
of the service sectors. From the aggregate demand point of view, economic
growth was supported by the positive progress of consumption and private
investments as well as by the increase in the export of goods and services.
Meanwhile the expansion of imports and the low realization rate of public
investments provided a decelerating impact. These dynamics reflected the
sound financial balances of enterprises and households, the increase in
wages and employment, as well as the continuous support with bank loans.
Economic growth for the fourth quarter is expected to be at similar levels to
that of the previous quarter.

The relatively stable demand for goods and services has brought an increase
in employment and wages in the economy, suggesting upward inflationary
pressures from the domestic economy.

Our projections suggest the Albanian economy will continue to grow in the
medium term. The rate of economic growth is expected to slow down during
2023, and return to normal during 2024, by establishing adequate premises
for meeting the inflation target.

4.1. GROSS DOMESTIC PRODUCT

Gross Domestic Product recorded an annual growth of 4.0%, in the third
quarter of 2022, improving compared fo the previous quarter.!! The services
sector continues to provide the main support in GDP expansion, contributing
with 3.4 percentage points to this growth. On the other hand, the growth pace
improvement, reflected the recovery of the production sectfor, which contributed
by 0.8 percentage point to GDP, from -0.7 percenfage point in the previous
year. Meanwhile, the net tax confribution shifted info a negative territory by 0.2
percentage point (Chart 12, left).

The recovery of the production sector was affected by the strong acceleration
in “"Construction”. The economic activity in this branch recorded an annual
increase of 10.7%, contributing by 1.0 percentage point fo the annual GDP

The economic growth in the second quarter was revised fo 2.6% from 2.2% in the previous
publication by INSTAT.
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Chart 12
The acceleration of economic growth is mainly The services sector gave the main contribution to
driven by the construction activity, alongside the growth, while production sector generated the
growth of services accelerating effect
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Source: INSTAT and Bank of Albania. Source: Bank of Albania.

growth.!? Other branches of production have provided no contribution in this
growth. “Industry” continued to slow down in annual terms [-1.4%), driven by the
contraction of the activity in the “Extracting industry” sub-branch. Meanwhile,
"Agriculture” continued to record growth rafes close to zero (0.2%). The
services sector provided the main contribution to growth in 2022 Q3, by 0.4
percenfage point higher than in the previous quarter. The main confributions
within the services sector confinued to come from the “Trade, fransport,
accommodation and food service” branch, where the “Accommodation’ sub-
branch stands out in reflection of the good performance in the tourism sector
during 2022 Q3. Furthermore, the growth acceleration of the services sector
during the third quarter, was dictated by the expansion of the activity of “Real
estate” and “Arts, entertainment, leisure’” branches.

Based on indirect and partial data for the fourth quarter of 2022, the economic
growth is expected to be at similar levels of those in the previous quarter. The
domestic demand, tourism sector and related activities are expected to mainly
affect this growth.

4.2. AGGREGATE DEMAND

The growth of aggregate demand has been improving in 2022 Q3. This
recovery reflected the sharp growth of investments, materialized in the expansion
of construction activity (Chart 13, left). In parallel, “Consumption of population”
continued to highly confribute in a stable manner, to the economic growth. On
the contrary, the contributions to the economic growth of “Public consumption”
and “Net exports”, continued to remain in a negative ferrifory.

12 During 2022 Q2, "Construction” slowed down by 3.5%, determining the general slowdown
of economic growth compared to the first quarter of the year, where growth spiked to 6.4%.
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Domestic demand grew by 6.9% in annual terms in 2022 Q3, from 3.7% in
the previous quarter. This acceleration came from the better performance in
“Investments” which annually grew by 7.1%'® This performance reflected the
expansion of private investments, while public investments continued to register
an annual contraction. The consumption of population marked an increase
comparable fo that of the previous quarter (around 8.1%), mainfaining the high
contributions of this component in the expansion of the economic activity. In
confrast, public consumption continued fo annually decline, but at slower rafes
compared fo the first half of the year.

