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INTRODUCTION

Introduction

The Group of Banking Supervisors from Central and Eastern Europe (the BSCEE Group) was established in 1991.
The Agreement of the BSCEE Group was signed during the Stockholm International Conference of Banking Su-
pervisors (ICBS) in 1996. The BSCEE Group operates according to its Agreement and Operational Bylaws that
determine its organizational structure and the rules governing its operations. As of today it is signed by twen-
ty six member institutions from twenty five member countries: Albania, Armenia, Austria, Republic of Belarus,
Bosnia and Herzegovina (Banking Agency of the Federation of Bosnia and Herzegovina and Banking Agency
of Republika Srpska of Bosnia and Herzegovina), Bulgaria, Croatia, Czech Republic, Estonia, Georgia, Hungary,
Kazakhstan, Latvia, Lithuania, North Macedonia, Moldova, Montenegro, Poland, Romania, Russia, Serbia, Slo-
vakia, Slovenia, Turkey and the Ukraine. The Chairmanship of the BSCEE Group rotates on annual basis.

In 2019 Mr Michael Hysek, Managing Director, Banking Supervision at the Austrian Financial Market Authori-
ty (FMA) chaired the Group. The permanent Secretariat of the Group since January 2006 has been located in
Poland, with the Polish Financial Supervision Authority (PFSA). According to the previous years' practice, the
Annual Review of the BSCEE Group summarizes the developments of the member countries in 2019. This pub-
lication gives an overview of the macroeconomic circumstances in the twenty five member states, and it de-
scribes the banking sector as well as the supervisory activities undertaken by the BSCEE Members. The Review
was developed on the basis of the information provided by the member countries.

This Annual Report intends to provide in-depth information reflecting the mission of the BSCEE Group in a
detailed and accurate manner regarding the banking sectors of the member countries. We hope that you will
find this publication informative and useful. We are certain that this will help you become acquainted with our
supervisory job in the Central and Eastern European region, the cooperation among the supervisory authori-
ties of the member countries and with the Basel Committee.

BSCEE Secretariat
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2019 DEVELOPMENTS IN THE ALBANIAN BANKING SYSTEM

BANK OF ALBANIA

Macroeconomic environment

According to INSTAT data, in the first three quarters of 2019, the economy grew 2.9%, from 4.1% growth re-
corded in the same period in 2018. The expansion of consumption and an increase in the export of services,
due to a continuing positive trend in tourism, were the main sources of economic growth.

Strong domestic and external demand has reduced the negative output gap and brought the economy closer
to its potential though not yet there. Reduced slack is reflected in higher employment, lower unemployment
rates (11.2% in 2019 Q4) while the average wage indicator increased by 3.8%. The other main economic and
financial balances appear to be improving. Also, enterprises reported a higher utilization rate of their produc-
tion capacities, while their ability to service debt improved. Domestic inflationary pressures trended upwards,
as shown by an increase in wages and production costs. Nevertheless, increase in costs remains slow and their
transmission to consumer prices is still weak. The reduction of inflation reflected a more complete transmission
of the exchange rate appreciation and a fall in the inflation of goods in international markets

The monetary stimulus drove to a decrease in credit price in lek and a reduction in financing costs to the private
sector, which already appears at its historic minimum levels. The FX intervention program has been effective
in cooling down the rapid exchange rate appreciation, managing market expectations and creating conditions
for a more normal trading. The use of forward guidance on the monetary policy stance helped calm financial
markets down, reflecting higher clarity on the trajectory of inflation and interest rates.

The economic outlook remains favorable, with solid growth in the near term. The economic growth is expected
to be supported by favorable financing conditions, positive labor market outcome and improved confidence
amongst businesses. The positive impact of monetary policy on the improvement of the cyclical position of
the economy and on the acceleration of its growth pace has picked up, gradually, from 2017-2019. This per-
formance reflects low interest rates in the financial market, reduction of risk premia and acceleration of lend-
ing to the economy. For the entire period, the positive effect on the average economic growth due to the ac-
commodative monetary policy stance is assessed at 0.6 p.p. The monetary policy has an accumulative impact
on the economic activity level, measured by the real GDP. The real economic activity is around 1.9 p.p. higher
from an alternative GDP without the contribution of the monetary policy, up to 2019 Q3, due to the positive
effect of the accommodative monetary policy implemented by the Bank of Albania.

Development in the banking system
(including the assets total / GDP)

The banking sector remains the main component of the Albanian financial sector. Twelve banks have operate
during 2019 in the banking sector from fourteen banks that were active in 2018.

In 2019, the bank consolidation process, started years ago, was concluded, bringing the number of banks to
12. This process reformed the domestic banking market, which is now experiencing an increase in the pres-
ence of domestic capital, where 4 banks with a share of 29.3% in the market, are owned by this capital. In 2019,
the process of ownership transfer for two banks was concluded, as well as the absorption of one bank and the
self-liquidation of another.

