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EXECUTIVE SUMMARY 

Albania’s cumulative growth since the fall of the communist regime in 1990 has been 
impressive and among the highest of all transition economies. Yet the country remains one o f  
the poorest in Europe, wi th  a GDP per capita o f  about US$1,900 in 2003. Several factors explain 
the growth performance: First, macroeconomic stabilization and structural reforms have 
provided an environment conducive to economic growth over most o f  the past ten years. Fiscal 
consolidation took place, reducing the government deficit excluding grants from 12.2 percent o f  
GDP in 1999 to  4.4 percent in 2003.’ A prudent monetary policy was implemented, evidenced by 
stable inflation expectations, higher confidence in the local currency, and foreign exchange 
reserves at a comfortable level. Trade has been liberalized. The privatization o f  small and 
medium enterprises has been completed, and only a few enterprises in the sectors o f  heavy 
industry, mines, metallurgy, and the services sector remains that need to be privatized. 

The second factor explaining growth performance is total factor productivity. Structural 
reforms were also implemented in key sectors o f  the Government’s development strategy 
(education, health, and energy). This has led to the reallocation o f  resources from low 
productivity sectors l ike agriculture to high productivity sectors (services, construction). As a 
result, economic growth in Albania during transition has been driven primarily by high rates o f  
total factor productivity growth (i.e., by the improved allocation o f  resources). During the initial 
years o f  transition, the disorganization or chaos resulting from the removal o f  central controls and 
coordination produced negative total factor productivity growth rates as output fell and large parts 
o f  the capital stock were idled. Subsequently, as the economy achieved macroeconomic stability 
and introduced structural reforms, the reallocation o f  resources to more productive activities 
allowed the economy to generate rapid growth with low rates o f  investment, so that total factor 
productivity growth rates increased. Growth accounting reveals that during the period 1993-2003, 
total factor productivity growth contributed 6.14 percent o f  the annual average annual real GDP 
growth (6.27 percent). 

The third factor is the remittances from migration. Albanian growth has been fueled by 
remittances and an apparently large, though difficult to quantify, injection o f  resources from 
various informal activities. Official estimates indicate that remittances are the largest source o f  
foreign exchange, greater than the combined value o f  exports and foreign direct investment 
(FDI), currently constituting 14 percent o f  GDP. The amount o f  remittances from Albanians 
l iving abroad and recorded by the banking system i s  estimated to be over US$ 200 mil l ion per 
year. This stimulus has generated a domestic boom in non-tradable activities-principally 
construction and services. Since 1990, approximately one-fifth o f  the total population o f  the 
country has le f t  and i s  living abroad, and there have been large-scale movements o f  population 
from rural to urban areas. Information from Greece and Italy, the two principal receiving 
countries, puts the number o f  Albanians who are legal residents in these countries at 
approximately 600,000 in 2000-2001, or one-sixth o f  the Albanian population. 

While Albania ’s performance has been impressive, there are concerns about the sustainability 
of high rates of economic growth in the future. The evidence from the growth accounting 
exercise indicates that total factor productivity growth from post-transition reallocation i s  
gradually coming to an end. At the same time, the contribution o f  capital accumulation has only 
picked up modestly. This suggests that in order to sustain high GDP growth going forward, 
Albania must seek to  raise i ts  investment and secondary school enrollment rates, increase the 
~~ ~ 

The data for GDP used in this report  are those reported by INSTAT in July 2004. 



degree o f  trade integration, and improve institutional quality (governance). Wonyingly, total 
factor productivity growth has slowed significantly in recent years whi le the contribution o f  
factor accumulation was negligible. Neither remittances nor eamings from il legal activities 
constitute a solid basis for long-term economic development. There are signs, already, o f  a 
decelerating trend in the level o f  remittances. Furthermore, there are concerns about the financing 
of the country’s investment needs over the medium term. The likelihood that Albania’s access to 
concessional financing sources will decline, as wel l  as expectations for dwindling external 
support and inf lows f rom abroad, presents major r isk  factors that must be mitigated with the help 
o f  the donor community. 

. 

There are also several macroeconomic constraints to sustained growth, and macroeconomic 
vulnerabilities remain. These include the following: 

Albania’s external position i s  s t i l l  fragle. The current account deficit, excluding 
of f ic ia l  transfers, was 7.6 percent o f  GDP in 2003. Without the high levels o f  remittances, 
i t  would be even higher. Whi le FDI has been growing over recent years, i t s  level i s  st i l l  
low, especially when compared to other SEE countries. 

Fiscal sustainability i s  at r i s k  because o f  the l o w  tax revenue-to-GDP ratio (about 23 
percent of GDP, significantly lower than that o f  other SEE and CEE countries, which 
average 42 percent and 38 percent o f  GDP, respectively). Tax administration i s  weak. 
Tax collection i s  below targets and tax harassment i s  a major issue for businesses. The 
social security contribution i s  s t i l l  unsatisfactory (less than 35 percent o f  employees in the 
private firms are covered). Tax evasion and tax avoidance in the household sector i s  
sizable-undeclared household income i s  estimated at 52 percent o f  GDP, the largest 
among SEE and CEE countries. Albania’s informal economy i s  estimated to be as large 
as 30 percent o f  i t s  formal economy, which i s  a key impediment to generating revenue 
f rom channels other than international trade. 

contribute to the appreciation o f  the Lek, which i s  n o w  hurting competitiveness. 
Despite a declining trend over recent months, real interest rates are s t i l l  high and 

Expenditure management and prioritization remain weak. Public sector employment 
i s  high (1 8 percent o f  total employment). Funding for  some non-discretionary items 
(operations and maintenance, subsidies and transfers, and capital expenditures) i s  often 
subject to resource availability. Despite progress in recent years, public expenditure 
management i s  st i l l  inefficient and needs more transparency. 

Poverty (monetary poverty and access to  basic services such as water, health, 
education) remains pervasive. One-quarter o f  the Albanian population, or close to  
780,000 individuals, falls below the poverty line. Unemployment remains widespread, 
and i s  especially high in urban areas. 

Governance indicators from recent surveys show a deterioration of performance over the 1996- 
2002 period. They indicate: (i) a moderately reduced government effectiveness; (ii) significant 
reductions in regulatory quality and rule o f  law; (iii) a reduction in the “control o f  corruption”; 
(iv) increases in bribe magnitudes; and (v) increase in state capture. Whi le the progress in the 
depoliticization of the c i v i l  service was a positive accomplishment, i t has been compromised o n  a 
few occasions since late 2002. Improvements in the business climate-a key ingredient to foreign 
direct investment and higher exports-is slow. The 2003 F I A S  report identified four specific 

11 



areas o f  administrative barriers to investment that stand out as most problematic: customs 
procedures, tax administration, land and construction permits, and sector licensing. Across these 
areas there are pervasive concems related to the ineffective dispute resolution mechanisms (e.g., 
the appeals systems). 

There are also structural and sectoral bottlenecks to competitiveness and growth. Albania’s 
educational attainment-measured by average years o f  schooling o f  8.5 years- i s  lower than that 
in most transition economies. The secondary school enrollment rate has declined significantly 
(38.7 percent in 2002 versus 79 percent in 1990) and i s  lower than in other countries in the 
region. Enrollment rates fall very drastically after the compulsory eight years o f  schooling. Public 
spending on education has declined as well, from 5 percent o f  GDP in 1991 to 2.8 percent o f  
GDP in 2003. Whi le  this negative trend i s  due to a general decline in public spending, public 
education spending in relation to GDP i s  s t i l l  lower than in other countries in the region. 

In addition, high input costs and the poor quality o f  infrastructure hinder the development o f  
trade: The export share o f  GDP i s  among the lowest for all transition economies. Despite the 
formal opening o f  Albania’s trade regime, only 17 percent o f  GDP i s  generated by the export o f  
goods and services, the lowest percent in the region. Albania compares negatively with other SEE 
countries in terms o f  input and factor costs. 

0 The on-going power sector crisis puts at risk Albania’s macroeconomic performance 
and i t s  economic growth and poverty alleviation prospects. This crisis was initially 
triggered as a result o f  excessive demand resulting from a failure to curb illegal use o f  
electricity and non-payment o f  bills. Since the summer o f  2000, the crisis was aggravated 
by the impact o f  a drought on Albania’s predominantly hydropower-based system, as a 
consequence o f  which domestic generation fe l l  significantly. From being a net exporter o f  
electricity until 1997, Albania has had to import increasing quantities o f  electricity (from 
300 GWh in 1998 to over 2,200 GWh in 2002). In spite o f  the large electricity imports, 
frequent load shedding has to be resorted to as financial and transmission constraints have 
limited the electricity imports. Although significant progress has been made since the 
beginning o f  2001 in addressing these issues as a result o f  the implementation o f  an 
Action Plan agreed by the Government with the donors, the adverse impact on the 
economy has been significant: (i) GDP has been effected as a consequence o f  both the 
reduced domestic hydropower generation and the impact o f  load shedding on industrial 
production; (ii) load shedding and the unsatisfactory quality o f  electricity supply have 
acted as a disincentive to direct foreign investment, necessitated the widespread purchase 
and use o f  costly back-up generators, and caused damage to electricity-using equipment; 
and (iii) scarce budgetary resources have had to be diverted from other priority needs to 
subsidize electricity imports. 

0 Water supply in almost al l  urban areas i s  intermittent because o f  the bad condition o f  
Albania’s water infrastructure and some underlying institutional problems. Inadequate 
maintenance and repair, and lack o f  metering operational control, have resulted in 
excessive water losses, estimated to be greater than 50 percent o f  water production in all 
cities. The collection rate i s  l ow  and average tariffs are far below the cost recovery level. 
A major obstacle for tourism development i s  the unreliable water supply and the pollution 
o f  beach areas by sewerage. 

0 The transoort svstem i s  adequate in extent perhaps, but not in condition. The poor 
state o f  infrastructure represents a major constraint to trade, foreign direct investment, 
tourism, growth, and the provision o f  social services for the poor. The absence o f  a 

... 
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general Transport Master Plan and clear development sector strategies contributes to 
inefficiencies in the sector (including the construction o f  roads which are narrow and sub- 
European in standards). Transit costs are high and constitute an impediment to the 
development o f  international trade, as higher logstics costs translate into higher import 
and export prices. Manufacturing f i rms suffer delays from inefficient and complex 
customs procedures, administrative or regulatory bottlenecks, or the lack o f  modem 
systems o f  information technology and cargo handling in both maritime and inland 
transport. 

The Government’s key medium-term objectives articulated in the National Strategy for Social 
and Economic Development (NSSED) are to sustain growth, reduce the number o f  people living 
in poverty, improve infrastructure and build human capital. Sustained growth in four sectors with 
major trade potential and spillover effects throughout the Albanian economy could boost the 
prospects for growth: agn-business (the main source o f  income for poor households); transit 
trade; exports o f  light manufacturing; and tourism. The CEM outlines, below, a policy agenda to 
help Albania improve growth and competitiveness in these four sectors and beyond. 

Policies to Maintain a Stable Macroeconomic Framework  

The current savings-investment picture reflects Albania’s uncertain external outlook. The 
Albanian authorities will have to pursue domestic and external balance and will need substantial 
capital inflows (preferably foreign direct investment) to finance i t s  current account in a 
sustainable manner. Maintenance o f  a stable macroeconomic framework i s  an important pre- 
requisite to sustained growth. 

Continued adherence toJiscal discipline to further reduce the budget deficit wil l be 
necessary in the coming years. Given the country’s low revenue collection performance, 
fiscal policy should also aim at a broader and more secure revenue base. 

Major improvements are needed in public expenditure management. Key measures to 
be considered include: (i) ensuring that the Medium-Term Expenditure Framework 
(MTEF), adopted in 2000, which aims to improve the strategc resource allocation and 
the efficiency o f  resource use, i s  fully integrated with the NSSED process and other 
initiatives, such as the Stabilization and Association process and fiscal decentralization; 
(ii) adopting budget ru les  to improve allocative efficiency in sectors where major 
investment projects are under consideration (transport, water, social sectors); (iii) 
adopting ru les  to limit the growth o f  non-priority recurrent spending; (iv) strengthening 
transparency and auditing procedures and ensuring that the High State Control (supreme 
audit institution) i s  adequately funded; and (v) undertahng a comprehensive public 
expenditure review in order to analyze equity issues and the effectiveness o f  public 
resources. Investments for the power sector do not require budgetary allocations but, 
given the substantial investment requirements o f  this critical sector (about US$  1 bi l l ion 
over the next decade) and the impact o f  these investments on the limits on non- 
concessional lending, these will have an impact on investments in other sectors. 
Furthermore, the continuation of  the implementation o f  power sector reforms i s  critical to 
the gradual reduction and eventual elimination o f  subsidies from the budget. Creation o f  
an equalizing fund to ensure that profits resulting from favorable hydrology are set aside 
to cover additional costs for imports necessary during subsequent periods o f  adverse 
hydrology should be an essential part o f  these reforms. 

I 
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0 Given the s t i l l  l o w  inflation expectations and the comfortable level o f  reserve 
coverage, i t appears that the policy of lower interest rates adopted by the Bank o f  Albania 
in recent months can be maintained. Whi le  the Albanian monetary authorities should 
closely monitor developments in international interest rates and energy prices which 
could spur inflation, and should therefore exert caution regarding any change in policy, 
their immediate objective should be to limit the appreciation of the Lek. 

Policies to Mobil ize Human Resources 

T o  sustain growth, Albania will have to  shift i t s  economic activities increasingly toward 
investment-driven growth-and ultimately toward innovation-driven growth. B o t h  types o f  
growth, especially innovation-driven growth, will ultimately require more human capital than the 
average Albanian i s  now obtaining. The fol lowing policies are proposed: 

0 Increasing the quality of human capital. In the short to medium term, two pol icy 
actions are particularly important for  improving quality. One i s  for  the government to 
participate routinely in international assessments o f  learning and to  publish the results. 
These assessments let  countries benchmark themselves against standards that frame the 
kind o f  human capital that their economies will ultimately need. The second i s  a thorough 
and systematic revision o f  the curriculum, as the curriculum defines what gets taught and 
learned and how. However, major curricular changes would be ineffective unless 
complemented by corresponding changes in the following: (i) all  textbooks, teacher 
guides, and leaming materials; (ii) teachers’ classroom practices; and (iii) measures o f  
learning outcomes. It should be noted that new textbooks and changes in teachers’ 
classroom practices will be significantly expensive. 

0 Increasing the demand for education through least cost options. Increasing the 
quantity of human capital. The government has already changed the length o f  compulsory 
education, and grade 9 will become compulsory for the school year 2004-05. However, 
the problem o f  l o w  demand for education remains, especially among poor families and 
rural  families. Many o f  the pol icy options for increasing the demand for education-e.g., 
building schools to reduce distance or  providing subsidies for the poorest families-are 
expensive. T o  target scarce resources effectively, demand analyses that identify the most 
important demand factors for  different subgroups should be conducted. Using community 
planning exercises to let families allocate a hypothetical budget to  factors that are most 
important t o  them can help the government customize and thereby increase the 
effectiveness o f  policy interventions. 

Policies to Boost Trade and Integration 

Albania’s long-term vision i s  to j o i n  the European U n i o n  (EU). The country’s relationship with 
the EU i s  currently based o n  the Stabilization and Accession Process (SAP) ,  which provides a 
framework and the prospect o f  future membership to countries in the Balkans. Wh i le  the S A P  
does not define an accession timetable, it constitutes a strong catalyst for reforms. Albania has 
benefited f rom the overall S A P  cooperation framework, including preferential trade concessions, 
financial assistance, and the prospect o f  a far-reaching contractual relationship with the EU 
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through a Stabilization and Association Agreement (SAA) which would replace the current Trade 
and Cooperation Agreement, in place since December 1, 1992.’ 

Albania has recorded an impressive export performance over recent years but i s  s t i l l  lagging 
behind other SEE countries in terms o f  openness (as measured by the ratio o f  trade to GDP). In 
order to take full advantage o f  i t s  geographic location, and the potential for  stronger trade 
relations with i t s  neighbors and the EU, the fol lowing measures should be adopted: 

e Maintaining the commitment to a liberal multilateral trade regime, and accelerating 
regional and European integration. Apart from the polit ical benefits o f  the S A A  process, 
such as providing the pol icy lock-in mechanism to pursue further reforms and the 
incentive to create a stable business environment that would encourage foreign 
investment, the elimination o f  the remaining barriers to trade can lead to  significant 
expansion o f  trade and income. Trade liberalization should proceed along a l l  dimensions, 
as the biggest gains are to be realized when Albania lowers its barriers to  trade with 
respect to a l l  trading partners. 

e 

to investment. 
Implementing the policy agenda agreed with FIAS to remove administrative barriers 

Policies to Improve Public Infrastructure 

The implementation o f  the ambitious infrastructure agenda i s  also a pre-requisite for  sustained 
growth. There are also important linkages between Albania’s progress in the implementation o f  
v i ta l  reforms in the infrastructure sector (such as those for the power sector) and i ts  abil ity t o  play 
an active and responsible role in regional cooperation (such as the development o f  a functioning 
regional electricity market) o n  the one hand and the country’s progress in the Stabilization and 
Accession Process o n  the other. 

e In the transport sector, priorities are as follows: (i) completing the Transport Master 
Plan and sector strategy; (ii) strengthening the prioritization and economic analysis of 
proposed investment projects (specifically, public investments should on ly  be undertaken 
after careful consideration o f  economic analysis [satisfactory economic rate o f  return, 
preparation o f  a realistic financing plan, judgment that the investment cannot be 
undertaken by the private sector, or as part o f  an agreed public service obligation for  a 
specific social service which the Government agrees to  subsidize]); (iii) setting pr ic ing 
for  public infiastructure services to  ensure full cost recovery including external costs, 
equity between transport modes, and adequate protection o f  the environment; (iv) 
restructuring the railways system along EU guidelines before new investments are made; 
(v) launching the specialization o f  port facilities. 

e In the electricitv sector, measures must be taken to  avoid load shedding when 
possible, for  example through the provision o f  additional domestic generation and by 
importing additional electricity. This wil l require the sustained implementation o f  the 
Power Sector Act ion Plan and sector reforms already agreed with the donors. The subsidy 
provided by the Government to help the national electricity company KESH pay for 
imports has served an important ro le  by limiting the load shedding t o  the levels 

* Negotiations for an SAA started in January 2003. Their duration and outcome w i l l  depend o n  the progress 
made by the Albanian authorities in the implementation o f  key reforms outlined in the Partnership 
Agreement and assessed every year in the EC’s Annual Report. 
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experienced to  date. A s  this i s  to be terminated by the end o f  2004, it i s  critical that 
KESH’s financial performance i s  improved significantly so that load shedding can be 
minimi zed/el iminat ed . 

0 The authorities should also accelerate the implementation o f  the national and a rural 
water sector strategy. This would involve the rehabilitation o f  the obsolete water supply 
and sewerage networks; the extension o f  services to  the poor and under-served; the 
transformation o f  the water utilities into self-financing entities; an increase in private 
sector participation in the water sector; the enabling o f  local governments to provide safe 
and sustainable water and sanitation services; and the introduction adequate collection 
and treatment o f  wastewater. 

Policies to I m p r o v e  Governance and Strengthen Institutions 

Albania’s efforts over the past decade aimed at improving governance and strengthening 
institutions suggest that a three-pronged approach wil l be required in order to significantly 
improve these keys to economic growth and poverty reduction: 

0 Redouble the efforts to ensure managerial integnty within the public administration 

0 Redouble and diversify the efforts to ensure reliable, predictable and fair enforcement 
of the rule o f  law, including both rules governing the actions o f  public sector entities 
and their staff (in both their regulatory roles and their service provision roles) and 
rules governing private sector actors 

0 Establish and nurture mechanisms that can facilitate a more effective service delivery 
voice - i.e., mechanisms that increase the odds that citizens and f i r m s  that are the 
direct targets o f  particular regulations or public services wil l both know h o w  and find 
i t  easy to pressure the state to perform i t s  regulatory and service delivery functions 
more fair ly and effectively. 
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CHAPTER 1: INTRODUCTION 

Albania's growth 
experience has been a 
success story among 
transition economies 
but GDP per capita is 
still only 6.5 percent 
of EU-15 average 

Albania's cumulative growth since 1990 has been impressive and is 
among the highest of all transition economies (afer Poland and 
Slovenia) yet the country remains one of the poorest in Europe. From 
US$ 680 in 1990, real GDP per capita fell sharply during the early 
1990s but has been growing steadily over recent years, to an estimated 
$ 1,805 in 2003. Figure 1 depicts the trajectory o f  real GDP in Albania 
since 1990. 

Figure 1: Albania Real GDP (1990=100) 
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Table 1: Albania versus Other SEE Countries 
GNI per 

Populatio GDP growth GDP capita, 
Total Area n GDP 2003 (%I capita 2003 

thousands current $ 
Km2 million bns 2002 2003 Atlas $ 

Albania 28.8 3.2 6.1 4.7 6 1,938 1,740 
BH 51.1 4.1 7.0 3.5 4.6 1,687 1,540 
Bulgaria 110.9 7.9 19.9 4 5 2,539 2,130 
Croatia 56.5 4.4 28.8 5 4.2 6,486 5,350 
FYR Macedonia 25.7 2 4.7 0.3 3 2,298 1,990 
Moldova 33.9 3.6 2.0 7.2 5 54 1 590 
Romania 238.4 22.4 57.0 4.7 4.9 2,616 2,310 
Serbia-Montengroll 102.2 10.7 20.7 4 5 2,501 1,910 
Source: The World Bank database (SIMA) with recent country teams' updates, Area: "Country Profile, 2003" EIU 
Note 1/: Indicators for Serbia & Montengro exclude Kosovo except for area and population 

Growth patterns have 
evolved during the 
past decade 

Albania's growth experience since transition can be divided into four 
separate episodes. Immediately after transition, real GDP contracted 
sharply by a cumulative 39 percent between 1990 and 1992. Recovery 
began in earnest in 1993 as Albania instituted a successful 
macroeconomic stabilization program (by bringing i t s  budget deficit, 
money growth, and inflation rate under control), liberalized prices and 
external trade, and privatized agricultural land. Between 1993 and 1996, 



the economy grew at a rapid annual rate o f  9.3 percent. Most o f  the 
growth during this period was driven by agriculture, services, and to a 
lesser extent, construction (the latter was s t i l l  a small share o f  GDP). 

In 1997, the collapse o f  the pyramid schemes brought widespread 
anarchy and a sharp contraction in real output by 7 percent. Albania was 
able to recover swiftly from this crisis so that growth returned in 1998. 
Between 1998 and 2001, the economy grew at an average annual rate o f  
7.4 percent, and in 1999 real GDP exceeded i ts  level in 1990 for the 
f i rs t  time.3 This growth was driven during 1998-99 by a strong 
performance in manufacturing and services. During 2000-0 1, 
manufacturing growth slowed significantly, the growth o f  services 
increased, and growth in construction accelerated substantially. In 2002, 
an energy crisis and poor weather slowed growth across the board, so 
that the economy grew by a mere 4.7 percent. In 2003, the growth rate 
picked up somewhat to 6 percent, aided by a significant increase in 
domestic hydropower production. 

Structural Since 1990, Albania has experienced a significant structural 
transformation has transformation away from industry and into services. A large part o f  
taken place, as the this structural transformation took place during the early years o f  the 
contribution to transition: from 1990 to 1992, the share o f  industry in GDP fe l l  from 39 
agriculture to GDP percent to 20 percent, the share o f  agriculture increased from 23 percent 
has declined to 34 percent, and the share o f  services increased from 33 percent to 44 

percent. Since 1992, the share o f  industry has stayed steady around 20 
percent, the share o f  agnculture fe l l  back down to 25 percent in 2003 
(part o f  this due to changes in national accounts), and the share o f  
services rose to 54 percent in 2003. Within the industrial sector, 
construction has expanded dramatically throughout, from about 3 
percent o f  GDP during 1990-92 to 9.4 percent in 2003. The substantial 
structural transformation suggests that transition in Albania has indeed 
brought about a reallocation o f  resources toward more productive 
activities. In addition to this reallocation across economic sectors, the 
private sector’s share o f  GDP has r isen from 5 percent in 1990 to about 
75 percent in 2002. 

A look at the sectoral contributions to growth in Table A*6  in Annex 
reveals that during the pre-transition period 1982-89, the industrial 
sector was the greatest contributor to growth, with more modest 
contributions from agriculture and services. The contraction o f  1990-92 
was driven predominantly by a sharp contraction in the industrial 
sector. the shift in output composition away from the industrial sector 

The GDP growth rates in Table 1 o f  the annex are f rom the World Development Indicators 2003, while 
the sectoral composition and sectoral growth rates are f rom the World Bank L ive  Database (LDB) for 
Albania. The LDB contains recent revisions to the national accounts, which suggest a sharper contraction 
of real GDP in 1997 and faster growth during 1998-01. Growth rates for other years are not affected. Since 
the recent revisions are s t i l l  preliminary and the subject o f  a number o f  points o f  concern, we have used the 
WDI 2003 in most o f  our analysisThe recent revisions do, however, present a more accurate picture o f  the 
sectoral composition o f  GDP, which i s  why we have used the LDB numbers for this purpose in Table 1. 
Here and in our subsequent analysis, we have also used the real GDP growth rates and investment rates for 
2002 and 2003 from the LDB to extend our real GDP and investment series to 2002 and 2003. 
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reflected a massive write-off o f  heavy industrial capital in cities l ike 
Elbasan and Skoder. In Elbasan alone, for example, 12,000 former 
industrial jobs disappeared, leaving behind a large industrial wasteland. 
This - and probably other employment changes linked to the ending o f  
the collective farm system - created or perpetuated massive and 
sustained underemployment and unemployment in the country. During 
the subsequent recovery o f  1993-96, out o f  an average annual GDP 
growth o f  9.2 percent, the contribution o f  agriculture was 2.8 percent 
and the contribution o f  services was 4.8 percent. Wh i le  construction 
was growing at very robust rates throughout this period, i t s  s t i l l  small 
size meant that i t s  contribution to GDP growth was a modest 0.8 
percent. In spite o f  i t s  small size, construction accounted for half  the 
contribution o f  the industrial sector to growth, which suggests that 
growth in manufacturing was negligible during this period. 

The crisis o f  1997 brought contractions in all three broad sectors o f  the 
economy. In the post-crisis period, out o f  an average annual GDP 
growth o f  7.4 percent during 1998-2001, the contribution o f  
construction was 1.4 percent and the contribution o f  services was 5.6 
percent. The contributions o f  agriculture and manufacturing were 
negligible. During the two most recent years 2002-03, preliminary data 
suggest that the overall slowdown in growth has been associated with 
smaller contributions from construction and services, while the 
contributions o f  agriculture and manufacturing have increased slightly. 
Wh i le  gaps and frequent changes in the national accounts make i t  very 
challenging to follow the sectoral contributions to growth over time in 
Albania, the numbers do indicate that construction and services have 
been significant contributors to growth throughout the post-transition 
period, while agriculture was a significant contributor during the initial 
1993-96 period. Although manufacturing does not appear to have been 
a significant contributor to growth, as in other sectors, i t i s  certainly 
possible that higher productivity activities within manufacturing have 
expanded and contributed to growth while lower productivity activities 
have contracted. 

Tables A* l  and A*2 in the Annex provide a comparison o f  Albania’s 
growth trajectory with those o f  other transition countries for the 1990- 
2002 pe r i~d .~  Table 2 presents each country’s real GDP for each year, 
relative to its real GDP in 1990 (real GDP in 1990 = 100). Depending 
on whether real GDP in 2002 i s  above or below real GDP in 1990, each 
transition country i s  placed in the “positive growth” or “negative 
growth” group. The comparison shows that Albania’s cumulative 
growth o f  24 percent since 1990 has been greater than that o f  any other 
transition economy, except for Poland and Slovenia where cumulative 
growth since 1990 has been 46.7 percent and 27.3 percent, respectively. 
Table A*2 presents additional information about the depth and duration 
o f  the initial decline in output and the strength o f  the subsequent 
recovery, for each country. Albania’s initial decline in output was 

All transition economies for which real GDP data was available for the entire 1990-2002 period were 
included in the comparison. That excluded Bosnia-Herzegovina, Serbia-Montenegro, and Azerbaijan. 
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Growth has also been 
fueled by remittances 
from migration and 
some illegal 
activities-which 
raises questions about 
its sustainability 

Under the 
Stabilization and 
Accession Process, 
Albania is negotiating 
a Stabilization and 
Accession Agreement 
with the EU 

deeper than that o f  any other transition economy. However, i t s  initial 
decline was short in duration and i t s  growth rate since initial recovery 
has been greater than that o f  any other transition country.’ 

While Albania’s growth has been impressive-especially since 1998 
(an average growth rate o f  6.8 percent compared to 4.7 percent in the 
SEE regionhthere are concerns about the sustainability o f  the high 
rates o f  economic growth in the future: Albanian growth has been 
fueled mainly by remittances (of an economically active population o f  
1.7 million, approximately 700,000 work outside the country, mainly in 
Greece) and a large, though difficult to quantify, injection o f  resources 
from informal and transnational activities. This stimulus has generated a 
domestic boom in non-tradable activities-principally construction and 
services. 

Neither remittances6 nor earnings from illegal activities constitute a 
solid basis for long-term economic development. Furthermore, 
Albania’s growth has so far relied heavily on agriculture-which 
employs around 50 percent o f  the labor force-, a sector whose 
contribution to GDP has declined over recent years. Finally, there are 
concerns about the financing o f  the country’s investment needs over the 
medium-term. Albania’s graduation from IDA eligibility in 2005, as 
well as expectations for dwindling extemal support and inflows from 
abroad present major risk factors that Albania needs to mitigate and 
adjust to with the help o f  the donor community. 

Albania’s long-term vision is to j o in  the European Union (EU). The 
country’s relationship with the EU i s  currently based on the 
Stabilization and Accession Process (SAP) ,  which provides a 
framework for and the prospect o f  future membership to countries in the 
Balkans. Wh i le  the S A P  does not define an accession timetable, i t  
constitutes a strong catalyst for reforms. Albania has benefited from the 
overall S A P  cooperation framework, including preferential trade 
concessions, financial assistance, and the prospect o f  a far-reaching 
contractual relationship with the EU through a Stabilization and 
Association Agreement (SAA) which would replace the current Trade 
and Cooperation Agreement, in place since December 1, 1992. 
Negotiations for an S A A  started in January 2003. Their duration and 
outcome wi l l  depend on the progress made by the Albanian authorities 
in the implementation o f  key reforms outlined in the Partnership 
Agreement and assessed every year in the EC’s Annual Report. 

The FSU economies al l  experienced deeper and longer declines compared to most ECE countries and 
only two FSU countries-Turkmenistan and Uzbekistan-had exceeded their 1990 real GDP by 2002. 

As noted by Levy (2003), “One limitation i s  that, given the current magnitudes, the scope for continuing 
growth in the number o f  Albanians employed outside the country i s  limited. A second limitation i s  the 
worldwide empirical pattern that over time temporary migrants tend to settle in their host countries, and 
remittances decline. A third limitation i s  that the most determined and entrepreneurial tend to migrate, 
depriving a society o f  a key source o f  dynamism.” For a recent review o f  the literature on  remittances, and 
a unified framework for analyzing their impact o n  economic growth, see Chami et al. (2003). 
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Recent Progress 
towards the SA4 has 
been slow 

According to the EC, reform in Albania over the past 12 months has 
been limited. The 2004 Annual Report notes that “despite progress 
made during S A A  negotiations in discussing the text o f  the future 
agreement, many o f  the reforms necessary to guarantee i t s  proper 
implementation have not been carried out. Of  particular concern are 
those issues central to the rule o f  law. These include the fight against 
organized crime and corruption, and the functioning o f  the judicial 
system. Albania deserves credit for  a number o f  initiatives, including i t s  
general constructive role in the region, the reduction o f  smuggling and 
trafficking in human beings over the Adriatic and Ionian Seas and the 
init ialing o f  a Community Readmission Agreement. But results have 
fallen short o f  expectations in the key areas o f  organized crime, 
corruption, judicial system and public administration reform.” 

This report’ has the fol lowing aims: (i) to provide a br ie f  panorama o f  
Albania’s economic performance since 1991, focusing o n  the impact o f  
the results o f  the stabilization program and other structural reforms 
carried out during the f i rs t  decade o f  transition; (ii) to  understand the 
key determinants o f  growth; (iii) to  identify the underlying constraints 
facing the Albanian economy; and to discuss the medium-term pol icy 
agenda. 

The remainder o f  the report i s  organized as follows. Chapter 2 explains 
the sources o f  the remarkable growth during the last decade. I t  also 
explore prospects and constraints to growth. Chapter 3 analyzes the 
potential o f  trade and integration. Chapter 4 examines the role o f  
migration and remittances. Chapter 5 analyzes the challenges o f  
mobil izing labor resources. Chapter 6 stresses the need to  remove 
public infrastructure bottlenecks to  growth. Chapter 7 discusses the 
governance and institutional framework. Chapter 8 presents the 
macroeconomic framework for  growth. Chapter 9 provides concluding 
remarks. 

This CEM i s  based on a larger study to b e  released as Background Papers. 
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CHAPTER 2: SOURCES, PROSPECTS AND CONSTRAINTS TO GROWTH 

Albania’s transition from a communist system into a market economy 
has been so far a rather successful one, although the country i s  s t i l l  one 
o f  the poorest in Europe. This chapter presents the macroeconomic 
picture and discusses the sources, prospects, and constraints to growth. 

1. Background: A Short Story of  Transition 

(0 Macroeconomic Stabilization 

The country began market economic reforms from an extremely 
centralized economic system. As elsewhere in Eastern Europe, a 
significant decline in production characterized the initial phase o f  
transition. As a result, the country’s macroeconomic situation worsened 
(see Table 2). Output declined by about 50 percent from the end o f  
1990 to mid-1992.’ External debt quickly rose to 30 percent o f  GDP. 
Foreign exchange reserves were almost completely exhausted. The 
budget deficit reached 44 percent o f  GDP by the end o f  1991 and 
widened to more than 50 percent in the f i rs t  half  o f  1992. Monetary 
expansion was found to be an easy way to finance the large budget 
deficit, and the money supply doubled. At the beginning o f  1992, broad 
money reached a record 69 percent o f  GDP, while pressure for wage in- 
creases intensified. At the end o f  1991, inflation was at three-digit 
levels with a 104.1 percent change from the previous year, and by early 
1992, monthly inflation was 10 percent to15 percent. 

Sound These d i j jcu l t  initial conditions quickly changed after Albania 
macroeconomic implemented a series of successful stabilization programs. Each one 
policies have provided had i ts  own characteristics although in general their goals were similar: 
a good environment l ow inflation and stable prices, sustainable growth and lower budget 
for strong growth deficits, improvement in the external position, and financial sector 

reform. The first stabilization measures in Albania began with a one- 
year reform program from mid-1992 to mid-1993 that introduced fiscal 
and monetary control combined with a comprehensive price and 
exchange system. The program was supported by intemational financial 
institutions, including a stand-by arrangement with the IMF. Init ial 
efforts were mostly aimed at stabilizing the deep macroeconomic 
imbalances, and had a strong “monetarist” component. 

The reduction o f  inflation to below 20 percent was a key objective. 
Money growth was designed to be the principal nominal anchor o f  the 
program, supported by a fiscal policy that had as a central objective the 
elimination o f  the huge monetary deficit financing by the end o f  the 
program period. In addition, incomes policy through controlling the 
wages at the state-owned sector o f  economy remained an important 
second anchor, giving this program a heterodox character. The one-year 

Macroeconomic data f rom 1990 to 1992 are f rom “Albania, ” IMF Economic Review 5 ( 1  994). 
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emergency program paved the way for a deeper reform program aiming 
at liberalizing the economy liberalization. I ts  success had a significant 
psychological effect. Although some reforms were difficult, Albania 
overcame the huge food shortages filling the shelves with basic needs 
for i t s  citizens. 

Table 2: M a i n  Economic Indicators, 1990-2002 

Sources: Albanian authorities, MSTAT, Bank o f  Albania, IMF and WB publications. 

An Enhanced Structural Adjustment Facil ity (ESAF) program 
concluded with the IMF was introduced in July 1993. It focused o n  the 
stabilization o f  the economy, and initiated price and trade liberalization 
and the privatization and restructuring o f  state enterprises. The primary 
goals included: decreasing the budget deficit and applying a hard 
budget constraint; reducing and monitoring inflation through strict 
control o f  money growth and a tight credit policy; maintaining a 
restrictive income policy; reducing the foreign debt; introducing a 
floating exchange regime and maintaining domestic convertibility o f  the 
Lek; creating a two-tier banking system and a system o f  non-bank 
institutions; and initiating a legal framework to establish a market 
economy. 

Under the program, monetary po l icy  was based on direct instruments o f  
monetary control. This decision was dictated by the poor state o f  the 
banking system, the external debt situation and the need to  finance the 
large budget deficit. Another key  component o f  the monetary po l icy  
was the introduction in 1992 o f  a flexible exchange rate policy. Under 
this regime, the exchange rate was allowed to float freely, with 
occasional intervention to  prevent large fluctuations. The main reason 
for implementing a flexible regime was the lack o f  foreign exchange 
reserves. After substantial, though gradual, depreciation in 1991-92 the 
exchange rate remained relatively stable with an appreciation at the 
end-1993, and mid-1994 and.a slight change in the first months o f  1995. 
By the end o f  1995 and during the f i rs t  months o f  1996 a slight 
depreciation o f  domestic currency occurred. Central bank interventions 
had a significant influence o n  the operation o f  the market, especially in 
the parallel market. 