Chart 13

The acceleration of aggregate demand came from In 2022 Q3, the growth of aggregate demand was
investments and high contributions from consumption of  mainly as a result of the domestic demand
population, the impacts of net exports remain negative
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Private consumption increased by 8.1% in the third quarter of the year, following
the increase of 8.4% and 8.6% in the previous two quarters. The growth of
private consumption in the third quarter was supported by: the stabilisation of
uncertainty; the increase of employment; the growth of wages in real terms;
as well as by the positive performance of consumer credit. The increase in
consumption was reflected in the categories of services and food items, while
purchases of durable goods had a slower performance (Chart 14, right). '

Private consumption is expected to provide the main confribution in the economic
growth during the fourth quarter as well.

Total investments returned fo positive growth rates in the third quarter, up by
7 1%, driven by private investments (Chart 15). Data from the import of goods
as well as from the Gross Value Added by sectors indicate an increase in private
investments for the two main cafegories: “Construction” and “Machineries
and equipment”. The financial situation above the historical average, the

The same component influenced the apparent slowdown of economic growth in 2022 Q2,
when investments fell by 5.2%

The analysis of private consumption by category is based on data from the retail trade index,
confidence surveys as well as data from GDP measured by the production method.
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+ Chart 14
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Chart 15

1 Total investments in economy retumed to grow in 2022 Q3 higher - uflization of production  capacities, - timely

adaptation fo the situation of increased prices as
well as stable consumer demand, are the factors that
have encouraged enterprises to invest during the third
quarter of the year (Chart 16, left). On the other hand,
public investments component continued to negatively
contribute fo their growth.
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(Chart 16, right).
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Net exports continued to negatively contribute to the growth even during the
third quarter of the year (Chart 17). This performance reflected- on the one
hand- the slowdown in growth rates of real exports (ot 0.8%) and- on the other
hand- the confinuation of the upward frend. The slowdown in exports was
affected by the fall in annual terms of the export of services (-2.7%), despite
the strong confribution of fourism fo this growth. As =
in the previous quarters, this is related to the rather
high values of export deflators for both goods and The negative impact from net exports deepened during 2022 Q3

services compared fo imports.

The data on foreign trade of goods for the fourth
quarter indicate a slowdown in growth rates for
both, exports and imports. This is related to a slower
increase in international prices as well as to a slight
expansion of fraded quantities. The slowdown is
more noticeable in imports, also related to a strong
negative effect from imports of electrical power. |
As a result, the nominal trade deficit decreased by s mpors (confibuion n pp)

5.1%, an opposite frend when compored with the | —Eﬁ?li;é:gnzggrrgg)u[}i?nptl;)uggregute demand (in pp)
performonce of the first nine months of the year, Notes: Contribution of imports and exports in economic growth.
when the deficit expanded at a double digit pace. Soutce: INSTAT and esfimation of th Bank of Albanc

In 2022 Q4, the exports of goods grew by 16.8% in annual terms, slowing
down from the rafe of the previous quarter (27.2%) (Chart 18, lef). The
categories "Minerals, fuel and electricity” and “Textile and footwear” provided
the main contfribution in this growth. Meanwhile the slowdown in export growth
was a result of negative contributions from the construction materials and mefals
category. The latter had significantly slowed down its growth pace since in the
previous quarter.

1 The annual growth of exports slowed down during 2022 The growth of imports has significantly slowed down
Q4, mainly as a result of the downward impact from due to the negative contributions from electricity and
“Construction materials and metals” from categories related to the construction sector !
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Imports of goods recorded an annual growth of 4.1%, in the fourth quarter of the
year, a rafe that slowed down considerably compared to the previous quarter
(23.7%) (Chart 18, right). The positive impacts are related with the categories
"Machinery, equipment, spare parts” and “Minerals, fuels, electricity”. In the
second case, growth was quite slow compared fo the previous quarter due fo
the negative effect from electricity. Meanwhile, the categories related to the
construction sector, namely “Construction materials and metals” and “Chemical
and plastic products” confributed negatively by further slowing down the growth
pace of imports.

In terms of the main trading pariners, the growth of exports was influenced
by the European Union member partners, mainly ltaly and Spain. Neighbour
countries have also provided positive confributions. In regard fo imports, the
negative confributions have come from both the European Union and neighbour
countries. Other countries, mainly Turkey and China provided positive impacts.