During 2019, banking system assets grew by around ALL 22.1 billion or 1.52 %, compared to the ALL 8.12 bil-
lion or 0.56% fall of a year earlier. The loan portfolio fell by ALL 4.94 billion, or 0.85% during this year.

The banking system’s share in the economy, measured by the ratio of total assets to the Gross Domestic Prod-
uct (GDP), continues to stay at high levels. This ratio decreased by 1.43 percentage points this year, standing
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at 87.92%. Meanwhile, the loan to Gross Domestic Product ratio fell due to the growth of GDP against the de-
crease in the loan portfolio.

The most important indicator of supervision, the capital adequacy ratio (CAR), stood 6 percentage points above
the minimum level and showed stability throughout 2019, above 18%.

For the first time in 10 years the non-performing loans ratio (NPLR) fell to a single digit level, reaching at 8.37%
at the end of 2019. The value of non-performing loans reached ALL 48.2 billion, with an annual decline of ALL
16, 2 billion, or around 25, 14%, affected by the settlements, write-offs and partial restructuring of losses and
non-performing loans. On the other hand, the annual developments in credit portfolio are summarised in an
annual fall of ALL 4.9 billion or 0.9%. Hence, the dynamic of non-performing loans ratio was not supported by
the performance of credit stock, which would have resulted upward of ALL 11.3 billion, or around 2% in annual
level, in absence of the effect of NPLs reduction.

Profitability indicators, Return on Average Assets (ROAA) and Return on Average Equity (ROAE), respectively,
increased compared with 2018. At the end of 2019, RoAA stood at 1.39% and RoAE at 13.45%, from 1.32% and
12.96%, respectively at the end of 2018.

Following are banking system highlights for 2019:

1. Net outstanding non-performing loans to total credit portfolio stood at 3.4%, downward by 0.41 percent-
age point compared with December 2018.

2. The non-performing loans ratio (NPLR) dropped by 2.72 percentage points in annual terms, to 8.37 % at
the end of 2019.

3. Provisioning of NPLs was 59,4%, from 65,6% a year earlier8.

4. Liquidity indicators continuously appear significantly above the regulatory requirement set out in the Bank
of Albania’s regulatory acts. In December 2019, the ratio of liquid assets to short-term liabilities in the bank-
ing system was 49.40%9, up by 3.19 percentage points from the previous year.

5. In December 2019, the total value of deposits in the system amounted to ALL 1.193 billion, recording 1.1%
annual growth from the previous year. The share of the domestic currency in total deposits increased to
48.51%, from 46.87% in December 2018.

6. Asatthe end of 2019, the Capital Adequacy Ratio - the main supervision indicator — was reported at 18.3%.
This ratio decreased by 0.38 percentage point, compared with the same period in the previous year.

7. The banking system'’s profit was positive in 2019, at around ALL 19.89 billion, or ALL 1.5 billion higher than
in 2018.
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The legal and institutional framework of the operation
and supervision of financial institutions,

new developments. Legal competence

of the Banking Supervisory Authority in Albania

The drafting of new bylaws and the review of the supervisory regulatory framework in force aims at supple-
menting and improving it, in order to carry out more effective supervision, in compliance with legal require-
ments on banks and other financial entities being licensed and supervised by the Bank of Albania, through
the approximation with the EU regulatory acts, the Core Principles for Effective Banking Supervision, and Basel
Committee documents.

In 2019, the Bank of Albania dedicated special attention to the drafting of new regulatory acts, in the view of the
commitments of the Bank of Albania for: fulfilling the recommendations of the experts of Moneyval regarding
the prevention of money laundering and combating the financing of terrorism; approximating the regulatory
framework with Basel III requirements; and reducing non-performing loans.

Following are listed the new approved and reviewed regulatory acts over 2019.

* Amendments to the Regulation “On the regulatory capital of the bank”, (adopted with Decision No. 2 dat-
ed 9.1.2019 of the Supervisory Council of the Bank of Albania).

These amendments aim the further approximation of the Bank of Albania’ requirements with Basel III require-
ments with the purpose the review of capital ratios laid down in this Regulation. Hence, the minimum ratio of
Common Equity Tier 1 against the risk-weighted exposures, from 4.5% to 6.75%, and the minimum ratio of
Tier 1 capital against risk-weighted exposures from 6% to 9%, by proportionally adapting these ratios to the
required minimum capital adequacy ratio of 12%.

»  Approval of the new Regulation “On liquidity coverage ratio”, (adopted with Decision No. 27, dated 28.3.2019
of the Supervisory Council of the Bank of Albania).

The drafting of the Regulation “On liquidity coverage ratio” aims to further approximate the regulatory frame-
work of the Bank of Albania to the requirements of the Basel Committee and the European regulations on li-
quidity risk management, in compliance with the strategic objectives of the Supervision Department for the
implementation of Basel IIl requirements. This Regulation lays down the criteria and rules on the calculation of
the liquidity coverage ratio (LCR) and the requirements of the Bank of Albania, as the supervisory authority on
the minimum level of this ratio (in total for all currencies and in total for major foreign currencies).

