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ABSTRACT

Albanianbanksandfinance,followingthechangesfromthecommunisttothecapitalistsystems,in
theircurrentform,arearelativelynewindustry.Thebankingindustryisthemostimportantsegment
oftheAlbanianfinancialsystemandthereforerequiresmoreattentionwhenit isaboutfinancial
analysis.Thispaper theoreticallyandanalyticallydealswithabriefpresentationof thebanking
industryingeneralandtheexplanationoftheprimaryrisksassociatedwithfinancialinstruments.It
willalsomentionthekeychallengesfacingthebankingindustryandgrowthprospects.
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1. INTRodUCTIoN

Duetothedifficultiesthatfinancialmarketshaveexperienced,moreattentionhasbeenpaidtoissues
relatedtothesecurityandstabilityofthefinancialsystemasawhole,andinparticularthebanking
sector.Limitedriskmanagementleavesfinancialinstitutionsmoreexposedtoshocksthantheymay
beandisprobablyamajorfactorinfinancialcrises,someasuresforstricteroversightandgreater
cautionduringriskperformanceanalysishaveincreased.ofbanks.Thefinancialvalueoffinancial
institutionsisakeydeterminantoftheirriskmanagement.Thereisastatisticallyandeconomically
significantpositiverelationshipbetweenriskmanagementandnetworth inboth institutionsand
withininstitutionsovertime.

Financialinstitutionsplayakeyroleinmacroeconomicsandinthetransmissionofmonetary
policy. (Gertler and Kiyotaki, 2010). Understanding their exposure to interest rate shocks and
experience-seekingcontexts is thusessential tomonetaryandmacro-prudentialpolicy (Kashyap
andStein2000;Jiménezetal.,2012).Adynamicmodelwherefinancingandriskmanagementare
subjecttothesamefinancialconstraints,thatis,promisestobothfundersandhedgingpartiesmust
becollateralized,bothrequiringnetworth(RampiniandViswanathan,2010).Therefore,adynamic
trade-offbetweenlendingandriskmanagement:institutionsLimitedfinancialinstitutionsmustshare
theirlimitednetworthbetweenthem.Thecostofearlierborrowingorshorteningthecreditlinesof
moreborrowersishigheratthelimitofsuchinstitutions.Inaddition,institutionsthatprovidemore
financialprotectionalsoprovideoperationalprotection.Derivativesinfinancialmarketsasfinancial
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instrumentshavebeenpromotedasriskmanagementtoolsforhedgingpurposes,buttheseinstruments
canalsobeusedforspeculationandarbitration.

Finally,weunderstandthatitisthenetworthoffinancialinstitutions,thatis,theireconomic
value,whichdeterminestheirhedgingpolicymorethantheirregulatorycapital.Thelendingpolicy
offinancialinstitutionswhichengageinderivativeshedgingislesssensitivetointerestratespikes
thanthatofnon-userinstitutions(Purnanandam2007).Inaccuratebrightderivatives,therisksof
managing the requireduseof indevetrate,however, aregivinggreater appreciation,givinggreat
valuetothebenefitandcentralroleoffinancialinstitutionsinmacro-financiallinkage.Thispaper
contributestoabetterunderstandingofthismarketbydocumentingnewempiricalregularitiesin
thecrosssectionandtimedimension.

1.1 Coordinated Risk Management
CreditriskisoneofthemainriskstowhichtheAlbanianbankingsystemhasbeenexposed.During
thelastdecades,themainshareofloanshasbeenactivelyactiveandthecreditportfolioqualityhas
deterioratedsignificantly,implyingthegrowthofbadloans.MeasurementandmanagementRiskisan
addedvalueforanalyzingitsperformanceovertime,inthecontextofacountry’sfinancialviability.
Riskmanagementprovidestheelementsneededtorespondtothecomplexityofriskmonitoring.
Thecurrentliteratureonriskmanagementdemonstratessituationsinwhichvariancereductionisan
activityofmaximumvalue.Thus,theneedforriskmanagementaimtogivethebankinginstitution
theopportunitytobettermeetitsobjectivesandsuccessfulimplementationofstrategies(Ciuhureanu
2005).

The concept of risk management consists in preventing and minimizing the occurrence of
certaineventsandalsointheirsystemofidentification,valuationandquantification.Incontrastto
thepredictionsbasedontheone-dimensionalnotionofriskdescribedinexistingmodels,weare
abletoexplaintheoptimalrisk-borrowingorhedgingcertainrisksevenforinstitutionstryingto
increasethetotalriskoftheinstitution.Therearethreereasonsthatfinancial institutionsoffera
goodopportunitytotestcoordinatedriskmanagement.Whenafinancialinstitutionlends,whether
financedbydepositsorotherdebt,itisexposedtotwosourcesofrisk:(1)creditriskrepresenting
unexpectedchangesindefaultingfeesand(2)interestrateriskrepresentingunexpectedchangesin
interestrates.Creditriskrepresentsahedgedriskthatisnoteasilysynthetichedged.Interestrate
riskrepresentsahedgedriskbecausederivativeswithrelativelylowbaserateriskareavailabledue
tothefungalnatureofthecostofmoney.(CatherineandUnal1995).Theoverallgrowthofrisk
managementusinginterestratederivatives,however,releasessignificantlysmall,giventhesizeof
thismarketandthecentralroleoffinancialinstitutionsinmacro-financiallinks.

Theriskofcompensationispotentiallydiverse,however,diversificationdecisionssimultaneously
affectallrisksassociatedwiththeriskasset.Over-the-counterinstrumentsarealwaysavailableata
price,butthecostsoffreeinstrumentsincludeapremiumforliquidityanddefaultrisk.Furthermore,
transactioncostsaregenerallyhigherthanthosefortradedinstrumentsbecauseofthecostsassociated
withnegotiationandpersonalization.Derivativestradedontheexchangearenotavailabletooffset
hedgingassuccessfulderivativecontractstypicallyrequireahomogeneousonetheunderlyingasset.
Anydecisionthatchangesthefinancialinstitution’sexposuretohedgedrisksimultaneouslyaffectsits
exposuretohedgerisk.Thisrisk(hedgerisk)canbehedged(orincreased)withderivativeinstruments
tradedontheexchange.Iftheriskyassetweretobedivisibleacrossitsoverallriskcomponents,the
firmwouldnotseekhedgeriskandwouldonlyoptforoffsettingrisk.

2. LITeRATURe ReVIew

Arguably,theleadingrationaleforriskmanagementisthat,businesssubjecttofinancialconstraintsare
effectivelyriskaverse.Forfinancialinstitutions,Purnanandam(2007)showsthatusersofderivatives
arelargerthannon-usersandEllulandYerramilli(2013)constructariskmanagementindextomeasure
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