Fiscal deficit 
reduction was a key 

One o f  the most important targets o f  the stabilization program in 
Albania was the reduction o f  the fiscal deficit and the gradual alignment 
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feature of the initial 
stabilization program 

Afer the 1993-95 
recovery, growth 
resumed but was 
halted by the 199 7 
Pyramid scheme crisis 
and its sociopolitical 
consequences 

The 199 7 crisis led to 
a sharp depreciation 
of the Lek and serious 
fiscal imbalances 

o f  revenues and expenditures in the budget. The dramatic worsening o f  
the fiscal position in 1991, when the cash deficit reached almost 60 
percent o f  GDP, was the result o f  the sharp decline in output, the 
increases in wages and social protection, the soft budget constraint o n  
f i r m s  and the weakness o f  financial discipline. During the first ha l f  o f  
1992 this large deficit was financed totally by the domestic banking 
system. Only by the end o f  1992, after the short-term program began 
applying austerity measures, did signs o f  improvement appear. In 1993 
the deficit decreased again, reaching around 16 percent o f  GDP. The 
new tax system, introduced gradually f rom 1991 to  1993, started to 
y ie ld  positive results. The elimination o f  enterprise subsidies also had a 
positive impact o n  stabilization efforts. 

During 1993-95, Albania s macroeconomic situation improved 
markedly: the country grew by an average of 9 percent in real terms 
while inflation fell to single digits and external imbalances were 
reduced. However, in 1996, the positive macroeconomic trend was 
reversed as a result o f  increased polit ical tension in the country and 
rising expenditure pr ior  to the M a y  1996 general elections. At the same 
time, there was a sharp decline in revenue collection. Macroeconomic 
policies weakened as the domestically financed deficit increased by 
over 4 percentage points to almost 11 percent of  GDP in end-1996, and 
inflation tripled to  more than 17 percent. 

The 1997 crisis o f  pyramid schemesg and the 1999 Kosovo war 
negatively affected progress in the implementation o f  the stabilization 
program. Riot ing and c i v i l  unrest intensified to  near c i v i l  war, with the 
govemment losing control o f  large sections o f  the country. “State 
institutions ceased to function, and economic activity came to a virtual 
standstill. Disruptions reduced supply, especially in industry and 
construction, whi le the loss o f  savings in the failed schemes depressed 
demand. The L e k  depreciated by more than 40 percent during the f i rs t  
h a l f  o f  the year 1997, as remittances f rom abroad declined markedly, 
foreign a id  virtually ceased, and international trade slowed 
significantly.” (Jarvis 1999). 

A s  a result, the L e k  depreciated by more than 40 percent in 1997 as 
remittances declined, international trade slowed, and foreign a id  was 
abruptly diminished. Albania experienced serious external imbalances 
and inflation rose again to  42 percent at the end o f  1997 o n  a year-on- 
year basis, reflecting the large depreciation o f  the national currency. At 
the same time, the decrease in output and the tense polit ical situation 
caused a drop in tax collection, aggravating the already high fiscal 
deficit. These problems were made worse by the fact that the authorities 
in i t ia l ly  financed the budget deficit mostly through domestic borrowing, 
pushing domestic debt t o  reach unprecedented levels and creating a new 

Pyramid schemes were companies that claimed to be engaged in profitable investments, and that attracted 
large volumes o f  funds from private depositors with the promise o f  very high returns. In fact, the funds 
were rarely used for solid investments, but served to pay interest on existing debt or for fraudulent transfers 
abroad. The slow progress in banking sector reform compounded the problem. See Jarvis (1999). 
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long-term fiscal problem, that o f  the burden o f  interest rates. 

An ambitious 
stabilization program 
was adopted in 1998 

The government has 
brought down its 
deficit at an average 
of 2percent of GDP 
annually from 1999 to 
2003 

With assistance from the international community, the Albanian 
Government eventually confronted the crisis through a new stabilization 
program launched in 1998. The program aimed at restoring 
macroeconomic stabilization, strengthening administrative capacity, and 
restarting structural reforms. While fiscal policy struck a balance with 
the need to bring the budget deficit under control, monetary policy 
sought to create a stable price environment. 

Fiscal policy focused more on the improvement of the revenue side of 
the budget, in contrast to the emphasis on expenditure reduction in the 
previous program. Gradual fiscal consolidation was evident with the 
decline o f  the budget deficit from -13 percent o f  GDP in 1997 to -4.5 
percent in 2003 (see Figure 2). This reduction in the deficit was 
facilitated by the efforts to improve revenue collection as well as the 
decision to accelerate the privatization program and to end subsidies 
and soft loans to state-owned companies (with the exception o f  a few 
companies l ike KESH). During the same period, domestic borrowing 
was also significantly reduced. 

Figure 2: Fiscal Consolidation, 1997-2003 
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Figure 3: Size of  the Central Government 
(1999-2002 average) 

The size of 
government is 

Albania’s general government expenditure was reduced from 34 to 29 
percent o f  GDP in 1999-2002, making it significantly smaller than that 
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relatively small and 
the level of public debt 
is still manageable 

Deficit financing has 
shifted from domestic 
borrowing to a more 
balanced combination 

Interest rates have 
been the main 
channel used in 
monetary policy, 
although through 
direct control 
instruments from 
1992 to 2000 

for the other countries in the region. It i s  about 10-15 points less than 
the levels in i t s  neighboring countries (Figure 3). Taking into account 
Albania’s substantial interest payments, primary expenditures have 
been kept at even lower levels than that recorded in other SEE and CEE 
countries. Likewise, the level o f  public debt in Albania has been 
contained, from 69 percent o f  GDP in 1997 to 62 percent in 2003. 

Since the 1997 crisis, Albania’s fiscal deficit has been financed through 
both foreign and domestic sources. On an average, foreign donors 
financed about 45 percent o f  the deficit. Domestic banking and non- 
banking institutions financed another 45 percent, while privatization 
receipts covered 10 percent (Figure 4). 

Figure 4: How the Budget Deficit Has Been Financed, 
1997-2003 

14 
l 12 

l o  
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Privatization receipts c] Bank and non-banks Foreign fmancmg _~~_______ 

Monetary policy has been tight since 1997, as evidenced by high real 
interest rates which stabilized the exchange rate by creating a high 
demand for Lek assets and facilitated a trend reduction in the velocity 
o f  money consistent with low inflation. Four policy instruments were 
identified by the Bank o f  Albania as channels to affect the real 
economy: interest rates; the exchange rate; the volume o f  credit; and 
inflation expectations. While none o f  these channels seems to be a fully 
effective tool for monetary control in Albania, changes in their nominal 
value have been effectively translated into positive monetary 
developments since 1997. 
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Figure 5: Real Interest Rate, 12-month Deposit, 1993-2003 
20 0 
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Real interest rates 
have been positive 
over the past decade 

Throughout the f i rs t  decade o f  transition, control o f  interest rates was a 
key feature o f  the stabilization programs. The Bank o f  Albania has 
consistently used interest rates as an intermediate target to achieve i t s  
inflation goal. Real interest rates turned positive in the f i rs t  quarter o f  
1993 when inflation declined, but they remained under central bank 
control until the banking system began consolidating and monetary 
policy moved gradually towards the use o f  indirect instruments". The 
tight monetary policy created a high demand for Lek assets, facilitated 
the reduction in the velocity o f  money, and stabilized the exchange rate. 

The rapid success o f  the stabilization program contributed to  restoring 
confidence in the Albanian economy. This brought substantial 
remittances (over US$  400 mil l ion on average in 1992-2002) and other 
private transfers which compensated for the insufficient lending by the 
banking system and fueled strong growth. In 2002, officially registered 
remittances amounted to U S $  632 mill ion (about 15 percent o f  GDP) 
but true figures are even higher, as many transactions are made in cash. 
Despite a declining trend, donor support has averaged over 4 percent o f  
GDP since 1997, funding mostly infrastructures and helping to reduce 
domestic borrowing. 

lo The Bank of Albania started to eliminate direct control over interest rates in early 2000. Within a year, the 
three controlled interest rates on 3 month, 6 month and 12 month deposits were replaced with indirect 
instruments o f  monetary policy. 
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High volumes of 
remittances have 
contributed to the 
financing of the trade 
deficit 

Figure 6: Remittances, in Millions of U S  Dollars, 1994-2002 
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The capital account 
has been dominated 
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and concessional 
financing 

Figure 7: External Transfers, in Millions of  Leks, 
1992-2002 

Given Albania’s low domestic savings, the continuous remittances, the 
non-debt creating external financing (official transfers, grants, and 
concessional loans, all averaging 4-5 percent o f  GDP), and the foreign 
direct investment (amounting to  2-3 percent o f  GDP) have been 
important factors in strengthening the balance o f  payments. While the 
sustainability o f  these forms o f  financing i s  uncertain, Albania has 
reduced i t s  current account deficit from 6 1 percent o f  GDP in 199 1-92 
to 7.6 percent in 2003 (Figure 8). 

Figure 8: Current Account Deficit, 1991-2003 
(percent of  GDP) 
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(ii) Structural Reforms 

Privatization of 
strategic and small 
and medium-size 
enterprises has 
proceeded well and 
contributed to growth 

Sound financial 
sector reform has 
boosted confidence in 
the economy 

The successful 
involvement of the 
private sector in the 

Structural reforms have advanced significantly since the late 1990s. In 
the three years fo l lowing the launching o f  structural reforms (1993-96), 
the Albanian economy grew at around 9 percent annually. This was 
largely the result o f  the broad dismantling o f  price and trade controls, 
the privatization and distribution o f  agricultural land, and the 
privatization o f  agricultural retail and small enterprises. Immediately 
after the 1997 collapse, a new banking l a w  was passed and a 
privatization strategy was developed. Since then, trade has been 
liberalized, the privatization o f  small and medium enterprises has been 
completed, and there are only a few enterprises in the services sector 
that need to  be privatized. 

In addition, the authorities pursued a financial sector pol icy designed to 
strengthen, and increase confidence in, the banking sector. This 
included limiting the growth o f  intermediation by preventing lending 
(and the potential creation o f  high levels o f  non-performing loans) by 
the Savings Bank, which accounted for more than 50 percent o f  the 
banking sector, until i t  was privatized in 2003. More  recently, lending 
to the private sector has been increasing at a healthy rate, with a l o w  
level o f  non-performing loans (credit to the economy for the f i rs t  six 
months o f  2004 was 7.4 percent, compared to  6.8 percent in 2003). 

Going forward, intermediation is expected to expand more rapidly, with 
the privatization of the Savings Bank and the lifting of the seven-year 
moratorium on its lending activities. Other major banks are also 
expected to  pursue more aggressive lending activities and new product 
development. In addition to the banks, lending through microfinance 
institutions and 130 Savings and Credit Associations i s  effective in 
serving those segments o f  the population that do not  have easy access to  
bank financing. Albania n o w  boasts a healthy, 100 percent privately 
owned, competitive banking sector poised to  provide improved services 
to businesses and households. 

In parallel with these developments, the Bank o f  Albania has pursued 
significant structural reforms aimed at consolidating the financial 
sector. It has substantially strengthened i t s  supervisory capacity through 
the implementation o f  a more risk-based supervision process. A Deposit 
Insurance Agency has been established and i s  functioning properly. 
Substantial progress has been made in improving the payments system. 
The new interbank settlement system for  large payments has been fully 
operational since January 2004 and the fully automated bulk clearing 
system i s  expected to  be completed by mid-2005. In addition, efforts 
are under way to strengthen the legal fi-amework o n  insolvency and 
banlu-uptcy procedures. A collateral registry for movable property has 
been functioning wel l  for over three years. 

Albania has also made progress in privatizing and deregulating 
transport operations. Inter-city road freight and passenger transport has 
been successfully privatized. The p i lo t  privatization o f  40 percent o f  the 
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transport sector has Urban Transport Enterprise (Tirana) took place in 1996. The 
benefited the country development o f  the road transport industry has followed EU 

recommendations. Road transport i s  now regulated by a Road Code 
which established a General Directorate o f  Transport Services 
responsible for technical control and vehicle inspection, licensing, 
driver qualifications and vehicle registrations. This form o f  organization 
has improved vehicle inspections and road safety and has improved the 
collection o f  circulation and registration taxes. Albania i s  a member o f  
an intemational freight transporters association, ANALTIR. Albania 
has also adopted a Railway L a w  based o n  European practice. Albanian 
Railways i s  a l imi ted l iabil i ty company operating under the Ministry o f  
Transport, Telecommunications and Post (MTT), and has separated out 
a number o f  non-core activities. A Port L a w  was passed in 1993 which 
transforms Durres Port into a quasi-Landlord Port, although further 
improvements are needed to  permit the Port o f  Durres Authority (PDA) 
to operate as an independent company, t o  grant larger operating 
concessions, and to establish i t s  own tar i f f  structure. Two quasi-private 
stevedoring companies have been established, although further work i s  
required to  establish their commercial independence. Separate 
organizations have been established to administer c i v i l  aviation, control 
air traffic and manage Rinas Airport under the overall authority o f  
MTT. There are two private airlines. Albania i s  a member o f  ICAO and 
other c i v i l  aviation organizations. 

Whi le the privatization process has been slower than anticipated in 
some cases (Albtelekom and the o i l  companies), Albania compares 
favorably with most countries in the Balkans in terms o f  overall 
progress o n  structural reforms (see Table 3). 

Table 3: Progress on Structural Reforms-2003 
Entreprises I Markets$ Trade I Financial institutions IInfrastructure r I I I I I I I securities I 

SAM I 2+ I 3 I 2 1 4 1  3+ I 1 1  2+ I 2 1  2 
Source: EBRD, Trunsirion Repor? 2003 

Note: These indicurors reflect u quulirrtarive clussrficarion bused on polrcy meusures ruken. instrrurronul development, andperformonce. A raring of 
4- indicates performunce compuruble ro udvunced mdusrriul economies 

Land reform has Albania has perhaps moved further than any other country in the region 
transformed farming to introduce sweeping land reforms as a necessary precursor to the 
and contributed to the development of land markets.” As a result o f  this reform, the rural 
development of a landscape has been dramatically transformed since 1990 with a l l  
market economy collective farms disbanded, and approximately 98 percent o f  

agricultural land (546,000 ha) distributed to smallholders. This has 

See World Bank (2002), Albania: Rural Development Strategy. 
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Trade-related 
distortions have been 
substantially removed 
and spurred exports 

External tariffs have 
decreased steadily 

transformed farming from a collectivized, command structure to a fully 
private sector with smallholder families farming small and fragmented 
plots for  their own  consumption and the market. Pasture land and 
forests have mostly not been part o f  the privatization process. Only 
recently has state ownership been transferred to communities and 
private persons.I2 

K e y  elements o f  the land reform have included: (i) the development o f  a 
comprehensive legal and regulatory framework for  land administration 
and land market development; (ii) the establishment o f  an Immovable 
Property Registration System (IPRS) for real property titling and 
registration; and (iii) a comprehensive, donor-supported program to 
provide first time registration to new land owners. T o  date, 29 laws and 
regulations regarding the administration o f  real property have been 
passed in Albania. The legislation currently in place provides an 
adequate legal and regulatory framework to support a functioning land 
market. A systematic process o f  first time registration i s  proceeding. 
About 55 percent o f  distributed rural  land, or  about 1.6 mi l l ion rural 
land parcels, have been surveyed, mapped, titled, and registered. 

Having formally abolished state monopoly over foreign trade, a 
distinctive feature o f  central planning, Albania has consistently pursued 
the pol icy o f  multilateral liberalization. In 1993, i t  initiated the 
procedures required to accede to the WTO and submitted a 
Memorandum o n  the Foreign Trade Regime in January 1995. On 
September 8, 2000, i t  became a member o f  the WTO and therefore 
committed itself t o  the observance of  a variety o f  multilateral 
disciplines embodied in GATT/WTO Agreements. Although the status 
o f  an economy in transition allows for longer transitional periods for 
their full implementation, Albania’s commitments have already been 
quite extensive. 

The maximum tar i f f  rate has declined f rom 30 percent in 1991 to 10 
percent at i t s  current level, whi le the average rate has come down from 
19 percent to 7.2 percent. Albania has four bound rates, o f  0, 2, 5 and 
10 percent. The pol icy environment for  the agriculture sector i s  
characterized as relatively distortion-free with n o  price controls, l imi ted 
subsidies and a liberal trade policy. Tar@ for agricuZturaZ inputs, 
which are so important for production, are low. In agriculture, a 
differentiated tar i f f  system i s  in place, with minimal tariffs for  
agncultural inputs: in 2001 applied tariffs for  selected seed, biological 
material, livestock genetic material, ago-business inputs, fisheries 
inputs and agricultural mechanization were only 2 percent. At the time 
o f  WTO accession, the top tariff rate (o f  20 percent) applied to  38 
percent o f  a l l  agricultural products. 

l2 Although land reform i s  considered fair ly we l l  advanced, large portions o f  agricultural land are either 
refised or abandoned-which decreases the land share per household and constraint agricultural 
development. This i s  the case notably in the Shkodra region, where the average land share per household is 
about 1.3 ha. In fact, because about 29% o f  the land there i s  either re f i sed  o r  abandoned, the average land 
share per household i s  actually smaller than 1.3 ha. See HDPC (2004). 
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The Stabilization and 
Association Process 
could foster EU 
accession prospects 

The economy has 
undergone some 
major structural 
transformations 
during the first decade 
of transition 

Albania's external policy environment has dramatically changed over 
the last four years, which has created new opportunities. Participation 
in the Stabilization and Association Process (SAP), launched by the EU 
in the aftermath o f  the Kosovo war in 1999, has introduced a regional 
dimension to Albania's foreign trade policy. In exchange for EU 
assistance, the prospect o f  EU accession, and the continuation o f  
preferential access to EU markets, Albania and the with SEE-5 
governments have to upgrade their institutions and governance to 
European standards and engage in mutual regional cooperation 
including other Stability Pact member-countries. The SAP seeks to 
reduce the complexity o f  the current commercial logistics through 
promoting simplification and greater transparency in customs 
procedures and free trade among SEE-8 countries as well as between 
them and the EU. By the end o f  2004 Albania will have FTAs in effect 
with all SEE4 economies. As for i t s  most important trading partner, the 
EU, Albanian GSP status was transformed to that o f  Autonomous Trade 
Preferences (ATPs) in October 2000, and negotiations on the 
Stabilization and Association Agreement were launched in early 2003. 

2. What i s  Driving Albania's Growth Performance? 

(i) Growth from the Demand Side and Sectoral Contribution 

Albania has developed new sources o f  growth on both the supply and 
demand sides, and underwent a large structural transformation that led 
to the reallocation of  resources from low-productivity to high- 
productivity sectors, 

Figure 9: Gross National Income per Capita, 1990-2003 
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GDP composition by expenditures changed during the earl 1990s: 
domestic absorption (public and private consumption, and investment) 
initially increased rapidly with the liberalization o f  the economy, in 
parallel with an increasingly negative contribution o f  net exports to 
growth. But since the mid- 1990s, thanks to fiscal consolidation, the rate 
o f  increase in domestic absorption has been curtailed (Figure 10) 
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Figure 10: GDP Composition, by Expenditures, 1990-2003 
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The sectoral 
composition of GDP 
has changed 
dramatically, 
although agriculture 
remains the key 
contributor to growth 

Albania stands out among Western Balkan countries as a largely 
agricultural economy with 57 percent o f  the population living in rural 
areas and 26 percent o f  i t s  output produced by this sector. While the 
percentage o f  urban population i s  comparable with that o f  Bosnia and 
Herzegovina, the share o f  agriculture in the GDP i s  by far the largest. 
The application o f  new calculation methods to  assess the contribution to 
GDP o f  various sectors resulted in a decline o f  the value-added from 
agriculture in 1999. Nevertheless, the sector s t i l l  plays a much larger 
role in the Albanian economy than it does in any other European 
country, including i t s  neighbors in South East Europe (SEE), with about 
one-third o f  GDP coming from agricultural production (Figure 11). 

Figure 11: Value Added from Agriculture, as Share of  GDP, 2000 
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After the expected The agricultural sector -which i s  characterized by low average land 
early slumps in share per household, subsistence farm production, low market access 
production related to due to poor .road infrastructure, limited use o f  agricultural inputs, and 
the turmoil of the weak processing capacity-virtually imploded after the fall o f  
post-communist years, communism with state control and subsidies shrinking dramatically. 
the agricultural sector This led to the abandonment and destruction o f  irrigation systems, the 
has experienced a fal l  in input availability and the almost complete collapse o f  marketing 
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prolonged period of 
steady expansion 

Despite a decline, the 
agricultural sector 
still contributes 
substantially to GDP 

and agro-pro~essing.’~ Liberalization policies led to the rapid break-up 
o f  550 state and collective farms, and the privatization o f  94 percent o f  
farmland by 1994, and over 460,000 privately owned farms by 1996. 
Although this may have hampered productivity increases, allotting 
small land parcels did provide an important form o f  social security to 
the rural population and may well  have averted the famine that 
threatened in 1992. In the meantime, almost half  o f  the landowners do 
not sell produce on the market,14 and many use their farms for 
subsistence or have let the land l i e  fallow. 

The agricultural sector in Albania provides the income basis for almost 
half  o f  the Albanian population and serves as an employment safety net 
for an even larger share. After the expected early slumps in production 
related to the turmoil o f  the early post-communist years, the Albanian 
agriculture sector has experienced a prolonged period o f  steady 
expansion. Growth rates have been among the highest in Europe in fact, 
even as the sector’s share in total GDP has declined in recent years 
(Figure 12). 

Figure 12: Sectoral Contribution of  GDP, 1990-2003 
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The relative 
contributions of 
industrial field crops 
and agro-processing 
have changed 

The agriculture sector has seen dramatic changes as production 
patterns have shifted. Steep declines in industrial field crops (rice, 
cotton, wheat, tobacco) have been balanced by increases in livestock 
and associated forage crop production. Agro-processing (olive oil, flour 
milling) and horticulture (olives, fruit production) have also witnessed 
significant increases. A brief look at some key product categories 
demonstrates the type o f  changes taking place in the agriculture and 
agro-business sectors. 

Table 4: Agricultural Production, 1993-2003-Field Crops (thousand tons) 

l3 World Bank, 2003, Albania Poverty Assessment. 

Territorial Differences in Albanian Districts.” 
Ninka, Eniel and Collana Appunti. 2003. “Social and Economic Development in Transitional Countries. 
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1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 
Cereals 665 646 645.35 503.7 602 602.8 498 565.8 502.5 518.9 488.5 
Vegetab &melon 580 590 685 785 572.3 604.6 610.4 620 651 668.5 675 
Potatoes 101 89 134 132 126.7 145 161.9 161 163.7 163.1 158.2 
white beans 23 18 25 25 20 22.7 26 25.2 22.1 24.5 17.8 
Tobacco 13 3.8 5.7 6.3 7.9 7.4 7.3 6.2 4.1 2.6 1.4 
Sunflower 2 I 1.6 1.5 2.2 2.6 2.7 2.9 2.7 2.6 1.3 
Sugar - beets 27 60 67 74 50.9 55.7 39.9 42 38.5 39.2 

Forages 3237 3 800 3 800 3970 3672 3844 4494 4730 4750 4716 4986 
Source: INSTAT--Statistical Yearbook for Agriculture, 2003 

soybean 1 0.1 0.2 0 3  0.2 0.1 1 2  0.6 0.8 0.4 0.5 

While the production of industrial crops has declined, the production of 
JFuit and vegetable production is expanding. Table 4 shows the cereal 
and tobacco production decline over the period, even while potato 
production has increased by 60 percent, and vegetables and melons by 
12 percent. Tomatoes, cucumbers and salad greens have also seen 
significant growth. A large number o f  greenhouses have been erected in 
recent years.I5 

Livestock and agro- 
processing have been 
on the rise 

Livestock now accounts for half of all agricultural production. As seen 
in Table 5, livestock production i s  considerably more significant now 
than i t  was in the pre-transition period. As a proportion o f  total 
agricultural production it increased from 31 percent in 1 9 8 9 1 6  to 
approximately half o f  the total sector output at present. Most rural 
households own one to three cows. Significant increases in beehives 
and poultry, which lead the growth in the sub-sector, are apparent. 

Table 5: Livestock, 1998-2003 (thousands) 
1998 1999 2000 2001 2002 2003 

Cattle 705 720 728 708 690 684 
Sheep 1872 1941 1939 1906 1844 1903 
Goats 1051 1120 1104 1027 929 1015 
Pigs 83 81 103 106 114 132 
Equidae 22 1 215 204 194 181 170 
Poultry 4862 5023 5291 5422 5826 6104 
Beehives 57 67 76 82 92 111 

Ago-processing is experiencing dynamic growth. The agro-processing 
sector has been growing more rapidly than the agriculture sector as a 
whole, by an average o f  9 percent over the past three years. There are 
1,972 firms operating in the agro-processing sector, o f  which about 87.6 
percent have less than 5 employees. In 2002, bread and related products 
made up 37 percent o f  the total production, followed by flour mil l ing 
(14 percent), milk products (12 percent), and meat products (7 percent). 
The largest increases over the previous year were in fish processing (87 
percent), olive oi l  production (76 percent), alcoholic beverages (5 1 
percent) and meat production (42 percent). 
Albania did not have to deal with the legacy o f  outdated industrial 
structures to the same extent as other SEE-8 economies. On the eve o f  

The outdated 
industrial sector 

Keyser, John C. 2004. “Phase I Synthesis Report.. Regional Comparative Advantage Analysis.” 
l6 Development Alternatives IntemationaliLiSAID. 2003. “Economic Assessment o f  Investment Potential in 
the Albanian Agriculture Sector.” 
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suffered the most 
from the fall of 
communism 

the collapse o f  communism, the country was the least developed 
economy in Europe. I t s  small industrial base, further devastated during 
the turmoil accompanying the collapse o f  a communist regime in 1990- 
92 and during the 1997 uproar over the collapse o f  a pyramid savings 
scheme, contrasted sharply with those o f  the more highly developed 
economies o f  the former Yugoslav republics or former CMEA 
members-Bulgaria and Romania. While the latter s t i l l  face the task o f  
restructuring inherited industrial capacities, Albania has been largely 
spared from this particular burden o f  conversion and industrial 
restructuring.” The private sector share o f  75 percent in 2002 puts 
Albania at the top o f  SEE economies including both Bulgaria (70 
percent) and Romania (65 percent) and well above FYROM (60 
percent) and Bosnia and Herzegovina (45 percent) (EBRD 2002). 

Construction and Transportation, construction, and services have also contributed 
services have substantially to growth over recent years, compensating for the 
compensated for the declining share of manufacturing. After a 30 percent decline in 1992, 
decline in construction averaged an annual growth rate o f  almost 18 percent 
manufacturing between 1992 and 2003 (Table 6). Moreover, some construction 

activities are under-reported, or even occur in the informal sector- 
which suggests that their contribution to GDP i s  s t i l l  underestimated. 
Services have averaged 8 percent o f  the annual growth rate during the 
same period, while industry averaged only 3.6 percent. 

Table 6: Sectoral Composition o f  GDP, 1990-2003 
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 

Yo of  GDP 
Agriculture 23.2 26.4 33.7 34.0 33.7 35.0 33.0 32.7 31.1 28.8 28.0 26.7 26.1 25.3 
Industry 39.3 32.4 20.5 19.2 18.4 19.0 20.2 16.4 18.8 23.2 21.7 21.5 21.0 20.8 

Construction 2.8 2.7 3.1 3.7 3.8 4.3 4.7 4.6 4.9 5.3 6.8 9.0 9.2 9.4 
Manufacturing 14.4 11.8 13.9 16.6 15.5 15.3 14.7 

S e rv i c e s 32.8 38.8 43.7 46.0 49.1 43.4 46.8 50.9 50.1 48.0 50.3 51.8 53.0 53.9 

YO annual growth rate 
GDP - 9 6  -275 - 7 2  9 6  9 4  8 9  9 1  - 7 0  7 9  7 3  7 8  6 5  4 7  6 0  

Agriculture 3.6 -17.4 18.5 10.4 8.3 13.2 3.0 -9.7 4.9 0.4 4.5 3.0 2.3 3.0 
Industry -6.0 -40.2 -41.3 2.5 4.7 12.6 15.9 -25.8 26.1 34.2 0.5 7.2 2.0 5.0 

Construction -29.9 7.0 30.0 15.0 21.2 18.4 -10.5 18.0 17.8 37.2 43.9 7.1 8.5 
Manufacturing -25.1 29.5 29.6 0.7 6.5 0.3 

Services -35.2 -14.1 4.4 15.5 16.6 -3.8 178 -0.6 8.1 4 3  12.7 11.1 7.1 7.9 
Source: WDI 2003 for GDP growth rates. Albania Live Database for sectoral composition and sectoral growth rates 

Informal activities-some of them illegal-also explain Albania’s 
strong growth performance during the past decade. Information from 
the banking system indicates that the volume o f  illegal U.S. currency 
circulating in Albania (US$2.4 billion) i s  almost as large as the US$3 
bil l ion equivalent o f  Albanian currency. A forthcoming World Bank 
report also points out that Albania i s  a major route for human 
trafficking in SEE. At least 1,200 Albanian minors were identified as 
trafficked to Italy and Greece for purposes o f  begging and forced labor 

l7 Albania had 76 large enterprises (more than 250 employees) in 2000, as compared with 194 in FYR 
Macedonia and 1,032 in Serbia and Montenegro. EBRD Survey o f  National Authorities quoted in Falcetti 
et al. 2003. 
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between 2000 and 2003.'' 

(ii) Growth from the factor side 

Total factor 
productivity has been 
the main engine of 
growth 

On the factor side, economic growth in Albania during transition has 
been driven primarily by the high rates of total factor productivity 
(TFP) growth (Le., by the improved allocation o f  resources), although 
the TFP growth rate has slowed significantly in recent years. The 
growth accounting methodology makes it possible to decompose the 
observed growth o f  real GDP into the contributions o f  factor 
accumulation (i.e., the contributions from growth in the capital stock 
and labor force) and total factor productivity (TFP) growth." 

We develop a growth accounting framework for Albania (see vol. 2) for 
the period 1982-2003. The results are presented in Table 5. We present 
the results for several sub-periods: the pre-transition period o f  1982-89, 
the contraction period o f  1990-92, and the recovery period o f  1993- 
2003. We further divide the recovery period into three separate episodes 
o f  growth: 1993-96, 1998-200 1, and 2002-03. 

Table 7: Albania Growth Accounting Results I 
(without adjustment for permanent scrapping of significant part of  communist capital) 

Average Annual 
Real GDP Contribution fiom: 
growth (%) Capital Growth Labor Force Growth TFP Growth Factor Growth 

1982-89 2.17 2.20 1.93 -1.97 4.13 
1990-92 -15.26 0.47 0.78 -16.50 1.24 

1993-03 6.27 -0.05 0.18 6.14 0.13 

1993-96 9.25 -0.54 -0.51 10.30 -1.05 
1998-01 7.35 0.05 0.56 6.75 0.60 
2002-03 5.35 0.78 1.07 3.50 1.85 

A number o f  interesting points stand out. First, during the transition 
period, most movements in real GDP were driven by movements in 
TFP. During the sharp contraction o f  1990-92, TFP fe l l  dramatically at 
an average annual rate o f  -16.5 percent. During the subsequent 
recovery o f  1993-2003, when the economy grew at an average annual 
rate o f  6.27 percent, the average annual rate o f  TFP growth was a robust 
6.14 percent, whereas the contribution o f  factor growth (Le., the 
combined contributions o f  capital growth and labor force growth) was a 
mere 0.13 percent. This result-that the init ial contraction and the 
subsequent growth in real GDP were primarily driven by large negative 
and subsequently large positive rates o f  TFP growth-is consistent with 

See Clert et al., 2004. 
There now exists a small body o f  growth accounting work for transition economies, although none o f  

this work covers Albania (for example, D e  Broeck and Koen (2000) for growth accounting work on the 
FSU countries and Campos and Coricelli (2002) for growth accounting work on a number o f  ECE 
countries). 
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the findings o f  De Broeck and Koen (2000) and Campos and Coricelli 
(2002) for other transition economies. 

I t  is important to 
document in detail the 
pattern of growth in 
Albania, and to 
understand how much 
progress has been 
made in the 
fundamental sources 
of growth and the 
structural 
determinants of 
growth-and thus, 
about how much 
progress remains to be 
made on these fronts 

During the init ial years o f  transition, the disorganization or chaos 
resulting from the removal o f  central controls and coordination-as 
described by Blanchard and Kremer (1 997)-produced large negative 
TFP growth rates as output fell and large parts o f  the capital stock were 
idled. Subsequently, as the economy achieved macroeconomic stability 
and introduced structural reforms, the reallocation o f  resources to more 
productive activities allowed the economy to generate rapid growth 
with low rates o f  investment, so that TFP growth rates were high.20 

The results of the growth accounting exercise are confirmed by 
sensitivity analyses. One concern about the measurement o f  the capital 
stock for a transition economy i s  that during the initial contraction a 
significant portion o f  the communist capital stock may not only be 
temporarily idled, but may actually be permanently scrapped. I f  so, this 
would cause the contribution o f  capital accumulation to be 
underestimated during the subsequent recovery. In order to address this 
concern, we apply a one-time adjustment for the permanent scrapping 
o f  a significant portion o f  the communist capital stock-in particular, 
we contract the capital stock by the same rate as output between 1990 
and 1992, so that the (K IY)  ratio i s  not allowed to rise during the 
course o f  the contraction. We then repeat the growth accounting 
exercise using our new adjusted capital stock series. The results are 
presented in Table 8, panel A. Panel B tests for sensitivity by also 
changing the capital share from 0.3 to 0.5. The essence o f  the result 
remains unchanged-while the contribution o f  capital growth during 
recovery does r ise somewhat, most o f  the growth s t i l l  appears to have 
been driven by TFP growth. 

In panel A, during the average annual real GDP growth o f  6.27 percent 
between 1993 and 2003, the contribution o f  TFP growth was 5.42 
percent, while the contribution o f  factor growth was a mere 0.85 percent 
(of which the contribution o f  capital growth was 0.67 percent). We will 
treat the results in Table 8, panel A as our benchmark growth 
decomposition, although the essence o f  the results discussed also hold 
true with a higher capital share o f  a = 0.50 (Table 8, panel B) and 
without adjustment for the permanent scrapping o f  communist capital 
(Table 8). 

2o Whi le  this result may have been expected, it is necessary t o  see i t  confirmed by the data. Furthermore, it 
does remind policymakers that the impressive growth rates o f  the past decade in Albania have pr imar i ly  
been a result o f  the substantial reallocation and structural transformation that accompanied transition. This 
po int  wil l be nontrivial when we discuss the prospects for sustaining the impressive growth rates o f  the past 
decade going forward. 
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Table 8 Panel A: Albania Growth Accounting Results I1 
Assuming significant part o f  communist capital is  permanently scrapped during 1990-92 

1982-89 2 17 220 1.93 -1.97 4.13 
159392 -15.26 4.85 0.78 -11.19 4.07 

EB3-03 627 a67 ais 542 0.85 

19m% 9 z  a10 -0.51 9.s 441 
199801 735 a78 a56 601 1 3  
2ar2-03 535 L62 LO7 266 269 

Table 8 panel B: Albania Growth Accounting Results I1 
Assuming capital share of  0.50 and permanent Scrapping o f  Communist Capital 

A - = % s M  
MQ”th CQdilXticnh 

r4 CqtalCimih LabxForceGonth lFPCimth FabcrGonth 

1982-89 2 17 3.70 1.38 -291 5.07 
159392 -15.26 -7.94 0.55 -7.87 -7.39 

B93.03 627 Ll2 au 502 L25 

m% 925 ai7 437 9.44 al9 
199801 736 U1 a4o 5 6  Litl 
2ar2-03 535 2n a76 1B 3.4 

Figure 13: Relative Contributions to GDP Growth, 1982-2003 
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A second interesting point emerges when one examines how the growth 
decomposition changes over time within the recovery period 1993- 
2003. In more recent years, the TFP growth rate has been sharply lower: 
2.66 percent for 2002-03 and 6.01 percent for 1998-01, versus 9.66 
percent for 1993-96 in Table 8, panel A. This i s  accompanied by a 
modest rise in the contribution o f  capital growth from a negligible 0.10 
percent during 1993-96 to 0.78 percent during 1998-2001 and 1.62 
percent during 2002-03 (as well as an increase in the contribution o f  
labor from -0.51 percent during 1993-96 to 0.56 percent during 1998- 
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01  and 1.07 percent during 2002-03). As a result o f  this modest increase 
in the contribution o f  factor accumulation, growth during 1998-03 did 
not decline as much as it might have otherwise. Looking at the year-by- 
year decomposition (not presented in the tables), one finds the same 
trend: declining TFP growth in recent years, accompanied by a modest 
rise in the contnbutions o f  capital and labor force growth. 

Total factor 
productivity has been 
the main source of 
growth since 1993 

T o  conclude, the evidence f rom Albania suggests that growth during the 
past decade has been driven pr imari ly by the substantial reallocation o f  
resources that occurs in the aftermath o f  transition (i.e., TFP growth 
f rom source (i). This has been made possible by the fact that Albania 
was swift in achieving macroeconomic stabilization and moved to 
liberalize prices and extemal trade and privatize agriculture and SMEs 
soon after transition. On the other hand, the evidence indicates that this 
fundamental source o f  growth during transition-TFP growth-has 
slowed significantly in recent years. Thus, the evidence indicates that 
TFP growth deriving from substantial post-transition reallocation i s  
gradually drawing to  a close. At the same time, the contribution o f  
capital accumulation has only picked up modestly. 

3. Sectoral Potential for Growth 

Lessons o f  history and economic theory suggest that i t i s  unrealistic to 
attempt to predict which particular sector o f  an open economy could 
become the major source o f  growth in the future (see Easterly 2001). 
However, the structure o f  the Albanian economy i s  unlikely to  undergo 
drastic changes in the short- to medium-run. Therefore, it i s  appropriate 
to highlight where the country could expect substantial contribution to  
income generation in the immediate future: the agri-business industry; 
transit trade; exports o f  light manufacturing; and tourism. 