This new regulatory act aims to complete the applicable regulatory framework on liquidity risk management,
through the presentation of the liquidity hedging ratio (LRC), as a new indicator, as well as the definition of
banks' requirements on the creation of a liquidity reserve that in conditions of liquidity stress hedges net out-
flows, within a time horizon of 30 calendar days. The regulation presents the composing elements of LCR, and
the criteria on the adequacy that these elements should comply with, to be classified as liquid assets, inflows
or outflows of liquidity. The liquidity coverage ratio (LCR) is a dynamic indicator, different from the current li-
quidity indicator which aims at being a static one.

The regulation set forth the supervisory requirements for the calculation of LCR on individual and consolidate
basis; general requirements, operational requirements and eligibility criteria to be meet by liquid assets, for their
classification to be included in the liquidity buffer, as well as requirements for the assessment of liquid assets
through market value; the composition of the liquidity buffer according to assets levels, by defining the limits
(minimum and maximum) for each level and the prediction on the haircuts applicable on each level of the lig-
uid assets (level 1 assets, 2A assets and 2B, respectively); the calculation methodology of liquidity outflows and
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the criteria for the classification of balance sheet items or off-balance sheet items, in the category of outflows
related with stable deposits and other retail deposits, with operational deposits, and of outflows which steam
from liquidity and credit facilities and from products, services or other liabilities; the prediction of rates that
banks shall apply to each category of outflows; the requirements on liquidity inflows and the rates applicable
for their calculation; the definition of a cap for inflows; as well as the reporting and monitoring requirements.

This Regulation has entered into force on 1 March 2020.

+ Amendments to the following regulations, pursuant to the implementation of the recommendations
of Moneyval experts, provided during Round V of the evaluation for Albania, regarding the preven-
tion of money laundering and combating the financing of terrorism, approved by Decisions No. 46,
47, 48, 49 and 50, dated 03.07.2019, respectively, of the Supervisory Council of the Bank of Albania):
- Regulation “On licensing and carrying out the activity of banks and branches of foreign banks in the

Republic of Albania”;
- Regulation "On licensing and activity of non-bank financial institutions”;
- Regulation “On licensing and activity of savings and loan associations and their unions”;
- Regulation “On licensing, organisation, activity and supervision of foreign exchange bureaus”;
- Regulation "On managing risk in the activity of non-bank financial institutions”.

« Approval of amendments to the following regulations (adopted with decisions No. 78, 79, and 80, dated
18.12.2019, respectively, of the Supervisory Council of the Bank of Albania):
- Regulation "On prevention of money laundering and terrorism financing”;
- Regulation "On consolidated supervision”;
- Regulation "On supervision of e-banking transactions”.

In more concrete terms, amendments to the Regulation “On prevention of money laundering and terrorism
financing” consists in further strengthening the requirements of the supervisory authority on entities, for a
better risk management of money laundering and financing of terrorism, at both individual and group level.
At the same time, part of regulatory amendments are some more tightened requirements on the integrity of
entities’' employees, and the requirements on the continuous training of the responsible persons and structure
on the prevention of money laundering and financing of terrorism. Logically, in addition to the amendments
in the regulation on the prevention of money laundering regarding the implementation of the enhanced due
diligence, accordingly it is required the presence of the customers and their representatives before establishing
a business relationship, the provision in the Regulation “On the supervision of e-banking transactions” on the
physical presence of customers and their representatives to open an e-banking account, for every business re-
lationship, including the opening of e-banking accounts, is repealed. Amendments to the Regulation “ On con-
solidated supervision” aim at strengthening the requirements to banking/financial entities groups, subject to
the consolidated supervision by the Bank of Albania, regarding the drafting of programmes at group level from
the shareholding institutions, for a better management risk on money laundering and financing of terrorism.

» Approval of the new Regulation “On out-of-court treatment of distressed borrowers by banks” (adopted
with Decision No. 51, dated 3.7.2019 of the Supervisory Council of the Bank of Albania).