Fiscal policy has had a consolidating nature over 2022, reflected in a fiscal
surplus which was present during the major part of the year. This policy has
restrained the pace of expansion of aggregate demand, but on the other hand,
has improved the indicafors of fiscal sustainability. However, following this
philosophy, the fiscal policy has made sure fo take supportive measures to
partially offset the negative effects of the increase in domestic and foreign
prices on the balance sheets of households and enterprises.

The fiscal impulse'® was estimated at about -2.9 percentage points of GDP, in
November. The negative values of the fiscal impulse are attributed to the slow

| Chart 19 |
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Recent data published for public sector till the preparation date of the report are as November
2022. The fourth quarter of year, Q4* in Charts, shows the performance of each indicator
in October and November

Energy support funds are not included in the calculations of the fiscal impulse, as it is a
temporary measure and has no permanent impact of the fiscal position.
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pace of realization of public investments'”, which positively affected the values
for the fiscal balance until the end of November. The budget balance was
positive at ALL 9.2 billion at the end of November, or about 0.5% of GDP'®.

Net borrowing in the domestic market of securities grew by around AlL 22
billion in 2022 Q4'°. The reluctance of market acfors to invest in government
bonds affer the first quarter of the year, shiffed most of the additional borrowing
planned for 2022 to the last quarter. The total new borrowing in lek for 2022
was ALL 30.1 billion. The increase in treasury bills was about ALL 32.4 billion,
while the decrease in new borrowing in ALL in bonds of different maturities was
AlL 2.3 billion. The investment policies of the main market acfors in government
securities, especially after the first quarter of the year, were oriented towards
shortterm instruments, dictafing an adaptation of the government's borrowing
strategy fo their likings. This way, the porfolio of government bonds during
2022 was expanded only by shortterm instruments, which have partially
replaced longferm ones.

The net foreign borrowing, as at end of November 2022, was about AlL
-9.7 billion, as a result of external debt servicing at a greater extent compared
fo foreign currency inflows from abroad for budget deficit financing. Most of
the inflows in foreign currency during this year, about 17.1 billion ALL, were
in the form of budget support from international institutions. The performance
of both fiscal surpluses, throughout the year, and borrowing in the domestic
and foreign markets have been factored info quite high liquidity surpluses of

Chart 20
Domestic borrowing increased only in freasury bills Households showed high interest to invest in T-Bills
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17" In the previous year, public investments contributed the largest extent fo the increase in fofal

govemnment spending throughout the year.

18 Assuming that the annual plan of ALl 84 billion is fulfilled, the month of December alone
should carry a deficit of 93 billion lek.

1% Based on the operational data of auctions conducted until 30 December 2022.
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the government, a part of which has been transferred to be used to finance

expenses during 2023.

The main holders of the domestic government debt remain commercial banks,
which account for 60% of domestic public debt. However, a significant part
of the increase in borrowing in the last quarter of the year was bome by
households. The latter increased their exposures to government securities, as a
result of the sharp increase of return rates from investments in shortterm securities.

Budget expenditure, in October and November amounted around All 104
billion, with an annual growth of 18.4%. Half of the increase was formed by
the support with ALL 8 billion, which the government granted to the energy
sector to enable partial compensation of the costs of the high price of electricity
imports. The support fund for this secfor, as af end of November, was about
ALL 24 billion, from ALL 28 billion planned for the whole year 2022. However,
other expenditure items have also given positive confributions, somewhat higher
than in the previous three quarters of the year, suggesting their positive impact
on the expected expansion of aggregate demand in the last quarter.

. Chart 21
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Public investments, as in the other three quarters, confinued fo decrease in
annual terms, around 16%, in October and November. Their low realization
throughout most of the year can increase the infensity of spending in December
beyond the seasonality that characterizes this month.

For the first 11 months of the year, expenditures were about ALL 514 billion,
or around 4.5% higher than the same period in the previous year. The
profile of expenditure growth did not show any significant changes during
the year. Thus, the increase of spending was dominated by the support that
the government has given to the energy sector. Public investments, on the
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other hand, have eroded the growth of total expenditures, giving a negative
confribution of around 4.9 percentage poinfs.

Revenues resulted in about ALL 97 billion in October and November, or 6.6%
higher compared to the same period a year ago. Revenue growth slowed in
the last months of the year, from averagely16.5% in the first three quarters.
The main impact was given by VAT revenues on imports of goods, which
confributed by -0.6 percenfage point fo the increase of fotal revenues, from
an average of +6.7 percentage points in the first three quarters. The items that
supported the expansion of revenues in October and November were: social
insurance contributions, by about 2.8 percentage points; personal income tax,
by about 1.3 percentage points; and profit tax, by about 1.2 percentage
points.