The growth potential 
in agriculture seems 
to be strong 

Albania has some advantages for the development of its agriculture. 
Among these are (i) a favorable geographic location relative to  the 
European Union, particularly to I ta ly  and Greece, (ii) comparably l o w  
wage levels, (iii) a relatively educated rural  population, many o f  whom 
have worked in other European countries for  some period o f  time, (iv) 
creativeness among Albanian farmers in adapting rapidly to changing 
circumstances, and (v) fertile soils and favorable climate in some 
regions. Based o n  these advantages, the major opportunities for growth 
in the agriculture sector are in the production o f  higher value crops, 
livestock, processing, and some agricultural niche markets. 

Both agriculture and agro-processing clearly face signiJicant 
challenges to achieving regional standards, particularly in the areas o f  
institutional capacity, technology, skills and know-how, access to 
resources and quality o f  inputs and outputs. In addition, the farming 
sector remains highly fragmented and burdened by restrictions in access 
to land and land use. Yet, because the agricultural sector in Albania 
provides the income basis for  almost h a l f  the Albanian population and 
serves as an employment safety net for  an even larger share, i t  should 
be a centerpiece o f  the country’s the medium-term agenda. 
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Increased competition 
due to trade 
~ ~ ~ e r a l k a t ~ o n  is unlike@ 
to have a major negative 
impact on poverty 

Trade barriers have been declining gradually over the past decade and 
further adjustments will probably be marginal. Since most o f  the 
Albania’s small farmers do not sell on the market, price changes should 
not have a large impact on their abil ity t o  produce, although lower 
market prices may increase their propensity to buy rather than produce 
for own consumption. On the other hand, the productivity o f  
subsistence farmers will be strengthened by the same measures which 
would strengthen competitiveness as a whole--i.e., improvements in 
infrastructure and institutions. Some growing sub-sectors, such as 
livestock rising (including honeybees, chickens), and olive oil, may 
induce more farmers to orient their production toward higher return 
production areas. Economic growth in the economy as a whole wil l 
provide rural Albanians with alternatives to subsistence farming. The 
Albanian population i s  highly mobile, and will continue to migrate 
internally and abroad in search o f  employment opportunities. 

Box 1 : Selected Promising Agricultural Products 

Horticulture. Greenhouse production has spurred domestic vegetable production, 
specially o f  tomatoes and cucumbers. Greenhouses allow producers to grow fruits and 
vegetables during the region’s off-season, especially during the fall months when it has 
relatively more sun than neighboring countries. The production of fruits contracted by 
37 percent from 1989 to 1999, from 11 percent to 5 percent as a percent of total 
agricultural production. Th is  was largely due to lower price, better quality imports. 
However, exports are expected to rise again as the large number of new plantations 
begin producing. 

Alcoholic beverages. Wine and cognac have long been produced in Albania, which has 
an ideal climate for grape growing. Many are st i l l  grown on pergolas, which limits their 
productive capacity, and average wine quality i s  fairly low st i l l ,  but with build-up in 
experience, this sector, given sufficient technical assistance and supported with good 
marketing has medium and long term potential. 

Livestock. Livestock has increased from 31 percent to 50 percent o f  agricultural 
production since 1989. Diary cows are raised throughout the country, while sheep and 
goats are common in the hills and mountainous area while herds are larger in the south. 
While owning livestock i s  important for maintaining subsistence levels, profitability 
increases considerably with increase in herd size. Larger herd size i s  found to be more 
important than improved management. 

Olive oil. The potential for the olive trees cultivation i s  considerable, since minimal 
care i s  required during the early years of growth and trees grow well even in poor soils. 
Olive trees are very sensitive to microclimates and grow well along the coastline area 
between Saranda and Shkodra. Domestic olive oi l  production increased reached USD 5 
million in 2002, an increase of 76 percent over the previous year. This i s  occurring even 
as olive oil imports, from Greece and Italy increase. At the same time, a large part of the 
olive growing industry i s  battling pestilence, heavy competition from neighboring 
countries, and st i l l  recovering from the devastation of large tracts of olive trees in the 
nineties. Although some USD 168 million worth of olive oil was exported in 1999, this 
figure dropped has to almost nil since then. 

Herbs. Currently the largest export group i s  herbs, oilseeds and similar products. 
Albania’s low labor costs favor production, as herbs are typically harvested by hand. 
Out of the countries 360 species, 15 percent are o f  medicinal aromatic or spice value 
and an estimated 75 percent of sage imported by US comes from Albania. Cultivated 
herbs. With medicinal herbs, development should move toward the cultivation of these 
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I herbs rather than their collection in the wild, which risks a depletion of the resource in 

Export of light 
manufacturing could 
be another important 

nature. However, Albania’s current export 0.f over USD 10 m h o n  worth o f  herbs and 
oilseed i s  one third o f  what i t  reportedly was in the late 1980’s. 

Honey. Honey production increased more than ten-fold between 1989 and 2000. T h e  
number of beekeepers rose from 10,116 to 15,120 in 2002 compared to the previous 
year. Of  these, 63.6 percent own up to 10 beehives, 29.2 percent have 10-20 beehives 
and 7.2 percent have 20-50 or more than 50 beehives. The last category has increased 
by about 45 percent in 2002 over previous year. Number o f  beehives in total, during 
2002, increased by 12.2 percent compared to previous year (92,000 and 82,000 beehives 
respectively). Production o f  honey, with an average yield of 1 1.8 kgheehive increased 
41 percent (from 1.183 tons in 2001, in 1.232 tons in 2002). 

Sources: Jungbluth andlugg. 2002. MAF. Annual Report. 2003. Keyser, John C. 2004. and Civici. 
CEEBIC net. 

Thanks to i ts proximity to the EU, Albania i s  well positioned to take 
advantage o f  these opportunities offered by the contemporary global 
economy. The fragmentation o f  industrial production and the creation 

source of growth o f  distribution networks spanning across continents have characterized 
international trade over the past decade. Technological progress and 
information revolution has made possible to divide the industry’s value 
chain into smaller functions that can be contracted out to independent 
suppliers. This worldwide trend (outsourcing) offers a unique 
opportunity for producers in small countries to move from servicing 
their limited local markets to supplying large multinational f i r m s  and 
indirectly their customers all over the world. But these do not come by 
default. They require availability o f  cheap backbone services, (i.e., 
transport, telecommunications, customs, logistics providers), assuring 
the smooth operation o f  linkages among stages o f  the production 
process driven by “just-in-time” arrangements. 

The analysis of Albania’s trade with the EL? the SEE countries, and the 
rest of the world conjirm the country’s potential in the export of light 
manufacturing. Manufactured goods accounted for 88 percent o f  
Albania’s EU-oriented exports, compared with 56 percent in to ROW, 
with the EU taking up 95 percent o f  all manufactured exports. Foods, 
agricultural and industrial raw materials accounted for about one third 
o f  ROW exported and 12 percent o f  EU-oriented exports (see Table 9). 

Light manufacturing, mostly of unskilled labor intensive products 
(leather and clothing) accounts for about 85 percent of EU-destined 
exports of manufactures. Given the country’s labor endowment, low 
wage levels, and geographic location, this trend can be maintained in 
the medium-run. Natural resource and unskilled labor intensive, almost 
evenly split, account for more than 90 percent o f  Albanian EU-oriented 
exports (Table 9). 
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Table 9: Composition of trade with the EU and ROW in 1996,1998,2002 and 2003 (in percent and 
thousands of U S  dollars) 

EXPORTS Exports to European Union Exports to Rest-of-World Share o f  EU 
Product m o m  1996 1998 2002 2003 1996 1998 2002 2003 

iron and steel 
Clothing 
TOTAL (‘000 US dollars) 

10.1 9.1 2.8 5.2 16.8 18.4 12.0 11.5 73.7 86.4 
Agricultural raw materials 9.0 8.2 5.5 I Industrial raw materials I 7.3 10.7 3.3 3.2 37.6 36.0 1.4 16.2 96.5 73.6 

Foods 
3.9 I 9.4 15.8 21.9 22.6 I 75.1 70.6 I 

1.7 3.2 2.7 2.2 3.8 5.6 6.8 8.9 49.9 34.6 
4.8 7.2 7.6 8.4 0.7 1.2 3.9 3.4 82.9 84.0 

713,500 686,284 1,074,945 1,265,189 224,989 154,474 434,121 598,615 71.2 67.9 

Petroleum I 1.9 0.4 0.1 0.4 I 8.9 9.9 6.6 7.9 I 10.9 42.9 
Manufactures I 71.6 71.6 88.2 87.2 I 26.6 19.5 55.6 40.3 I 95.0 96.8 

extile & fabrics 

‘a1 raw materials 

Source: Derived from the UN COMTRADE database as reported by Albania 

The footwear and 
textile/clothing 
industries have been 
bright spots in 
Albania’s external 
trade-and there is 
room for further 
increase in market 
shares 

The clothing and footwear industries have been the quintessential 
engines o f  growth for many CEEC-10 countries during the initial stages 
o f  transition. They have accounted for a significant share o f  value added 
and manufacturing employment, with consequential implications for 
poverty reduction. With labor costs going up, many o f  the outward 
processing operations in the clothing sector moved to other countries in 
Central and South East Europe through the 1990s. These products now 
dominate the exports of some SEE economies including Albania. 
Textiles and clothing together with footwear and leather products play a 
huge role in Albania’s EU-oriented exports accounting for almost three- 
thirds o f  Albania’s exports to the EU over the last seven years. Their 
aggregate value, including leather products, was US$ 261 mil l ion in 
2003, up fkom US$ 158 mi l l ion in 1998. Their share peaked in 1999 at 
65 percent and fe l l  to 58 percent in 2002 and rebounded to 64 percent 
following a strong increase in exports in 2003. 

There is a potential for expansion in trade with SEE countries. 
Albania’s SEE trade has undergone significant change and displays 
unusual features on the side o f  both exports and imports. In the 199Os, 
the composition o f  trade with other SEE-8 economies indicated the 
predominance o f  inter-industry trade, with Albania importing mostly 
industrial products and exporting ores, mineral and metals (Kaminski 
2003). But this has not been the case in the 2000s. Instead o f  
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specializing in l o w  processed industrial r a w  materials, Albania has 
emerged as an exporter o f  manufactures whi le importing mainly the 
former, albeit i t  has remained a large net importer across a l l  these 
product categories. The share o f  manufactures in i t s  SEE-8-oriented 
exports i s  currently about 69 percent, whi le that share in Albania's 
imports f rom SEE economies i s  18 percent. These exports have been 
highly concentrated, with construction and mining machinery 
accounting for 49 percent and 14 other four-digit SITC sectors 
accounting for another 41 percent o f  total exports. Imports are less 
concentrated. The largest i tem was electricity, which accounted for 20 
percent o f  total imports f rom SEE-8 in 2002. 

Table 10: Factor Intensity of Albania's Trade with the European Union, 1996-2003 

Factor Intensity Product 1996 1997 1998 1999 2000 2001 2002 2003 
Exports to EU ($ '000) 
Natural Resources 102212 70857 98275 147232 120466 133492 131527 195264 
Unskilled Labor 66820 39968 81984 157469 108126 126091 136728 180166 
Capital Intensive 3616 3885 5278 13888 4283 5325 4681 11162 
Skilled Labor 6562 5562 6585 14689 10028 12361 16893 30651 

A l l  above products 179210 120272 192121 333278 242904 277269 289828 417243 

Composition of  Exports to EU (YO) 
Natural Resources 57.0 58.9 51.2 44.2 49.6 48.1 45.4 46.8 
Unskilled Labor 37.3 33.2 42.7 47.2 44.5 45.5 47.2 43.2 
Capital Intensive 2.0 3.2 2.7 4.2 1.8 1.9 1.6 2.7 
Skilled Labor 3.7 4.6 3.4 4.4 4.1 4.5 5.8 7.3 

Net  Exports to EU (Exports as % of  Imports) 
Natural Resources 29.8 29.0 29.2 35.1 32.7 30.7 28.0 37.1 
Unskilled Labor 60.9 48.0 64.2 92.8 78.6 83.0 74.2 80.3 
Capital Intensive 2.5 3.8 5.2 10.4 3.1 2.3 2.2 4.3 
Skilled Labor 6.7 6.8 5.4 9.2 6.0 7.2 8.1 11.9 

All above products 25.7 23.4 28.0 37.7 30.0 28.0 27.0 33.0 

Source: Based on EU as reporter from UN COMTRADE Statistics. 

As a result, Albania's SEE-destined exports in terms of factor 
intensities have shifted f rom natural resource intensive products to, 
paradoxically, capital-intensive products (Table 1 1). Capital intensive 
goods accounted for 61 percent o f  SEE-oriented exports in 2002. While, 
as we shall see below, unskilled labor intensive products dominate in 
EU-oriented exports, their share in SEE-oriented exports has been 
miniscule, except in 1998. 

Trade facilitation also 
offers growth 
opportunities to 
Albania 

Trade facilitation i s  the science and art o f  improving the environment 
for  intemational trade. Trade facilitation was originally l imi ted to  the 
logistics o f  moving goods through customs. I t  i s  now more broadly 
concerned with the whole environment in which trade transactions take 
place. Albania could enormously improve i t s  competitiveness and 
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benefit f rom trade facilitation if a number o f  economy-wide issues were 
addressed, including improving the protection o f  property rights, 
enforcing legal transactions, improving administrative efficiency, 
reducing corruption, completing privatization, completing financial 
sector reforms, and increasing labor productivity.21 

Given the increasing predominance o f  ‘just-in-time’ production 
systems, reliable and l o w  cost transport systems make i t  possible for 
firms in industrialized countries to outsource stages of  production to 
geographically dispersed locations such as Albania. Transit costs in 
developing countries are often two to four times those o f  developed 
countries. Higher logistics costs translate directly into higher import and 
export prices particularly in small economies. In the case o f  products 
which have a high import content, small differences in transaction costs 
can determine whether the export venture i s  commercially profitable or 
not. Manufacturing f i r m s  cannot afford delays f rom inefficient and 
complex customs procedures, administrative or regulatory bottlenecks, 
or the lack o f  modem systems o f  information technology and cargo 
handling in both maritime and inland transport. 

Whi le  there are n o  specific studies for  Albania, cross-country empirical 
studies indicate that easing the movement o f  goods and services 
improves export competitiveness. For  example, Wilson, Mann  and 
Otuki (2003) estimated that enhancing global trade facilitation capacity 
would increase world trade by around US$377 b i l l ion (9.7 percent). 
About 28 percent o f  this gain would come from improving por t  
efficiency, 9 percent f rom improving customs procedures, 22 percent 
f rom improving the regulatory environment, and 41 percent f rom 
improving services including e-business usage.22 The study noted that 
the greatest beneficiaries would be exporters. 

Another indication o f  h o w  much Albania could gain f rom trade 
facilitation is the recently improving trend in customs revenue f rom the 
implementation o f  the Trade and Transport Facilitation in Southeast 
Europe (TTFSE) Project, one o f  eight in the SEE region. The objectives 
o f  the project (financed by IDA and the EU) are to  reduce non-tariff 
costs to  trade and transport and to reduce smuggling and corruption at 
border crossings. Table 12 shows a 27 percent improvement in customs 
revenue collection in 2001-2003. However, the increase in customs 
revenue was less than the increase in trade volume during the same 
period, in contrast t o  the experience o f  the other six countries where 
customs revenue increased faster than trade volume. Albania has been 
successful in reducing wait ing times at some inland border crossings. 
For  example, the average entry wai t ing time at the Qaf Thana border 
declined from 80 minutes in 1999 to  30 minutes in 2003. A group of  
follow-up TTFSE projects are planned. I t  i s  particularly important to 
establish a cargo tracking system at Durres Port to reduce smuggling. 

2 1  Completing the privatization o f  land based telecommunications i s  a priority in the infrastructure sector. 
22 Source: World Bank, Global Economic Prospects 2004: Realizing the Promise of the Doha Agenda. 
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Table 11: Customs Revenue Collected, 2001-2003 

1 Albania 

The tourism industry 
can contribute 
significantly to the 
economic growth and 
poverty alleviation of 
Albania 

349 442 27 

Comparative data on 
tourism indicates that 
Albania does not yet 
exploit its full 
potential, as 
neighboring countries 
seem to perform much 
better 

Bosnia-Herz. 
BiH - RS 
Bulgaria 
Croatia 
Macedonia 
Romania 
Total 

(US$ millions) 
I 2001 I 2003 I Improvement ( O h )  1 

353 514 46 
160 224 40 

1,156 1,844 60 

324 512 58 
2,121 4,444 110 

1,892 3,384 79 
6,354 1 1,365 79 

The tourism sector also has good potential and i s  considered by the 
government, as both a key contributor to macroeconomic performance 
and a potential catalyst for sustained economic growth. The tourism 
industry i s  labor intensive and currently constitutes a major source o f  
government revenue. Furthermore, it provides substantial linkages to 
other sectors l ike construction, production o f  construction materials, 
transport, furniture, agriculture, food and souvenirs 

The tourism industry can contribute significantly to economic growth 
and poverty alleviation in Albania, especially in the coastal areas where 
there i s  a big potential. In fact, the number o f  tourists has been growing 
steadily over recent years. A total o f  155,422 tourists visited the country 
during the f i rst  nine months o f  2003 coming through different border 
points. This was 27 percent higher than the number for 2002 for the 
same period. While no data are available on the number o f  jobs in the 
tourism industry, it i s  clear that the tourism industry can have a positive 
impact on the creation o f  jobs in Albania where unemployment i s  high. 

The number o f  tourists visiting Albania and the total amount o f  their 
expenditures they spend there remain, however, much lower than in 
other SEE countries (Figure 14). However, the increase for Albania i s  
the highest for all these countries in the past five years. This i s  even 
more visible when looking at tourist revenues. The revenues generated 
by the tourism industry represent about 10 percent o f  GDP since 2000 
(Table 12). The table shows the revenues o f  non- Albanian tourists and 
the percentage o f  the GDP. 
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Figure 14: Regional Tourism Trends, 1997-2001 

1 -Italy o f  nhich 
overnight wsitors 

Year 

70,000 

60,000 

v1 50,000 
t z  
5 
9 40,000 

2 30,000 

.- 

% 
0 

; 
5 20,000 

10,000 

Tourism revenues GDP Tourism as % Tourism as % of all 

1 

1999 
2000 
200 1 
2002 

i rs t  half o f  2003 

I 

million US$ million US$ of GDP Services in GDP 
21 1 3,615.75 5.84 31.4 

389.5 3,851.50 10.11 31.8 
446.3 4,216.00 10.59 32.2 
486.9 4,700.40 10.36 32 
209.3 5,703.00 nla nla 

1997 1998 1999 2000 2001 

400 

350 

300 8 
’5 
9 250 L+ 
0 
n 

200 -g 
2 

150 5 
100 2 

2 < 
50 

Table 12: Revenues from the Tourism Industry, 1999-2002 

Source: Bank o f  Albania, 2004 

Following an aggressive communication campaign (“Albania: Europe s 
last secret!”), the government has recently prepared a strategy aiming a 
boosting tourism.23 The main economic objectives o f  tourism 
development are to generate jobs, accelerate economic and social 
development, and develop a sustainable and environmentally friendly 
tourism. It i s  the vision o f  the government that country will become a 
major tourism destination on the Mediterranean Coast and w i l l  have a 
competitive position in the international tourism market. Furthermore, 
the government envisages sustainability and awareness for 
environmental issues as a major part o f  the tourism development 
strategy. 

The government strategy acknowledges that Albania’s current 
performance i s  sub-optimal. It notes that “the existing structure o f  the 
hotels in Albania (mainly those o f  the coastline area) corresponds to 

~~ 

23 Ministry o f  Territory Adjustment and Tourism (2003). 
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that o f  a capacity with up to 20 rooms. Hotels o f  this size are not able to 
work with bigger tourist groups organized in package tours by the 
western operators. Such hotels capacities match only the demand o f  
individual clients or small-organized groups o f  tourists.” The 
insufficient and unreliable water supply i s  another major obstacle for 
tourism development. For example in the coastal city o f  Durres, which 
i s  the second biggest city in Albania with the biggest accommodation 
capacity for tourists in Albania, water i s  only available once every two 
days for not more than a couple o f  hours. Clearly, the implementation 
o f  the remaining structural reform agenda could boost the contribution 
o f  tourism to growth and poverty reduction. 

4. Long Term Growth: Prospects and Constraints 

The growth accounting framework identifies four major determinants of 
TFP growth for Albania24: capital accumulation (investment), 
secondary school enrollment rates, the degree o f  trade integration, and 
institutional quality. Each o f  them will play a crucial role in Albania’s 
economic future, yet progress has been lacking along these dimensions 
in Albania: 

As noted above, the contribution o f  capital accumulation to 
growth during most o f  the transition in Albania has been 
negligible. During the two most recent years, 2002-2003, the 
contribution o f  capital accumulation to growth increased 
modestly to 1.62 percent. This i s  s t i l l  significantly below the 
contribution o f  capital accumulation to growth in .the high 
growth economies o f  East Asia. Bosworth and Collins (2003) 
report that for seven East Asian economies, which grew at 6.7 
percent between 1960 and 2000, the contribution o f  capital 
accumulation was 3.28 percent. 

As TFP growth deriving from large-scale post-transition 
reallocation draws to a close, i t i s  important for Albania to 
generate TFP improvements from alternative sources. 
Educational attainment i s  one such alternative source o f  TFP 
improvements. 

A higher degree o f  trade integration allows an economy to 
specialize in the production o f  those products in which its 
relative productivity i s  highest and also facilitates the transfer 
o f  technology and ideas from more advanced economies. 

Better institutional quality reduces transaction costs and allows 
a private manufacturing sector to develop in those products in 
which the economy i s  naturally most productive. 

Investment, school 
enrollment, trade 

The important role o f  investment, school enrollment, trade integration, 
and institutional quality in economic growth i s  also underscored by the 

24 See the Background Studies volume for a theoretical exposition. 
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integration, and 
institutional quality 
are the key factors of 
success 

neoclassical growth model with human capital. In such a model, 
investment and school enrollment rates are key determinants o f  the 
steady-state level o f  output per worker. Given current levels o f  output 
per worker, a higher steady-state level will generate faster growth. 
Another important determinant o f  the steady state i s  the level o f  
technology, which can i t s e l f  depend on the degree o f  trade integration 
and the quality o f  institutions. Thus, if a country seeks to generate high 
rates o f  growth, i t must ensure that i t s  investment, school enrollment, 
trade integration, and institutional quality are at levels sufficient for that 
purpose. 

Comparison of Growth Determinants with High Growth and Slower 
Growth Countries. In order to form an assessment o f  whether the 
current levels o f  school enrollment, investment, and trade integration in 
Albania may serve as bottlenecks to generating rapid growth going 
forward, we undertake a comparison with groups o f  high growth and 
slower growth countries. Our f irst comparison group includes all non- 
oil, non-transition countries with populations exceeding one mil l ion in 
1995, and for which PPP-based real GDP figures are available for the 
1980-2000 period.25 This yields a group o f  87 countries, which we 
divide into two sets: the high growth countries are those for which the 
growth rate o f  real GDP per capita during 1980-2000 was above the 
seventy-fifth percentile o f  all growth rates and the slower growth 
countries are the rest. The list o f  21 high growth countries (with 1980- 
2000 per capita growth rates above 2.25 percent) and 66 slower growth 
countries (with growth rates below 2.25 percent) i s  presented in Tables 
A*3-4 in the Annex. 

Table 14 presents the average secondary enrollment rate, investment 
rate, trade share o f  GDP, and export share o f  GDP for the high growth 
and slower growth set o f  countries, as well as for Albania. The levels o f  
these steady-state determinants for Albania are significantly below the 
averages for the high-growth countries and comparable to (or even 
somewhat lower than) the averages for the slower growth countries. 
This provides some evidence that the current levels o f  secondary 
enrollment, investment, and trade integration in Albania are not 
sufficient for the purposes o f  generating rapid growth going forward. 

One concern in comparing Albania with the group o f  all countries i s  
that Albania’s current level o f  GDP per capita may be less than the 
average for the high growth group in 1980. If so, then Albania today 
would be able to generate high growth even if it had a lower steady- 
state (i.e., lower values o f  the steady-state determinants) than those 
countries. In order to address this concern, we form a second 
comparison group o f  countries for which real GDP per capita in 1980 i s  
similar to Albania’s real GDP per capita today. The l i s t  o f  this group o f  
similar countries i s  presented in Table A*2 o f  the Annex. Again, the 

25 We take PPP-based real GDP numbers f rom the Penn World Tables (PWT), version 6, because the PWT 
makes this measure available for a wider set o f  countries than the WDI. We need PPP-based real GDP per 
capita because our second comparison group i s  l imited to countries wi th income levels similar to Albania. 
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Albania's secondary 
enrollment rate is 
significantly below the 
average for the high 
growth group, 
although somewhat 
higher than the 
average for the slower 
growth group 
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average secondary enrollment, investment, trade share, and export share 
for the high growth and slower growth countries within this l i s t  of 
similar initial income countries are presented in Table 13. 
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The idea behind this test i s  that, given similar initial levels o f  output per 
worker, the high growth countries experienced high growth because 
their steady-state levels o f  output per worker were sufficiently above 
their initial levels o f  output per worker. Thus, in order for Albania to 
experience high growth over the medium to long term, i t s  levels o f  the 
steady-state determinants must be similar to those o f  the high growth 
group. However, Table 13 shows that Albania's secondary enrollment 
rate i s  significantly below the average for the high growth group, 
although somewhat higher than the average for the slower growth 
group. Albania's investment rate and measures o f  trade integration are 
not only significantly below the averages for the high growth group, but 
also somewhat below the averages for the slower growth group. This 
provides evidence that the current levels o f  school enrollment, 
investment, and trade integration in Albania are likely to serve as 
bottlenecks to generating rapid growth going forward. Thus, raising 
investment and school enrollment rates and increasing the degree o f  
trade integration must be key policy priorities for Albania going 
forward. 

In addition to the comparisons above, we can also use an estimated 
neoclassical growth equation to obtain a rough forecast o f  Albania's 
long run growth rate, given its investment and .. school enrollment rates 
and i t s  current level o f  GDP per capita.26 This forecast can be 

26 We estimate the following neoclassical growth equation: 

ygrowth, = a, + a, In - + a2 ln(sec, ) + a3 ln(n, + g + s)+ a4 In(y,,, )+ E, (6). 
where ygrowth i s  the growth rate of real GDP per capita between 1980-2000, yo i s  the initial real GDP 
per capita in 1980, (10') and II are the average investment and population growth rates for 1980-2000, sec i s  
the average secondary school enrollment rate for 1980-96, and g+S(the rates o f  technological progress and 
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A theoretical 
framework for 
estimating coefficients 
that can be used to 
predict Albania's 
long-run growth 
prospects 

compared with predicted growth rates for other transition economies to 
compare Albania's long run growth prospects with those o f  these other 
transition economies. In addition, we can find out what Albania's 
predicted growth rate would be under a counterfactual scenario where 
i t s  investment and school enrollment rates are higher. 

The predicted long run growth rates will, o f  course, depend on the 
particular specification o f  the neoclassical growth equation used in the 
exercise. We follow Fischer, Sahay, and Vegh (1998) and 
Denizer (1997) in using a specification which includes only the very 
basic variables-investment, secondary school enrollment, population 
growth, and initial income. These are the same variables used by 
Mankiw, Romer, and Weil( l992) and Levine and Renelt (1992).27 The 
objective here i s  not to include all variables which may plausibly matter 
for growth in Albania, but rather to assess what Albania's investment 
and school enrollment rates, along with its current level o f  GDP per 
capita, imply for i ts long run growth potential. The estimated 
coefficients, along with robust standard errors, are presented in Table 
13. 

Table 14: Estimated Neoclassical Growth Eauation 
Dependen t  V a r i a b l e :  G r o w t h  o f R e a l  GDP p e r  c a p i t a  

1980-2000 
Estimated 

Coef f ic ient  Standard Error 

Constant - 2 1 . 9 3 * *  3 . 6 6  

In( I /Y) 3 . 0 9 * *  0 . 7 5  

In(sec) 0 . 7 6 * *  0 . 3 5  

ln (n+g+d)  -7 .47* *  I . 4 3  

In(Y8") -l.ll** 0 . 3 2  

Observations 83  
R' 0.53  

Note: Equation estimated using robust standard errors. ** denotes estimated 
coefficient is statistically significant at the 5 percent level. 

All estimated coefficients are statistically significant at the 5 percent 
level. The included variables together explain 55 percent o f  the 
variation in per capita growth rates. By including only the very basic 
variables, we wish to minimize controversy about whether or not a 
variable should be included in the estimated equation. The underlying 
theory is, o f  course, that investment, secondary enrollment, and 

depreciation) i s  assumed to be a uniform 0.05 for all countries. The average secondary school enrollment 
rate i s  for 1980-96 only because, as pointed out earlier, the WDI data on secondary school enrollment rates 
after 1996 are not comparable with the same before 1996. 
*' Unlike Fischer, Sahay, and Vegh (1998) and Denizer (1997), we do not simply use the estimated 
coefficients from Levine and Renelt (1992). The Levine and Renelt estimations were implemented using a 
much earlier version of the Penn World Tables. Given changes in the data in newer versions, it i s  
inappropriate to directly apply the coefficient estimates from Levine and Renelt to more recent data for 
transition economies. Thus, we estimate the basic neoclassical growth equation ourselves using the more 
recent data source. 
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population growth are determinants o f  the steady state and that a steady 
state level o f  GDP per capita above the in i t ia l  level o f  GDP per capita 
wil l generate faster growth. Data for  real GDP per capita are obtained 
f rom the Penn Wor ld  Tables (version 6.1), while data for a l l  other 
variables are obtained from the WDI 2003. All non-oil, non-transition 
countries with populations exceeding 1 m i l l i on  in 1995 are included in 
the estimation. 

Next, we apply the estimated coefficients f rom Table 14 to the current 
levels o f  investment, school enrollment, population growth, and real 
GDP per capita in the transition economies to  obtain predicted future 
long-run growth rates for these economies. The results are presented in 
Table 15. The results indicate that if Albania’s investment, secondary 
enrollment, and population growth rates stay at their current levels, then 
i t s  long-run per capita GDP growth rate f rom this point forward wil l be 
approximately 2.16 percent. This i s  significantly lower than the 
predicted long-run per capita growth rate for  most other transition 
economies (except for the Kyrgyz Republic and Tajikistan). The 
average predicted long run growth rate for  a l l  transition economies i s  
3.69 percent. The l o w  predicted growth rate for  Albania i s  a l l  the more 
surprising, given that i t s  current real GDP per capita i s  significantly 
below the average for a l l  transition economies. 

Whi le  the l o w  predicted growth rate for Albania i s  partly due to  i t s  
higher population growth rate, i t i s  also due to  i t s  l o w  investment and 
secondary enrollment rates. For  example, if Albania’s investment rate 
were to rise to 30 percent and i t s  secondary enrollment rate were to rise 
to  80 percent, then i t s  predicted long-run per capita growth rate would 
rise to  4.13 percent. A predicted per capita growth rate o f  4.13 percent 
does not mean that the growth rate i s  expected to  be a un i form 4.13 
percent for  every year f rom this point forward. Rather, since each 
country i s  converging to i t s  steady state, the growth rate during the 
in i t ia l  years i s  expected to be higher than 4.13 percent. 
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Table 15: Predicted Long Run Growth Rates for Transition Economies 
Real GDP per Predicted Long 

capita Gross Domestic Secondary Run Standard Error 
(PPP-based $) Investment Population School per capita o f  Predicted 

2000 (% o f  GDP) Growth Rate Enrollment Rate Growth Rate Growth Rate 

Albania 
Armenia 
Azerbaijan 
Bulgaria 
Belarus 
Czech Republic 
Estonia 
Croatia 
Hungary 
Kazakhstan 
Kyrgyz Republic 
Lithuania 
Latvia 
Moldova 
Macedonia, FYR 
Poland 
Romania 
Russia 
Slovak Republic 
Slovenia 
Tajikistan 
Ukraine 

Average 

3,350 
2,791 
2,793 
5,785 
8,408 
13,673 
9,588 
8,524 
10,444 
7,394 
3,014 
7;242 
7,648 
2,082 
5,135 
9,229 
4,287 
8,013 
11,417 
15,756 
1,321 
4,624 

6.933 

18.3 
18.5 
22.7 
18.9 
23.8 
29.2 
26.7 
23.1 
29.0 
20.5 
18.1 
21.6 
27.3 
22.3 
19.3 
24.7 
19.2 
17.8 
28.8 
28.1 
14.5 
19.4 

22.3 

0.85 
0.16 
0.83 
-1.00 
-0.35 
-0.24 
-0.43 
0.02 
0.32 
-1.09 
0.94 
-0.52 
-0.78 
-0.26 
0.62 
-0.03 
-0.15 
-0.51 
0.08 
0.11 
0.83 
-0.80 

-0.06 

45.1 
42.7 
35.6 
76.2 
70.9 
81.1 
78.0 
80.1 
101.8 
55.4 
40.8 
63.2 
73.8 
38.0 
67.3 
95.8 
71.9 
70.0 
84.0 
96.6 
29.0 
59.3 

66.2 

2.16 
3.30 
2.88 
4.90 
4.01 
4.04 
4.43 
3.43 
3.65 
4.81 
2.07 
4.08 
5.29 
4.74 
2.45 
3.76 
3.81 
3.43 
3.73 
3.37 
2.15 
4.68 

3.69 

Note: Investment, population growth, and secondary school enrollment rates are averages for 1999-2001. 

0.33 
0.51 
0.29 
0.74 
0.41 
0.40 
0.43 
0.32 
0.28 
0.69 
0.33 
0.49 
0.55 
0.62 
0.32 
0.32 
0.54 
0.52 
0.33 
0.32 
0.63 
0.69 

0.46 

The savings- 
in vestment picture 
reflects Albania’s 
difficulty in raising its 
long term growth rate 

Domestic investment in Albania f e l l  rapidly at the beginning o f  
transition but improved during the last 10 years reaching almost 25 
percent o f  GDP in 2001-still lower than in the pre-transition times 
(Figure 15). Domestic savings, at about 14 percent o f  GDP in 2003 are 
insufficient to sustain the levels of  capital accumulation envisaged 
above. 
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Figure 15: Savings-Investment Balance, in percent of GDP 
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While Albania should have no difficulty in meeting i t s  current and 
future external debt, the projected decline in concessional financing-as 
the country ceases to be eligible for IDA resources-raises concerns 
about the financing o f  i t s  current account. Inflows o f  foreign direct 
investment picked up in recent years-reaching 3 percent o f  GDP in 
2002-because o f  large privatizations and also some greenfield 
investment, especially in the o i l  sector. But the sustainability o f  FDI 
trends remains to be seen, as progress in the improvement o f  the 
business climate i s  slower than anticipated. 

To conclude, the evidence from the growth accounting exercise 
suggests that in order to sustain high GDP growth going forward and to 
improve prospects for EU accession, Albania must forge ahead on two 
fronts: (i) raise the rate o f  capital accumulation; and (ii) accelerate 
structural reforms in order to generate greater improvements in TFP 
from alternative sources. Therefore, the policy agenda for the medium 
term should focus on removing barriers to trade and integration; 
analyzing the role o f  migration and remittances; the mobilization o f  
labor; public infrastructure; maintaining a stable macroeconomic 
framework; building the governance and institutional framework for 
growth. We review each o f  these topics in the next chapters. 
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CHAPTER 3: TRADE AND INTEGRATION 

Trade i s  the f i rst  pillar o f  Albania’s growth strategy. This section 
reviews the country’s performance over the past decade and identifies 
constraints to the development o f  trade, investment, and integration. 

1. Trade and Foreign Investment in Albania 

Albania has recorded 
an impressive export 
performance during 
the past decade 

Despite Albania’s lagging behind other SEE-4 countries in terms of 
openness as measured by the ratio of trade to GDP, the development of 
global trade links has been playing an increasingly important role in 
the country’s economic growth performance. The average growth in 
real trade was 6.8 percentage points higher than the average growth in 
real GDP over 1990-2001 (WDI 2003). N o  other SEE-5 economy has 
attained similar levels o f  growth in integrating into external markets- 
the closest was FYROM with 5.9 percentage points, but with a negative 
average growth rate in real GDP. 

During the f i rst  four years o f  transition, Albania had the strongest 
export performance in EU markets among al l  former centrally planned 
economies, matched only by Estonia. The average rate o f  growth in 
1993-96 was 65 percent for Albanian exports, 63 percent for Estonia (in 
1994-97), 21 percent for the SEE-5 countries, and 13 percent for Latvia. 
Albania’s exports f e l l  by 11 percent in 1997, but so did Latvia’s in 1998 
(8 percent). The war in Kosovo was responsible for the contraction o f  
SEE-5 exports in 1999-their value fe l l  by 11 percent. 

Table 16: Performance of SEE-5 economies in EU markets in 1993-2003 

Exports I 97 1 147 203 1 251 224 248 1 246 1 267 1 331 1 336 1 420 1 169.2 
ImDorts I 481 1 514 683 ’ 941 595 1 617 724 I 738 I 970 11,029 11.2101 196.2 

Source: Derived from the UN COMTRADE database and IMF Direction o f  Trade statistics as reported by the EU. 