The Regulation “On out-of-court treatment of distressed borrowers by banks”, differently called “Tirana Ap-
proach”, was drafted with the assistance of the World Bank Group experts (FinSAC project) and aims at fulfill-
ing the commitments undertaken by the Bank of Albania in the framework of the National Plan on Addressing
Non-performing Loans, and the completion of the continuous measures undertaken by the Bank of Albania to
address non-performing loans in Albania.
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The Regulation aims at encouraging the treatment of distressed borrowers, through structured and efficient
cooperation between banks. This Regulation is expected to serve as a cooperation platform, where banks co-
ordinate their attempts and find solutions that reflect the nature of the borrower’s difficulties by creating fa-
cilities for generation of liquidity, to continue and to recover activity and to settle liabilities with banks. On the
other hand, the solution takes into account also the exposure level and the position of each bank to the bor-
rower. The Regulation, amid others, sets forth the requirement on signing an agreement which regulates the
coordination way among banks with each other, the processes to be followed and the decision-making way
on the identified solutions. Also, the Regulation sets forth a draft-agreement to be signed by all banks with the
borrower and regulates the respective responsibilities and liabilities throughout the moratorium period. During
the period, banks interrupt or do not undertake legal initiatives against the borrower and analyze the financial
situation of the borrower and identify the appropriate solutions, with respect to the existing contractual obli-
gations which are signed individually by each bank with the borrower. The Regulation sets forth the criteria a
borrower may be included in the agreement with banks, while it does not exclude the possibility of addressing
in the framework of this regulation, those exposures reaming outside of these stipulations. This Regulation is
foreseen to remain into force up to December 2020, with the purpose to prompt banks to undertake all the
possible initiatives to address the common borrowers at a rather short time.

« Amendments to the Regulation “On credit risk management by banks and branches of foreign banks” (ap-
proved by Decision No. 52, dated 3.7.2019 of the Supervisory Council of the Bank of Albania).

Amendments to the Regulation are in line with the new Regulation “On out-of-court treatment of distressed
borrowers by banks”. The regulatory amendments aim to strengthen the classification criteria and provision
of restructured loans, after 1 January 2021, when these amendments enter into force. This period coincides
with the re-appellation of the regulation "On out-of-court treatment of distressed borrowers by banks". In this
way, to banks it is provided the possibility to use the existing regulatory ease to restructure the borrowers up
to December 2020. Also, through the regulatory amendments the write-off limit of loss loans by banks is re-
duced from 3 years to 2 years, with the purpose to further reduce the non-performing loans in the system.

« Approval of the new guideline “On banks stress testing” (adopted with Decision No. 60, dated 4.9.2019 of
the Supervisory Council of the Bank of Albania).

The new Guideline approximates to EBA guideline3, on the preparation of stress tests by banks, in compliance
with the requirements of Basel IIl on risks management. The purpose of this guideline is to lay down the re-
quirements and methodologies on banks carrying out stress tests, as part of their risk management process,
particularly in the framework of the internal assessment process of capital adequacy.

Although the applicable legal framework of the Bank of Albania sets forth the requirements on the conduction of stress
tests from banks on some type of risks4, the drafting of this special guideline, aimed at unifying the practices that
banks should implement to conduct stress tests, by addressing in details various types of stress tests, according to the
complexity and type of risks that banks face throughout their activity. The Guideline sets forth detailed requirements
on stress tests programme, aspects of stress - tests management, data aggregation infrastructure, and the reporting
process within the bank, for stress tests purposes; the establishment of role and responsibilities of the bank’s man-
agement structures in drafting and approving stress tests programme, also the identification of actions and measures
to be taken, based on stress tests results, purpose and scope of application of stress tests, and their various types; re-
quirements from banks on the conduction of stress tests, requirements on banks’ reporting of stress tests results, ac-
companied with the measures being undertaken by the steering bodies of the bank, in response to these results, etc.

This Guideline has entered into force on 1 March 2020.
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« Also, during 2019, several regulatory acts were drafted and revised, considered important for banking su-
pervision and for banks. They are expected to be adopted during 2020. In more details, the following reg-
ulatory acts were drafted and/or revised:

- Drafting of the new regulation “On determining the conditions for granting the prior approval to the
intra-banking group financial support agreement”. This Regulation lays down the conditions for grant-
ing the prior approval to the financial support agreement, which may be granted only by banks that
are part of a banking group that falls under the consolidated supervision of Bank of Albania, and the
requirements for documentation and its content for acquiring this approval from the Bank of Albania.

- Draft-amendments to the Regulation “On capital adequacy ratio”, which aim at further approximation
with the European Regulation (CRR) 575/2013/EU “On prudential requirements for credit institutions and
investment firms and amending Regulation (EU) No 648/2012" to present the method based on the as-
sessment of credit quality of the counterparty, on determining the shares of credit risk to some exposures
(against the supervised institutions, entities of public sector and guaranteed bonds). Also, amendments
to this Regulation were drafted based on the needs for review, being identified from the implementation
in practice of the above stated regulation or the problems identified by the supervisors.

- Preparation of draft-amendments to the Regulation “On the risk management from large exposures
of banks”, which aim at approximation with the latest amendments in 2019 to Capital Requirements
Regulation (CRR)5 and to Basel document on large exposures regime. In 2019, impact study, took place
with banks, with the aim the prior measurement of the effect of changes foreseen in fulfilling the reg-
ulatory obligations by banks. Part of the regulatory changes was also the review of banks reporting
forms, with the purpose the easing of data gathering and processing as reported by banks, and the
addition of some new items for reporting.

- Preparation of amendments to the Regulation “On risk management in the activity of Savings and Loan
Associations and their Unions” which aim at adopting with their activity dynamisms and development
in the last years.