Chart 22
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In the first 11 months of year, revenues reached around AlLL 523 billion, or
around 14.1% higher from the previous year. Despite the developments during
the last two months, VAT revenues dominated the growth of fofal revenues in
2022, accounting for half of them. Developments regarding income based
on imports have reflected, to a high extent, the rapidly soaring prices in
infernational markets throughout 2022, as well as the effect of the domestic
currency depreciation against the US dollar, averagely 9.9%.7°.

20 The groups of import goods which are quoted in the US dollar, like fuels, mefals, efc., have
a considerable share in total imports in value.
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5. INFLATION, PRICES AND COSTS IN THE
ECONOMY

Average annual inflation stood at 7.9% in 2022 Q4, unchanged from the
previous quarter’s rate. The upsurge in commodity and food prices until
October drove to the expanded headline inflation, through the imported
channel and the price-formation chain, from production to the final
consumption. The inflation curve has been declining in the last two months
of the year, mainly due to the mitigation of external pressures. On the other
hand, domestic inflationary pressures appeared more stable.

Inflation is expected to pursue a downward trajectory during 2023, affected
by the decreased pressures in foreign markets and the normalization of the
monetary policy stance, which helps mitigate the second-round effects and
anchor inflationary expectations.

5.1. CONSUMER PRICES

Annual inflation averaged 7.9% in 2022 Q4, standing at almost the same
average values of the previous quarter. The average of annual inflation was
6.7% in 2022, shifting it 4.7 percentage poinfs above last year's average
(Chart 19, left). After a progressive increase over a period of about one year,
inflation recorded a decrease for the first time in November and December?!.
A strong slowdown in oil prices and a drop in the fransport costs of goods
mitigated the pressure on prices in global terms. This development is also
reflected in the downward frend of inflation in the Albanian economy. This
performance was also verified accross most of both the European Union and
regional countries of (Chart 3, right)

The lower level of inflation in Albania compared fo regional countries and
beyond, is the result of keeping the electricity fee on households unchanged,
the increase in the supply of domestic production for unprocessed foods, as
well as the appreciating behaviour of the domestic currency in the foreign
exchange market. The normalizing effects of the monetfary policy are expected
to materialize further in curbing the second-round pressures and anchoring
inflationary expectations in a mediumterm period.

21

The first differences for the annual inflation for the two months of November and December
together, resulted at -0.9 percentage point.
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. Chart 23
v Inflation in Albania slowed down, mainly due fo the Decelerating upsurge in ol prices and fransport costs
1 weakening of inflationary pressures from abroad have dictated the inflation performance in the region and
} beyond i
9.0% 16,
X7 4, !
Lo 1,
T Y 1
Lo
T !
o — 1
Lo Ao A
‘ ]_Uw\/ oW |
D00 . . |

O R R R N R N A

=
O 2 N N ®» »®» © 0 oS DS

N & PR RDRPR DR

! — Annual inflation — Albania !
! Average headline inflation Regional Coutries :
! —Targef —t !
| Source: INSTAT and Bank of Albania's calculations. Source: INSTAT and Bank of Albania's calculations. w

“Processed foods” (43%) continued to considerably determine the annual
inflation in the fourth quarter. However, the contribution of this category resulted
in a slight slowdown; such behaviour was not encountered since the second
quarter of last year (Table 2). Within this category, a general slowdown of its
subcategories is observed, with the exception of the “milk, cheese and eggs”
sub-category, prices of which continued to increase. “Unprocessed foods”
contributed at a larger extent than a quarter ago, but increased the headline
inflation by only O.1 percentage point. The subgroups “fruits” and “vegetables”
demonstrated a downward trend of contributions in December, thus mitigafing
the pressures resulting from the increased demand for goods in this category.
The contribution of “Non-food items” was -0.3 percentage point lower than
in the previous quarter. This development was more pronounced in December,
reflecting the significant slowdown in the increasing pace of commodity
prices, combined with the effects coming from the US dollar depreciation in
international and domestic foreign exchange markets.