While Albania s export growth to EU markets has decelerated 
somewhat in recent years (2000-2002), its rate is still impressive when 
compared to other transition. Although the average o f  1 1.6 percent puts 
Albania below Estonia (at 18.4 percent) and even below the average for 
the CEEC-10 o f  11.4 percent, it i s  well above the average o f  8.0 percent 
for the SEE-5 economies (see Table 16). The average growth rate for 
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The EU has become 
the major destination 
of Albania’s foreign 
trade 

Albania’spatterns of 
involvements in 
international 
production and 

SEE-5 economies i s  rather l ow  in view o f  the EU embargo on trade 
with the then Federal Republic o f  Yugoslavia and instabilities in the 
region that artificially suppressed trade in the 1990s. In this context, 
Albania’s performance looks quite impressive, although it was below 
the growth o f  Bosnia and Herzegovina. 

Albanian trade has been reoriented toward the West. Once trading 
primarily with Yugoslavia and the communist bloc, Albania has 
undergone a significant reorientation toward trade with Western 
Europe: the vast majority o f  Albanian trade i s  now with the EU. 
Albania exported some 93 percent o f  goods to the EU in 2003, with 
Italy (75 percent) and Greece (13 percent) being the main destinations, 
while exports to South East Europe countries accounted for 0.8 percent 
o f  total exports, the majority to Yugoslavia and Macedonia. The 
situation for imports i s  similar, with close to 70 percent o f  Albania’s 
imports coming from the EU in 2003. 

Albania has fared well in comparison with SEE-5 economies in EU 
markets. Table 16 presents the share o f  Albania and other SEE-5 
countries in EU imports over 1993-2002, together wi th  annual changes 
in this share, and values o f  EU imports from Albania. The share in EU 
imports i s  neutral to exchange rate fluctuations. Changes in shares o f  
SEE-5 countries offer a good insight into the dynamics o f  overall export 
performance in EU markets. Since the EU accounts for almost 90 
percent o f  Albania’s exports, these exporters provide an all-inclusive 
picture o f  Albania’s total exports. 

Not  surprisingly, given the instabilities in the region, Albania 
outperformed i t s  neighbors in 1993-96, with i t s  share in total SEE-5 
EU-oriented exports increasing from less than 4 percent in 1993 to 
almost 7 percent in 1996 (Table 16). The increase has been due to a 
combination o f  Albania’s impressive performance and a very weak 
export growth, especially for Croatia and Bosnia and Herzegovina. In 
1998-2003, Albania succeeded in maintaining and even slightly 
increasing i ts  share. Except for Albania and Bosnia and Herzegovina, 
other SEE-5 countries have to date had a weaker export performance in 
EU markets than was the case in the 1990s. Macedonia’s and Croatia’s 
share in EU imports peaked in 1994, and Serbia and Montenegro’s in 
1997. I t  appears that the end o f  the embargo and the extension o f  
autonomous trade measures (ATM) to Serbia and Montenegro and the 
prospects o f  deeper, policy-induced integration into the EU have so far 
failed to provide a boost to exports. The decade o f  instabilities and slow 
progress in second generation reforms in the region appears to have 
taken i t s  tol l  on the supply capacities o f  former Yugoslav republics. I t  
seems that there i s  not much potential le f t  to tap in most SEE-6 
countries, at least in the short run. 

Textiles, clothing, footwear and leather products play an important role 
in Albania s EU-oriented exports, accounting for almost two-thirds of 
Albania’s exports to the E U  over the last seven years (Table 17). 
Clothing and, to a lesser extent, footwear have been the engines o f  
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distribution networks growth for many of  the CEEC-10 during the initial stages o f  transition. 
confirm its strong They have accounted for a significant share o f  value added and 
potential in footwear manufacturing employment, with consequential implications for 
and garment poverty reduction. With labor costs going up, many outward processing 
industries operations in the clothing sector moved to other countries in Central 

and South East Europe through the 1990s. These products now 
dominate the exports o f  some SEE economies including Albania. Their 
aggregate value, including leather products, was US$ 266 million 
dollars in 2003 up from US$ 158 million in 1998. Their share peaked in 
1999 at 65 percent and had been falling thereafter to 58 percent in 2002. 
But it increased to 64 percent following a strong increase in exports in 
2003. 

ProducersJFom these sectors are firmly anchored within corresponding 
value chains organized in the EU Except for the 1997 crisis, which 
dramatically affected production and exports, trade in both sectors has 
experienced strong and steady growth. This shows a considerable 
degree of  stability o f  established commercial links between Albanian 
suppliers and EU f i rms .  Despite some volatility, Albanian suppliers of  
both textile and clothing and footwear have kept pace with competition 
in EU markets. Since 200 exporters o f  footwear have succeeded in 
expanding their presence. 

Table 17: Trade in Textiles/Clothing and Footwear, 1996-2003 (in thousand of U S  $ and percent) 
I I 19961 19971 19981 19991 20001 2001, 2002i 2003ei 

]Share o f  Albania in EU extemal imports o f  footwear and I 0.95 1 0.661 0.83 i 

Note: The classifications o f  products are based on SITC Revision 2 as: Textiles (65+8998), Clothing (841, Footwear (85) and 
Footwear Parts (6123). Source: Own calculations based on UN COMTRADE Statistics as reported by EU. Note: The classifications o f  
products are based on SITC Revision 2. Calculations based on UN COMTRADE Statistics as reported by EU. 

Statistics on outward processing trade (OPT) also highlight the 
expansion in backward linkages, as domestic suppliers have provided 
for a larger share o f  input used in exports o f  garments and footwear. 
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The value o f  exports o f  processed imported goods as compared to the 
value o f  those imported for processing has been consistently 
significantly higher and the difference has been growing since 1998. In 
2003 the value o f  exports o f  footwear was more than three times higher 
than the value o f  imports o f  footwear parts (Table 17). The difference 
was much less pronounced for clothing, and has been on the decline 
since 1997. 

Parts and Component Product 

Despite the success in the footwear and textiles/clothing exporting 
industries, Albania has yet to become part of more sophisticated supply 
chains. Neither trade in the furniture network, for instance, nor trade in 
parts have really taken off, although the former shows signs o f  growth. 
Following Ng and Yeats (1999), we identify 60 SITC. Rev. 2 items 
capturing trade in parts. As can be seen from data reported in Table 17, 
exports o f  parts account for a very small portion o f  exports o f  
manufactures excluding chemicals. More significantly, they have been 
highly volatile reaching a peak level  o f  U S $  12 mil l ion in 1999 and 
falling to U S $ 4  mil l ion in 2000 and then rebounding to US$ 10 mi l l ion 
in 2003. So has been the case with imports. They increased remarkably 
in 2001, doubling from US$ 57 mil l ion in 2000 to U S $  135 mil l ion in 
2001, but contracted to U S $  101 mil l ion in 2003. 

1996 1997 1998 1999 2000 2001 2002 2003 

Table 18: Trade in parts and share of  EU (in 000 of  U S  dollars and percent) 
I I I 

Exports of parts & Components ($ '000) 
Imports of parts & Components ($ '000) 

Exports of parts as % of imports (%) 
Share of parts in manufactured exports 

(excluding chemicals, in %) 

Share of the EU Markets: 
Exports of parts & Components (%) 
imports of parts &components (%) 

Exports of parts as YO of Imports in EU (%) 
Share of parts in EU-oriented manufactured 

exports (excluding chemicals, in %) 

2,131 1,799 6,420 11,872 4,198 4,831 7,279 10,430 
50,849 27,483 28.372 46,517 56,916 134,772 88,932 100,771 

4.2 6.5 22.6 25.5 7.4 3.6 8.2 10.4 
1.6 2.1 4.6 4.1 2.0 1.9 2.7 2.8 

86.4 97.1 98.4 90.6 95.2 81.8 80.5 92.2 
71.8 85.7 86.9 85.9 74.9 86.2 75.4 75.7 

8.7 12.6 5.0 7.4 25.6 26.9 9.4 3.4 
1.4 2.2 4.6 3.8 2.0 1.7 2.3 2.7 

I I I 
Note: Parts and components are based on 60 items which were classified in the SITC 7 and 8 (machinery and other manufacturing 
products in Revision 2. Source: UN COMTRADE Statistics as reported by Albania. 

Albania has al l  the potential to become actively involved in the 
furniture network. In contrast to the automotive and electronic 
networks, the furniture network i s  less capital-intensive and much more 
labor-intensive. Albania i s  well endowed in labor. The furniture 
network operates mainly through marketing organizations that provide 
suppliers with precise specifications concerning the final product and 
the parts and components to be used. In consequence, only l imited FDI 
inflows are needed to start operating in this network. Albania would 
seem to be well positioned to take advantage o f  opportunities in that 
network. 

Notwithstanding the 
importance of 

Foreign direct investment i s  crucial to increase the competitiveness o f  
Albanian products in international markets, sustain strong economic 
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remittances and 
exports, foreign direct 
investment is crucial 
to growth in Albania 

Successful 
stabilization policies 
and structural 
reforms have helped 
Albania attract high 
volumes of foreign 
direct investment, 
although not at levels 
sufficient to mitigate 
the external 
vulnerabilities 

growth performance and increase competition and productivity in local 
markets. Wh i le  domestic “start-ups” contribute directly to the increased 
competition, mainly due to their intimate knowledge o f  local 
conditions, the impact o f  FDI i s  multifaceted. I t  may bring stronger 
competitive pressures, but there are other more prevalent benefits. FDI 
brings higher technology, knowledge and management as well as 
contacts with foreign customers. It allows domestic economies to take 
advantage o f  their endowments in the skilled labor force, which Albania 
appears to have. 

Albania’s legislation on FDI i s  open in terms o f  the right o f  
establishment (Law on Foreign Investment). I t  observes the principle o f  
national treatment, ie.,  foreign firm are subject to basically the same 
procedures as domestic f i rms .  Furthermore, there are no restrictions on 
entry into so-called sensitive sectors, such as transport and finance. But, 
as the S A P  2004 report notes, the weaknesses in implementation o f  this 
liberal approach adversely affect potential investment inflows (EU 
2004a, p, 22). As the international experience shows, as long as 
personal contacts overshadow legal rules and procedures, investors, 
conscious o f  their reputation, tend to shun from investing. 

Albania has not fared poorly in attracting FDI if one considers i t s  level 
o f  economic development, the absence o f  attractive assets for 
privatization and two episodes o f  social unrest in 1997 and 1999 which 
contributed to the perception o f  the country among international 
investors as an unstable place in a highly volatile region. The total value 
o f  FDI over 1990-2003 o f  US$ 352 per capita i s  higher than in Bosnia 
Herzegovina or FRY but significantly lower than in Bulgaria (US$ 
652), Croatia (US$2057) or in Romania (US$441). With the total 
inflows over 1993-2002 amounting to 26 percent o f  the 2001 GNI, 
Albania’s performance was similar to that o f  Romania and above 
Bosnia and Herzegovina and Serbia and Montenegro (Table 19). 
However, i t should be noted that the sociopolitical disruptions triggered 
by the collapse o f  the pyramid scheme in 1997 had a major impact on 
Albania’s FDI performance. The price paid in terms o f  lost FDI inflows 
was significant, demonstrating vulnerability o f  FDI inflows to political 
stability. FDI fe l l  almost 50 percent, from US$ 90 mil l ion in 1996 to 
US$  48 mil l ion in 1997. It fe l l  further to US$ 45 mil l ion and US$ 41 
mil l ion in 1999. Taking the 1996 level as a benchmark, i.e., assuming 
that the FDI would be in 1998-99 at the 1996 level, the total loss was 
US$ 136 mil l ion over three years, or almost 14 percent o f  total inflows 
over 1993-2002. 
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Table 19: FDI inflows. Total and Total per capita over 1990-023, Average Annual per Capita in 

I Average per capita FDI inflows per capita Total FDI 
1990-03 

1993-96 1997-00 

22 22 
2000 2001 2002 2003 (e) 

46 58 46 65 
38 33 33 50 

95 222 41 225 
5 18 47 66 

119 108 77 65 
279 436 260 225 
46 50 53 48 

percapita 

352 
193 

687 
217 
652 

2,057 
44 1 

Bosnia and 
Herzegovina 
Macedonia, FYR 
SerbidMontenegro 
Bulgaria 
Croatia 
Romania 

dollars) 
Total 1990- 

03 
(in mln.US$) 

1,091 
770 

1,373 
2,302 
5,477 
8,227 
10,017 

0 19 

5 45 
0 22 
12 85 
49 235 
12 59 

Total 1993- 
02 in YO 

of  2001 GNI 

26.0% 
15.4% 

39.2% 
23.3% 
41.5% 
41.3% 
26.0% 

Source: UN ECE Annual Survey, various issues, United Nations, New York and Geneva: IMF Balance o f  Payments statistics and 
WIIW 2004. 

Foreign direct 
investment haspicked 
up since 1998 

F D I  inflows reached US$ 123 mill ion in 2000, three times their 1999 
level. In 2001, they reached US$203 mil l ion (Figure 16). This one time 
increase was mainly the result o f  a successful privatization process. I t  
reflects the privatization o f  A M C  (Albanian Mobile Communication), 
Vodafone (Mobile Communication Company), and the concession 
taken by the Italian firm DAW0 in Albkrom (Chrome-ore Albanian 
Industry). As the privatization o f  Telecom, the Savings Bank and 
INSIG were delayed, the 2002 FDI f low decreased to US$ 149 million. 
According to the Bank o f  Albania, the upward trend resumed in 2003 
with FDI reaching US$ 178 million, 16.3 percent above the 2002 level. 
A major event was the finalization o f  the privatization o f  the Savings 
Bank, sold to a well-known Austrian bank (Raiffaisen Bank) for US$ 
126 million. 

Ita& and Greece are 
the main countries 
investing inAlbania 

In contrast to other countries in Central and Eastern Europe, FDI in 
Albania comes mainly from neighboring countries such as Italy and 
Greece. Data from INSTAT indicate that the sources o f  FDI  are as 
follows: 48 percent from Italy; 43 percent from Greece; 2.2 percent 
from Macedonia and Turkey, and less than 7 percent from other 
countries in Europe and from the United States (Figure 18). 

Figure 16: Foreign Direct Investment in Albania, 
in millions of  US% 

I _  " *  " " "  - , I  
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Source: Bank o f  Albania 
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Figure 17: FDI by Sector, 2001 (YO of Total) Figure 18: FDI by Country o f  Origin, 2001 
(percent o f  total) 
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Foreign investors are 
mostly interested in 
Albania's low wage 
labor force 

Albania's 
performance in 
attracting FDI in 
2003 was poor when 
compared to other 
SEE countries 

Italian investments are concentrated in the west o f  the country, close to 
the Adriatic Sea. Most Italian investments are small and medium-size 
enterprises, mainly involved in construction (35 percent), textile and 
footwear manufacturing (2 1 percent), trade and services (1 6 percent), 
and the agro-food industry (8 percent). Italian companies benefit from 
the competitive advantage o f  the low-wage labor force. Wages in 
Albania are about one-tenth o f  those in Italy. Greek investments are 
mainly concentrated in the south and southeast o f  the country, close to 
the border with Greece. Greek investors in Albania are mostly involved 
in trade, with less than 2 percent in other industries such as textiles, 
garments, the manufacturing o f  leather products and tobacco. 

Despite an increase over recent years, Albania recorded a modest level 
of FDI in 2003 (Figure 19). Furthermore, foreign investment i s  
concentrated in Tirana and Durres. These two cities alone attract 
approximately 67 percent o f  the companies with foreign participation. 
They are the largest cities in the country, with Durres having the largest 
port and Tirana being the capital. While such concentration i s  justified 
on economic grounds, it reinforces internal migration from the poorest 
rural regions o f  the country to the large cities. 

Figure 19: FDI in SEE Countries, 2003 
(in million of  US$) 
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But a closer look at 
the number indicates 
that Albania’s 
performance in 
attracting FDI is 
consistent with its 
levelof development 

However, considering its level o f  economic development, the absence 
o f  attractive assets for privatization and two upheavals contribute to a 
prolonged perception o f  Albania among international investors as an 
unstable country in a highly volatile region, Albania has not fared 
poorly in attracting FDI inflows. FDI inflows do not strike one as 
particularly low, although only in the context o f  SEE-6 economies 
excluding Croatia. The total value o f  FDI  over 1990-2003 o f  U S $  352 
per capita is  higher than in other SEE-5 countries except FYR 
Macedonia, but significantly lower than in Bulgaria (US$ 652) and 
Croatia (US$2,057). 

Netinflows($million) 
as percent o f  GDP 

Differences in FDI per capita are a reflection o f  the variation in the 
level o f  GDP per capita. A relatively flat economic growth explains 
large FDI flows to Moldova relative to i t s  Gross National Income 
(GNI). With the total inflows over 1993-03 amounting to 26 percent o f  
the 2001 GNI, Albania’s performance i s  comparable to Romania’s (26 
percent) and above that o f  Bosnia and Herzegovina and Serbia and 
Montenegro. 

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 

58 53 70 90 48 45 41 143 207 213 156 
4.7 2.7 2.9 3.4 2.1 1.5 1.1 3.8 5.0 4.5 2.5 

Albania’s relatively good performance on FDI  inflows per capita cannot 
be attributed solely to the wars in the former Yugoslav republics. First, 
the country also suffered from political and social instability in the 
1990s. Social upheaval triggered by the collapse o f  the pyramid scheme 
in 1997 has negatively affected Albania’s FDI performance. Second, 
Albania fared quite well  in the post-Kosovo war environment in 2000- 
03. Except for FYR Macedonia, FDI  inflows per capita to other SEE-5 
were roughly at similar levels. 

Source: World Bank World Development Indicators and IMF. 

WTO membership, and preferential trading privileges granted by the 
EU combined with the progress in political stabilization in Albania as 
well as in the region following the Kosovo war a l l  appear to have 
contributed to  a more attractive investment environment. In 2000, FDI 
inflows surged to US$ 143 million, exceeding by 40 percent the peak 
level reached before the 1997 crisis. The upward trend has continued 
into 2001-02, with a contraction in 2003. The IMF projects FDI inflows 
over 2004-12 at levels above US$ 200 mill ion per year. 

2. Policies to Boost Trade Integration 

The first pillar of 
Albania’s medium- 
term strategy should 
be the implementation 
of policies to boost 

Taking advantage o f  i t s  geographic location, i t s  historical past, and the 
prospects o f  stronger trade relations with its neighbors and the EU, 
Albania i s  currently engaged in negotiations to  develop regional 
integration in SEE countries and closer cooperation with the EU, 
simultaneously with compliance with the country’s WTO commitments. 
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trade 
A quantitative assessment o f  the impact o f  changes in trade policies 
(i.e., identifying how the economy wil l adjust to such price changes and 
capture the positive impact o f  trade liberalization for  growth) was 
carried out using a computable general equilibrium model (see B o x  2). 
The objective o f  this exercise was to estimate both direct and indirect 
implications on government revenues, in addition to the impact o n  the 
economy’s growth perspectives fo l lowing resource reallocation o f  labor 
and capital as a result o f  competition in the domestic market. The study 
focuses on the welfare implications for the Albanian economy under 
three following scenarios for  trade pol icy changes: (i) full 
implementation o f  the S A A  with the EU;** (ii) full implementation o f  
Albania’s Free Trade Agreements with neighboring countries in South 
Eastern Europe; (iii) adoption of  the Common European Tar i f f  on 
industrial products; (iv) scenarios (i) and (ii) combined; (v) reduction o f  
Albanian tariffs with respect to a l l  trading partners - scenarios (i), (ii) 
and (iii) combined. 

CGE modeling allows us  to capture the underlying processes at work, 
and to formulate predictions about the impact o f  trade pol icy changes 
o n  production, trade, prices, factor rewards and welfare.” Reductions in 
barriers to trade decrease the prices o f  goods for consumers, as wel l  as 
the prices o f  intermediates and capital goods for producers. The extent 
o f  these gains depends on the amount o f  trade between the trading 
partners and the trade creation and trade diversion effects. 
Liberalization o f  trade leads to  increased efficiency o f  resource 
allocation, as demand shifts t o  regions with the lowest cost suppliers. 
However, the gains f rom trade also involve adjustment costs and may 
be associated with potentially painful restructuring in Albania and 
significant redistribution effects. 

2a With respect to the impact o f  the SAA (scenario 1) the proposed Albanian concessions under the 8th 
round o f  the negotiations form the basis for our simulations. The model does not take into account the 
impact o f  the phasing out o f  the MFA quotas in 2005. Given the high dependency o f  Albania on textile 
exports, i t  i s  possible that the estimated surge in textile exports following trade liberalization assumed in 
the model w i l l  be mitigated once the effect o f  the phasing out o f  the MFA quotas w i l l  take place. 
29 For each scenario, we present both short-run and long-run implications. In the long-run simulations, we 
allow for the adjustment o f  the capital stock. The calculation o f  steady state growth effects follows HRT 
(1 996a). In the static or short-run scenarios, the cost o f  capital i s  allowed to vary within each country while 
the capital stock i s  held constant. In the steady state scenario, the capital stock in each country i s  allowed to 
adjust while the cost o f  capital in each country i s  held constant. This approach i s  in the spirit o f  the 
equilibrium concept in multi-sectoral planning models. It assumes the existence o f  an invariant capital 
stock equilibrium, which i s  defined as a set o f  prices, production and investment levels for which the 
economy i s  able to grow at a steady rate with constant relative prices. 
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While the implications 
of trade policy 
changes on Albania’s 
terms of trade are 
difficult to predict a 
priori, the use of a 
CGE model 
incorporating demand 
and supply side effects 
is helpful for policy 
simulations. 

Revenue from Taxes on Imported Goods* 
(in million 2000 USD) 
Capital Stock 

Under the first 
scenario 
(liberalization of 
tariffs on imports 
from the EU) Albania 
will suffer a 
significant loss of 
tariff revenue, but will 
expand exports to all 
regions 

-13.63 -12.93 
-53.72 -48.81 

2.5 

Box 2: A CGE Model for Trade Simulations: Data Sources 

In  designing a framework for the analysis of the implications of these trade policy 
changes, we construct a computable general equilibrium (CGE) model, which allows 
for the evaluation o f  the likely impact of the trade agreements on trade, output, factor 
rewards, tariff revenue and welfare. Our simulations of several policy scenarios can 
provide some guidance as to the welfare implications of various dimensions o f  trade 
integration, the size o f  loss o f  tariff revenue and help the Albanian government 
formulate policies that would ease structural adjustments in sectors mostly affected by 
policy changes. 

We use GTAP (Global Trade Analysis Project, www.gtap.org) database and 
multiregional trade model developed by Harrison, Rutherford and Tarr (HRT) 
implemented in their evaluation of the impact o f  trade liberalization under the Uruguay 
Round and other trade policy related experiments (HRT, 1996a and HRT, 1996b). The 
major source o f  data on Albania i s  the 24 sector input-output table for 2000 constructed 
by Mark Horridge (2002). Data on macro aggregates such as the level of GDP, trade 
flows and taxes originates from the Albanian Ministry of Finance. The Institute of 
Statistics provided the data on the distribution of value added across sectors, which 
incorporated the estimates o f  the size of informal or un-recorded economic activity. 
Horridge used shares in agncultural output from the IMF (2002) to split up agriculture 
between the 13 corresponding agriculture sectors in the original 57 sector input-output 
tables. The INSTAT 2000 Structural survey of economic enterprises provides 

First, we consider each o f  the three scenarios alone: 

Despite the significant fall in tariff revenue, the welfare implications of 
liberalization of tariffs on imports from the EU are positive in the long 
run - 0.4 percent of G D p o .  Welfare implications represent changes o n  
a recurring annual basis, so a 0.46 percent welfare gain should be 
interpreted as a 0.46 percent increase in real income each year in the 
future (Table 21). Albania’s export to the EU could increase by 35.5 
percent, ceteris paribus, relative to  their 2000 level. Such an increase 
would be fueled by the surge in the production o f  textiles, clothing and 
footwear by 28.7 percent (see Table 23). T h i s  would not be surprising 
since they account for  56 percent o f  total exports, 98 percent o f  which i s  
directed to the EU. 

The welfare measure used in this exercise i s  the equivalent variation in national income expressed as a 
percentage o f  the benchmark income. I t  takes into account the purchasing parity o f  income. Therefore an 
increase in income i s  welfare improving as long as the prices o f  consumption goods do not r ise faster than 
income . 
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Table 22: International Trade Implications Under  
Short-Run Scenarios (percentage change relative 
to 2000 performance) 
I I EUl51 SEE1 ROW11 

Imports from 12.51 -19.41 -21. 

12. FTA with SEE II 
Imports from -2.41 29.47) -2.1 
Exports to 3.21 2.371 2.4 
3. Adoption of the CET 
Imports from I 4.11 -5.21 11.9 
Exports to 5.61 4.41 3.8, 

The lowering of domestic prices wil l also allow for the expansion o f  
Albanian exports to other markets, although o n  a much smaller scale. 
The liberalization o f  tariffs on imports f rom the EU will lead to trade 
diversion, as imports f rom the EU15 increase significantly, whi le 
imports f rom other regions fall. Wages would rise slightly more rapidly 
than the return to capital (real cost o f  capital), as the implementation o f  
the S A A  leads mainly to the expansion o f  labor-intensive sectors in 
Albania. 

4. Combined 1+2 

Exports to 
imports from 

The welfare implication o f  S A A  are negative in the short run and very 
small in the long run because we  are looking only at one pol icy change 
out o f  the range o f  changes fol lowing the implementation o f  the SAA,  
namely the reduction in tariffs on EU products. Ta r i f f  revenue accounts 
for a large share o f  government revenue and the model in i ts present 
state does not incorporate the introduction o f  alternative sources o f  
revenue such as an increase in domestic tax rates or  transfers from the 
EU. S A A s  are more than free trade arrangements. They encompass also 
such issues as competition policy, environmental issues, standards, and 
investment conditions. They a i m  at the harmonization o f  legislation 
with that o f  the EU, and assistance in institution building in order to 
implement the relevant legislation. All these policies wil l improve the 
business environment and are expected to reduce the real costs o f  trade. 
These effects are not  incorporated into our study, as we mainly focus on 
different options for trade liberalization. 

10.6 2.7 -22.5/ 
38.2 27.0 27.6 
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5. Combined 1+2+3 
Imports from 7.31 -1.11 -12.1 
Exports to 40.61 29.01 28.9 



Source: Model simulations. 

The simulations 
indicate that Albania 
can benefit from 
further integration 
with its neighbors. 
However, the benefits 
from regional 
integration can only 
be realized ifAlbania 
gains better access for 
its exports on regional 
markets 

Under the second scenario of the liberalization of tarifs on imports 
from neighboring countries (FTA), Albania would record a small 
welfare loss of 0.1 percent of GDP (Table 24). In some sectors, the 
abolition o f  tariffs o n  industrial goods would involve an absolute 
reduction o f  duty up to 10 percentage points. As a result o f  tar i f f  
reduction, the prices o f  goods f rom the SEE region would fa l l  relatively 
to  prices o f  domestically produced goods and imports f rom the EU15 
and the rest o f  the wor ld (ROW). Imports f rom SEE would then 
increase significantly, replacing to some extent domestic production in 
selected sectors. The reduction in domestic prices would be limited, as 
imports f rom SEE amount to only 8.3 percent o f  total imports. At the 
same time, the revenue from taxes imposed o n  imported goods (i.e., 
customs, excise and the VAT) would decline. I t  i s  unlikely that trade 
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creation would exceed trade diversion -a small increase in exports 
fo l lowing a decrease o f  prices o n  the domestic market would not 
compensate for  a surge in imports, and would not lead to an output 
expansion. However, when we also allow for the full access o f  Albanian 
products to SEE markets Albania records a small welfare gain (0.4 
percent o f  GDP in the long run) and an increase in taxes o n  imported 
goods o f  1.4 percent. Under this scenario exports to SEE would more 
than double. 

(% CHANGE) 

Table 24: Implications of the Liberalization of Tariff on 

Liberalization of Albanian 
tariffs under FTA with SEE 

In addition free access to 
SEE markets 

(% CHANGE) Liberalization of Albanian 
tariffs under FTA with SEE 
SHORTRUN ILONG RUN 

In addition free access to 
SEE markets 
ISHORTRUN ILONG RUN 

Welfare 
SHORTRUN \LONG RUN SHORT RUN \LONG RUN 

-0.111 0.06 0.051 0.39 
(Equivalent Variation as a Share of GDP) 
Wage 
Capital Rental 
Revenue from Taxes on Imported Goods* 
(in million 2000 USD) 
Capital Stock 

* These include customs, excise and VAT. Source: model simulations. 

o.621 1.36 

0.2 0.22 0.21 
0.08 0.4 
0.76 0.86 1 
2.87 3.25 3.78 5.13 

0.14 0.82 

Adoption of the CET 
leads to expansion of 
exports to all regions 
and a rise in tariff 
revenue and income 
in the long run 

Under the third scenario alone-adoption of the Common European 
Tariff on industrial products-the weyare impact for Albania would be 
very small, as imports f rom the ROW accounts for only 26 percent o f  
the country’s total imports (Table 25). The biggest tar i f f  reductions are 
recorded in coke and petroleum products, metals and metal products 
and energy and mining. As goods from the ROW become relatively 
cheaper, imports fiom the ROW increase substantially and replace 
domestic production, especially in the above mentioned sectors (see 
Column 3, Table 23). In some other sectors such as textiles, clothing 
and footwear, transport equipment and machinery or  other metals, 
cheaper intermediate inputs lower the prices o f  domestically produced 
goods. The overall effect would be an increased demand for Albanian 
products abroad and expansion o f  production and exports. 

(Yo CHANGE) 
Welfare 0.07 0.14 
(Equivalent Variation as a Share of GDP) 
Wage 0.33 0.56 
Capital Rental 0.24 

SHORT RUN LONG RUN 

Revenue from Taxes on lmoorted Goods* 0.06 0.21 

Table 25: Implications of the Adoption of the CET on 

(in million 2000 USD) 0.231 0.7 
Capital Stock 

* These include customs. excise and VAT. Source: model simulations 

0.49 

The simulations The results o f  these simulations are in l ine with the theoretical literature 
indicate that Albania o n  regional integration (see World Bank, 2000). A regional integration 
has a lot to gain from arrangement between small low-income countries does not necessarily 
furtherintegration bring income gains to the countries involved. I t  might lead to  the 
with its neighbors. rationalization o f  production and the elimination o f  unnecessary 
However, the benefits duplication o f  plants, which will result in more efficient allocation o f  
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from regional 
integration can only 
be realized ifAlbania 
gains better access for 
its exports on regional 
markets 

Liberalization of trade 
with all trading 
partners could 
increase Albanian 
income by 1 %per 
year and lead to 
expansion of exports 
and output in the 
majority of sectors. 
However the loss of 
tariff revenue would 
be substantial (-15%). 

resources and help attract FDI. However, these gains can only be 
realized if there are n o  other significant obstacles to trade. Furthermore, 
they depend o n  the extent to which the opening o f  markets increases 
competition in domestic markets. If the countries involved in the 
integration process trade litt le with each other, the impact on domestic 
prices and competition wi l l  be small. If external tariffs remain high, 
trade diversion i s  likely. Quite often a loss o f  tar i f f  revenue, which i s  an 
important source o f  government income in many small countries, 
outweighs the welfare gains due to the more efficient allocation o f  
resources. This seems to be the case with the liberalization o f  Albanian 
trade with i t s  SEE neighbors or  with the ROW, as the model projects 
significant trade diversion.” 

Albania would have much to gain under the f inal scenari-a 
combination of the three previous options. W e  look  at the implication o f  
two  more trade policy options, namely, liberalization o f  tariffs under 
S A A  and FTA with SEE neighbors and a combination o f  a l l  o f  the 
scenarios discussed in the previous sections. W e  find that in both cases 
welfare implications are positive in the long run. This i s  mainly due to  
the fact that liberalization along a l l  dimensions reduces the potential for 
trade diversion and allows for the full realization o f  efficiency gains. 
Under liberalization o f  trade with a l l  trading partners Albania’s GDP 
would increase permanently by 1 percent, and wages would increase by 
3.4 percent compared to their 2000 levels (Table 26). Exports o f  
Albanian products to the EU could increase by almost 40 percent, while 
exports to other regions would expand by 30 percent. Imports f rom the 
ROW and SEE neighbors would be replaced to  some extent by imports 
f rom the EU. In our long run scenario, an increase in the retum to 
capital encourages investment and results in an expansion o f  capital 
stock by 3.4 percent. This in turn allows for the growth o f  output in the 
majority o f  sectors. The highest increase would be recorded in textiles, 
clothing and footwear, transport equipment, machinery, electronic 
equipment, and minerals. Production o f  a few selected sectors such as 
non-metallic mineral products, and coal and petroleum products, energy 
and mining would be replaced by imports. 

The most promising trade and growth opportunity for Albania clearly 
involves integration with the EU. Apart f rom polit ical benefits o f  the 
S A A  process, such as providing the pol icy lock-in mechanism to pursue 
further reforms and the incentive to  create a stable business 
environment that would encourage foreign investment, the elimination 
o f  the remaining non-tariff barriers to trade such as differences in 
technical standards and regulations, delays at the border and others can 
lead to  significant expansion o f  trade and income. However, trade 
liberalization should proceed along a l l  dimensions, as the biggest gains 
are to  be realized when Albania lowers i ts barriers to  trade with respect 
t o  a l l  trading partners. But in the short run the liberalization o f  trade 

3 ’  One caveat: as with any other CGE modeling exercise, the results here are very sensitive to  the 
assumptions about elasticities o f  substitution between domestic and imported goods, and between imports 
from different sources. 
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with a l l  trading partners leads to substantial loss o f  tar i f f  revenue. This 
i s  likely to be mitigated by transfers f rom the EU. The introduction o f  
reforms that would broaden the tax base and improvements in the 
effectiveness o f  tax collection are therefore necessary to avoid a huge 
drop in government revenue. 

Liberalization of tariffs under 
SAA and FTA with SEE 

(% CHANGE) In addition adoption of the 
CET on imports of industrial 

Welfare 
(Equivalent Variation as a Share of GDP) 
Wage 
Capital Rental 
Revenue from Taxes on Imported Goods* 
(in million 2000 USD) 
Capital Stock 

* These include customs, excise and VAT. The steady state scenario allows for higher capital 
stock. Source: model simulations. 

products 
SHORT RUN LONG RUN SHORT RUN LONG RUN 

-0.74 0.55 -0.62 0.97 

1.28 5.08 1.6 3.4 
1.06 1.35 

-15.5 -14.1 -16.7 -15.1 
-58.5 -53.2 -60 -57 

2.75 3.4 

Box 3: FIAS Recommendations for Removing Administrative Barriers to 
Investment 

Customs 

approach, with a view to simplifying documentary requirements, speeding up 
processing, and reducing costs to the private sector. 

GATT, with a view to minimizing discretion and arbitrariness in decision-making. 

with valuation, and compare the associated costs and benefits. 

Review import, export and transit procedures and adopt “risk management” 

Establish clear rules and criteria for invoice valuation by following Article VI1 of 

Consider carefully the range of options for using intemational inspection assistance 

Improve the customs appeals system. 
Improve public relations and strengthen intemal operation procedures. 

I Tax administration 

Institute measures to ensure that VAT refunds are funded by the Govemment and 
processed in a timely manner by the GDT. 

Develop and implement effective audit strategy for all market segments, including 
small business and individuals. 

The method for calculating installments of profits tax should be revised with a 
view to providing greater flexibility and with the aim o f  better reflecting the actual 
taxable profits o f  the business in the relevant period. 

Improve the compliance enforcement so that it i s  consistent, cannot be routinely 
and coercively used against taxpayers, and i s  appropriate in relation to the relative tax 
outstanding. 

retained within the GDT. 

understanding, certainty and consistency on interpretations of the law. 

Land and construction 

Halt uncontrolled construction Accelerate and complete the land restitution 
program; complete land registration with more emphasis on urban and commercially 

Improve the intemal appeal system for all first instances. 
Simplify and strengthen SBT registration. Administration of the SBT should be 

Strengthen taxpayer education and multi-party consultation to provide greater 
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attractive areas. 

Privatization Agency, courts, land registry offices, and the municipal construction 
approval authorities 

Speed up the strategic territory planning to be followed by more detailed city 
planning, establish and implement modem building codes. 

Establish a “one-stop shop” information center for construction approval process in 
the municipalities. 

Establish a technical advisory committee at the municipality level to incorporate 
the inputs from the infrastructureiutility authorities and other key agencies when 
approving construction projects. 

development approving authority. 

Establish effective cooperation among the Restitution Commission, the National 

Establish an effective appeal system that check and balance the power o f  site 

Explore the option of developing industrial and tourism parks. 

“Non-Food Industrv” License 

Abolish “non-food industry” license 

justified by vital public interest; consider the “negative l ist” approach. 
Review other sector licenses with a view to limiting licensing to the sectors 

Administrative appeals svstem 

the intemal appeals processes within each agency. 

procedural areas. 

Conduct a cross-agency review, with a view to improving, on a consistent basis, 

including the option of establishing specialized, independent tribunals in specific 

Establish a fully independent national administrative appeals tribunal. 

To sum up, it appears that WTO membership and preferential trading 
privileges granted by the EU combined with progress in polit ical 
stabilization as wel l  as in the region fol lowing the Kosovo war have 
contributed to a more attractive investment environment in Albania. Yet  
much progress remains to  be done as the country faces fiscal losses in 
the short and medium term and must continue improving i t s  business 
environment to attract even higher levels o f  FDI and remittances. 
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CHAPTER 4: THE ROLE OF MIGRATION AND REMITTANCES 

Internal migration 
resulted in significant 
reallocation of male 
populations from 
rural to urban areas 
between 1989 and 
2001 

“Global links” have not been confined to capital inflows or trade in 
goods and services. By far one o f  the most important sources o f  
financing imports has been revenue from “factor exports,” that is, labor. 
Together with Serbia and Montenegro, Albania was among the top 20 
countries in the world ranked by remittances in terms o f  GDP in 2001 
(World Bank 2003). Private transfers have been significant, amounting 
on average to almost one-third o f  the value o f  imports o f  goods and 
services since the collapse o f  central planning. Indeed, the social 
changes with the most significant impact on income generation have 
been the waves o f  internal and external migrations observed since the 
fall o f  the communist regime. 