- There has started the work for the compilation of the new draft-regulation “On the reporting of leverage
ratio of banks”, while the respective work group was established the compilation of this Regulation aims
at approximating Basel IIl requirements based on the revised CCR2. Also, at the end of 2019, there were
conducted some calculations on the prior assessment of financial leverage ratio, based on the data re-
ported by banks in Corep reporting form. These prior calculations of this ratio were deemed necessary
serving at the same time, as an initial base to further continue with the drafting of the new regulation.

* During 2019, the Supervision Department also continued to contribute to the working group for the draft-
law “On payment services”, in the framework of the Bank of Albania’s commitment to approximate the le-
gal framework of the European Directive on Payment Services (PSD2)6.

» Also the Supervision Department has contributed in the Inter-institutional Working Groups in the frame-
work of the European Integration process for some important chapters.
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Main strategic objectives
of the Supervisory Authority in 2020

In 2020, the work of supervision will focus in the fulfilment of the strategic objectives in line with the medi-
um-term development strategy of the Bank of Albania and its development plans. Special attention will be paid
on the development and impacts of Covid-19 spread on the banking activity and health of entities. The Bank
of Albania has undertaken some regulatory facilities related with the classification and provisioning of loans to
assist banks in dealing with the consequences of the pandemic and providing room for effectively restructur-
ing the relationships of credit with borrowers. Depending on the pandemic spread and intensity, the supervi-
sory approach and the orientation of available human resources will be adopted from a traditional approach to
a targeted and prudential approach with a final objective that of maintaining the financial stability in Albania.

The activities of the Banking Supervisory Authority

In 2019, the bank consolidation process, started years ago, was concluded, bringing the number of banks to
12. This process reformed the domestic banking market, which is now experiencing an increase in the pres-
ence of domestic capital, where 4 banks with a share of 29.3% in the market, are owned by this capital. In 2019,
the process of ownership transfer for two banks was concluded, as well as the absorption of one bank and the
self-liquidation of another. Specifically:

- The majority of the shares of Tirana Bank were transferred from Piraeus Bank to new shareholders, Balfin
Group. This transfer was approved by the Supervisory Council of the Bank of Albania. The transfer of the
management of the bank to the new shareholder was also concluded, through this transfer.

- The qualifying holding of the shares of the Societe Generale Bank Albania was transferred to the ownership
of the shareholder of OTP Bank Nyrt, Hungary. After this approval the bank changed its name to OTP Bank.

- The process of full absorption of the International Commercial Bank by Union Bank was completed during
the year after the transfer of 100% of the shares was previously approved.

- The licence of Credit Bank Albania was revoked, after the decision of shareholders on its voluntary liquidation.

The map of the representation of banks with branches in various regions of the country also underwent down-
ward changes. This trend was due mainly to the consolidation of the banking system and the reduction of the
number of banks.

In support of its mission, the Bank of Albania, through the Supervision Department, continued its normal ac-
tivity monitoring the financial system, mainly banks through on-site inspections and off-site analyses, assess-
ing the measure of exposure against individual risks as well as the control environment for their management,
as well as reviewing / improving the regulatory framework and licensing of entities, or additional activities.

On-site examinations, the most important process for assessing banks, are performed at an increased atten-
tion for fulfilling the supervisory mission, and have been oriented towards main risks. In 2019, 17 full-scope
and partial examinations were performed, covering almost all banks, three non-bank financial institutions, one
SLA and 97 Foreign Exchange Bureaus. The examinations programme also took into account the development
in the structure of the banking system as well as the commitments of the Bank of Albania in the framework of
fulfilling the recommendations of the experts of Moneyval.

The examinations on banks have as an objective the on-site assessment of all risks, theme examination on the
assessment of specific identified risks, and examinations on the follow-up of the recommendations left by pre-
vious examinations.

10
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Theme examinations were mainly focused on the management process of non-performing loan portfolios, to
continuously decrease them. They were also used to assess the internal methodologies of banks, reported at
the Bank of Albania, on the calculation of capital requirements for internally identified risks, in accordance with
the guideline “On the internal assessment process of capital adequacy”.

Table 1 Number of examinations by year of institution and topic
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2017 9 12 13 10 10 9 11 11 10 11
2018 8 10 9 8 8 8 8 48 9 8
2019 13 13 16 13 13 14 13 13 113 13 15

International activities of the authority

Cooperation with international financial institutions extended to several dimensions. During this year,
participation in the supervision colleges organized by the European Central Bank was realized, in order to ex-
change information with some of the banks with EU origins that operate in the Albanian market. Also, in the
first part of 2019, we benefited from the participation in training activities organized in the framework of a
programme sponsored by the European Central Bank and led by the Deutsche Bundesbank for Strengthening
the Central Bank Capacities in the Western Balkans with a view to the Integration to the European System of
Central Banks. In more concrete terms, these activities were organized by the Bank of Poland, focusing in the
acknowledgement and approximation with the European legislation in the field of transparency and consumer
protection, and the Bank of Italy with a broad spectrum of themes in the field of supervision. This programme
will also continue during 2020.