The prices of other more stable components of inflation, which include the
categories “Services, housing and goods”, resulted in almost the same value
of the contribution to inflation formation compared to a quarter ago. The
"Housing” category continued the upward trend, conveying the high pressures
from construction prices. Meanwhile, contributions from the “Services” category,
decreased, mainly due to the lower prices of tourist packages. In addition, the
prices in "Hotels, bars and restaurants” subcategory also showed a slight
slowdown, especially in December. The category of goods and services af
“regulated prices” maintained negligible contributions to the formation of
headline inflation in the quarter under review. Keeping the electricity prices for
household consumers, unchanged, played a decisive role in this development.
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Processed food

Bread and grains

Milk, cheese and eggs
Unprocessed foods

Fruits

Vegetables

Meat

Services

Goods with regulated prices
Housing lease

Nonfood consumer goods
Fuel

Durable consumer goods
Inflation (%)
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Table 2 Contribution of key categories to annual inflation (p.p.)*

2021 2021 2021 2021 2022 2022 2022 2022 Annudl inflation
Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 2022 Q4 (%)
0.6 0.4 0.6 0.9 1.4 3.0 3.5 3.4 15.1
0.1 0.1 0.1 0.2 0.4 0.7 0.6 0.6 16.1
0.2 0.1 0.1 0.2 0.3 0.9 1.0 1.2 243
0.3 0.9 1.0 1.0 1.5 1.2 1.7 1.9 10.8
0.2 0.1 0.1 0.4 0.2 0.1 0.0 0.1 2.6
0.0 0.6 0.8 0.4 0.9 0.5 0.6 0.8 12.9
0.1 0.1 0.1 0.2 0.4 0.7 1.0 1.0 12.7
0.1 0.2 0.2 0.3 0.4 0.5 0.6 0.5 3.5
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0
0.0 0.1 0.2 0.2 0.1 0.2 0.3 0.4 3.4
0.3 0.1 0.3 0.6 1.0 1.6 1.5 1.2 8.5
0.3 0.0 0.2 0.4 0.7 1.4 1.3 0.9 17.3
0.1 0.1 0.1 0.1 0.0 0.2 0.3 0.4 0.1
0.9 1.8 2.4 3.1 4.4 6.7 7.9 7.9 7.9

Source: INSTAT and Bank of Albania’s calculations.
*The Table shows the confributions in inflation by composing categories and some of their main
items. Also, the Table shows the average inflation rate in 2022 QA.

The slowdown of headline inflation in the last two months was reflected in a
reallocation of basket's items according fo inflation rates??. In December, the
share of items with inflation between the range 1-3% and over 3% decreased
by 4 percentage poinfts and 1 percenfage point, respectively. At the same
fime, the number of CPI basket items with inflation below 1% increased by 5
percentage points (Chart 24, left). The shifts in the lower inflation range of the
“Tourist packages” and “Enfertainment and culture services” items are more
pronounced.

Despite this shiff, items with stable inflation confinued to maintain high values,
reflecting the high intensity of pressures over 2022. This assessment is also

| Chart 24

Growth in all measurements of net inflation
weakened slightly in this quarter
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The assessment is based on the annual inflation data for a detailing at a 2-digit level pursuant
to COICORP classification of CPl basket items. This detailing included a fotal number of 96

goods and services.
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supporfed by the performance of measurements of net inflafion,® which
remained above the 3% rate (Chart 24, right).

5.2. INFLATION DETERMINANTS

The curbing and decrease of inflation during the fourth quarter was
determined by the fall of direct external inflationary pressures. On the other
hand, pressures of domestic nature remain relatively high, dictated both by
the cyclical position of the Albanian economy and the second-round effects.
This is evident in the high values of core inflation and in the considerable and
added contributions of domestic inflation in the fourth quarter of 2022.

The relatively high demand for goods and services is reflected in continuous
improvements in the labour market indicators during 2022. These trends
continued in the third quarter as well. Employment recorded further growth,
the unemployment rate continued to fall to historically low levels, and the
capacity utilization rate remained significantly above the average. These
developments were accompanied by a double-digit increase in wages across
the private sector.

Despite the slowdown, inflation remained high and above the target in the last
quarter of 2022. This performance seems to reflect the stability of the core and
domestic components of inflation, following the materialization of second-round
effects and pressures coming from the labour market and wages.