1. Patterns of  Internal and External Migration 

Permanent internal migration is high in Albania and has contributed to 
creating income during the transition. Notwithstanding the social 
problems and the overload o f  urban infrastructure caused by migration, 
internal migration makes the Albanian labor market very flexible. On 
average, migrants perform better in the labor market than natives o f  the 
same age and education. Patterns o f  migration tend to adjust rather 
quickly to the changing situation in the labor market, as those who do 
not succeed move back or to other places. 

Figure 20: Urban Adult Male Population by Migration History and 
Region, April 2001 
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Notes: Men aged 15 or older, excluding residents o f  institutional households. Category “Lived 
there since birth”.includes persons born in the given city who were residing there in April 1989 
and in April 2001. Source: Calculation based on 2001 PHC data. 

As shown in Figure 20, more than 50 percent o f  the adult urban male32 

32 The analysis here i s  restricted to male population, which i s  the driving force o f  labor-related internal 
migration. Although in LSMS 2002 sample 60 percent o f  post-1989 inter-district migrants are women, a 
closer look reveals that just 4 percent o f  them are household heads, while almost al l  the rest either moved 
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population live permanently in the cities they were bom in. This 
proportion i s  about 10 percentage points lower in Tirana (due to 
massive inflows from other cities, as well as from rural areas in other 
parts o f  the country) and cities in the Mountain zone (due to large 
inflows from nearby rural areas, but also to persistent outflows to other 
parts o f  the country; Tirana counts f i rs t  as the destination o f  these 
outflows). 

As shown in Table 27, the outflow o f  men from Mountain Albania to 
the Central zone during 1989-2001 was 1.5 times larger than each o f  the 
other two flows (to the Coast and Tirana city). Migration from the 
Mountain zone to Tirana has slowed down recently, while flows 
between Tirana and rural areas in the Central zone, as well as from 
Center and Coast to the Mountain zone, seem to intensify. 

Table 27: Flows during 1989-2001 and 2000-2001 between the Coastal, Central, and Mountain 
Zones and Tirana City, (percentage of  stocks in the beginning o f  the period). 

Men Aged 15+ and Living in Albania in April 2001 a 

Coast Center Mount. Tirana 1989 I Coast Center Mount. Tirana 1989 
2001 2001 2001 2001 2001 2001 2001 2001 

Coast‘89 97.3 0.6 0.1 2.1 28.3 Coast’OO 99.7 0.10 0.03 0.20 30.5 ~~~~ ~ 

Center’89 4.1 91.4 0.1 4.3 48.9 ’ Center’OO 0.40 98.7 0.06 0.82 46.7 
Mount.’89 7.6 11.4 73.1 7.9 14.5 . Mount.’OO 0.74 1.0 97.7 0.54 10.8 
Tirana’89 0.4 1.3 0.1 98.2 8.4 1 Tirana‘OO 0.12 2.3 0.05 97.5 12.0 
200 1 30.6 46.7 10.7 12.1 100.0 2001 30.6 46.6 10.6 12.2 100.0 

Note: a The sample excludes those whose residence in 1989 and 2000 was unknown or abroad; hence the 
slight difference in 2001 distribution. Source: Calculation based on 2001 PHC data 

About 25 percent of urban men moved to their current resident cities 
only after 1989. The proportion o f  recent immigrants in Tirana exceeds 
30 percent and i s  at least 28 percent in the cities o f  the Mountain zone. 
While immigrants to urban areas in Mountain and Central Albania 
(excluding Tirana) come predominantly from rural areas in the same 
district, cities in the Coast receive inflows o f  comparable size from 
nearby rural areas, from rural areas in other districts, and from other 
cities. 

Tirana and Durres are the primary destinations of internal migrants, 
followed by the districts o f  Lushnje, Lezhe, Fier (the latter has seen 
even larger emigration), and V10re.~~ The majority o f  long-distance 
migrants move to the Central and Coastal parts o f  the country. The 
outflow from the economically backward North Eastem region 
(prefectures o f  Diber, Kukes, and Shkoder) has been in absolute figures 
almost twice as large as that from the South-East (prefectures Berat, 
Gjirokaster, Korce, and Vlore). There are also significant short-distance 
flows (predominantly rural-urban flows) within Central Albania and 
within the North East Mountains. 

together with a male household head or indicated marriage or joining family as the main reason for 
migration. 90 percent of female migrants aged 18 and older are married. 
33 Galanxhi et al. (2003) and World Bank (2003) provide a detailed analysis o f  post-1989 migration 
between the 12 prefectures and between the 36 districts o f  the country. 
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Every year a The geographical mobility o f  labor i s  one o f  the important adjustment 
significant and mechanisms which helps to cope with poverty, structural 
increasing proportion unemployment and asymmetric shocks. According to L S M S  2002, 
of Albanian men during the period 1997 - 2001 each year 8 to 10 percent o f  Albanian 
temporary works men aged 15 to 34 were engaged in temporary employment-related 
abroad. emigration, mostly to Italy and Greece. For men aged 35 to 64 this 

proportion was about 3 percent until the year 2000 but jumped to almost 
5 percent in 2001 (see Figure 21), resulting in a total temporary 
emigration rate o f  7.3 percent o f  men34 in the age group 15-64. The 
importance o f  short-term emigration as a strategy to cope with 
joblessness i s  confirmed by the fact that among men who were out o f  
work in April 2002 but had worked in the past 12 months, 11 percent 
had their last job  abroad; in Mountain Albania this proportion is  two 
times higher than on average, while in Tirana it i s  two times lower. 

Figure 21: Employment-related Temporary Emigration of  Albanian Men: 
Rates (left scale) and Average Duration (right scale), 1997-2001. 
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Note:The Figure i s  likely to underestimate the rate o f  temporary emigration in 2001 and its average 
duration .Source: Calculation based on LSMS 2002. 

According to the 2001 Census, 2.6 percent o f  economically active 
Albanian men were working or seeking work abroad, although they 
were still considered members o f  the household at their permanent 
residence in Albania (this so-called “snapshot rate” i s  consitent with the 
above mentioned rate o f  7 percent). The number o f  temporary emigrants 
i s  small if compared to  the number o f  Albanians permanently working 
abroad, but it i s  not negligible, especially from the local labor market 
perspective. More than 80 percent o f  these temporary migrants are 
younger than 35. Slightly less than two-thirds have completed basic 
education (29 percent), or general or vocational secondary education, 
and just 2 percent have a university education (see Figure 22). Among 
the young economically active Albanians (below 35) with basic or 

34 For women similar rates are almost 10 times smaller, so the discussion here i s  restricted to male 
emigration. 
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secondary (general or vocational) education, the proportion o f  short- 
term labor migrants abroad was as high as 5 and 4 percent, respectively. 

Figure 22: Albanian Men - Short-term Labor Emigrants 
by Age and Education, April 2001 
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Source: Calculation based on 2001 Population Census data 

Most of the temporary labor migrants go to Greece and Italy to work in 
agriculture, trade, and construction. Almost all (93 percent) o f  the 
employed temporary emigrants work in just  five sectors: agriculture (43 
percent), trade (20 percent), construction (14 percent), transport and 
communications (9 percent), hotels and restaurants (7 percent). The 
average weekly earnings of temporary emigrants in 2001-2002 were 
about three times higher than earnings in the last job  o f  the men 
unemployed in April 2002, and 2.5 times higher than the current 
earnings o f  employed, men. 

Emigration is an attempt to escape poverty-rather than 
unemployment. We have estimated a range o f  logit models to analyze 
effect o f  age, education, marital status and district o f  residence on the 
likelihood o f  temporary labor migration. Figure 23 confirms the fact 
that emigration helps in the escape from poverty: other things being 
equal, work-related emigration i s  more l ikely to be from districts with a 
high poverty headcount. Regional differences in emigration rates are 
striking: for the top 10 districts (with 25 percent o f  the labor force), the 
average predicted probability o f  short-term labor emigration i s  10 times 
higher than for the 7 bottom districts (9 percent o f  the labor force). 
However, the average unemployment rate in these low emigration 
districts i s  higher than in the 10 high emigration ones. Logit models 
also confirm that local unemployment rates do not have a significant 
impact on temporary emigration. Tirana district, with 17 percent o f  the 
labor force, has the eight lowest emigration risk, and the risk ratio 
between the top and bottom quartiles o f  the labor force i s  4.6. Single 
men are about two times more likely to emigrate than their married 
counterparts. 
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Rural residents are 
significantly more 
likely to engage in 
temporary 
emigration-which 
helps create incomes 
in rural areas 

Figure 23: Effect of District Poverty Rate and 
Marital Status of Albanian Men on the Predicted Probability 

of Temporary Work-related Emigration 
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Source: Calculation based on 2001 Population Census data 

The highest predicted emigration rates are recorded in rural areas, in 
the Coastal and Mountain zones, and in urban areas of the Mountain 
zone (excluding mountain districts on the Serbian border - Has, Kukes, 
and Tropoje). Living on the Serbian border reduces the probability of  
emigration by 1.7 percentage points, other things being equal. The 
probability o f  short-term emigration peaks at 23 years o f  age (when 
marital status i s  not controlled) (see Figure 24). 

Figure 24: Effect of Place of Residence and Age on Predicted 
Probability of Temporary Work-related Emigration 
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Note: Excluding districts on the Serbian border. Source: Calculation 
based on 2001 Population Census data. 
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Willingness to move 
abroad is strong 
across genders 

While 9.2 percent o f  men and 1.5 percent o f  women age 15 to 64 had 
been abroad for at least three months in a row during the 1997-2001 
period, many o f  those who had not had considered moving abroad 
temporarily or permanently (see Table 28). Interestingly, the proportion 
of  women who had considered moving but had not tried was the same 
as for men; however, men were much more likely to try and to succeed. 

Table 28: Willingness to Move Abroad Temporarily or Permanently 
among Albanians Who Had Not Moved in 1997-2001 

(April 2002, percent o f  population aged 15-64) 
Men Women Menand 

women 
Have stayed abroad 

for3 mnthsormE 9.2 1.5 5.4 
at least once in 1991-2001 

12.7 

15.2 15.3 

Havetriedtomve 20,0 6,3 
abroad but failed 

but have not tried 
Have considered mving 5, 

66.6 

Total 100.0 100.0 100.0 

Have not considered 55,3 77,0 
mvingabrod 

Source: Calculation based on LSMS data. 

There are gender 
differences in the 
determinants of 
migration 

The econometric analysis reveals significant gender differences in the 
factors influencing willingness to move (for the persons who had not 
moved in 1997-2001). Men are significantly more inclined to move 
abroad when they live in a district with a high poverty rate, and when 
their household i s  subjectively perceived as poor. Women, in contrast, 
are much more likely to consider moving abroad when they are 
unemployed and/or live in a district with high unemployment, while a 
high district poverty rate negatively affects female willingness to move. 
Women with secondary and higher education, as well as those living in 
cities, are much more inclined to consider moving abroad than their 
male counterparts. Neither household per capita income nor subjective 
poverty assessment affects women’s attitude towards moving. Having 
direct relatives abroad matters for women but not for men. 

Three patterns, however, are similar for both genders. First, willingness 
to move abroad reaches i t s  peak between 26 and 29 years o f  age. 
Second, unlike actual emigration patterns, the maximum willingness to 
go abroad i s  found in Central Albania, while men living in the 
Mountain, zone and residents of  Tirana, are more often unlikely to 
move, other things being equal. Finally, Albanians with less than eight 
years o f  schooling are less likely to move abroad than those who 
completed basic education. 
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Table 29: Determinants o f  Willingness to Move Abroad 
among Albanians Who Had not Moved in 1997-2001 

(direction of  effect; 0 if not significant) 

Household per capita income - 0  
Household subjective welfare ranking - 0  

District poverty rate + -  
District unemployment rate o +  

Unemployed o +  
Student - 0  

Factors Men Women 

District average per capita consumption - + 

Education (w. Basic 8 years) 
University or secondary education 0 + 

Less than basic education - 
Residence (w Central Albania and Rural) 

Coastal Albania - 0 
Mountain Albania - 0 

Urban 0 + 
A t  least one of the female household members 0 + 

Age when willingness is maximal 30 28 

Tiranacity - 

has a child permanently l iving abroad ........... ......... ...... . . ........ . 

Source: Calculation based on LSMS data. 

Migration has also 
helped Albania 
contain its large 
current account 
deficit through high 
volumes of 
remittances 

Remittances and 
external aid 
contribute to the 

2. Macroeconomic Impact  

Remittances fFom Albanians living abroad have supported 
macroeconomic stability and stimulated economic growth. Throughout 
the past decade, remittances have played a crucial role in offsetting the 
lack of lending from the banking sector and have helped sustain 
consumption-and the country’s standards o f  living. While their 
general trend has been decreasing, they have represented on average 
more than 60 percent of the trade balance (in absolute terms-see 
Figure 25), compensating for low domestic savings, fuelling high levels 
of domestic demand, and fuelling small-scale private investment. The 
high volumes o f  remittances have contributed to the stabilization of the 
exchange rate and the fight against inflation. 

Figure 25: Remittances and the Trade Balance, 1993-2002 
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Source Bank o f  Albania ACIT 2003 

High volumes of remittances-most of which occur in cash, outside the 
banking system, large inflows of external financial assistance, and 
foreign direct investment most recently have fueled domestic 
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appreciation of the 
Lek 

consumption and investment, contributing to the strengthening o f  the 
Lek. The Bank o f  Albania estimates that remittances amounted to $600 
mill ion Lek in 2002, more than twice the volume recorded by the 
banking system (Figure 26). Indeed, Albania has the highest level o f  
currency outside the banking system in SEE countries (Table 30). 
Statistics from the Ministry o f  Economy’s Department o f  Monitoring 
and Evaluation indicate that Albania has received over the period 199 1 - 
2002 a total commitment o f  external assistance o f  around U S  $3.9 
bil l ion (see Table 31). However, Government capacity to manage aid 
projects and programs, and issues o f  air coordination among donors 
have reduced the effectiveness o f  foreign assistance. 

Figure 26: Remittances, in Millions of Leks, 1994-2002 

Source IFC 

Source: Ministry o f  Economy, Department o f  Monitoring and Evaluation. 

The appreciation of 
the Lek is a constraint 
to external 
competitiveness 

The strengthening of Albania’s currency has been associated with 
slower export growth and a larger trade deficit. While Albania’s import 
needs are consistent with the levels observed in open economies at 
similar levels o f  development-about 30 percent o f  GDP on average 
between 1993 and 2003-- i t s  exports remain low, at less than 10 percent 
o f  GDP. Thus, the trade deficit has remained high (Figure 27). The s t i l l  
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Remittances are 
expected to decline 
over time 

Migration is a double- 
edged sword, as it 
negatively affects the 
size and composition 
of the labor force 

manageable current account deficit (7.5 percent o f  GDP in 2003) mostly 
reflects the large volumes o f  remittances flowing into the country. This 
i s  an indication that the appreciation o f  the Lek may be negatively 
affecting the country’s external competitiveness. 

Figure 27: Albania’s Increasing Trade Deficit 
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Albania thus faces serious challenges in maintaining a sustainable 
external position. The current account deficit i s  still one o f  the highest 
in South East Europe at 7.5 percent o f  GDP in 2003, up from 2.4 
percent in 1995, i t s  lowest level during the transition. Given the 
country’s structural trade deficit, the current account deficit would have 
been even higher, except for the continuous f low o f  private transfers 
(remittances). 

Consistent with economic theory and cross-country studies, the long- 
term trends in Albanian remittances are expected to decline. A recent 
study conducted by the Ministry o f  Labor and Social Affairs concludes 
that Albanian emigrants tend to stay for a shorter time in the host 
countries. Their savings are mostly placed in their respective host 
countries, and 66 percent express willingness to come back to their 
country. Those who are l iving in Greece, who represent the largest 
emigrant community, are the most willing to return (78.6 percent) in no 
more than 4.8 years. The average time o f  the stay abroad i s  estimated to 
be 13-14 years. 

As Albania’s market economy develops and matures and the structural 
reform agenda i s  completed (especially in the transport, energy, and 
telecommunications sectors), factor accumulation should again become 
an important engine o f  growth. While in the past migration out o f  rural 
areas was perceived as a potential solution to the problem o f  rural 
poverty in Albania, it i s  also increasingly seen as contributing to social 
dislocation, agricultural labor shortages and a rapid deterioration in the 
provision o f  social services in urban areas. Furthermore, the large-scale 
legal and illegal migration o f  Albanians to other parts o f  Europe 
constitutes an important political and social challenge to  the 
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The Albanian 
population is younger 
than that of other 
European countries 
but its overall 
demographic burden 
is heavier 

governments and citizens o f  the EU. It i s  also perceived as a source o f  
informal labor and criminal activities. Stricter migration laws, 
increasing costs and associated risks also make migration less o f  a 
viable solution, particularly for the less-endowed households. 

The massive emigration of the post-socialist era (see World Bank, PA) 
changed the structure of the population and has not been compensated 
by natural increase. The total population declined by only 3 percent 
between 1989 and 2001. However, the population aged 20 to 29 
declined by 26 percent.35 While the population remains relatively young 
if compared with other countries in South-Eastern Europe (Figure 28), 
the youth dependency ratio (the ratio o f  the population below 15 to the 
population aged 15 to 64) i s  significantly higher in Albania than in 
comparison countries, and the old age dependency ratio (the population 
above 64 to the population aged 15 to 64) i s  lower. The ,total 
dependency ratio in Albania i s  higher than in any o f  the comparison 
countries. Together with the low employment o f  the working age 
population, this stylized fact i s  one o f  the reasons for poverty. Other 
things being equal, Albania needs higher employment rates to support 
i t s  children and elderly than, for example, Slovenia, Romania, Hungary 
and Bulgaria. Put differently, if employment rates and productivity 
were the same, per capita GDP would be lower by about 20 percent in 
Albania. 

Figure 28: Demographic Dependency Ratiosa in Albania 
and Selected Countriesb, 2002 
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Notes 'The youth (respectively elderly) dependency ratio i s  the ratio ofthe population below 15 
(respectively, above 64) years of age to the population aged 15 to 64 The total dependency ratio i s  
the sum of  youth and elderly dependency ratios ACC-12 refers to average indicators for the ten 
new EU members, Bulgaria, and Romania Country abbreviations CZ - Czech R , S I  - Slovenia, 
SK - Slovak R , RO - Romania, HU - Hungary, BG - Bulgaria, EL - Greece, A L  - Albania 
Albanian data refer to year 2001 Source Calculation based on LFS data presented in Franco- 
Blondal(2003) and Franco-Jouhette (2003), and Albanian Population and Housing Census 2001 
data 

35 See Heleniak (2004). 
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Economic dependency is rising, putting strong pressure on the labor 
force. The net economic dependency ratio (number o f  non-employed 
per one employed individual) increased from 1.21 in 1989 to 1.95 in 
2001,36 well above the ratio o f  1.31 for the ten new EU members, 
Bulgaria and Romania. As Table 32 shows, the economic dependency 
ratio in Albania i s  similar to that in Bulgaria but higher than in other 
Southern European countries. In fact, the difference i s  even larger 
because. part-time and temporary employment i s  more widespread in 
Albania than in comparison countries (see below). 

Table 32: Net Economic Dependency Ratioa 
in the EU and Selected Countries, 2002 

EUl5 =ISb SI CY RO HU EL BG AL AL 1 
1.30 1.31 1.16 1.16 1.28 1.56 1.63 1.82 1.70' 1.95d I 

iVotes: a Ratio of  total non-employed to total employed population. ' ACC-12 refers to 
average indicators for the ten new EU members, Bulgaria, and Romania. Country 
abbreviations: CZ - Czech R., S I  - Slovenia, SK  - Slovak R., RO - Romania, HU - 
Hungary, B G  - Bulgaria, E L  - Greece, A L  - Albania. Based on LSMS 2002 results 
(which may overestimate employment and hence underestimate the dependency 
ratio). Based on the 2001 Population and Housing Census 2001 data, which may 
underestimate employment and underestimate the dependency ratio. Source: 
Calculation based on LFS data presented in Franco-Blondal (2003) and Franco- 
Jouhette (2003), Albanian Population and Housing Census 2001 data, and Albanian 
LSMS 2002 data. 

Clearly, this geographical mobility o f  labor has been one o f  the 
important adjustment mechanisms for Albanians to cope with poverty, 
structural unemployment and asymmetric shocks. The analysis o f  short- 
te rm labor emigration from Albania, permanent internal migration, and 
commuting (using microdata from the 2001 Census and the 2002 
LSMS) confirms the need to mobilize labor resources as a crucial factor 
o f  growth for the medium and long term. 

36 Muca et al., 2004, p. 20. Since 1989, the ratio has almost doubled in urban areas outside Tirana. 
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CHAPTER 5: MOBILIZING LABOR RESOURCES 

The work on growth accounting in the previous chapter showed that 
growth in Albania during transition has been driven primarily by high 
rates o f  TFP growth (i.e., by the improved allocation o f  resources). In 
order for Albania to sustain high growth going forward, i t must increase 
i t s  rate o f  capital accumulation and also generate additional 
improvements in TFP through the improved allocation o f  resources. 
This can only be done through a better mobilization o f  labor resources, 
which i s  the focus o f  this chapter. 

1. Profile of the labor market 

Formalemployment 
has yet to recover 
after the sharp decline 
at the beginning of 
the transition 

A comparison of the results of the 1989 and 2001 Population and 
Housing Censuses (notwithstanding some methodological differences) 
shows that employment rates have declined dramatically during the 
past decade, especially for men aged 20-29 and women aged 20-39 (see 
Figure A.5* in Annex). As noted by a World Bank report, “Reduced 
employment rates o f  the nineties were a result o f  the falling public 
sector employment. The number o f  jobs in the public sector decreased 
dramatically from 850,000 in 1991 to 189,000 in 2001. This drop in the 
public sector employment was mostly due to mass privatization o f  state- 
owned enterprises. . . .The industrial sector - extraction o f  minerals, 
metallurgy, equipment, chemicals, paper and textiles - were hit the 
most. Reduced revenues decreased the number o f  jobs in government 
structures as well.” 

The 2001 Census 
results overestimate 
unemployment, while 
the 2002 LSMS 
statistics and the 
ofJicial labor statistics 
underestimate 
unemployment and 
labor force 
participation, 
especially for men 

Box 4: Dealing with Inconsistencies in Labor Market  Statistics 

Measurement and Methodological Issues. There are three major sources o f  
information on the Albanian labor market: (i) the official labor statistics (covering the 
years 1993-2002); (ii) the 2001 population census; and (iii) the most recent living 
standard and measurement survey (LSMS), dated 2002. The three sources give three 
very different pictures o f  Albania’s labor market, even when we compare the results for 
the same age group, the so-called “official working age.” According to official labor 
statistics, unemployment in 2001 and 2002 was around 14 percent for men and between 
19 and 20 percent for women. Census results indicate that in 2001, unemployment rates 
were 19 percent for men and 29 percent for women. Yet the 2002 LSMS, under 
standard ILO definition, gives much lower rates, which are almost idenrical for men and 
women (10.5 percent and 10 percent, respectively). I t  appears that: (i) The Census 
results overestimate unemployment b y  including in its calculations some 
underemployed workers or those jobseekers that are not fully active. However, the 
analysis o f  the determinants o f  unemployment based on the Census data w i l l  give 
qualitatively correct results; (ii) T h e  LSMS statistics and the official labor statistics 
underestimate unemployment and labor force participation, especially for men; and (iii) 
There are some problems in the design and representativeness o f  the labor module of 
the 2002 LSMS. 

In addition to possible mistakes in calculation methods, one explanation o f  these 
inconsistencies could be the different methodological approaches b y  each source, and 
the fact that the Albanian labor market has several characteristics which make it 
diff icult to analyze with the traditional methodological frameworks used for European 
countries: (i) a very high proportion o f  self-employed and contributing family workers 
among the employed population; (ii) a high incidence o f  subsistence farming; (iii) a 
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very high proportion of workers employed in agriculture; (iv) a very low proportion of 
full-time, full year employment and a high incidence of underemployment; and (v) 
possibly some informal restrictions on female activity (including job search) in the labor 
market. 

Approach Used for the CEM. The CEM uses the so-called relaxed definitions of 
unemployment. Registered unemployed are required to show up just once in 12 weeks 
to be classified in the “Active job search category. Yet more than 20 percent o f  them 
reported “no active job search in the last 4 weeks.” Also, many jobless persons declare 
themselves ready to start working in two weeks, but not are searching for employment, 
either because they are discouraged, or because they are waiting for opportunities 
during the busy season. Adding these two categories into the calculations of 
unemployment increases the male unemployment rate by 4 percentage points and the 
female unemployment rate by 6 percentage points. The decision to consider 
unemployed all jobless persons who reported no active search in the past 4 weeks for 
various reasons but would be ready to take up a job in two weeks, increases the 
Albanian unemployment rate by 1 more percentage point. Under this relaxed definition, 
a corrected LSMS-based male unemployment rate in 2002 i s  about 3 percentage points 
below the one derived from the 2001 Census and about 3 percentage points above the 
registered unemployment rate in 2002. After these adjustments, LSMS-based male labor 
force participation, unemployment and employment rates, as well as the female labor 
force participation rate are reasonably close to the Census estimates. 

Labor force participation is formally high by international standards, 
but more than a halfof the male labor force and about three-quarters of 
the female labor force is either jobless or engaged in low-productive 
agricultural self-employment (Figure 29). Employment i s  heavily 
concentrated in agriculture (especially for women), a sector whose 
contribution to GDP has been declining. Paid employment represents 
less than one-third of the total number of people who are employed. 
Even in the urban areas (except for Tirana) only 70 percent o f  a l l  
employed are in the paid employment sector. Almost half of all 
employed (and almost one-third of al l  employees) o f  both genders are 
working part-time. About one-third of a l l  employed are working less 
than 40 weeks a year. 

Figure 29: Activity, Employment and Unemployment Rates 
(percent). Men Aged 15-59 and Women Aged 15-54 

o L S M S m 2  
(standard 

[relaxed 

Gender disparities are 
acute in the labor 
market 

Labor market outcomes for women are sign8cantly worse than for men 
along all dimensions. Women have significantly lower participation and 
employment rates, and they comprise a lower proportion of paid 
workers among employees and (somewhat unusually) a larger 
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proportion of those in non-permanent jobs (see Table 33). 

Table 33: Labor Market Status o f  Albanian Population Aged 15-64, April 2002 (percent) 
M e n  W o m e n  T i r a n a  O t h e r  u r b a n  R u r a l  T o t a l  

Status 
E m p l o y e e s  not  working in a fami ly farm o r  
business 
E m p l o y e r s  
P a i d  w o r k e r s  ( farm o r  fami ly business) 
Sel f -employed w o r k e r s  or  u n p a i d  w o r k e r  
in a fami ly business (except  a g r i c u l f u r e )  
Sel f -employed a g r i c u l t u r a l  w o r k e r  o r  u n p a i d  
w o r k e r  
i n  a farm owned o r  rented by a household member 
U n e m p l o y e d  I (standard definit ion: actively 
looking for a j ob  in the past 4 weeks, o r  have 
already found one, o r  waiting recall from employer; 
ready to start in  two weeks once a job  i s  available) 
U n e m p l o y e d  2 (relaxed definit ion: not employed, 
not look ing  for a job  in the past 4 weeks but ready 
to  start in two weeks once a job  i s  available; 
includes discouraged workers, seasonal workers 
etc,)b 
Student  o r  p u p i l  E 

R e t i r e d  o r  h a n d i c a p p e d  
O t h e r  c u r r e n t l y  inact ive  b u t  h a v e  w o r k e d  in the  
p a s t  
1 2  months (o r  are waiting for recallibusy season) 
O t h e r  inact ive  

(Employed + Unemployed 1 )  
Labor force participation rate 2 
(Employed + Unemployed 1 + Unemployed 2 )  

Employment rate 
Unemployment rate 1 :  Unemployed l /Labor  force 
1 
Unemployment rate 2 :  Unemployed (1+2)/Labor 
force 2 
Longterm unemployed/Total unemployed 
Paid employment (percent o f  total employment) 
Worked < 40 weeks in the past 12 months (percent 
o f  employed who keep current job  for at least one 
year) 

Labor force participation rate 
Employment rate 
Unemployment rate 

Results o f  the Population and Housing Census 

27.5 11.5 36.7 

0 .5  0.1 0.9 
0.4 0 .2  0.2 

9.0 2 . 6  5.5 

33.3 36 .7  0.1 

8 5  5.7 11.4 

4.8 5.1 5.7 

6 .3  6 . 3  10 .2  
6.6 11.3 12.5 

0.8 2.0 0.4 

2.3 18 .6  16.4 
T o t a l  100.0 100.0 100.0 100.0 100.0 100.0 

7 9  2 5 6 7  5 4 9  5 6 7  7 4 5  6 7 3  Labor force participation rate 1 

6 0  5 65  1 7 7  8 7 2  3 

43 5 4 2 2  7 1  8 6 0  3 

2 0  8 25  7 3 7  1 0 4  

2 8 2  3 5 2  7 7  1 6 6  

5 5 3  5 8 2  5 9 9  5 8 3  
8 4 8  7 0 6  1 5 7  3 2 0  

1 0 6  1 9  1 42  3 3 5  6 

ue to d i f f e r e n t  methodology  ') 
6 9  8 7 2  3 6 7 4  6 9  3 
5 1  6 4 8 4  5 6  8 5 3  5 
2 6  1 3 3 0  1 5 7  2 2  7 

84.0 61 .8  

70 .7  5 1 . 0  

10.8 10.0 

15 .9  17 .5  

54.6 6 2 . 4  
39.4 2 2 . 7  

32 .3  39 .6  

0 0 1  (not  c o m p a r a b l e  
82.9 55 .9  
67.3 40 .0  
18.8 2 8 . 5  

29.5 

0.4 
0.2 

9.7 

2 3  

14 .6  

8 .4  

9.6 
1 1  .8 

0.8 

12.7 

10.9 

0 . 1  
0.3 

3.8 

56.7 

2 .7  

3.3 

4.1 
7 . 2  

1 .9  

9.1 

19.0 

0 .3  
0.3 

5.6 

35 .1  

7 .O 

5 .o  

6 .3  
9 .1  

1 .4  

10.9 

Paid employment (percent o f  totfi_employment) _- 3 0 . 7  32 .7  68.3 6 1 . 0  10 .2  31 .5  

4 7 . 1  49 .4  3 2 . 3  43.5 52.6 47 .6  Part-time ( l e s s  than 3 5  hrs per week)/Total 
employment 

_.I_._ 

' Notes: a 27.6 percent of members o f  this group o f  unemployed have worked in the past 12 months. 16.8 percent o f  this group o f  
unemployed have worked in the past 12 months.' 10.0 percent o f  students/pupils have worked in the past 12 months. 8.8 percent o f  
retired or handicapped persons have worked in the past 12 months e94.1 percent o f  members o f  this group have worked in the past 12 
months. If the adjustments are made to account for the under-representation o f  registered unemployed in the LSMS sample , 
unemployment rates increase well above the unemployment rate 2 levels. See Annex 2.  Source: Calculation based on Population and 
Housing Census 2001 and LSMS 2002 data. 

Various government Unemployment is high, although it is difJicult to measure precisely. 
sources provides According to official labor statistics, unemployment in 2001 and 2002 
different was around 14 percent for men and between 19 and 20 percent for 
unemployment rates women, while Population Census results indicate that in 200 1 

unemployment rates were 19 percent for men and 29 percent for 
women. On the other hand, the 2002 LSMS, under standard ILO 
definition, gives much lower rates, which are almost identical for men 
and women (10.5 percent and 10 percent, respectively) (see Table 34). 
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Table 34: Unemployment Rates in Albania, 2001-2003: 
Men Aged 15-59 and Women Aged 15-54 (Percent) 

Source: Ollicial labor statistics Population Ls?M$ 
(registered unemployment) (3" 

standard relaxed 
definition definition 

Men 
2001 14.2 19.0 na 
2002 13.6 na 10.5 16.4 

2001 19.9 28.7 na 
2002 19.1 na 10.0 18.2 

2001 16.4 na 

Women 

Total 

2002 15.8 na 10.3 17.2 
2003 15.0 na na 

Source: INSTAT and calculation based on Population census and LSMS 2002 
data. 

Long-term trends in After a sharp increase in 1991-1992, the number of registered 
unemployment are unemployed started to decrease gradually in 1993 when the law on 
mixed Land Privatization was adopted. Figure 30 shows that after falling by 

almost 50 percent in 1993-96, registered unemployment rose in 1997- 
99, but has been declining since 2000. At the end o f  2003 it was about 
two-thirds o f  i t s  level o f  four years earlier. Given the inconsistencies 
between different data sources (see Box  4), it i s  difficult to evaluate to 
what extent this fall in registered unemployment reflects economic 
growth. However, the growth accounting carried out by Khan (2004) 
suggests that most o f  Albanian economic growth in 1993-2003 was 
driven by very substantial improvements in TFP, as Albania has 
reallocated resources to more productive activities; the contribution 
from employment growth was negligible, although it increased 
somewhat in 2002-03, which i s  consistent with the recent trends in 
unemployment. 

Figure 30: Registered Unemployment in Albania, 1993-2003 (end of  
period): Total Number of  Unemployed (left sca1e);Number of  

Unemployed with University Education (right scale) 
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There are strong 
regional and gender 
dimensions to 
unemployment 

The unemployment rate measured by the Census has increasedfiom 9.8 
to 22.7 percent, but in some districts in the north and southeast it has 
more than tripled for both genders.37 Comparison of the results of the 
1989 and 2001 population Censuses (see Figure 31) shows that (self- 
defined) unemployment rates have more than doubled for urban men 
and women living in Tirana City, and tripled for rural men and women 
living in other urban areas. Applying the relaxed definition o f  
unemployment to the L S M S  2002 data gives the results presented in 
Table 37. Both the unemployment rate and the incidence of long-term 
unemployment are higher among females. Average labor force 
participation rates and unemployment rates are similar in Coastal, 
Central (excluding Tirana city) and Mountain Albania, but the 
incidence of long-term unemployment i s  significantly lower on the 
Coast. 

c 50 : 45 

--__-I 
f 40 

35 g 30 
% 25 

Q 

u Rura I 
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6 15 L-_ = 10 
E 5  C 

3 0  

Figure 31: Unemployment Rates by Sex and Residence: 1989 and 2001 
(Population Census data) 
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Source: Data from Table 3.8 in Muca et al., 2004 

Table 35: Employment, Unemployment and Labor Force 
Participation in Albania, April 2002 (population aged 15-64), 

in Dercent 
Men women coast Center ~ountain ~hval TOM 

Einplqmatrate 70.7 51.0 61.4 62.8 62.1 43.5 42.2 71.8 60.2 
Lhqllqrment rate (relawedcWniti~n~ 15.9 17.5 15.5 15.2 16.0 28.2 35.2 7.7 16.6 

h@””qb’ed 54.6 62.4 47.7 64.5 64.5 55.3 58.2 59.9 58.3 (%ofall menplqd) 
Labor force 
putidpadonrate 84.0 61.8 72.7 74.1 74.0 60.5 65.1 77.8 72.2 
(relaxed de6nitim ’) 
Laba force 
pratidpationrate 79.2 56.7 67.5 69.7 68.2 54.8 56.7 74.4 67.2 
(StandardcWnition? 

Notes: ‘All persons who are not employed but are ready to start working in two weeks once a 
job i s  available. are counted as unemployed (and economically active) even if they have not 
reported an active job search. bA l l  unemployed according to relaxed definition, as well as 
employed, are included in the labor force. Only the unemployed according to standard 
definition, as well as the employed, are included in the labor force. Source: Calculation 
based on LSMS 2002. 

37 Muca et al, 2004, Table 3.8 and p. 43. 
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Regional disparities are gender-speclfic (Figure 32). Among the three 
zones (Coast, Center, and Mountain) the highest male unemployment 
rate i s  found in the Mountain zone and the lowest in the Coast. Female 
unemployment rates exceed male rates only in urban areas. 

Figure 32: Unemployment rates by Residence and Gender, April 2002 
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Notes: All persons who are not employed but are ready to start working in two weeks once a job 
i s  available are counted as unemployed (and economically active) even if they have not reported 
an active job search. Source: Calculation based on LSMS 2002. 

Unemployment is 
higher among the 
Young 

Other things being equal, the unemployment risk is highest for men 
aged 1.5 to 34 and women aged 1.5 to 24. . This reflects the difficulty o f  
finding the first job in Albania: almost al l  unemployed teenagers, one- 
third o f  unemployed women aged 20-24 and one-fifth of unemployed 
men aged 15-34 do not have work experience. The risk declines with 
age between 34 and 54 years. Beyond age 54, it stabilizes for women 
and increases slightly for men. These results are illustrated in Figure 33 
which shows the net effects of age and residence on unemployment risk 
for economically active Albanians (the effects are estimated using the 
2002 L S M S  data and the relaxed definition o f  unemployment). 