Also, in 2019 Q4, started the implementation of the twining project with Banka d' Italia and Deutche Bundes-
bank in the framework of the approximation to the regulatory and legal framework in the supervision field, the
best practices originating from the European System of central Banks and the strengthening of technical ca-
pacities of staff of the Bank of Albania. This project consists in a set of intensive activities covering the review
of capital requirements for various risks, the review of internal assessment process of capital, etc., to be mainly
realized through experts’ missions of Banka d'Italia and Deutche Bundesbank.

In the framework of the collaboration with international financial institution, we may mention also the com-
munication with the National Bank of Hungary, with a focus on signing a cooperation agreement, mainly for
information exchange.

Throughout 2019, it is worthy to mention the collaboration with international financial institutions, like the IMF
and EBRD. Cooperation with the IMF has continued in the framework of the multi-year project for the devel-
opment of supervisory and institutional capacities according to a risk-based approach, part of the strategy of
the Bank of Albania, in capacity of the regulatory and supervisory authority of the banking market and more
broadly. This collaboration has been materialized with the assistance of the IMF through a resident advisor at
the Supervision Department. In this context, we particularly highlight the drafting of the internal methodology
on the Supervision Review and Evaluation Process (known as SREP) as well as other regulations finalized and

11
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approved in 2019. The project will continue during the first part of 2020, which provides for the calibration of
requirements for capital buffers of banks according to the second pillar of the Basel framework for capital ad-
equacy, as well as the presentation in the banking industry of some revised, or new, regulations, according to
best market practices. Also, cooperation with EBRD for the improvement project of the regulatory framework
towards the sound governance of banks has continued, through the technical assistance and expertise of De-
loitte London and Albania.

Cooperation with other supervisory bodies in Albania

Among local institutions, the Bank cooperated particularly with the General Directorate for the Prevention of
Money Laundering (GDPML) for the implementation of the recommendations of Moneyval and providing rel-
evant reports to the experts of Moneyval and FAG (Financial action group), conducting joint examinations and
review of the legal and regulatory framework related to issues on the prevention of money laundering and ter-
rorist financing. Also, BoA assisted the Albanian Financial Supervision Authority in various examinations in the
banking sector, in order to fulfill the legal and regulatory obligations of this authority and continuous share
of correspondences.

Eight on-site inspections were carried out within the framework of cooperation with the General Directorate
for the prevention of Money laundering (GDPML), specifically in 5 banks and 3 foreign exchange bureaus.

Other relevant information and developments

Tirana Approach! project, having gone through a phase of intensive discussions with stakeholders, including
representatives of the FinSAC project and the IMF resident advisor to the Bank of Albania, was finalised in Ju-
ly 2019, with the approval of respective regulatory framework which will be implemented till the end of 2020.
With the aim to encourage banking industry to maximally benefit from this framework, the Supervision De-
partment has pursued a proactive approach through a simultaneous and symmetric communication with al-
most all banks, bringing into attention the exposures that may be subject to be addressed by this platform.
Meanwhile, we remain attentive to all developments expected to be materialised in this regard, being ready to
provide our support within the spirit of the regulatory framework.

In the framework of implementing the recommendations from the Committee of Experts of CoE on the Evalu-
ation of Anti-Money Laundering Measures and counter Terrorist Financing (MONEYVAL), the Bank of Albania
was included in the implementation of the national plan of measures, throughout 2019, regarding both tech-
nical and effectiveness issues, in order to improve the regulatory framework and strengthen the effectiveness
of the supervisory process, with the purpose the addressing the main problems evidenced the report, whose
fulfilment will continue also during 2020. Consequently, the assessment of the risk exposure of entities to the
prevention of money laundering and combating the financing of terrorism has been a priority. The findings
and recommendations from this process were factored in the drafting of supervisory plans for the more ex-
posed entities, such as the Foreign Exchange Bureaus.

! Since the moment of drafting and presenting it up to its approval and implementation, this Regulation is called as “Tirana Approach”, in
the view of a parallelism with similar initiatives undertaken in other countries, but with specifics related to its objective and the economic
and legal context to be implemented.
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BANK OF ALBANIA

Organizational chart of the Banking Supervisory Authority

The organizational structure of the Supervision Department hasn't had any changes during 2019. The last struc-
tural change was in 2016.
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BANK OF ALBANIA

Questionnaire tables for the 2019 review

Number of Financial institutions
(at year-end)

Type of financial institution 2017 2018 2019
Commercial banks 16 14 12
Branches of foreign credit institutions 0 0 0
Cooperative banks n/a n/a n/a
Banking sector, total: 16 14 12

Total assets of banking sector
(at year-end)