The formation of inflation in 2022 Q4 was dominated by the increasing impacts
of its more stable and of domestic origin components. For the same period,
the most volatile and foreign components recorded slightly lower contributions
throughout the quarter (Chart 25). Core inflation and domestic inflation were
8.4% and 6%, respectively, following upward frajectories, but at a slower
pace than before. This development was driven by the relative stability in the
prices of services and more durable goods. Their annual growth, as measured
by net core inflation, was around 3.8%, recording a more moderate expansion
than before?* (Chart 26). The above developments led to higher contributions
from core and domestic components, 72.7% and 58.5% respectively, against
a slight reduction in confributions from non-core and imported components.

23 These measurements include the effects of prices with more volatile prices and are assessed
as different alternatives of core inflation, which should be impacted directly by the decision-
making of the monetary policy.

Net core inflation excludes the sub-groups of processed foods (including bread and grains”
from the measurement of the core inflation. Net core inflation considers 44. 1% of the current
CPl basket. During the fourth quarter, the core net inflation in annual terms was stable close
fo 3.8% in each month of the quarter, expanding by 0.5 perceniage point compared fo the
previous quarter. In the third quarter, this measurement marked a significant acceleration, by
1.2 percentage point, compared fo the value of the previous quarter.

Bank of Albania




Chart 26

Core net inflation rose more slowly than before, reflecting the stability of
prices of services and durable goods, during 2022 Q4
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Chart 25
Contributions of core inflation remained high and ot The increase in domestic contribution was offset by
close values in the last two quarters of the year the mitigation of imported contributions at the end of

the year
9.0 9.0,

8.0,
7.0,
6.0,

R R I I N N N RN RN

BB SR SESESES SIS SIS I SIS
S o o oo oSS === =2 oS>

w=(ore Inflafion ~ w=Non-core Inflation w=Imported Inflation s Domestic Inflation
—Headline Inflation —Headline Inflation

Source: INSTAT and Bank of Albania's estimations. Source: INSTAT and Bank of Albania's estimations.

The decline in food and oil inflation played an
important role in slowing the non-core and imported
components of inflation in November and December?®.
They stood at 6.7% and 14.3%, respectively, in the
fourth quarter of the year, reducing their contributions
to headline inflation.

Cyclical position. Estimations suggest a positive
cyclical position during the third quarter. The increase
in employment accelerated, unemployment reached
the lowest level recorded, while wages in private
sector continue to pursue the double-digit rise. This
has been reflected in high core inflation rates in

——Net Core Inflation-excluded food items (%) 2022 H?2.

——Core Inflation (%)

Source: INSTAT and Bank of Albania's estimations.

The capacity utilisation rate in economy sfood at
around /8.1%in 2022 Q4, slightly higher compared
with the previous quarter. This rafe continued to stay above the historical level.

Employment and unemployment. Employment continued to expand during
2022 Q3, at similar rates compared to the previous quarter. The increase was
4.2%, from 4.1% in the second quarter of 2022. Broad-based contributions
came from all sectors of the economy. The number of employees continued to
grow beyond the prepandemic level, a level that had been exceeded since
the second quarter of 2022.

2 The subgroup “Goods and services for personal means of transport” showed sharp slowdown
of annual inflation, due to the item “fuels”. For the first time in December 2022, the annual
inflation of this subgroup resulted in a single-digit value (6.4%), after double-digit increases
around an average of 20.8% for the period October ‘2 1-November '22.
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The unemployment rate continued to fall to new historical
minimums. Unemployment decreased to 10.6%, the
lowest rafe ever recorded. Compared tfo the previous
quarter, this indicafor decreased by 0.5 percentoge
point (Chart 28). In annual ferms, the unemployment
rafe was down by 0.7 percentage point.

Wages, productivity and labour costs. The average
wage in private sector continued expanding at a
double-digit pace in 2022 Q3. Annual increase
reached af 12.3%, from 11.9% in the previous quarter
(Chart 29, left). Among the sectoral confributions,
the branches “Trade, transport, accommodation and
food services”, “Industry”, “Public Administration”
and “Information and communication” have provided
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—Core inflation (in %)

—Unemployment rate gap
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Qutput gap (in % of potential output)
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Source: INSTAT and Bank of Albania's estimations.