Figure 33a: Unemployment Risk for Economically Active Albanians 
by Age Group and Residence, April 2002-Men 
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Figure 33b: Unemployment Risk for Economically Active 
Albanians by Age Group and Residence, April 2002-Women 
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Notes A relaxed definition o f  unemployment has been applied all jobless persons 
who are ready to start working in two weeks once ajob is available are counted as 
unemployed The profiles are based on a logit model with the following controls age 
groups, marital status (for women also number of children below 7 years in the 
household), educational attainment (six categories), dummies for residence in urban 
areas, Coastal Albania, Mountain Albania and Tirana City, dummies for post-1989 
immigrants from abroad, from other districts, from other communities in the same 
district, as well as for those who moved into the community before 1990, agricultural 
land ownership Variables not shown in the graph are fixed at their mean values for 
men (respectively, women), so the differences between the profiles represent the net 
effects o f  the place of residence Source Calculation based on 2002 LSMS data 

Education does not 
always protect from 
unemployment 

On average, neither basic nor secondary education seems to have a 
substantial effect on employability. The highest raw unemployment 
rates are found for labor force members with a secondary education, 
followed by those with a basic education. Compared to those with a 
secondary education, “Men with primary or basic education ’’ are more 
often “discouraged unemployed” and less often “active jobseekers. ” 
On the other hand, “Men with secondary education,” are on average 
more likely to be underemployed (and to declare themselves as 
unemployed) than their less educated counterparts-- other things being 
equal. However, urban men aged 25-34 face substantially lower 
unemployment risks if they have a secondary education compared to 8 
years o f  basic schooling, other things being equal (Figure 34a). 

Figure 34a: Unemployment Risk” for Economically Active 
Albanians (students and pensioners excluded) by Years of  
Schooling and Residence. April 2001--a) Men, aged 25-34 
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Figure 34b: Unemployment Riska for Economically Active 
Albanians (students and pensioners excluded) by Years of 

Schooling and Residence. April 2001-b) 
Women, aged 15-64 
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Notes: “Profiles are based on a logit model with the following controls: six age 
groups; marital status (for women also number o f  children and number of adult 
women in the household); [number of years of] schooling and schooling 
squared; dummies for residence in urban area, Coastal Albania, Mountain 
Albania and Tirana city, as well as their interactions with schooling and 
schooling squared; dummies for post-1989 immigrants from abroad and from 
other districts; dummy for having agricultural land located in the district o f  
residence and belonging to a household member. When constructing Urban 
(respectively, Rural) profile, variables representing region of residence, marital 
status, migration history and agricultural land ownership are fixed at their 
average values for urban (respectively, rural) men aged 25-34. 

When constructing Urban (respectively, Rural) profile, variables representing 
region o f  residence, marital status and family situation, migration history and 
agricultural land ownership are fixed at their average values for urban 
(respectively, rural) women aged 15-64. 
Source: Calculation based on 2001 Population Census data (796378 
observations for men, 546257 observations for women; only respondents aged 
15 to 64 included). 

Figure 35: Unemployment Risk for Economically Active Albanian 
Women (students and pensioners excluded) by Age and 

Educational Attainment, April 2001 
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The positive eflect of university education on employability is  
unambiguously strong for both genders, especially in cities. Other 
things being equal, the unemployment risk for college graduates i s  
reduced by about half that for men with secondary education, and much 
more for women. 
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Poverty remains 
pervasive 

Poverty in Albania 
has marked spatial 
and regional 
dimensions, with rural 
areas and the 
Mountain region 
being consistently 
poorer than the rest of 
the country 

In addition to these structural labor market issues, Albania also suffers 
from pervasive poverty. 25 percent o f  the Albanian population, or close 
to 780,000 individuals, falls below the poverty line. A large number o f  
individuals are clustered around the poverty line. Increasing the poverty 
l ine by 10 percent increases the percentage o f  poor individuals by 25 to 
50 percent, depending on the poverty line used. 

Figure 36: Geographical Mapping of  the 
Poverty Headcount 

Ratio of the number of pmr penons to the total populatio (in%) 
n 15-25 
-25.35 
-35-45 

Aource: World Bank Poverty Assessment. 

According to the 2003 World Bank Poverty Assessment, the poverty 
headcount in rural areas i s  66 percent higher than in Tirana, and 50 
percent higher than in other urban areas. Per capita consumption in rural 
areas, at 7,224 Leks, i s  about four-fifths o f  the consumption levels in 
urban areas. Households in the most remote districts in the Mountain 
region in the north and northeast o f  the country do not fare well in terms 
o f  poverty, and almost half  o f  the residents o f  this area are poor, and 
more than a fifth live in extreme poverty. Also, the depth o f  poverty in 
this area i s  much more pronounced than in any o f  the other regions, 
with a poverty gap index o f  over 11 percent. Average consumption in 
the mountainous regions i s  two-thirds o f  the consumption levels in 
Tirana, and about 20-30 percent lower than in the rest o f  the country. 
Poverty rates and depth in all other regions are around or below the 
national averages. 
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2. Inadequate Supply and Low Demand for Human Capital 

Low human capital 
andpoor 
infrastructure are 
major structural 
constraints to growth 

Net enrollment rates 
are declining 

Prior to the transition, growth in Albania was driven by a mixture o f  
factor accumulation and total factor accumulation growth. In other 
words, changes in the growth rate were driven by approximately 
proportional changes in the contributions o f  factor accumulation and 
TFP growth. During the transition years, the predominant engine o f  
contraction and subsequent growth was TFP contractiodincrease-as 
shown in Section 11. As the recovery proceeds and matures and the 
structural reform agenda i s  completed, factor accumulation should again 
become an important engine o f  growth. Yet, poor governance, 
dysfunctional institutions (rules o f  the game) and weak capacities (both 
organizational and individual) are major underlying contributors to poor 
sectoral performance, including sector-specific corrupt practices. In 
addition, two types o f  structural constraints currently constitute major 
obstacles to Albania’s growth prospects: (i) weak human capital- 
compounded by the current low demand for educated labor and low 
returns to secondary education; and (ii), the l ow  quality o f  
infrastructure, which impedes the country’s competitiveness by 
maintaining input and factor costs high (see next chapter). 

The adequacy o f  Albania’s human capital for supporting a transition to 
investment-driven growth can be judged by evaluating, relative to 
comparators: net enrollment rates; expected years o f  education; the 
educational profile o f  Albania’s working age population (25-64 year 
olds); the quality o f  the human capital produced by Albania’s education 
system38; and data from Albanian employers at the leading edge o f  
Albania’s economy on their assessments o f  their human capital needs 
relative to that supplied by the labor force. 

Table 38 shows gross enrollment rates for 1989 and net rates for 2002. 
The data sources (Ministry data for 1989 versus LSMS data for 2002) 
and calculations o f  rates (gross versus net) differ. Using L S M S  2002 
data to estimate gross versus net rates indicates that the latter are about 
5-6 percentage points lower than the former. Even allowing for this 
difference, enrollment rates for all levels except tertiary education are 
declining. Enrollment rates for upper secondary schools have declined 
dramatically, partly because closures o f  85 percent o f  Albania’s 
secondary agricultural vocational schools caused vocational/technical 
enrollment rates to plummet from almost 70 percent o f  total upper 
secondary enrollments in 1989 to 16 percent in 2002. These schools, 
connected to the collective farms that were privatized early after the 
transition, were considered low quality. Attendance at them was 
probably negatively based-an imposition by an authoritarian regime, 
rather than reflecting families’ demand for education. Thus, their 
closure was good policy. However, policies have not been put in place 

38 The quality o f  Albania’s human capital ( i tem 4) can only  be judged by inference f r o m  measures o f  
quality o f  Albania’s regional neighbors. Survey data o f  Albanian employers ( i tem 5) are n o t  available, but 
need to be collected. 
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Comparison with 
other countries 
reveals a large 
negative gap for 
Albania 

Albania performs 
poorly in terms of 
school expectancy 

to create family demand, especially in the rural areas. The enrollments 
in secondary education in urban areas are almost 2.5 times higher than 
in rural areas, whether measured in gross or net terms.39 In fact, access to 
education i s  low in many rural areas. This i s  due to the poor physical 
conditions of the schools, the poor road infrastructure, and the large number of 
children attending combined classes. 

Table 36: Enrollment rates by level of  education 

Level of Education 1989 Gross Enrollment ' 2002 Net Enrollment Rates1 
Rates (LSMS) 

-4 56.7 31.5 
~~ 

Preschool (ages 3-5) 
Basic (grades 1-8) (age 6-13) 103.2 93.3 
Secondary (ages 14-17) I 78.5 38.7 
Tertiary (ages 18-22) _ _  6.6 8.7 --I 

Rates (LSMS) 
-4 56.7 31.5 

~~ 

Preschool (ages 3-5) 
Basic (grades 1-8) (age 6-13) 103.2 93.3 
Secondary (ages 14-17) I 78.5 38.7 
Tertiary (ages 18-22) _ _  6.6 8.7 --I 

Sources: MOES; Albania LSMS 2002. 'Note: Preschool data are for net attendance rather 
than net enrolment. In computing these results, non-reporting observations (27%) were 
omitted from the calculation. Tertiary includes students in university and postgraduate 
study. 

Albania's net enrollment rates for basic education are below those for 
the OECD, including four regional comparators. Table 36 shows 
enrollment rates by ages, not levels o f  education, for five regional 
comparators and the mean for 30 OECD countries.40 The 5-14 year old 
ages correspond roughly to Albania's basic education level; the 15-19 
year old group includes i t s  secondary level. The age groups o f  the 15-19 
year olds and the 20-29 year olds include tertiary enrollments for both 
Albania and comparator countries. The 20-29 age range i s  much 
broader than that used for calculating tertiary enrollment rates for 
Albania (ages 18-22). Had a broader age range been used for Albania, 
i t s  tertiary enrollment rates would be much lower than the 8.7 net rate in 
2002 because the bulk o f  tertiary enrollments in both OECD countries 
and Albania are in the late teens and the f i rs t  half  o f  the twenties. 
Secondary enrollment rates are disastrously below al l  comparators. 
Their tertiary rates are very low, especially when the differences in the 
population age ranges used to calculate Albanian and comparator net 
rates are considered. 

Albania's expected years of education are lower than average. In 1989 
school expectancy4' in Albania was 11.6 years; by 1998 it had dropped 
to 9.5 years. Table 37 shows that school expectancy for the average five 

39 In urban areas gross enrollments are 73 percent versus 30 percent in rural areas; net enrollments are, 
respectively, 57 versus 23 percent. 
40 The first four regional comparators are OECD countries, and their rates enter into the calculation of the 
OECD mean. 
41 Introduced by UNESCO, this now standard measure uses current enrollment rates for students at each 
level of education to estimate the number o f  years that a hypothetical five year old child in the country can 
expect to complete in hisher lifetime. This measure assumes that the probability o f  being enrolled in school 
at any particular age i s  equal to the current enrollment rates for that age for each level o f  education. It i s  
calculated by adding the net enrollment rates for each single year o f  age from age five onwards and 
dividing by 100. Should there be a tendency to lengthen (or shorten) studies during the ensuing years, the 
actual duration o f  schooling for the cohort wi l l  be higher (lower). (OECD 2002, Annex A2, p.166.) 
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year o ld  Albanian i s  about 3.5 years less than that which the average 
child f rom a country in the Wor ld  Economic Indicator (WEI) program 
can expect to complete (these countries include Argentina, Brazil, 
Chile, China India, Indonesia, Jordan, Malaysia, the Philippines, the 
Russian Federation, and Thailand.). I t  i s  7.4 years less than that which 
the average OECD chi ld  can expect to complete. As the table notes, the 
dates for these comparisons are not the same-the estimate for  Albania 
being 1998; for the WE1 countries, 2000; and for OECD, 2001. 
However, Albania’s enrollment rates were relatively stable during the 
1998-2001 period. Even if school expectancy in Albania increased 
during this period by 0.5 years, there would s t i l l  be a major difference 
between the expected average years o f  education being produced in 
Albania and that being produced by either the WE1 or  OECD countries. 

Albania 
WE1 mean 
OECD 
Czech Republic 
Hungary 
Poland 
Slovak Republic 

9.5 
13.0 
16.9 
16.0 
16.4 
16.7 
14.9 

Annex A4, table 20, p.192; OECD countries: OECD, 2003a, Table C l : l ,  
p.257. Notes: Expected years o f  education are calculated excluding 
children under five years of age. I t  i s  not clear whether in i t s  school 
expectancy calculations the OECD included the enrollments o f  those five 
years old and older only i f they were enrolled in primary school or i f they 
were enrolled in any school (preschool or primary). 

Educational attainment is low. Table 38 compares Albania’s stock o f  
human capital o f  i ts  25-64 year o ld  population relative to  that o f  this 
same age group for the EU15 and selected countries o f  Central and 
South-East Europe. Human capital i s  defined as years o f  education 
completed, or  educational attainment. The last r o w  shows the share o f  
the population with upper secondary or tertiary attainment. Albania’s 
share i s  significantly below that o f  the other countries. T o  the extent 
that investment-driven growth in Albania depends o n  human capital 
accumulation, the share o f  Albania’s working age population with 
secondary and tertiary education wi l l  have to increase. 
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Table 38: Educational Attainment of  25-64 Year Old Population in Albania, the EU, and Selected 
Countries of  Central and South-Eastern EuroDe, 2002 (Dercent distribution) 

Education Level Country 
EU- 
15 ACC-12 S I  BG HU RO CY EL AL 

Basic or less 35.4 19.3 23.2 28.5 28.6 28.9 33.5 47.3 65.3 
Upper secondary 42.9 66.2 62.1 50.4 57.3 61.1 37.4 35.1 28.5 

Tertiary 21.8 14.5 14.8 21.1 14.1 10.0 29.1 17.6 6.3 
Total upper secondary + tertiary 64.7 80.7 76.9 71.5 71.4 71.1 66.5 52.7 34.8 

Source: Based on calculations of LFS data in Franco-Blondal(2003) and Franco-Jouhette (2003), Albanian Population and Housing 
Census 2001 data, and Albanian LSMS 2002 data. Notes: ACC-12 refers to average indicators for the ten new EU members, Bulgaria, 
and Romania. Country abbreviations: CZ: Czech Republic; SI: Slovenia; SK: Slovak Republic; RO: Romania; HU: Hungary; BG: 
Bulgaria; EL: Greece; AL: Albania.. Albanian data refer to the 2001 distribution and the 2002 enrollment figures. 

Studies focusing on 
Albania’s curriculum 
concludes that it is 
inadequate and does 
not meet the 
requirements of an 
innovation-driven 
economy 

A recent analysis of Albania’s pre-tertiary curriculum found several 
problems (Crisan, 2004). Since the transition, revisions o f  the curricula 
have been ad hoc and random without a clear frame o f  reference at the 
level o f  policy and strategy. Taken as a whole, they constitute a collection 
o f  different subject-based programs more than a coherent system that 
meets international standards for a national curriculum. The major 
problems are: 

0 Outdated curricula. The curricula have not been significantly 

0 

revised since the transition; 
Overcrowded curricula at the primary and secondary levels; 
A lack o f  integration between subjects, within subjects, or across 
grades; 
Limited curriculum choice and flexibility in course selection. 
An excessive focus on content and facts. 

The focus on content and facts i s  particularly disturbing. It encourages a 
teacher-centered model-the “frontal” and “directive” ex cathedra 
approach to instruction. Lecturing seems to dominate. Students are not 
encouraged to express their opinions. Debate, discovery, problem solving, 
classroom interaction, group work, project-based activities, “adventure 
learning,” field work, cooperative/active learning, critical thinking-based 
methods are rare-if not entirely unknown. Many teachers see their work 
as to “teach,” not to facilitate students’ learning processes. As a result, 
students do not develop initiative, the executive thinking sk i l ls  
(“knowing how to learn” skills), problem-solving skills, and the critical 
thinking ski l ls key to modern economies. Opportunities to engage and 
interest them in learning are lost. 

The quality of human capital is difficult to measure, though inference 
>om neighboring countries are not encouraging. The Ministry o f  
Education now conducts national assessments o f  learning, but there i s  
no information on how students perform relative to  international 
standards. Unlike many o f  i ts neighbors in the region, Albania has not 
participated in any o f  the several international assessments o f  learning: 
the Third International Mathematics and Science Study (TIMSS), 
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OECD’s PEA4*, or OECD’s International Adult Literacy Survey 
(IALS).43 The government plans to  participate in the 2006 round o f  
OECD’s Program for Intemational Student Assessment (PISA). 

In the absence o f  international comparative data for  Albania, the 
performances o f  neighboring countries in the Europe and Central Asia 
(ECA) region44 that have participated in PISA, IALS,  or both, have to  
be used to draw inferences o n  how Albanian students might perform on 
these assessments. B o t h  mean scores and variance in scores o n  I A L S  
and PISA are important. A s  the Albanian economy increasingly rewards 
sk i l ls  and knowledge, high variances in i t s  students’ scores can translate 
into significant income inequalities. Scores o n  I A L S  were found to 
correlate strongly with the probabilities o f  unemployment, wages, and 
per capita GDP. The amount o f  variance in literacy scores within a 
country correlated with the extent o f  income inequality in that country. 

Except for the Czech Republic, neighboring countries performed poorly 
on IALS. Three o f  the four participating E C A  countries (Slovenia, 
Poland, and Hungary) had about 75 percent o f  16-65 year old workers 
who tested at levels 1 and 2 o n  a l l  three scales.45 Levels 1 and 2 predict 
that the individual will have di f f icul ty functioning in a modem 
workplace (OECD, 2000). 

Albania s regional neighbors also did not perform well on PISA-again 
except for the Czech Republic (OECD, 2001). On the basis o f  the PISA 
and I A L S  results for  Albania’s regional neighbors, i t seems reasonable 
to predict that, had Albania participated in these two assessments, their 
youth and adult populations would have had relatively l o w  mean scores 
and high inter-school variances. Therefore, Albania’s future economic 
growth will depend partly o n  an increase, not only in the amount o f  

42 Thirty t w o  count ies participated in the first round o f  PISA: Australia, Austria, Belgium, Brazil, Canada, 
Czech Republic, Denmark, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Italy, Japan, 
Korea, Latvia, Liechtenstein, Luxembourg, Mexico, Netherlands, N e w  Zealand, Norway, Poland, Portugal, 
Spain, Sweden, Switzerland, Russian Federation, Un i ted  Kingdom, and Uni ted States. P I S A  results were 
only  reported for 31 countries, excluding the Netherlands that had no t  met the sampling requirements for  
the assessment. 
43 Four ECA countries participated in the original o r  subsequent rounds o f  IALS:  Poland, Hungary, Czech 
Republic, and Slovenia. The other participating countries included Australia, Be lg ium (Flemish speaking), 
Canada, Chili, Denmark, France, Germany, Great Britain, Ireland, N e w  Zealand, the Netherlands, Norway, 
Sweden, Switzerland, and the United States. 
44 ECA (Europe and Central Asia) is one o f  the W o r l d  Bank’s six lending regions. The countries included 
are defined under acronyms. 
45 Level 1 indicates individuals with very poor skills. F o r  example, the person may  b e  unable to determine 
the correct amount o f  medicine to give a ch i ld  f r o m  information printed o n  the package. Level 2 
respondents can deal on ly  with material that i s  simple, clearly l a id  out, and in which the tasks involved are 
not  too complex. I t  denotes a weak level o f  skill, but more hidden than level 1. Individuals m a y  have 
developed coping skil ls to manage everyday l iteracy demands, but their l o w  proficiency makes it d i f f icu l t  
for them to  face novel demands, such as learning n e w  job skills. Level 3 i s  considered a suitable minimum 
for coping with the demands o f  everyday l i f e  and w o r k  in a complex, advanced society. I t  denotes roughly 
the sk i l l  level required for successful secondary school completion and college entry. I t  requires the abi l i ty  
to integrate several sources o f  information and solve more complex problems. Levels 4 and 5 describe 
respondents who demonstrate command o f  higher-order information processing ski l ls .  
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The demand for 
educated labor is low 
and returns to 
secondary education 
are not very high, yet 
Albania's economy 
consists primarily of 
relatively low value- 
added, factor-driven 
activities 

education that individuals obtain, but also in the quality o f  learning 
associated with these years. 

The econometric analysis of returns to education shows some demand 
for modestly skilled labor (secondary completers) and greater demand 
for more highly skilled labor (tertiary comp1eters)-(see Tables 39 and 
40). Calculations using L S M S  2002 data on monthly wages in leks by 
type o f  employer, level o f  education, and gender indicate that: 

0 Relative to basic or less education, completing secondary education 
carries a modest wage premium, especially for men in the private sector 
and women in the public sector. 

0 Relative to secondary education (vocational and general), 
completing tertiary education carries a significant wage premium, 
especially for women in the private sector. 

0 Although university completion carries a wage advantage relative to 
both types o f  secondary education, the private sector rewards both male 
and female graduates o f  general secondary education more than 
vocational secondary graduates. 

Controlling for age, gender, broad type o f  residential area (urban or 
rural; Coastal, Central, Mountain Albania and Tirana city), sector o f  
economic activity, ownership sector, and tenure (number o f  years with 
the given employer) for wage-earners, the analysis shows that on 
average an individual with higher education earns 71 percent more 
than an individual with basic education. This return to  tertiary 
education i s  in the range for the OECD countries (OECD, 2003a, table 
A14.1, p.165). As in many other countries, returns are significantly 
larger for females than for males (86 versus 64 percent) and for the 
private versus the public sector (87 versus 68 percent). 

Table 39: Average Earnings" by Ownership Sector, Employee Gender and Education, 2002 
Monthly earnings, thousand leks Private-public 

Women differential, YO men 
Education Private Public National Private Public National men women 

University 41 3 25 5 28 9 38 6 20 1 22 9 61 8 92 1 
Secondarv vocational 25 8 16 6 21 2 15 0 14 0 14 1 55 1 1 4  

sector sector average sector Sector average 

Secondary general 23 9 17 0 20 3 13 1 13 4 13 2 40 3 -2 5 

National average 22 8 19 1 21 2 I 5  4 15 5 15 4 19 8 -0 4 
Basic or less 19 7 15 1 18 7 12 3 9 5  11 4 30 2 30 4 

Source : Calculations based on Albania LSMS 2002 data. "Bonus and fringe benefits included 
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Table 40: Wage Ratio by Education, Ownership Sector, and Gender, 2002 

Education Wage ratio by education 
Men Women 

Private Public National Private Public National 
Sector sector average sector Sector average 

Secondary/Basic 121 113 109 1 07 1 4 1  1 16 
University/secondary 
vocational 1 60 154 136 2 57 1 44 1 62 
Universityisecondary 
general 173 150 1 42 2 95 I 5 0  173 

Wage earning 
university graduates 
are the only 
beneficiaries of high 
return to education 

Although there are signiJicant returns to a university education, the 
results on returns to education are high for wage-earning employees 
only, not for all those who consider themselves employed. Furthermore, 
most o f  the university graduates work either for the public sector or for 
the non-farm private sector. Yet these two sectors employ less than one- 
third of the working labor force. 

Table 41 shows the educational distribution of  employment in 2002. 
Those with a university education constitute 6.9 percent o f  al l  those 
employed, but 18.9 percent o f  total employees. About a quarter o f  
women employees have a university degree. In sum, there are very good 
returns to a university education. While those with this level o f  
education constitute a significant share o f  employees, they represent a 
small percent o f  all o f  those who are employed. 

Table 41: Educational Distribution of  Total Employment and of Employees, 2002 
Employed Employees 

men women Total men women Total 
None 1.4 1.5 1.5 0.5 0.7 0.5 
Primary 9.8 9.3 9.6 4.1 1.2 3.2 

Secondary, general 15.3 13.1 14.3 20.3 25.0 21.8 

Vocational 415 years 13.8 9.9 12.0 16.9 20.1 17.9 
University 7.3 6.4 6.9 15.8 25.8 18.9 
Post-University 0.4 0.2 0.3 0.9 0.6 0.8 
Total 100 100 100 100 100 100 

Basic 8 years 49.8 58.7 53.8 37.9 23.8 33.4 

Vocational 2 years 2.2 1 .o 1.7 3.7 2.9 3.5 

Source: Calculations using 2002 LSMS. Note: “Employees” are only those who receive paid wages, while “Employed“ also include 
employers, own account workers, farmers, unpaid family workers, students who are employed. 

Albanians with less than a secondary education have a lower probability 
o f  being employed than those with a secondary or tertiary education, a 
higher probability o f  being employed only part-time, and a higher 
probability o f  being out o f  the labor force (Table 42). However, this 
group has a lower risk o f  unemployment than those with a secondary 
education. Tertiary education offers a higher probability o f  being 
employed and lower probabilities of  being employed only part-time, o f  
being unemployed, or o f  being out o f  the labor force. Econometric 
analyses show that the same findings hold true when factors other than 

84 



education are kept constant. 

Table 42: Labor Force Participation by Gender and Education (Population Aged 15-64) 
Employment Men, by education Women, by education 

status 
Basic or Secondar University Basic or Secondary University 

Employed 
Paid employment, 

percent of total 
Part-time ’, percent oftotal 

Worked < 40 weeks in the past 12 
months’ 

Unemployed 1 
Unemployed 2 
Labor force participation rate 1 e 

Labor force participation rate 2 
Unemolovment rate 1: 
Unemploied liLabor force 1 

less 
67.7 

27.6 

55.8 

38.3 

8.0 
5.2 
75.7 
81.0 

10.6 

Y 
74.3 

51.6 

40.2 

25.9 

10.5 
4.4 
84.8 
89.2 

12.4 

82.9 

83.9 

25.2 

11.5 

4.4 
2.3 
87.3 
89.6 

5 .O 

less 
50.0 

8.7 

56.9 

44.8 

4.0 
5.0 

54.0 
59.0 

7.5 

49.5 

45.2 

38.5 

28.9 

10.8 
5.6 

60.2 
65.9 

17.9 

76.3 

89.9 

35.3 

18.9 

3.9 
4.1 
80.2 
84.4 

4.9 

16.3 16.8 7.4 15.3 24.9 9.6 Unemployment rate 2: 
Unemployed (1+2)/Labor force 2 

Source: Calculation based on LSMS 2002 data, except for part-time employment which i s  based on Population and Housing census 
2001. Notes: aPercent o f  employed who keep currentjob for at least one year. b<35 hrs per week. Standard definition (see Table 30). 

(e, g. discouraged workers, seasonal workers etc.). e Employed + Unemployed 1. Employed + Unemployed 2. 
Relaxed definition: includes persons not looking for a job in the past 4 weeks but ready to start in two weeks once a job i s  available 

To support a 
transition to 
investment-driven 
growth, Albania has 
to increase the 
quantity and almost 
certainly the quality of 
human capital. 

In order to sustain growth, Albania will have to shift its economic 
activities increasingly toward investment-driven growth-and 
ultimately toward innovation-driven growth. Both types o f  growth, 
especially innovation-driven growth, w i l l  ultimately require more 
human capital than the average Albanian i s  now obtaining. I t  wil l 
probably require human capital that i s  different from that which 
Albania’s schools are now producing, but this conclusion can only be 
drawn by inference from data for regional neighbors, as there are no 
reliable data on this issue for Albania itself. 

Table 43 lays out one schematic framework for thinking about stages o f  
economic development and the educational implications o f  the types o f  
labor markets generally associated with the different stages. The stages 
are points on a continuum that moves toward increasingly value-added 
products and services. 
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Table 43: Stages of  Economic Development 

- _ ~ _ _  - _ _ _  - Production -~ ._ ___ ____ 

~~~ 

Development Key Economic Focus of  Education Requirements for Labor 
Stage Challenges Economic Markets Associated with Different Stages 

of Economic Development 
Get factor markets Natural resource Employment concentrated in agriculture, Factor- 

Driven 
Growth 

~~~ -~ 
Investment- 
Driven 
Growth 

1 Innovation- 
Driven 
Growth 

working properly 
i n  order to mobilize 
land, labor, and 
capital 

Attract foreign 
direct investment 
and imported 
technology to 
exploit land, labor, 
and capital and 
begin to l ink the 
national economy 
with the global 
economy 
Generate high rate 
o f  innovation, and 
adaptation and 
commercialization 
o f  new 
technologies 

extraction, 
assembly, labor- 
intensive 
manufacturing. 
Primary sector i s  
dominant. 
Manufacturing and 
outsourced service 
exports. Secondary 
sector i s  dominant. 

extractive industries, and small enterprises 
Education requirements basic education, 
low-level skills. disciplined work habits 

Innovative 
products and 
services at the 
global technology 
frontier. Tertiary 
sector i s  dominant. 

~~ 

Increasing share o f  employment in 
manufacturing services, and medium size 
industries Education requirements an 
increasing share o f  new labor market 
entrants with upper secondary and tertiary 
education I 

Employment increasingly concentrated in 
high value added goods and services and in 
firms with rapid technological change. 
Education and knowledge requirements: 
almost universal secondary education, 
modernized secondary vocationalitechnical 
education, continuous learning to retool and 
update skills, flexible labor markets (easy 
entry, easy exit), increasing enrollment rates 
in higher education, especially in science 
and engineering specializations, dynamic 1 
R&D sector linking higher education 

1 

, programs and innovating firms - _ _ _ _ _ ~ ~  ~~~~ ~~~ 

Source: Adapted by Benyman and Mertaugh from The Global Competitiveness Report, 2001/2001, Klaus Schwab, Michael 
Porter, and Jeffrey Sachs, editors. The World Economic Forum, Geneva, 2001. 

Increasing the Quantity of Human Capital. The Government has 
already changed the length o f  compulsory education, and grade 9 wi l l  
become compulsory for the school year 2004-05. However, the 
fundamental problem o f  low demand for education wil l remains, 
especially among poor families and rural families. Therefore, additional 
policy measures must be considered to stimulate the demand for 
education. 

Increasing the Quality of Human Capital. Increasing the quantity and 
quality o f  human capital are interrelated issues. The international 
literature and findings from L S M S  data clearly indicate that improving 
quality increases the demand for education. In the short to medium 
term, two policy actions are particularly important for improving 
quality. One i s  for the Government to participate routinely in 
international assessments o f  learning and to publish the results. These 
assessments let countries benchmark themselves against standards that 
frame the kind o f  human capital that their economies wil l ultimately 
need. They also measure one key outcome o f  the public education 
system for all stakeholders: learning performance. 

The second policy option is a thorough and systematic revision of the 
curriculum, as the curriculum defines what gets taught and learned and 
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how. In some o f  Albania’s regional neighbors, such as Croatia, 
employers have defined the curriculum as major barrier to 
developing the human capital needed to support growth. A significant 
revision o f  a curriculum in and o f  itself i s  not  particularly costly. 
However, major curricular changes would be ineffective unless 
complemented by corresponding changes in: (i) al l  textbooks, teacher 
guides, and learning materials; (ii) teachers’ classroom practices; and 
(iii) measures o f  learning outcomes. It should be noted that new 
textbooks and changes in teachers’ classroom practices will be 
significantly expensive. Exactly h o w  costly will depend o n  pol icy 
decisions, for example, about whether to have single or alternative 
textbooks for each subject and grade. 

Many of the policy options for increasing the demand for education, 
such as building schools to reduce distance or providing subsidies for 
the poorest families, are expensive. To target scarce resources 
effectively, demand analyses that identify the most important demand 
factors for different subgroups should be conducted. Using community 
planning exercises to let  families allocate a hypothetical budget to 
factors that are most important t o  them can help Government customize 
and thereby increase the effectiveness o f  pol icy interventions. 

To conclude, Albania should start participating routinely in 
international assessments of learning, such as PISA, and publicly 
release the results. I t  should also systematically revise the curricula to 
create coherence across subjects within a grade and between grades and 
to facilitate the development o f  students’ critical thinking and problem 
solving skil ls. In parallel, i t  should initiate the writing o f  new textbooks 
and teaching guides and the establishment o f  professional learning 
networks for teachers to help them alter their practices. 
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CHAPTER 6: REMOVING PUBLIC INFRASTRUCTURE BOTTELNECKS 

Lack of quality 
infrastructure is a 
major constraint to 
growth andpoverty 
reduction 

Albania’s transport 
system is adequate in 
extent but in poor 
condition and cannot 
support the demand 
for transportation 
services required by 
the development of 
trade. 

Traffic is expec 9 

grow more rapidly in 

In addition to the inadequate quantity and quality o f  human capital, the 
Albanian economy suffers f rom poor infrastructure in key sectors: 
transports, electricity, and water. This chapter reviews the issues and 
outlines a policy agenda for improving infrastructure. 

1. Poor Quality of  Infrastructure 

The World Bank’s survey of poverty notes that, after employment and 
income, many Albanians feel that infrastructure problems are the main 
cause of their dficulties and low standard of living.46 Respondents 
listed water and sewage treatment, electricity and roads as their most 
urgent priorities. Albania inherited a poor road system f rom the 
communist period. In i t ia l  investments correctly concentrated on the 
main road network which carried the most traffic. However, the 
secondary and tertiary roads connecting rural  villages to the main road 
network are sti l l  largely inadequate. Rural inhabitants and leaders agree 
that an inadequate road system retards economic growth. Farmers have 
diff iculty accessing local markets which either precludes the sale o f  
their produce and livestock or  makes it more expensive. The lack o f  
roads and other rural infrastructure also contributes to rural-urban 
migration and adversely affects the delivery o f  education and healthcare 
services. 

Transport demand in Albania has changed dramatically since the fall of 
communism, more so than in neighboring countries. The current 
transport system includes an 18,000 km road network; 667 km o f  
single-track non-electrified ra i l  line; the main commercial port o f  
Durres and the secondary ports o f  Vlora, Shengin and Saranda; and 
Rinas international airport plus secondary airports. Prior t o  1991, the 
Government administered a l l  transport modes, set transport tariffs and 
directly allocated traffic, pr imari ly to the railways. Private vehicles 
were prohibited and trucks and buses were not  allowed to  serve routes 
that competed with the railway. Since then, the road vehicle fleet has 
grown f rom almost zero to  233,954 in 2002 and 263,901 in 2003; the 
number o f  passengers at Rinas Airport increased f rom a low level to an 
estimated 5 10,000 in 2002; and traffic at Durres Port in i t ia l ly  declined, 
but then more than doubled after 1993 to 2.18 mi l l ion tons in 2002 (92 
percent imports). On the other hand, both ra i l  freight and passenger 
transports have fallen to around 5 percent o f  their previous levels 
(349,000 tons and 2.3 m i l l i on  passengers in 2003). Railways n o w  
transport an inconsequential 1 percent o f  freight and 1 percent o f  
passenger traffic in Albania. 

The shift in transport demand results f rom structural changes in the 
economy which are not expected to  be reversed. They include the 

46 Poverty in Albania: A QuaIitative Assessment, Hermine de Soto et al., 2002. 
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Albania than in 
neighboring countries 
because it is starting 
from a lower base 

Urban Roads 
Rural Roads 
Other (agricultural, mining, forest) 

Overall 

High transport costs 
are hurting domestic 
competitiveness and 
may also preclude 
wage growth in labor 
intensive industries 

50 25 25 
20 30 50 
0 0 100 
10 12 78 

closure o f  uneconomic heavy industries and mines, the liberalization o f  
private transport, and the reorientation o f  trade toward the West. A 
reversible factor are the recent regional conflicts, including the 
economic blockade o f  FYR Serbia and Macedonia, which have now 
stopped. The main international transport movements at present are: (i) 
the importation o f  commodities through Durres Port, primarily from 
Italy, but to a lesser extent from Germany and elsewhere in Europe; (ii) 
the movement o f  workers to/from Greece, Italy and elsewhere; and (iii) 
a modest but growing volume o f  transit traffic along the so-called 
Corridor 8. 

Despite the formal opening o f  Albania's trade regime, only 17 percent 
o f  GDP i s  generated by the export o f  goods and services, the lowest 
percent in the region.47 However, recent work by EU Consultants 
REBIS forecasts a continuation o f  the rapid growth o f  road and air 
traffic, and a modest growth in rail traffic in Albania (Table 44).48 

The condition of Albania's road network is worse than in neighboring 
countries (Table 45). The road network totals about 16,000 km. O f  
these, 3,221 km are primary roads under the responsibility o f  the 
General Roads Directorate (GRD), 12,000 km are secondary and 
tertiary roads under the Ministry o f  Local Government and 
Decentralization (MLGD), and about 1,000 km are urban streets. 
Primary roads are generally in a poor but stable condition, design 
standards are outdated, construction practices are poor, and the roads have 
not been well maintained. The secondary and tertiary networks have been 
almost totally neglected for a number o f  years. The basic structures of  
these roads are modest but usable, and drainage i s  mostly non-existent or 
in very bad condition. 

Table 45: Condition of  the Road Network, 2003 
Type o f  Road I Good ('YO) Fair (%) Poor ('YO) 
National Road Network I 15 I 22 I 63 

47 Source: WDI, 2003. 
48 Source: Rebis, Regional Balkans Infastructure Study, 2003. The consultants note that the forecast o f  
rail traffic in particular should be treated with caution because it was not developed on a commodity basis. 

90 



Rural roads are an 
important tool for 
addressing poverty yet 
they lack funding 

Local and Urban Roads are insufficiently funded. Road which are not 
under the responsibility o f  the GRD are managed by the 34 local elected 
legislative bodies called district councils, with the possibility to delegate 
responsibility to a commune or baskia (town) council. Although the legal 
responsibility i s  clear, neither the districts nor the communes have 
sufficient budgetary resources or technical expertise to carry out their 
responsibility. In 1999, MLGD was provided with some 1,800 o f  the staff 
and about 40 percent o f  the budgetary resources formerly belonging to 
GRD, but this i s  insufficient to maintain the 4,200 km o f  rural and 1,000 
km o f  urban roads for which MLGD i s  directly responsible, nor the 7,800 
additional km o f  mostly tertiary local roads. 