Type of financial institution 2017 2018 2019
Commercial banks 10,871.23* 11,772.21* 12,117.52*
Branches of foreign credit institutions n/a n/a n/a
Cooperative banks n/a n/a n/a
Banking sector, total: 10,871.23* 11,772.21* 12,117.52*
y/y change (in %) 8.29% 2.93%

*The values are in thousand Euro

Ownership structure of banks on the basis of assets total

Item 2017 2018 2019
Public sector ownership 0 0 0
Domestic ownership total 12% 16.55% 22.84%
Foreign ownership 88% 83.45% 77.16%
Banking sector, total: 100.0 100.0 100.0

Concentration of asset by the type of financial institutions

Type of financial institution The first three largest (%) The first five largest (%) HHI
Commercial banks 57.32% 75.52% 0.15
Branches of foreign credit institutions n/a n/a n/a
Cooperative banks n/a n/a n/a
Banking sector, total: 57.32% 75.52% 0.15

Return on Equity (ROE) by type of financial institutions

Type of financial institution 2017 2018 2019
Commercial banks 15.71% 12.96% 13.45%
Cooperative banks n/a n/a n/a
Banking sector, total: 15.71% 12.96% 13.45%
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Distribution of market shares in balance sheet total (%)

BANK OF ALBANIA

Type of financial institution 2017 2018 2019
Commercial banks 100 100 100
Branches of foreign credit institutions n/a n/a n/a
Cooperative banks n/a n/a n/a
Banking sector, total: 100.0 100.0 100.0
The structure of assets and liabilities of the banking sector (%)

(at year-end)

2017 2018 2019
Receivables
Financial sector 18.59 17.92 17.98
Nonfinancial sector 37.34 36.78 36.92
Government sector 39.55 41.23 41.30
Other assets 4.50 4.06 3.80
Liabilites
Financial sector 2.66 2.88 3.60
Nonfinancial sector 79.73 80.28 79.90
Government sector 3.96 381 3.26
Other liabilities 351 2.88 221
Capital 10.14 10.17 10.45

Capital adequacy ratio of banks
Type of financial institution 2017** 2018** 2019**
Commercial banks 17.03% 18.24% 18.28%
Cooperative banks n/a n/a n/a
Banking sector, total: 17.03% 18.24% 18.28%
(Please, mark for each item: * - for Basel I, ** - for Basel II, *** - for Basel III)
Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Asset classification 2017 2018 2019
Non-financial sector, including 13.23 11.08 8.37
- households 7.64 6.44 5.19
- corporate 16.88 14.25 10.73
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The structure of deposits and loans of the banking sector in 2019 (%)

(at year-end)

BANK OF ALBANIA

Deposits Loans

Non-financial sector, including:

Households 84.06 3245

Corporate 13.63 62.28
Government sector 2.30 5.27
Financial sector (excluding banks) n/a n/a
Total 100.0 100.0

P&L account of the banking sector
(at year-end)
P&L account 2017 2018 2019
Interest income 53.940.99 52.079.81 49.372.11
Interest expenses 9.058.8 8.547.29 8.158.59
Net interest income 44.882.19 43.532.51 41.213.52
Net fee and commission income 8.327.07 9.326.72 10.238.41
Other (not specified above) operating income (net) 22.177.77 17.036.78 21.688.95
Gross income 51.717.89 47.225.51 51.163.37
Administration costs 26.523.36 27.626.33 29.474.52
Depreciation n/a n/a n/a
Provisions 244977 6.265.06 288.56
Impairment on financial assets not measured at fair
value through profit and loss / Provisions on n/a n/a n/a
financial assets (loans, ...)
Profit (loss) before tax 23.972.22 21.067.44 22.158.14
Net profit (loss) 21.628.36 18.390.96 19.894.82
Total own funds in 2019 (in EUR)
Type of financial institution Total own Core Tier 1** Tier 2** Tier 3**
funds ** Tier 1**

Commercial banks 1,178 1,100 1,100 78 n/a
Cooperative banks n/a n/a n/a n/a n/a
Banking sector, total: 1,178 1,100 1,100 78 n/a

(Please, mark for each item: * - for Basel I;

** - for Basel II;

*** _ for Basel III)
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2019 DEVELOPMENTS IN THE ARMENIAN BANKING SYSTEM .

Macroeconomic environment in the country

A higher-than-forecasted economic growth was observed in Armenia in 2019 reaching to 7.6%, mainly contributed
by the manufacturing industry and services, while agriculture has contributed negatively to the economic growth.

In the light of the developments in the international commodities markets and the decline in the foreign de-
mand by partner countries, the contribution of the net exports of Armenia to the economic growth remained
negative. However, in the first half of the year there was a decline in the export rates, conditioned by the eco-
nomic growth rates of the partner countries, and consequently, by the decrease of foreign demand, the export
rate recovered in the second half of the year, especially in terms of certain product groups. The annual growth
rate of export was 12,2 %; on the contrary, the import rate’'s annual growth was 9.0%. In comparison with the
last year's figures, the current account deficit improved to certain extent, inching to 8.2 % of GDP.