Notes: The output gap is the average of several measurements on which the method of moving average is applied. The
capacity utilisation rate gap is estimated as a deviation of the current value from the relevant historical average, and then the
moving average method is applied. The unemployment rate gap is assessed as an average of unemployment gaps according fo
1ate gap is stated as the difference of the

pronounced contributions in this regard On the other
hand, the growth rate of the real wage slowed
down to 4.2% in Thg th|rd qgorterf as a result of the Chart 28
acceleration of inflation in this period.

The unit labour cosf® during the third quarter
increased at similar rates as in the previous quarter
(3.6% compared to 3.4%). The effect from wages
is stronger than the impact from productivity growth,
just like in the previous quarter (Chart 29, right). The
unit labour cost started the expansionary trend in the

10.5
second quarter of 2022, affer a confracting trend
that lasted from the beginning of last year. This is 10
related to both the strong wage increase and the

slower growth in labour productivity. This trend has
come as a result of the faster recovery of employment
against the expansion of gross value added in the
non-agricultural secfor of the economy.

Other output costs continued fo expand with double-digit terms during 2022
Q3. Industrial producer prices accelerated by 20.9%; those for the domestic
market increased by 17.0% and those for export by 30.2%. Rapid growth
was also noted in construction production costs, where the index expanded by
7.2% in annual terms in the third quarter, from 6.2% in the previous quarter.

Imported inflationary pressures remained high during 2022 Q4. The annual
increase of the imported inflationary pressure index (lIPl) % reached 27.8%,

26

Unit labour costs are estimated for the non-agricultural private sector based on the National
Accounts statistics, of employment and wages.

IPl'is calculated as the annual growth of the imported prices index and the NEER index for the
respective month. From the correlation analysis of the relevant indicators with different fime delays,
IPI anticipates the developments in the imported inflation component by about 3-5 months.

27
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Cyclical position of economy remained at positive levels in the third
quarter reflecting high rates of core inflation
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equilibrium unemployment rate to the actual unemployment rate and then the moving average method is applied.

The continuous increase of employment has incited a further decline of
unemployment rate at lower historical level
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Chart 29

Nominal wages in the private sector continue to grow The salary has influenced more than the productivity in
in double digits, but higher inflation continues fo the unit labour costs, causing them to increase in
slowdown the real wage growth annual terms, just like in the previous quarter
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from 22.6% in the third quarter of the year (Chart 30). The acceleration came
as a result of the stronger increase in foreign prices, 37.4% in the fourth quarter,
against 33.2% in the third quarter. The nominal effective exchange rate has
followed an appreciating frend, offsetting to a considerable extent the pressures
from foreign prices. The appreciation in annual terms was 9.7%, from 10.5%
in the third quarter of previous year.

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, Developments in lIPI during the third quarter of
Chart 30 2022 have been materialized in a slight reduction
The upsurge in imported inflationary pressures remains high during in the confributions of imported inflation to headline
2022 Q4, with a slight acceleration compared to the previous quarter inflation during the fourth quarter of the year. Imported
inflation is estimated to have contributed by 41.5% to
the formation of the headline inflation, or about 3.2
percentage points less than a quarter ago (Chart 25,
right), against the slight expansion and non-ransitory
behaviour of domestic inflationary pressures.

Inflation expectations remained at historically high
levels and above target even during 2022 Q428
However, shortterm inflation  expecfations  from
enferprises and financial agents declined in the fourth
quarter, following a strong upward frend throughout
2022. On the other hand, consumer expectations
””””””””””””””””””””””””””””””””””””””” confinued fo increase in the last quarter. Thus, they
expect inflation to be 11.0% in the next year.

= NEER
== Foreign prices
—Inflationary pressures from foreign prices

28 The analysis on inflation expectations is based on the results of the business and consumer

confidence survey, as well as on the financial agents” expectations survey.
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Expectations of financial agents have been revised downward by 0.3
percentage point, for one- and two- year time horizons. Currently, they stand
at 5.7% and 4.4%, respectively. Their inflafion expectations for three years
ahead are 4.0%, around O.1 percentage point higher than in the third quarter.
On the other hand, enferprises’ expectations were revised downwards by 0.9
percentage point in the fourth quarter.

v Chart 31
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