Albania’s transport investment needs are large because much 
infrastructure and equipment are in poor condition, road and air traffic 
are growing dramatically, the railway generates no funds for 
investment, and the agenda o f  sector reforms i s  not complete. Albania 
has made a number o f  important investments since 1991, financed 
primarily by multi-lateral and bilateral donors on a concessional basis. 
Government spending on transport increased to 2.5-2.7 percent during 
1999-2001 (Table 46) but has since declined to  1.8-2.0 percent o f  GDP 
(40 percent foreign financed). 49 

Table 46: Public Transport Expenditures (US$ millions) 
I 1997 I 1998 1 1999 1 2000 1 2001 I 2002 I 2003 I 2004 1 

Source: various ministries. 
Some of the major investment projects in the transport sectors have 
been initiated without a clear economic rationale. Upgrading the 
infrastructure i s  clearly a priority in Albania. However, the government 
has often adopted large investment projects before their financial and 
economic viability was independently assessed. A recent case in point 
i s  the modernization o f  the railway line between Tirana and Durres, and 
the construction o f  a railway connection to Rinas Airport. The projects 
were not put forward by the Albanian representatives in the framework 
o f  the Regional Balkans Infrastructure Study (REBIS), neither were 
they included in the Medium Term Expenditure framework (MTEF). 
They could put fiscal sustainability at risk and crowd out spending for 
the education and health sectors. The authorities only launched a 

, 

This does not include non-MLGD rural roads nor public urban transport 49 
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comprehensive and professional feasibility study after the donor 
community expressed concerns about its impact on the budget. 

Road safety remains a 
serious problem 

The number o f  road fatalities i s  s t i l l  among the highest in Europe. There 
were 11.0 deaths per 10,000 vehicles in 2002 in Albania compared to 
24.1 in 1996.50 Road accidents were init ially high because o f  Albanians' 
lack o f  driving experience and the poor condition o f  both vehicles and 
roads (see Table 47 and Figure 34). 

Table 47: Comparison o f  International Road Fatality Rates, 2002 
Central and Eastern Population Number of  deaths per 10,000 Vehicles humber of  deaths per 10,000 
European countries population in 2002 vehicles in 2002 

I Moldova 
2 Albania 
3 Russian Federation 
4 Ukraine 
5 Belarus 
6 Latvia 
7 Romania 
8 Serbia & Montenegro 
9 Lithuania 

10 FYR Macedonia 
11 Poland 
12 Hungary 
13 Croatia 
14 Slovak Republic 
I5  Estonia 
16 Czech Republic 
17 Bulgaria 
18 Slovenia 

4,282 
3,401 

145,555 
49,291 
10,020 
2,368 

22,435 
7,688 
3,692 
2,031 

38,646 
10,024 
4,380 
5,402 
1,434 

10,267 
8,150 
1.990 

9.62 
7.35 

12.14 
17.25 
21.88 
10.69 
11.02 
18.88 
8.67 

15.08 
14.26 
14.32 
11.59 
15.62 
13.94 
11.77 
13.52 

22.84 

298 
182 

24520 
4886 
1886 
665 

3626 
1408 
1206 
314 

10966 
2749 
1246 
1399 
552 

3826 
3262 

93 I 

13.83 
13.74 
13.56 
12.24 
9.16 
7.79 
6.61 
6.02 
5.78 
5.61 
5.31 
5.2( 
5.0: 
4.4; 
4.06 
3.71 
2.9L 
2.85 

0 5 1 0  1 5  

Transport Taxesand Road user taxes and charges do not cover road costs in Albania, 
Pricingpolicies are although they have been increased in recent years. Excise taxes on 

50 Road fatalities are believed to be under-reported by 15-25 percent in Albania because Govemment 
statistics refer to death at crash site rather than death within 30 days (international convention). 
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inadequate 

Expenditures 
Urban/ 
LocaU 

Construction Maintenance Other Total Revenues 
Albania 98.8 9.9 10.5 119.1 87.5 
Macedonia 35.9 31.4 5.9 82.3 82.4 
SerbiaiMont. 23.6 94.1 0.0 117.8 405.5 

unleaded fuel are on a par with neighboring countries although taxes on 
diesel fuel are lower (Table 48). In a market economy, the prices for 
public infrastructure services should be set to ensure full cost recovery 
including external costs; equity between transport modes; and adequate 
protection o f  the environment. Since transport i s  a productive sector, it 
should also be a net contributor to the Government, i.e. it should 
finance its share o f  social services (education, health, security, etc.). 

Difference 
-3 1.6 
0.1 

287.8 

Table 48: Excise Taxes on Petroleum 
Products, 2003 (US$/I) 

Unleaded Petrol Diesel 
Albania 

Croatia 
FYRO Macedonia 0.21 0.15 

Source: National authorities as reported in REBIS. There i s  a proposal to increase the 
excise tax on unleaded petrol in Albania to 30 leWl (US$0.2511). 

Road user revenues 
are too low 

I t  i s  estimated that road user revenues fail to cover road expenditures by 
about US$3 1 mill ion per annum (see Table 49). Albania charges vehicle 
registration fees, as do most countries. Albania i s  unique in the region 
in also charging an axle load fee in order to increase the taxes on heavy 
vehicles. While the objective i s  commendable, the axle load fee may 
have the unintended consequence o f  encouraging the purchase o f  trucks 
with the lowest number o f  axles which tend to cause more road damage. 
Total taxes on heavy trucks are similar to most other countries in the 
region. 

Source: Consultants NE1 and REBIS 

Foreign transit traffic 
is currently 
unprofitable 

About 20,000 vehicles arrive or depart by ferry at Durres Port each 
year, and some o f  these are heavy trucks transiting to Macedonia and 
beyond via Corridor 8. Albania presently charges foreign trucks 
US$0.025/km to transit Albania. However, consultants NE1 estimate a 
domestic 20-ton truck pays about US$  0.075lkm in taxes, and as noted 
above domestic vehicles do not cover their road costs. It is, therefore, 
unlikely that a foreign truck i s  covering i t s  road cost at present, even 
allowing for a possible fuel purchase in Albania. 

Thepeflormance of Albanian Railways i s  essentially a domestic railway. The only 
the railways system is international connection via Montenegro, which i s  circuitous, was 
poor and new closed from 1996 to 2003 by the Balkan conflict and carried l i t t le traffic 
investments would not before then. The main East-West l ine (Corridor 8) i s  not connected to 
be profitable the Macedonian rail network. Consultants REBIS estimate the cost o f  
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The true cost of 
operating the railways 
system is 
underestimated 

Price controls are still 
in place for railways 

constructing the missing 68 km Kicevo - Albania border section in 
Macedonia to  be US$198 mi l l ion.  This i s  highly unl ikely to be an 
economically justif ied investment due to  the l o w  volume o f  prospective 
traffic. Albanian Railways carried only 349,000 tons o f  freight and 2.3 
mi l l ion passengers in 2003, or  about 1 percent o f  total freight and 1 
percent o f  total passenger traffic in Albania. A generally accepted rule 
o f  thumb i s  that a railway needs to carry one mi l l ion tons o f  freight in 
order to be commercially viable. Average lengths o f  haul were 73 km 
for freight and 65 km for passengers in 2002. Such short travel 
distances are more economically performed by road transport unless 
bulk traffic i s  being carried by trainload. 

Most railway infrastructure and rolling stock are in poor condition. 
There are numerous speed restrictions, with freight trains averaging 25 
km/h and passenger trains 40 km/h in 2002. Around 45 percent o f  
sleepers are reported to be damaged. Albanian Railways financial 
performance continues to  be extremely weak due to the l o w  volume o f  
traffic and revenues. Total  revenues in 2001 were US$8.3 m i l l i on  which 
included a US$3.2 million Government subsidy. Expenses were US$9.4 
mill ion, leaving a loss o f  US$1.1 mill ion. However, these results 
significantly understate the true cost o f  operating the rai lway because 
maintenance and investments have been deferred for many years. 
Consultants REBIS estimate i t  would cost US$  996 m i l l i on  to 
modernize Albanian Railway’s core i n f r a s t r u c t ~ r e . ~ ~  Considering the 
need for new rol l ing stock and other infrastructure rehabilitation, the 
total cost o f  rehabilitating and modernizing Albanian Railways i s  l ike ly  
to be o f  the order o f  U S $  1.25 b i l l ion (26 percent o f  2002 GDP). If 
railway modernization was financed with a 25 year loan at 7 percent 
interest, the Government would need to budget US$lOS m i l l i on  each 
year to service the debt (in addition to providing an operating subsidy-- 
U S $  3.2 m i l l i on  in 2002). I t  i s  highly unlikely that this expenditure i s  
economically justified. I t  should be noted that Albania has sufficient 
road and road vehicle capacity to carry this traffic. Fo r  example, i t 
would require about 63 trucks and 192 buses to handle the volume o f  
traffic which Albanian Railways carried in 2003, an insignificant 
increase in the road vehicle fleetas2 

Albania Railways i s  not  free to  set freight or passenger tariffs without 
approval by the Government, similar to the practice in neighboring 
countries. Average revenues per traffic unit (pkm + tkm) are lower in 
Albania than in neighboring countries (excepting Serbia and 
Montenegro which was affected by the war and high inflation) (see 
Table 50). 

Including Vopre-Kufi, Durres-Tirana, Rrogozhine-Vlore, and Shkozet-Lime-Kufi sections. Does not 
include the new Lime Greek border rai l  line. 
52 This assumes that 347,000 tons carried an average 73 km in 20 ton trucks which travel 40,000Myear at 
a 50 percent load factor. I t  assumes that 2.3 mi l l ion passengers carried an average 65 km in 40 passenger 
buses which travel 30,000 M y e a r  at a 65 percent load factor. 
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Table 50: Average Railway Revenues per Traffic Unit (US$) 
1 Average Revenue per Traffic Unit excluding 1 

There is no economic 
rationale for 
subsidizing railway 
traffic 

Despite improvements 
in recent years- 
including transfer of 
responsibility to the 
private sector-the 
port system is still 
inefficient 

High turnover of 
government officials 
has impeded 
privatization in the 
transport sector 

subsides, 2001 

Source: REBIS 

Albanian rail passenger tariffs are quite low by European standards and 
are also only about 40-50 percent o f  the level o f  competing bus 
services. For example, the passenger fare from Tirana to Pogradec (140 
km) i s  US$2.19 by rail and US$5.38 by minibus. There i s  no economic 
reason for the Government to subsidize interurban passenger transport. 
It i s  recommended that rail passenger fares be increased to  the level o f  
competing bus services and that Albanian Railways be permitted to set 
i ts own freight tariffs. Urban bus fares in Tirana are also quite low, 
amounting to only 15 Lek (US$0.09) for regular buses for trips up to 9 
km; mini-bus fares are 20 lek (US$O. 15). Urban public transport fares 
need to be increased to improve service as discussed below. 
Maintaining low urban bus fares i s  not an efficient way to subsidize the 
urban poor. 

Maritime transport does not yet support the country’s trade potential. 
While the most urgent needs have been addressed under various donor- 
financed projects, many facilities at Durres Port are s t i l l  in poor 
condition, outdated and under-equipped, and port areas and basins are 
restricted, often encumbered by remains o f  old activities. The ports 
were formerly centrally managed public enterprises which exercised all 
regulatory as well as operational functions. International trade was 
restricted, procedures were outdated and port operations were 
performed poorly. The former monopoly granted to the national flag 
carrier and the old age o f  ships calling at Albanian ports explain why 
outmoded practices such as direct delivery, the use o f  nets, etc., are s t i l l  
in use, and also explain the low level o f  unionization. The situation has 
improved, but most port regulations and management activities are st i l l  
not well adapted to modern commercial practices. 

While good progress was made in deregulating transport operations 
(privatization o f  the Urban Transport Enterprise, transformation o f  the 
Durres Port into a quasi-Landlord Port, opening o f  c iv i l  aviation to the 
private sector), much s t i l l  remains to be done to complete and 
implement market-based legislation, and to complete privatization. One 
important underlying issue i s  that the Government i s  subject to frequent 
political change. For example, there have been five Ministers o f  
Transport, nine Directors o f  GRD and three Directors o f  Durres Port 
during the last five years. New administrators frequently replace their 
assistants and hire additional staff in a revolving system o f  patronage. 
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A second major 
obstacle to 
competitiveness and 
growth is the crisis in 
thepower sector since 
1999 

Poor hydrological 
conditions may have 
cost 0.5-0.7percent of 
GDP in 2002 

I t  is estimated that the 
negative impact of 
load shedding on 
GDP was about 1.4 
percent in 2001 

Albania i s  too small to have a large cadre o f  transport professionals. 
The benefits o f  training and experience are lost when senior staff leave, 
staff reduction programs are compromised, and decisions taken by 
predecessors are not always maintained. 

The crisis in the power sector has slowed down productivity growth in 
Albania over recent years. I t  also has had an important indirect effect 
in that it has served as a signiJicant disincentive for new investment in 
industry and other productive activities. Four main factors explain the 
crisis and its impact on the performance o f  the business sector: poor 
hydrological conditions, load shedding, widespread purchase and use o f  
costly back-up generators, and damage to electricity-using equipment 
caused by voltage fluctuations. 

The f i rst  cause i s  a large reduction in hydropower production in the 
years 2001 and 2002 as a result o f  poor hydrologcal conditions. 
Hydropower production was 5,271 GWh in 1999,4,586 GWh in 2000, 
3,542 GWh in 2001, 3,055 GWh in 2002, and 4,806 GWh in 2003. 
Production in a normal hydrological year i s  estimated to be 4,200 GWh. 
The impact o f  the reductions in 2001 and 2002 below the normal level 
can be approximately estimated as the fall in hydropower production in 
GWh, valued at the average retail price o f  electricity, which i s  adjusted 
downwards to reflect technical losses in transmission and distribution. 
The resulting impact has been a fal l  in GDP o f  0.5 percent in 2001 and 
0.7 percent in 2002. 

The second cause i s  load shedding. Instead o f  meeting al l  peaks in 
demand through imports o f  electricity, Albania resorted to partial load 
shedding, partly due to transmission constraints (these have now been 
largely removed) and partly due to financial constraints. Load shedding 
i s  estimated to have been 450 GWh in 2000, 820 GWh in 2001, 850 
GWh in 2002 and 660 GWh in 2003. These estimates are uncertain and 
may be too low. Over 50 percent o f  these amounts would have been 
cuts in electricity supply to households. 

The Albania Energy Sector Study (World Bank, 2003) estimated that 
auto-generated energy by small industry and commerce was 192 GWh 
in 2001. The Study indicated no significant auto generation by large 
industry. Assuming that 58 percent o f  the load shedding in 2001 was for 
households based on their proportion o f  total demand, load shedding for 
other consumers would have been 344 GWh, o f  which 192 GWh would 
have been offset by auto generation, leaving 152 GWh. Definitive 
estimates o f  the cost imposed by “unserved energy” have not been made 
for Albania. Estimates for other countries vary widely and go as high as 
US$2.00 per kWh or more. An approximation can be made for Albania 
by taking industrial GDP per kWh o f  electricity demand by industry. 
This figure i s  estimated, on the basis o f  data from the Energy Sector 
Study, to be Lek 54 for 2000. Using this figure gives an estimate o f  the 
adverse impact o f  load shedding o f  1.4 percent o f  year 2001 GDP. To  
the extent that industries were able to work around load shedding 
periods, the actual impact may have been less and more investigation i s  
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needed in order to get a more accurate measure o f  the cost imposed on 
industry and commerce by load shedding. 

Thepurchaseofcostly The purchase and use o f  back-up power generators also imposes a 
back-up generators heavy cost on existing commercial and industrial enterprises. A recent 
has also burdened consumer survey in Albania (2003) found that two-thirds o f  industrial 
input and factor costs, and commercial enterprises have back-up generators. Assuming that the 
and increased the loss back-up generating capacity would be sufficient to cover two-thirds o f  
in GDP the peak demand o f  small industry and commercial enterprises 

estimated by the Energy Sector Study for the year 2002, the amount o f  
back-up generating capacity would have been 248 MW in 2002. The 
capital cost ranges from US$ 500 to US$ 1000 per kW, with the higher- 
cost equipment having higher fuel efficiency. The total capital cost 
would range from U S $  124 mill ion to US$248 million. These estimates 
correspond to 2.7 percent to 5.4 percent o f  year 2002 GDP. However, 
they are for one-time investments, only a portion o f  which would have 
been incurred in 2002. Most o f  the rest i s  likely to have been incurred 
between 1999 and 2001. The fuel and other operating costs would range 
from about US$ 0.084 to US$ O . l O / k W h ,  including import duty and 
excise tax, and U S $  0.056 to US$ 0.067kWh without tax. The tax- 
exclusive costs are the relevant ones for purposes o f  measuring the 
impact on the economy. Since these are only moderately above the 
retail pr ice o f  network electricity (US$ 0.043kWh in 2002, which i s  
roughly equal to the cost o f  network supply), the impact on GDP i s  
small and it may be concluded that the dominant cost o f  using back-up 
generators i s  the capital cost. Adding up the above costs gives a sum for 
2001 o f  1.9 percent o f  GDP plus that portion o f  the cost o f  back-up 
generators corresponding to those purchased in 2001, for a total o f  
nearly 3 percent o f  GDP. The impact in 2002 would have been about 
the same. 

The prospect o f  load shedding also acts as a deterrent for new industrial 
and commercial enterprises. Those that could protect themselves by 
using back-up generators would have to pay a levelized cost o f  about 
US$O.lS/kWh (including capital cost and tax) fkom back-up generators 
for 10-15 percent o f  their electricity needs, compared to the average 
retail price o f  less than US$ 0.043kWh in 2002. The large industries 
face the prospect o f  frequent cuts in production. 

The poor condition of 
the water 
infrastructure is 
another major 
constraint on 
competitiveness and 
growth-especially in 
the agriculture and 
tourism sectors 

The countv has abundant water resources. However, water supply in 
almost al l  urban areas is intermittent because of the bad condition of 
the infrastructure. The water quality i s  poor due to  the absence o f  
wastewater treatment facilities. Deteriorated networks allow sewage to 
enter the drinking water system and insufficient operation and 
maintenance (e.g., inadequate chlorination) affect the water quality. 
Rivers and coastal areas are polluted because raw sewage i s  discharged 
untreated into rivers and the sea. 

As a result of the bad 
water quality, 

In 1998, the Government approved water quality standards which are 
similar to WHO standards. Yet the implementation o f  these standards i s  

97 



waterborne diseases 
have a negative 
impact on the 
productivity and 
ef3ciency 

Insufficient and 
unreliable water 
availability cause 
economic costs for 
individuals and 
businesses 

diff icult because there i s  almost n o  wastewater treatment and the 
distribution networks are o ld  and are lacking in maintenance. I l legal 
tapping also compromises water safety. There were repeated cases o f  
waterborne diseases -- for example, the 1994 outbreak o f  cholera with 
626 cases and 25 deaths caused by Vibr io  Cholerae El Tor. The 
waterborne spread o f  the disease was confirmed by national and 
international health institutions. There i s  a high incidence o f  
gastroenteritis in Albania. 

In rural  areas people devote time to fetching water which could be used 
for income generating activities. A study conducted by Plan 
International at the end o f  2000 showed that the average distance to the 
nearest water source within the survey areas was 410 meters with an 
average o f  4.4 trips per day. On average, women spent approximately 
3.5 hours per day fetching water. In urban areas additional costs accrue 
for individuals and businesses f rom buying water tanks and water f rom 
water trucks. In Durres, for example, the water tar i f f  charged by the 
water utility for private businesses in 2003 was 80 LeWm3; private 
vendors who sel l  water f rom water trucks demand 200 leWm3 f rom 
private businesses. The Baseline Survey53 for the PSIA Water Sector 
Reform [4] showed that 43 percent o f  the respondents to the survey 
obtain water from indoorloutdoor tanks, 28 percent through purchase 
f rom private vendors, and 24 percent f rom neighbors, and the rest use 
wells or pumps in their yards. The survey also showed that 38 percent 
o f  households in Durres use bottled water, in Saranda it i s  33 percent. 
The price for bottled water i s  around 50 - 60 L e k  for 1.5 liters, whereas 
the domestic water tar i f f  for families charged by the water utilities in 
2003 in Durres was 0.06 L e k  for 1.5 liters and in Saranda it was 0.045 
L e k  for 1.5 liters. 

53 For  this, 174 household interviews were conducted in Durres (and villages around Durres), Saranda, 
Gjiorkastra, and Vlora. The household survey i s  based on a purposive sample o f  about 40 households in 
each of the four cities and in 12 Durres rural areas. 
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Table 51: Financial and Operational Indicators in the Water Sector, 2001 
Indica tor/Ci ty European Standards Durres Lezha Fier Saranda 

Working ratio 0.75 4.6 6.9 4.9 6.1 

Current ratio >1.3 0.3 0.6 0.9 0.6 
Collection Rate (YO) >9 5 34 33 33 33 
StaWlOOO water connection 1 11.19 28.87 7.6 12.75 
Staff/ 1000 water & sanitation connections 2 13.18 4.9 
Non revenue water (%) <12 73 61 59 63 

Hours of  Supply 24 2.1 20 6.2 1.76 
Customers receiving minimum o f  2 hoursiday (YO) 100 38 95 88 45.6 
Samples complying with residual chlorine standard (YO) 99 56.4 5.8 28.8 21 
Current domestic Tariff USD/m3 0.44 - 4.44 (av. 2.53) 0.15 0.11 0.14 0.11 

Source: Albania - National Water Supply Strategy, WB 2003 

Most of the water 
utilities are in a 
negative cashflow 
situation and they rely 
on subsidies from the 
government 

InsufJicient revenues and over consumption due to subsidies are at the 
root of the problems in the water sector. For political reasons, water 
tariffs are kept low, yet they are far below the cost recovery level. The 
use o f  flat rates instead o f  metered consumption has resulted in over- 
consumption. Additionally, high migration to urban centers with illegal 
tapping has a negative impact on the water sector. 

There are direct and indirect subsidies provided to the water sector. 
Direct subsidies cover some o f  the operating costs: salary, social 
security, and chemicals. From 2002 on, the Government subsidized all 
the electric bills directly, current and arrears, owing to an agreement 
between the Ministry o f  Finance and the IMF. Yet the subsidies 
provided by the Government were not sufficient to cover the gap 
between operating costs and operating revenues. Indirect subsidies to 
the electricity company KESH include deferred payments o f  social 
security contributions and the VAT. Despite these subsidies, most o f  the 
water ut i l i t ies are not carrying out adequate operations and maintenance 
works. For the year 2004 the Government has foreseen Lek 800 mil l ion 
in the central budget as direct operational subsidies for the water sector. 
The trend o f  the subsidy, as can be seen in Table 54, from 1993 until 
2004 i s  not linear. It has fluctuated based on needs and emergency 
intervention to maintain a minimum level o f  public service provision. In 
the last two years the amount o f  the subsidy reached i t s  peak. 

Table 52: Direct Operational Subsidies to the Water Sector, 1993-2004 (million Leks) 
Years 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 (Planned) 

Subsidies 70 147 142 30 45 134 225 70 60 762 2,222(*) 800 

Source: Albania - National Water Supply Strategy, WB 2003 and Albania - Ministry o f  Territory Adjustment and Tourism, 2004 
*The amount for the year 2003 comprises the subsidy for electricity, social insurance, chlorine and salaries o f  720 million Lek 
allocated and disbursed from the Ministry o f  Territory Adjustment and Tourism and in addition with a separate decision by the 
Council of Ministers an amount o f  1,500 million Lek to pay arrears to the electricity company KESH. 

Problems in the water 
sector are major 
constraints for the 

Insufficient and unreliable water supply are major obstacles for tourism 
development. In the coastal city o f  Durres, which i s  the second biggest 
city in Albania with the largest accommodation capacity for tourists in 
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development of 
tourism 

the country, water i s  only available once every two days for not more 
than two hours. In other cities with a big tourism potential such as 
Saranda, Vlora, or Pogradec, the situation i s  similar. Hotels and 
restaurants must incur additional costs to fill the gap and to  have water 
delivered by tanks and water trucks. Another major obstacle for tourism 
development i s  the pollution o f  beaches due to the lack o f  wastewater 
treatment. 

2. Public Infrastructure Priorities 

The implementation Besides policies to build human capital, Albania should also implement 
of the ambitious a multi-sectoral strategy to develop infrastructure in the context of 
infrastructure agenda regional trade. In the electricity sector, action must be taken to avoid 
is anotherpre- load shedding when possible, for example through provision o f  
requisite for sustained additional domestic generation and by importing additional electricity. 
growth The subsidy provided by the Government to help the national electricity 

company K E S H  pay for imports has served an important role by 
limiting the load shedding to the levels experienced to date. As this i s  to 
be terminated by the end o f  2004, it i s  crit ical that KESH’s financial 
performance i s  improved significantly so that load shedding can be 
minimized/eliminated. 

Reforms in the water The implementation of the National and a Rural water sector strategies 
sector would stimulate to overcome the obstacles to growth arising from the water sector 
growth should continue. Both  documents adopt appropriately a two-tier 

approach focusing in the short term on urgent rehabilitation o f  the 
systems, and in the medium term on a program to  support sector 
reforms. The Government’s long term objective for  the water supply 
and sanitation sector i s  to achieve sustainable water supply and 
sanitation services at the EU Standards in urban and rural areas. The 
Government should accelerate the implementation o f  the Act ion Plan 
derived f rom these documents and should also undertake the following: 

0 Complete the rehabilitation o f  the obsolete water supply and 

0 

0 

0 

0 

sewerage networks 
Extend services to the poor and under-served 
Transform the water utilities to self-financing entities 
Increase private sector participation in the water sector 
Enable local governments to  provide safe and sustainable water and 
sanitation services 
Introduce adequate collection and treatment o f  wastewater. 

The transport sector is I n  the transport sector, the Government’s transport investment 
at the center of trade objectives stated in the 2003-2005 Medium-Term Expenditure 
and regional Framework (MTEF) are generally reasonable. The f i rs t  objective i s  to 
development concentrate on the rehabilitation o f  the existing transport network. 

Specific measures include the following: 

Completing the f irst stage o f  the reconstruction of  road transport 
corridors 
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0 

0 

Reorganizing road maintenance services and increase financing 
Completing detailed feasibility studies for: (i) tourism roads; (ii) the 
Durres-Kukes-Morine road (completed in 2003); and (iii) the 
Tirana-Klos-Peshkope-Bllate road 

0 Completing ongoing projects at the primary ports o f  Durres and 
Vlore and the secondary ports o f  Shengjin and Sarande. 

0 Implementing the ongoing railway rehabilitation projects for 
Dunes-Tirana, Dunes-Rrogozhien, Skoder-Han i Hot i t  

0 Carrying out a feasibility study for a ra i l  connection to Macedonia. 

The second objective i s  to complete the commercialization o f  transport 
services and the privatization o f  state-owned services. Specific policy 
measures should include the following: 

0 Establishing the Albanian Mari t ime Authority to manage port 
infrastructure 

0 Improving information and management systems 
0 Modernizing ra i l  passenger carriages 
0 Implementing the air traffic control master plan and improving the 

regulatory and institutional framework 
0 Carrying out the feasibility study for the development o f  air 

transport 
0 Offering for concession the construction o f  a new passenger 

terminal at Rinas Airport and additional apron areas. 

Investment decisions 
in the transport sector 
should be driven by 
economic criteria 

I n  selecting investments, discounted benefits should exceed costs by a 
sufficient margin to cover the risks associated with the investment. In 
the case o f  publicly owned infi-astructure (roads, ports, railways), these 
investment decisions should be made by the State. Other investment 
decisions, mainly for  transport vehicles and equipment (locomotives, 
aircraft, ships, trucks), should be driven by the commercial perspective 
o f  business managers operating in a competitive environment. I t  i s  
recommended that the Govemment subject a l l  proposed public 
investments to rigorous costhenefit assessments and base their 
decisions o n  the results. Albania i s  developing a pool  o f  professionals 
who know h o w  to carry out these studies, who can be supported by 
outside consultants when needed. Public investments should only be 
undertaken fol lowing the demonstration o f  a satisfactory economic rate 
o f  return, the preparation o f  a realistic financing plan, and the judgment 
that the investment cannot be undertaken by the private sector, or as 
part o f  an agreed public service obligation (PSO) for a specific social 
service which the Govemment agrees to  subsidize. The Government’s 
recent decision to  undertake a full feasibility study for upgrading the 
Tirana-Dunes ra i l  l ine and constructing a new ra i l  l ine to  Rinas Airport 
i s  an example o f  how this should be done. 

Albania should strive to As part of the SAP process, the EU consultants REBIS have 
meet the requirements of recommended investing in the Pan European Corridors 8 and 10 in 
the Albania. In particular, they recommend that Albania spend U S $  868 
sector as quickly as mi l l i on  o n  these corridors in 2004-2009, or 1.4 percent o f  forecast GDP, 

the transport 
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possible a higher level o f  investment than i s  proposed for neighboring pre- 
accession countries. Most o f  these funds would be spent on road 
improvements. However, given that the MTEF plans to increase 
transport expenditures to 2.4 percent o f  GDP by 2005, only 1 percent of 
GDP would be left for non-Corridor expenditures, which i s  not 
sufficient. Taking into account that Albania has already made 
significant investments in Corridors 8 and 10, it i s  recommended that 
further Corridor investments be prioritized in competition with other 
proposed transport investments using the tools o f  benefitkost analysis. 

Source: REBIS. All REBIS estimates in EUR are converted at 1 EUR=US$1.25. 

Selectivity should be 
at the heart of the 
transport plan 

As part of the SAP, the EU has recommended that Albania prepare a 
comprehensive transport plan. Prior to reaching important decisions on 
such a plan, the Government should seek input from internationally 
known experts on difficult issues+.g., determining the future role of  
the railway, rationalizing secondary ports, or deciding how best to 
further improve the road network. I t  i s  important that the study not be 
used to prepare an unrealistic l i s t  o f  large transport investments for non- 
concessionary financing with l i t t le economic rationale. 

Transport taxes and pricing policies should be revised so that road user 
revenues cover road expenditures. It i s  recommended that: 

0 

0 

Road user charges be increased. 
The Government raise the tax on diesel fuel to the same level as 
petrol to: (i) charge heavy trucks (which cause most road damage) 
for their full road costs and assure fair competition with the railway, 
and (ii) discourage the use o f  diesel automobiles which are highly 
polluting. 
The Government permit the Port o f  Durres Authority (PDA) to 
retain port dues (the practice in most countries) while at the same 
time making the port responsible for i ts own investments and debt 
service. The Government could then offset the loss o f  port dues by 
collecting a tax on port profits. This wi l l  have the important 
advantage o f  giving PDA the incentive to undertake only those 
investments that are profitable, avoiding the tendency to invest 
prematurely, which occurred during the communist period. PDA 
should then be required to concession all remaining port operations. 

0 

The government There is an urgent need to improve AlbaniaS ability to maintain its 

102 



should step up its road network. Large amounts are being spent to  rehabilitate sections o f  
efforts on road the main road network. However, rehabilitated roads will deteriorate 
maintenance and road unless an effective road maintenance program i s  put in place. The 
safe@ Government has agreed with the Wor ld  Bank o n  a strategy for 

improving road maintenance which i s  being supported under the IDA- 
financed Road Maintenance Project (RMP). The strategy includes 
measures in four areas: 

Organizational Structure: As many maintenance functions as possible 
would be carried out by competitive contract. Contracting out o f  
periodic maintenance has been widely adopted throughout the Western 
world, and n o w  an increasing number o f  road administrations are 
contracting out routine maintenance as well. Contracting out achieves 
the desired separation o f  client and producer, whereby the producer 
must produce satisfactory work before being paid. 

Road Finance: An adequate road maintenance budget permits timely 
maintenance which reduces the need for premature rehabilitation and 
thereby minimizes the total cost o f  operating the road network. I t  i s  also 
important that the budget be relatively stable so that the contractors can 
maintain staff and purchase equipment with the knowledge that they 
will be able to  compete for  work every year. The Government i s  
increasing the budget in stages to  US$10 m i l l i on  per annum which wil l  
provide funds to address the maintenance backlog. 

Operations: Operational procedures and practices are being improved 
under the RMP, including the use o f  economic evaluation to determine 
how best t o  use l imited resources, procurement practices based o n  
competitive bidding, adequate quality control, and the application o f  
new technologies. 

Personnel Practices: The increased use o f  contracting reduces the 
requirement for  Government staff, but requires additional skills. The 
RMP includes technical assistance in personnel policies and training. 

Reducing road accidents requires a multidisciplinary approach, 
including identifying and preventing unlawful  and drunk driving, 
improving the enforcement o f  traffic regulations, introducing and 
enforcing a vehicle inspection system, correcting unsafe places o n  the 
roads (black spots), improving access to medical help, education, and 
publicity campaigns. The Government i s  implementing a Road Safety 
Program, assisted by both IDA (three projects) and the EU. A Road 
Code approved in 1998 establishes safety standards for vehicles and 
roads, driving regulations and police controls procedures. Vehicle 
inspection centers have been established in Tirana with European Union 
(Phare) and IDA financing. The police have stepped up their 
enforcement o f  traffic regulations, and new drivers are gaining 
experience. An Inter-ministerial Committee for Road Safety was 
established in 2002. A high-level Road Safety Seminar was held in 
2003 with IDA assistance, and the Government i s  carrying out a 
number o f  coordinated improvements. Further steps to be carried out 
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under the RMP should include the identification and improvement o f  
accident black spots, the institutionalization o f  safety audits, further 
improvements in police enforcement, publicity campaigns, and 
deepening the involvement o f  RMG. 

The assessment of Albanian Railways should be updated with a view to 
reaching a decision on whether or not to close the railway, and how to 
proceed. Various studies have analyzed Albanian Railways, most 
significantly the 1996 CIE study o f  the “Future Role o f  the Albanian 
Railways.” C IE  based recommendations were approved by Council o f  
Ministers at that time and include: the continuation o f  freight transport 
on the whole o f  the railway network; the termination o f  the highest loss- 
making passenger services and the closing o f  uneconomic lines and 
stations; the use o f  costbenefit analysis for  a l l  investments; some 
investments for completion o f  the main East-West Corridor; the 
preparation o f  plans for restructuring and privatization; separation o f  
infrastructure and operations; management improvements; and rai lway 
legislation. However, i t should be noted that the CIE recommendations 
were based o n  a 2003 freight traffic forecast which was eight times the 
volume o f  freight actually transported (2.7 mi l l ion tons versus 349,000 
tons). Freight traffic i s  the primary source o f  railway revenue and the 
determinant o f  profitabil ity (passenger traffic decreases profitabil ity 
because it i s  subsidized). Circumstances have changed in significant 
ways since the C IE  Study was carried out: 

0 

The prospects for reviv ing mining exports are now clearer. Minerals 
were formerly the main source o f  railway traffic. 
There are new international agreements and studies available o n  
developing Corridor 8. However, the prospects for  building the 
missing ra i l  link in Macedonia do not  appear favorable because o f  
i t s  high construction cost and l o w  prospective traffic volume. 
The cessation o f  hostilities in the region holds the prospect o f  
normalizing international trade and transport patterns. 
Some railway reforms have been carried out. 

0 

0 

A new study i s  needed to  consider h o w  funds from the sale o f  railway 
real estate and other assets could be used to  help compensate redundant 
railway workers. 

Maritime transport: 
There is a growing 
need for specialization 
of port facilities 

As traffic shifts from the traditional exportation of bulk mineral 
products to the importation of general cargo, and as RoRoS4 trafic 
develops, there is a growing need for the specialization of port 
facilities. The Durres Port currently handles only about 5,000 containers 
(TEU) per annum at present. However, discussions are under way with 
two containership feeder lines regarding the possibility o f  increasing 
this traffic to 80,000 TEU in the future (mostly imports).55 The 
European Investment Bank (EIB) has agreed to  finance the 

j4 RoRo refers to Roll on roll ofl trucks carried by ferries. 
j5 The cost o f  shipping containers from Giao Tauro to Skopje i s  expected to be US$SOO via Durres versus 
US$800 via Thessolonika, both based on inland transport by road. 
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construction o f  a container facil i ty at Durres to handle this traffic. Oil- 
related activities in Durres have been identified as a safety and 
environmental hazard, port space i s  restricted, and it has been agreed 
that this activity should be relocated. The fishing facility in Durres also 
needs to be relocated before further developments o f  RoRo and 
passenger traffic start. In many cases, mixing fishing activity with 
modern commercial port operations poses problems as regards land 
access control through secured Customs controlled areas and ship 
movements. The shipyard, close to the fishing port, poses a similar 
problem but i t s  existing and potential activity and its condition should 
be assessed first, before any conclusions are drawn. 

The port  sector should focus o n  the fol lowing activities: 

Improving and implementing the Port L a w  and finalizing the draft 
Mari t ime Code 
Creating other autonomous port  authorities using the Landlord Port 
model 
Developing commercial training and encouraging the participation 
o f  the private sector in port development whenever possible; 
developing a reliable database on maritime trade, port activity and 
ship movements, so as to improve the quality o f  the development 
studies 
Avoiding duplicate port investments (in particular at Durres and 
Vlora, two  ports less than 100 km apart); further reducing staff at 
Durres Port 
Adopting international accounting standards 
Giving priority to operational improvements, particularly training in 
indirect delivery, with the objective o f  improving the uti l ization o f  
existing facilities before investing in new ones 
Completing the privatizatiodseparation o f  the two  stevedoring 
companies at Durres Port, and introducing a cargo traclung system 
to reduce smuggling. 
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CHAPTER 7: GOVERNANCE FRAMEWORK FOR GROWTH 

Despite recent 
progress, governance 
issues remain major 
constraints to growth 

Modest steps have 
been taken in 
institutional building 
but backsliding has 
reduced or cancelled 
the modest progress 
made 

For Albania to successfully address the constraints to  competitiveness 
and to implement the various pillars o f  i t s  growth strategy (trade and 
regional integration, investment, human capital), the Government 
should address issues o f  poor governance, dysfunctional institutions 
(rules o f  the game) and weak capacities (both organizational and 
individual), which are also major underlying causes o f  poor sectoral 
p e r f ~ r m a n c e . ~ ~  This chapter reviews these issues and suggests a 
framework for moving the reform agenda ahead. 