The year of 2019 can be characterized by the increased domestic demand, driven by the high level of private
consumption, which was accompanied by a high rate of consumer lending. The lending expansion is a result
of the increase in credit demand, the easing in lending conditions, and credit accessibility, conditioned by the
positive expectations of economic growth.

Low inflation (0.7%) observed in the course of 2019 was attributable mainly to contractionary fiscal policy im-
plementation during the year and to the inflation environment in the world’s commodity markets weakened
amid continued slowing of global economic growth. At the same time, some supply-side factors containing
inflation, noticeable during the year, included increasingly competitive commodity markets, which has changed
firms" approach to pricing and reduced their markups, and shifted demand from the market of non-durable
consumer goods to that of durable goods.

Development in the banking sector
(including assets total / GDP)

As of 31 December 2019, 17 commercial banks operated in Armenia. The banking sector remains the largest
participant of the financial system and accounts for 83.5% of the system's assets.

In 2019, the assets of the banking system increased by 16.9%, loans to the economy, by 16.4%, total capital,
by 10.0%, and liabilities, by 18.1%. The indicators of the banking system assets to GDP and credits to GDP in-
creased respectively by 5.9 and 3.2 percentage points, reaching 89.0% and 52.1%, respectively.

The banking system remains profitable, capitalized, and liquid. Credit, liquidity, and market risks are manage-
able. Due to the decline in dollarization, the financial system’s vulnerability to foreign exchange risks signifi-
cantly decreased. Due to the high growth of household lending, the possible risk developments are planned
to be addressed by means of the execution of macroprudential tools.

The 16.47% increase in the credit portfolio mostly maintained the growth rate of the previous year, but unlike
the previous year, the increase in lending was due to the growth of household lending by 32.0 % (consumer and
mortgage loans). Lending to legal entities was moderate and the annual growth rate was around 6.1%. Easing
in lending conditions and the increase in demand for loans by households have contributed to the advanced
growth of household lending. The opportunity provided by the state programs (refund of the income tax con-
tributions in the amount of mortgage interest expenses) significantly reduces the burden of credit service at
least in the medium-term, has also contributed to the growth of demand for mortgage loans by households.
Considering the possible signs of accumulating risks due to the high growth rate of consumer and mortgage
loans, the CBA has undertaken and implemented efforts towards the more targeted and sectoral execution of
the macroprudential tools (loan to value, debt to income).
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As a result of the measures conducted by the CBA towards dedollarization, the decrease in inflation expecta-
tions, and the progressive growth of household lending, the share of foreign currency loans in the total credit
portfolio decreased.

In comparison with the previous year, the share of non-performing loans, and receivables increased by 0.6 per-
centage points to 5.1% of total loans and receivables at the end of 2019.

The capital adequacy and liquidity ratios that describe the banking system stability continued running above
the established thresholds. Specifically, the total capital adequacy ratio amounted to 17.6% (minimum thresh-
old: 12.0%). On the back of expanding loan portfolio, the banking system liquidity persisted at the level almost
twice as high as minimum thresholds, pointing to the sufficient liquidity in the banking system. As of the end
of 2019, commercial banks’ total and current liquidity ratios were 27.1% and 111.7% (minimum thresholds:
15.0% and 60.0%), respectively.

Profitability of the banking sector increased in 2019. Net income of banks increased by 61% from AMD 38.6
billion in 2018 to AMD 62.2 billion in 2019. The return on assets and return on equity ratios amounted to 1.2%
and 7.9%, respectively (0.8% and 5.3% in 2018). The pretax RoE of the banking sector amounted to 10.3% in
2019 (7.61% in 2018).

The legal and institutional framework of the operation
and supervision of financial institutions,

new developments. Legal competence

of the Banking Supervisory Authority in the country

One of the main objectives of the Central Bank of Armenia is to ensure stability and normal activity of the fi-
nancial system of the Republic of Armenia, including ensuring of necessary conditions for stability, liquidity,
solvency and normal activities of the banking system of the Republic of Armenia.

According to the Law on the Central Bank of Armenia, in performing the underlying objectives stipulated in
the Law, the Central Bank shall:

« license banks, as well as other entities, in case if envisaged by law, and regulate and supervise activities
thereof,

e provide loans to the banks as a last-resort-lender,

« collect, coordinate and analyze information concerning legalization of criminal proceeds and financing of
terrorism, exchange and deliver such information to intra-governmental competent authorities and inter-
national organizations, and competent authorities of other countries, if stipulated by international agree-
ments of Armenia.

In implementation of its tasks, the Central Bank shall be independent from the state authorities.

The following amendments were initiated during the year in the context of improvement of the financial sys-
tem’s regulatory framework:

» Capital conservation, countercyclical capital buffers and surcharge for systemically important banks were
introduced.

» Changes were made to the reserve requirement ratio for banks.

* Measures were taken t