1. Governance and institutional challenges 

Various indicators point to a deterioration in governance in recent 
years. Despite the many efforts o f  donors and the government, the 
recent Anti-Corruption in Transition 2 document, shows the fol lowing 
over the 1996-2002 period: (i) moderately reduced government 
effectiveness, (ii) significant reductions in regulatory quality and the 
rule o f  law, (iii) a dramatic reduction in the “control o f  corruption,” (iv) 
increases in bribe magnitudes, and (v) an increase in state capture. It is, 
o f  course, possible that these indicators could have worsened even more 
if the various governance strengthening and anti-corruption efforts had 
not been mounted. 

A more mixed picture emerges on perceptions as to  the effectiveness o f  
government - which, according to  the data, experienced a sharp 
(borderline statistically significant) decline between 1996 and 2000, but 
rebounded over the subsequent two years (almost to the level o f  1996). 
These data locate Albania as performing better than countries o f  the 
former Soviet Union, but we l l  below many other comparators 
(marginally poorer performing in 2002 than Romania, for  example). 

The perception o f  Albanian government effectiveness as a glass which 
i s  perhaps half-full i s  consistent with some evidence. First, even after 
radical downsizing and restructuring in the aftermath o f  communism, 
Albania’s public bureaucracy has retained a baseline capability to set 
goals and implement them. Second, a Government program supported 
by the Wor ld  Bank has proven quite effective in engendering 
meritocratic principles in the appointment o f  about 3,000 top-level c i v i l  
servants, and restraining arbitrary politically-driven interventions 
(though this remains a continuing challenge). Third, there have been 
substantial gains over the past f ive years in expenditure management: a 
medium-term budgeting framework seems to be taking root  reasonably 
effectively and an initiative to strengthen internal financial controls 
within executing ministries also seems to be making good progress. 

56 See Easterly, William and Ross Levine, Tropics, Germs and Crops: How Endowments Influence 
Economic Development, NBER Working Paper No. W9106 (August 2002), for evidence that good 
institutions are fundamental to economic growth. 
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In contrast with these apparent improvements in administrative 
practices, however, patronage-driven political appointments continue to 
be widespread, especially beyond the more senior cadres; and the 
procurement and contracting process i s  reputed to be riddled with abuse 
at all levels, in the form o f  bid-rigging up-front, and corner-cutting and 
the neglect o f  quality standards in contract execution. These two 
observations are consistent with the especially troubling evidence from 
the BEEPS data, which found that the perceptions o f  managers o f  
private f i rms o f  the extent to which corruption was an obstacle to 
business was the highest in Central and Eastern Europe (CEE) in both 
1999 and 2002.57 Moreover, the problem goes well beyond bribe taking 
(administrative corruption) by public officials, to include state capture - 
that is, illegal action such as bribes to influence the formation o f  laws, 
regulations and other government policies. State capture has been 
identified as an especially severe problem for post-communist countries 
- and Albania ranks in the most recent data as the fourth worst o f  26 
surveyed countries in the ECA region (behind only Macedonia, Bosnia 
and Bulgaria).'* 

Country 

Table 53: Corruption Index in SEE Countries, 

2002 I 2001 
Albania 
Romania 

Croatia 
Serbia 37.2 
Montenegro 35.9 30.8 

Macedonia 31.2 35.1 

68.4 I 60.8 

Source: "Corruption Indexes," Regional Corruption Monitoring, 
Center for the Study o f  Democracy and the International Legal 
Development Institute, Rome, April 2002. 

Empirical studies Corruption slows down economic growth in Albania in several ways. I t  
indicate that negatively affects investment, public finance, and business 
corruption slows development. Cross-country empirical studies show that there i s  a 
down economic negative association between corruption perception indexes and levels 
growth through o f  economic development (Tanzi et al., 2000). In Albania, survey 
several channels results indicate that corruption has a negative impact on the ratio of  

investment to GDP. It also affects the composition o f  FDI. The higher 
levels o f  corruption observed in recent years tend to shift the 
composition o f  inward FDI towards joint ventures and away from 
wholly owned subsidiaries o f  foreign f i rms.  Although there has not 
been any systematic investigation o f  the growth implications o f  this 
shift, empirical studies o f  other transition and OECD countries show 
that growth i s  likely to be lower if such a shift implies higher amounts 
o f  bribes to public officials and less financing available for the transfer 

5' Cheryl Gray, Joel Hellman and Randi Susan Ryterman, Anticorruption in Transition 2: Corruption in 
Enterprise-State Interactions 1999-2002 (The World Bank: 2004), p. 12. 
58 Anticorruption in Transition 2, p. 25. 
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Corruption i s  also associated with low productivity o f  public 
investment, low operations and maintenance expenditures, and poor 
quality o f  infrastructure (i.e., roads in poor condition, frequent power 
outages, inefficient telecommunication systems, etc.). By distorting the 
composition o f  public investment, corruption reduces private 
productivity or forces f i rms to  make costly adjustments in their 
production chain, which reduces Albania's growth prospects. 
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Macedonia al PIT the 15% rate applies to taxable income below 30,000 MKD and the 18% rate applies to the part of income above 
30,000 MKD b/ Social contribution rates are applied based on gross income Health insurance rate may be higher for certain 
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goods and services or for new business and investment. Serbia: a/ Personal income tax system in Serbia i s  in fact dual: all the income 
recipients are liable to scheduler taxes: and a small number of taxpayers (8,266 for 2002) whose annual income (after deducting 
scheduler taxes paid) exceeds the prescribed threshold (867,225 dinars for 2003, that i s  EUR 12,000), are liable to a complementary 
annual income tax (of 10%). PIT also includes 3.5% of payroll rate. b/ Serbia did not introduce VAT yet, this is retail tax rate (which 
i s  applied to most o f  goods and services). Montenegro: a/ Personal income tax rates are 17, 21 and 25. Majority o f  tax payers are 
paying taxes of 17%. mal Top CIT rate on average. Sources: 1/ Ministries o f  Finance for Former Yugoslavia. 2/ IMF for PIT. 3/ 
International Bureau of Fiscal Documentation, and World Bank. 

Corruption also 
affects growth 
through its effects on 
thefiscal deficit 

The negative impact of corruption on Albania's tax structure is well 
documented. Various studies (FIAS 2003) have shown that, in addition 
to losses in tax collection, the more that bribes are collected, the more 
that some corrupt public officials can resort to extortion in order to 
collect even more. Table 54 confirms that Albania's tax rates are 
broadly in line with those o f  other SEE countries. But a distinction 
should be made between taxes collected by the administrators and taxes 
received by the treasury. Some o f  the taxes paid by Albanian taxpayers 
(especially in the business sector) are diverted towards the personal 
wealth o f  some public officials. Thus, the burden o f  taxation on the 
taxpayers i s  not reflected in the level o f  tax receipts o f  the Government. 
As a result, the tax system in practice becomes less progressive than it 
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may appear. Also, some taxes are not collected from some politically 
influential taxpayers-this leads to less neutrality in the tax system. 
Indeed, Albania’s low level o f  tax performance leads to sub-optimal 
public spending, which reduces productivity and the efficiency o f  
public expenditures, and creates a higher fiscal deficit. The country’s 
higher deficit in turn lowers growth. 

l%lrsIim 
E%BilEs€kgs”(Cant) 
LZlKlT~kF@j&3tiCTl 

A recent I M F  study notes that “Albania’s level o f  tax revenue i s  
significantly lower than the regional average - by about 11 percentage 
points o f  nonagricultural GDP in 2001-02. L o w  collections o f  the 
personal income tax (PIT) and the social security tax (SST) more than 
account for the entire shortfall, although the revenue from excises i s  
also below average (but counter-balanced by an above-average yield in 
tariff revenue). [Yet] an assessment o f  the structural designs o f  the 
major taxes (the value-added tax (VAT), profit tax, PIT, and SST) 
reveals no fundamental flaws, and the rate(s) o f  each tax i s  (are) also 
comparable to regional levels. A reasonable conclusion to be drawn is, 
therefore, that improvements in revenue administration (especially audit 
and enforcement), rather than changes in tax policy, are key to 
increasing total tax collections in a sustainable manner over time.” A 
survey o f  2002 reported that private businesses reported US$l.4 bil l ion 
in unofficial payments (Table 55). 

263 11.6 1oSQ) 
137 9.5 173.10 
244 5.7 225.10 

Source: FIAS 2003. 

Poor governance is 
often translated into 
dysfunctionalpublic 
institutions, which 
negatively affects the 
performance of the 
business environment 

In the framework o f  an Administrative and Regulatory Cost Survey 
(ARCS) covering 500 companies and a set o f  systematically designed 
(template) interviews with over 25 government authorities responsible 
for business regulation, FIAS (2003) reports that 50 percent o f  the 
respondents are found “somewhat dissatisfied,” “dissatisfied” or “very 
dissatisfied” with the overall regulatory and administrative requirement 
in Albania. An even large proportion (59 percent) o f  the respondents are 
found in the same way with the “bureaucratic behavior” o f  the overall 
government authorities in charge o f  the regulatory systems. The 
dissatisfaction level i s  especially high in Tirana, where 69 percent of the 
f i r m s  interviewed complain about the regulatory systems and 78 percent 
complain about the bureaucratic behavior. 
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Figure 38: Level o f  Obstacles Faced by Businesses in Albania 
in Various Areas 
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Legend: 1 =No obstacle; 2 = Minor obstacle; 3 = Moderate; 4 = Major obstacle. 
Numbers in () are the number o f  respondents in the survey 

In many specific procedural areas, the systems are found to  be seriously 
flawed and characterized by lack o f  clarity, discretion, and transparency 
and by investor unfriendliness. Further investigation by the FIAS team 
revealed that bureaucratic delays, arbitrary treatment, and high costs 
(including frequent “unofficial payments”) were common across all 
areas examined. While these features are not unusual among transition 
economies in the region, their severity i s  remarkable when 
benchmarked against comparable country survey results (Table 56). 

(*) Relative share o f  those who have had contacts with the respective group and have been asked 
for cash, gifts or favors. Source: ”Corruption indexes,” Regional Corruption Monitoring, Center 

for the Study of Democracy and the International Legal Development Institute, Rome, April 2002. 

According to the 2003 FIAS report, apart from possible broader social 
and political factors, the observed problems can be attributed to a 
combination o f  the following factors: 
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0 Poor implementation of regulations and operational guidelines. 
Newly  introduced laws are typically not supported by efforts setting out 
the necessary procedures, criteria and responsibilities. A s  such, the 
system permits the exercise o f  a high degree o f  administrative 
discretion by regulatory agencies and their officials, whose 
interpretations o f  the laws are frequently inconsistent and lack 
transparency. I t  also creates confusion among investors regarding their 
legitimate rights and obligations, as wel l  as their means o f  compliance. 

The lack of effective institutional structures, with neither clear 
designation o f  individual agency responsibility and accountability, nor 
the required degree o f  cooperation between them. Investors often do not 
know exactly where to  go for what, and government authorities also 
seem confused about who i s  responsible for  what. For  investors, this 
means a waste o f  time and unpredictability. For government authorities, 
this allows responsibility to be avoided when something needs to be 
done and allows “turf battles” t o  be waged when vested interests are 
threatened. 

0 Ineffective enforcement of laws and regulations. Complaints exist in 
almost a l l  areas about ineffective dispute settlement mechanisms, 
within both public administration and the court system. Some officials 
with operational power are able to abuse their power without being held 
accountable. Private parties can move easily f rom legal t o  i l legal 
practices (e.g., not  using bank accounts, constructing without permits, 
smuggling, etc.), and, in some cases, seem to be driven o f  necessity to 
the latter since they are in competition with f i r m s  that engage in those 
practices. This i s  highly inequitable, since those who try to comply can 
be penalized most. I t  creates a vicious circle, in which fewer and fewer 
people, in both the public and the private sectors, are motivated to  
comply with the rule o f  law. 

0 Insufficient skills of public officials at all levels. In general, 
regulatory officials seem not  t o  t rust  businesses. M a n y  appear to see 
themselves as policemen, not  service providers. It i s  a common 
perception that some abuse their position by seeking personal gain. 
Moreover, many authorities do not keep good records o f  their own 
performance; many cannot provide statistics o n  applications received, 
rejected, appealed, etc. Almost a l l  authorities interviewed complained 
about resource constraints, and none had effective staff performance 
systems to reinforce good performance and dissuade poor performance. 
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Table 57: Institutional Indicators: Albania versus Other Transition 
Countries 

Albania 

ECE Positive Growth 
ECE Negative Growth 
Baltics 

Rule of Law 

-0.73 

M.39 
-0.19 
M.34 
-0.84 

Government 
Effectiveness 

-0.53 

M.39 
-0.30 
4.42 
-0.82 

Regulatory Quality 

-0.23 

+os5 
M.08 
M.78 
-n.w 

Notes: Each indicator i s  measured on a scale of -2.5 to +2.5, with higher values indicating better 
governance. Source of data i s  Kaufmann, Kraay, and Mastruzzi (2003). Reported figures are 
averages for 1996-2002. 

Recent limited 
progress in 
institutional building 
has not changed the 
overall public 
perception of poor 
performance 

A few limited steps have also been taken in the area o f  public 
administration, and a comprehensive c iv i l  service law has been adopted. 
Legal and judicial capacities have been strengthened, accountability 
rules have been tightened, and an anti-corruption action plan i s  under 
implementation. Progress achieved in the modernization o f  the judicial 
system, such as the improvements in the salaries o f  judges and 
prosecutors, the adoption o f  a new law on advocacy, a new family code, 
the reforms in the criminal field, and in particular the establishment o f  
courts for serious crimes, the adoption o f  legislation against money 
laundering and trafficking in human beings, legislation regarding 
witness protection and terrorism according to European standards, or 
the implementation o f  special investigation means. There have been 
modest developments in the fight against corruption, such as the 
initiation o f  the Triangle Committee procedures between the Prosecutor 
General's Office, the civi l  society and the Anti Corruption Unit. A draft 
amendment to the Criminal Code and Code o f  Criminal Procedure with 
relevance to corruption and economic crime offences i s  being 
discussed. However, the perception o f  Albania's institutions i s  s t i l l  a 
matter o f  concern, especially when compared to other SEE countries 
(Table 58). Since weak human and institutional capacity affects 
regulatory quality as well as service delivery in the social sectors and 
contributes to poverty, much more remains to be done-especially in 
the implementation phase-to build credible institutions in Albania. 
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Source: Heritage Foundation, Transparency International, and EBRD Transition Report 2002. The indexes o f  legal 
effectiveness and extensiveness refer to commercial law only. Indicator ranges from 1 (commercial laws concerning 
pledge, bankruptcy and company are limited in scope, unclear and contradictory) to 4 (commercial laws concerning pledge, 
bankruptcy and company are comprehensive, clear and readily ascertainable). See EBRD Transition Report 2002, p.3641. 

Box 5: Human trafficking in the Balkans 

Scope ofthe phenomenon. Like Moldova, Romania and Bulgaria, Albania i s  a country 
o f  origin for cross-border trafficking o f  human beings in South East Europe (SEE). 
Albanian victims tend to be trafficked primarily to Italy, but also to Belgium, Greece 
and, to a lesser extent, the Netherlands and the United Kingdom. According to the 2003 
report o f  the Belgrade-based SEE Regional Clearing Point (RCP 2003), the number of 
Albanian trafficked victims identified and assisted between January 2000 and April 
2003 in SEE was about 45 percent o f  the total number o f  identified and assisted victims 
from and in SEE (4,825). This includes identified and assisted Albanian women and 
girls trafficked for sexual exploitation (1,04 I), and 1,200 identified and assisted minors 
trafficked for purposes o f  begging and forced labor. According to specialized agencies 
(Europol 2001); the real number o f  victims may be much higher since only a few 
trafficked victims are adequately identified. In January 2002, the Government of 
Albania announced that over 100,000 Albanian children and women had been trafficked 
for sexual exploitation and other forms o f  forced labor. 

Why i t  matters for long term development. The negative consequences o f  trafficking of 
women and children are difficult to document extensively (OSCE 2003). Some o f  its 
costs in countries like Albania include: a) depletion o f  human capital; b) loss of 
educational opportunities and foregone higher incomes for youth and minors; c) youth 
exclusion and crime, as unemployed young men engage in this type o f  illegal, profitable 
activity; d) increase in criminal activity; e) public health hazards (sexually transmitted 
diseases) with potential future economic and financial costs for the State; etc.. 

Policy directions. According to the US State Department (2003), the Government 01 
Albania has demonstrated increased commitment and efforts to reduce the humar 
trafficking. A National Strategy Against Trafficking in Human Beings was adopted b) 
the Council o f  Ministers in 2002. The challenge i s  with the implementation o f  thc 
strategy. Progress in areas such as crime control and border management are being 
closely monitored by the EC. A forthcoming World Bank study (Clert and Gomart: 
suggests the need for a more comprehensive strategy which takes into account the roo 
causes o f  the problem (persisting high poverty levels in certain regions o f  the country 
lack o f  local employment opportunities, the desire for a better l i f e  in the West, and thc 
low status o f  women). 

2. Policies to Improve Governance and Strengthen Institutions 

The quality of institutions and governance permeates almost every 
dimension o f  the necessary future agenda in Albania. The country needs 
to strengthen i t s  institutions in order to improve the sustainability o f  
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policies. This i s  also a necessary condition for  attracting export- 
generating FDI-a key to sustained growth and poverty reduction. 
Albania’s efforts over the past decade o n  this front suggest that a three- 
pronged approach wil l  be required in order to  significantly improve the 
impacts o f  those efforts: (i) redoubling efforts to ensure managerial 
integrity within the public administration; (ii) redoubling and 
diversifying efforts to ensure reliable, predictable and fair enforcement 
o f  the rule o f  law, including both ru les  governing the actions o f  public 
sector entities and their staff (in both their regulatory roles and their 
service provision roles) and rules governing private sector actors; and 
(iii) establishing and nurturing mechanisms that can facilitate a more 
effective service delivery voice - i.e., mechanisms that increase the 
odds that citizens and f i r m s  that are the direct targets o f  particular 
regulations or public services wi l l  know how to, and find it easy to, 
pressure the state to perform i t s  regulatory and service delivery 
functions more fairly and effectively. 

Ensure managerial integrity: K e y  elements o f  Albania’s efforts to 
enhance managerial integrity over the last six years or  so include the 
following: 

0 

0 

Support for  meritocratic insulation and competitive pay for a 
small senior managerial and pol icy cadre (i.e., the c i v i l  service) 
Targeted capacity building to strengthen budget formulation 
and execution systems, especially within the Ministry o f  
Finance 

0 Targeted support for more competitive and transparent 
procurement. 

Three sets o f  implementation issues have proven to  be crucial for these 
reforms. First, for a l l  o f  their seemingly technical character, each o f  
these reforms was threatened by actions o f  polit ical and bureaucratic 
leaders who prefer less transparency and more discretion. Second, whi le 
some o f  the reforms (a medium-term framework for  budgeting, for  
example) are l ike ly  to become more or less self-enforcing in the wake 
of  successful implementation, others (meritocracy, for  example) are 
l ikely to continually come under threat, and confront a r isk  that hard- 
won  gains could be lost. Third, even within this narrow menu, some 
areas have turned out t o  have stronger champions than others, making 
reform progress uneven. 

Each o f  these efforts i s  far f rom having reached a point  o f  
irreversibility. Moreover, each i s  an essential building b lock  o f  the sorts 
o f  institutions and governance practices required for sustained 
economic growth and poverty reduction. Therefore, Albania needs to  
redouble i t s  efforts to  reinforce and improve those reforms aimed at 
ensuring greater managerial integrity within i ts public administration. 

Ensure reliable, predictable and fair enforcement of the rule of law: 
As was noted earlier, unpredictable, capricious or unfair application o f  
laws and regulations or other rules governing either private sector actors 
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(e.g., f i rms ,  workers) or public bodies (e.g., regulatory bodies, service 
provision bodies) pose a serious impediment to both economic growth 
and efforts to ameliorate social problems or reduce poverty. Albania’s 
governments have, over the last 5-6 years, undertaken various reforms 
aimed at ensuring more reliable, predictable and fair enforcement o f  the 
rule o f  law. Significant efforts have been undertaken under the Legal 
and Judicial Reform Project, as wel l  as under the Public Administration 
Reform project to these ends. Fo r  example: an Administrative 
Procedures L a w  has been enacted; a C iv i l  Service Commission has 
been established; etc. But these efforts are only the beginning. The 
Government needs to redouble and diversify i t s  efforts to ensure 
reliable, predictable and fair enforcement o f  the ru le  o f  law, including 
both rules governing the actions o f  public sector entities and their staff 
(in both their regulatory roles and their service provision roles) and 
rules governing private sector actors. 

Facilitate an effective service delivery voice: Efforts by Albania’s 
governments over the last 5-6 years to ensure the managerial integrity 
o f  the public administration, as we l l  as to establish a more reliable, 
predictable and fair ru le o f  law, have, not surprisingly, met with 
resistance and setbacks. When polit ical commitment has been strong, 
those impediments have been overcome and significant progress has 
been made. But polit ical commitment i s  a precarious commodity, which 
needs continuous reinforcement f rom citizen demands. Albania’s 
experience in undertakmg these reforms suggests that a broad 
movement in favor o f  good governance capable o f  capturing the 
imagination and commitment o f  large numbers o f  citizens for sustained 
periods o f  time i s  unlikely to  provide sufficient pressure to ensure the 
continuous, strong polit ical commitment required to keep such reforms 
o n  track. In short, public goods such as good governance will continue 
to be undersupplied, because benefits are diffused among many 
individuals, whi le the costs o f  acting inevitably are concentrated among 
a small group. At the same time, individuals have an incentive to 
organize for rent-oriented state capture (for which benefits are 
concentrated, and costs diffused). Hence the lack o f  impact of, for 
example, campaigns which a i m  to improve governance by nurturing a 
crusade against corruption. 

But this conclusion need not apply for  a l l  aspects o f  governance. A key 
for a revitalized governance strategy for Albania i s  to identify specific 
arenas o f  public action where there exist stakeholders with high- 
powered incentives t o  pressure the state for public performance - and to 
engage in these areas in ways which progressively ‘crowd-in’ and 
empower these stakeholders. In the short term, such engagement can 
foster pressure for  better performance in key  areas o f  public 
responsibility. Over the longer term, with the progressive strengthening 
o f  constituencies with interests in good public performance, in an open, 
competitive business environment, and in the rule o f  l a w  more 
generally - and with the capacity to  advocate effectively for  these 
interests - a more profound transformation in state-society relationships 
could increasingly take hold. 
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Bottom-up initiatives 
to strengthen local 
governance and 
improve service 
delivery can ‘crowd- 
in’ stakeholders with 
high-powered 
incentives to pressure 
for better public 
performance 

Municipalities 
and communes 

Albanian 
Development 
Fund 

User 
associations 

Three sets of entry points seem especially promising in the Albanian 
context: (i) bottom-up initiatives to strengthen local governance and 
improve service delivery; (ii) initiatives to strengthen transparency in 
the public realm; and (iii) initiatives aimed-at crowding-in a 
productivity-oriented private sector, with an incentive in better public 
performance. 

For three reasons, a bottom-up approach to  strengthening good 
governance seems to  have substantial promise in Albania. First, these 
initiatives are close to  the service delivery front-line , and so can 
leverage potential at the local level (where users l ive their lives) for  
collective action o f  the kind outlined above. Second, Albania i s  
committed to  an open society, a key pre-requisite to  bottom-up 
accountability. And, third the “bedrock” o f  participatory governance at 
the local level - democratically elected local governments, assigned 
substantial local responsibilities, and resources to  meet them - is in 
place in the country. 

Table 59: Governanc 
CURRENT STATUS 

Basic institutional 
framework in place, but 
underfunded and not 
consistently and credibly 
downwardly accountable 

Dominant investor in 
local infrastructure in 
Albania (outside major 
municipalities) 

Since 1999, closer 
links to subnational 
governance (mayors on 
goveming board; and 
investment in community- 
commune interaction), but 
s t i l l  parallel structure, 
under chairmanship o f  
central government. 

Education: ad-hoc; 
Board membership linked 
to giftsicontributions to 
school operation 

Others: (e.g. water 
users; natural resource 
management: apparently 
strong; needs follow-up; 
generally rural and small 
town) 

Changing Roles for Major  
rRANSITIONAL STRATEGIES 

Link access to incremental 
-esource-base (and added 
responsibilities) to achievement o f  
Zapacity, transparency and 
participation benchmarks. 
D Strengthen complaints 
windows, performance scorecards, 
civic associations etc 

Link prioritization o f  ADF 
investments to achievement o f  
capacity, transparency and 
participation benchmarks by local 
governments, 

Progressively shift 
oversight and control to local 
governments as benchmarks are 
achieved. 

Progressively roll ADF 
resources into bloc grants for local 
governments 
~ 

Provide some baseline 
facility-specific O&M financing, 
linked to constitution o f  
participatory, transparent user 
group 

Capacity building for user 
associations, 

Open rehabilitation 
investment window thru local 
governments which achieve 
capacity, transparency and 
participation benchmarks 

ltakeholders 
LONG-RUN ROLE 

public investment (EU norm), funded 
through own-source revenues and 
transfers; 

in formulating local priorities and 
subsequent implementation; 

Performance-based competition 
among political rivals, underpinned by 
transparent information. 

Specialist technical service 
organization; no direct investment 
role. 

Responsible for 40-60 percent o f  

High levels o f  civic participation 

Activated interest groups (both 
facility-specific participation, and 
umbrella organizations), which 
aggressively pursue interests o f  
service segment, and engage multiple 
tiers o f  government in fulfil l ing 
promises and commitments. 

Table 59 summarizes, for  each o f  the local governments, the ADF and 
user groups, the current status o f  their role, a perspective on what that 
role might be in the long run, and some init ial ideas for  a transitional 
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Crowding-in a 
productivity-orien ted 
private sector 

strategy for getting f rom “here” to “there”. T w o  principles underlie the 
table. The f i rs t  comprises the (increasingly) consensus view that, 
consistent with the logic o f  subsidiarity, in the long run, the principal 
responsibility for investment and operational resources at the 
local/facility level should rest with local governments. The second 
principle i s  that the prospect o f  access to additional resources (by local 
governments and user groups) can be an effective carrot for better 
bottom-up accountability. Taken together, these principles suggest that, 
over a transitional period, top priority should be given to  initiatives 
(including approaches to public service delivery) which can accelerate 
the development o f  local participatory capabilities in ways which align 
them to the emergent role of local governments. 

In general, the logic and evidence o n  state capture imply that a 
country’s private sector can be as much a part o f  a dysfunctional rent- 
creation and rent-extraction governance equil ibrium as public officials. 
Incumbent f i r m s  generally benefit f rom the rent game, and hence are 
unlikely to  be strong proponents o f  changing the rules; those precluded 
from the game lack the influence to  effect reform. A s  has long been 
recognized among development practitioners, however, exporting 
f irms5’ can be an important exception to this generally pessimistic v iew 
as to how much advocacy for good governance might be expected f rom 
the private sector. 

Unl ike f i r m s  competing domestically in nontradable markets, successful 
exporters, especially o f  light manufactures, need to operate at the 
highest levels o f  international performance: a supportive institutional 
environment and adequate infrastructure are necessary for  their success; 
a dysfunctional domestic setting will spell their doom. In highlighting 
the potential benefits o f  an export sector - no t  only for  sustainable 
growth, but also for the potential impact o n  governance -- the obvious 
question arises: in a diff icult governance environment, what grounds are 
there for expecting such a sector to take root in the f i rs t  place? 

One answer i s  Albania-specific: its proximity to Western Europe 
(notably Italy, a world leader in global garment and footwear export 
markets), the low unit costs of its literate and quite-skilled work force, 
its open and broadly stable economic policies, leaves Albania unusually 
well-positioned to penetrate international markets. A second answer 
emerges directly f rom the comparative international experience. M a n y  
countries that have ridden to success o n  the basis o f  superior 
performance in manufactures exports (from Mauritius, t o  Tunisia, to 
Taiwan) began the process with dysfunctional domestic institutions. 
There exists a wealth o f  knowledge, experience, and instruments as to 
h o w  to facilitate the emergence o f  exporter f irms in di f f icul t  settings. 
This indicate that, if a productivity-oriented export sector were indeed 
to take root in Albania, i t would effect a radical, enormously beneficial, 

59 Not  al l  exporters, o f  course. Natural resources exporters earn their returns f rom rents, with cokuption 
often a key currency for winning the right to export. The proposition applies most clearly to manufactures 
exporters but i s  also relevant to some exporters o f  services (e.g., tourism). 
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refocusing o f  business-government dialogue. Given the potential 
benefits, a pragmatic approach to a next generation of  export facilitation 
surely seems warranted. 

Strengthening 
transparency in the 
use ofpublic 
resources 

T w o  key sets o f  questions need to be explored in assessing the potential 
for  a focus on enhancing transparency in relation to the use o f  public 
resources to serve as an entry point for  improved governance. First, do 
there exist the institutions and stakeholders capable o f  effecting an 
increase in transparency? Second, will an increase in transparency result 
in any changes in public behavior? 

In relation to the f i rs t  question, Albania seems quite wel l  placed. For 
one thing, both citizens and public actors have growing expectations on 
h o w  openly government should conduct i t s  business. For  another, the 
professionalization that seem to  be talung root at the higher levels o f  the 
c i v i l  service (combined with recent pay increases at that level that have 
made earnings in the public sector comparable with the private sector) 
create both the space and the incentive for  these leaders of  the 
bureaucracy to  operate in a transparent manner. Further, Albania’s 
desire for  EU accession, and i t s  continuing strong engagement with the 
Wor ld  Bank and other IFIs,  implies that the country’s development 
partners are in a position to push for  continuing gains in transparency. 

Whether increased transparency results in any changes in public 
behavior depends, first, on the quality and use o f  information as to 
government actions, and second, o n  the extent to which non- 
government stakeholders have the incentive and capability t o  act o n  the 
basis o f  the information which i s  made available. These issues o f  use 
and incentives can be addressed only in the context o f  specific 
transparency initiatives. Three such initiatives, currently on the agenda 
in Albania are considered here: asset declaration; ex post audits o f  
public spending; and results-based monitoring. 

Based o n  the criteria o f  usability and incentives, asset declaration i s  the 
initiative which seems to have the greatest potential in the short- to 
medium-term. The legal framework i s  in place requiring senior 
politicians and public officials to declare their assets and post their 
declarations o n  the web. The c i v i l  service rules provide the officials in 
the directorate responsible for  certifying the accuracy o f  these 
declarations with the insulation they need to investigate thoroughly and 
impartially. Whi le  the directorate could be vulnerable to  budget 
cutbacks, there are many ways through which Albania’s development 
partners can help provide the requisite resource predictability. 

Ex post auditing is the responsibility of Albania’s independent High 
State Control authority, which reports at least annually t o  Parliament. 
Though the HSC has been given positive reviews by both Sigma and 
the Bank’s CFAA, and i t s  reports are explicit in their identification o f  
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irregularities, three6’ obstacles limit the effectiveness o f  ex post auditing 
as a transparency and accountability mechanism. First, the 
parliamentary committee responsible for assimilating and using the 
HSC’s findings seems to lack the capacity to do so effectively; the 
shortfall may not be only in skil ls, but also in a lack o f  incentive given 
the strong top-down nature o f  the two party polit ical process. Second, 
perhaps in part because o f  weaknesses at the parliamentary level in 
effectively communicating the HSC’s findings, the HSC does not enjoy 
a universal reputation within Albania o f  systematically providing 
competent audits, produced “above the fi-ay” o f  partisan politics. Third, 
there i s  n o  systematic follow-up by Albania’s justice system to HSC 
findings. One way forward may be for Albania’s development partners 
themselves to be more pro-active in monitoring follow-up by the 
Albanian authorities to the HSC’s reports. 

The third area where transparency might potentially have an impact 
comprises results-based monitoring in the achievement of poverty 
reduction goals. The attractiveness o f  this approach i s  clear - what i s  
achieved in reducing poverty matters a great deal more to  Albania’s 
citizens and development partners than compliance with process. 
Moreover, Albania’s NSSED potentially provides the context o f  
agreed-upon goals and targets within which such monitoring might 
proceed. Unhappily, however, results-based monitoring o f  the NSSED 
seems to meet neither the incentive nor the usability tests for effective 
transparency. There i s  currently n o  organized arena within which 
Albanian stakeholders work with government to review progress in 
meeting poverty targets. And even if such an arena were to emerge, i t i s  
not  obvious that the relevant indicators could be made sufficiently 
precise - and sufficiently clearly l inked to public action - to enable 
them to serve as a basis for  the accountability o f  govemment for  i t s  
performance o n  a year-to-year basis. Perhaps the most that can be 
expected from comprehensive results-based monitoring o f  the kind 
envisaged in the NSSED i s  that i t  provides a framework for  organizing 
national consensus around longer-term goals, and for evaluating over 
the medium-term the performance o f  the govemment in power. 

A fourth issue wh ich  sometimes i s  raised i s  that the HSC focuses exclusively o n  financial rather than 
performance auditing. Though it is true that “best practice” Supreme Audit Institutions practice 
performance auditing, i t  i s  also true that this results-focus was built o n  a sol id track record of financial 
reporting. In general, the advice is to “get the (financial) fundamentals right” before mov ing  o n  to  more 
advanced (and inherently less precise) areas. 

120 



CHAPTER 8: MACROECONOMIC FRAMEWORK FOR GROWTH 

Government revenue 
is much lower than in 
any other SEE 
county 

Sustained growth and improved competitiveness cannot be secured in 
Albania without continued progress on the macroeconomic front. 
Despite the country's overall good track record in stabilization and 
structural reforms, some major constraints and vulnerabilities must be 
addressed. This chapter reviews these constraints and outlines a 
macroeconomic policy framework for the medium term. 
1. Macroeconomic and Financial Constraints 

Fiscal sustainability is at risk because of low tax collection 
performance. Albania's weak performance started in 199 1 with the 
overall systemic change implied by the collapse o f  the socialist system 
o f  automatic transfers to the budget. The country also lacks a historical 
tradition o f  tax collection. For almost 40 years, the communist regime 
declared an economy without taxes. Social security and retirement plans 
were deductible and the employees, all working at a state-owned form 
o f  property, never fel t  any payment obligation. N o  private sector and no 
private jobs were available. 

Table 60: Government Revenue as Percentage o f  GDP, Southeast Europe 

Figure 39: Government Revenue and Tax Revenue in a Sample of  
Countries 
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The base for income 
tax is very low 

The widespread 
informal economy is a 
key impediment to 
generating revenue 
from channels other 
than international 
trade 

Integration into the 
world economy 
through further 
liberalization of trade 
at the regional level 
with other SEE 
countries and with the 

The informal sector is very large and favors tax evasion. Tax evasion 
and tax avoidance in the household sector are sizable. Undeclared 
household income i s  estimated at 52 percent o f  GDP, the largest among 
SEE and CEE countries. Albania’s informal economy i s  estimated to be 
as large as 30 percent o f  i t s  formal economy. Most o f  the economy i s  
derived from agriculture and i s  therefore out o f  fiscal “control.” The 
sector employs at least half o f  the labor force-people living often on 
subsistence farming and not reporting income. Tax administration i s  
weak. Tax collection is  often below targets and, according to surveys, 
tax harassment i s  considered a major issue for businesses. The social 
security contribution i s  s t i l l  unsatisfactory (less than 35 percent o f  
employees in the private f i r m s  are covered, and a collection i s  
especially poor in the Central and Coastal regions). 

Table 61: Estimates of  the Size of  the Shadow Economy in Central 
and Southeast Europe 

T d  Tdal Rxkd udedared 

irmmeas 
StrareofcEpStrareofcEp StrareofcEp 

a m  
0.875 
0.818 
0.782 
0.744 
0.8s 

0.818 
am 

am a z  
m aim 
0.397 0.2% 
0.383 0.165 
0.4% 0.276 
0.5x 0.262 

0.362 0.238 
0.433 a 142 

a% 
a363 
0.613 
0.441 
0.567 
0.488 
0.35 

0.658 

am 
as2 
0 . B  
0.341 
0.181 
0.392 
0.4% 
0.19 

am a44 azzi am azi 
0.67 0.391 0.1% 0.483 0.184 
0.74 0.26 0.316 0.6 0.174 
0 . B  0.453 0.222 0.4 0.23 
0.74 0.397 0.193 0.485 0.2% 

0.754 0.373 0.188 0.m 0.251 
0.783 0.475 0.223 0.47 0.313 
0.647 0.405 0.176 0.435 0.212 
0.717 a& 0.271 0.547 0.017 

I 
Source: Holzner and Christie, 2004. 

Furthermore, Albania wil l  suffer substantial Jiscal losses in the short 
and medium terms because of the impact of trade liberalization 
arrangements under the WTO, SAA negotiations with the EU, and 
bilateral free trade agreements with other SEE countries. Three 
scenarios are to be considered: (i) full liberalization o f  tariffs on imports 
from neighboring countries in South Eastern Europe in accordance with 
Albania’s Free Trade Agreements; (ii) full implementation o f  the SAA 
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EU in the context of 
the SAP will entail 
short-term costs 

with the EU61; and (iii) the adoption o f  the Common European Tariff o n  
industr ial products. Tables 62, 63, and 64 indicate the reduction in 
tari f fs to be expected fo r  Albania. 

Source: Albanian Customs Authorities. 

Table 63: Albanian Tariffs on Imports from Neighboring 

Source: Albanian Customs Authorities. 

6' With respect to the impact o f  the SAA (scenario 2), and in the absence o f  information about Albania's 
proposed tariff dismantling schedules under negotiation, we assumed that tari f f  reductions are similar to 
those applied by Croatia in its SAA with the EU. The final terms o f  Albania's SAA could differ from those 
adopted for Croatia. The CGE model could be updated to reflect the Albanian proposed tar i f f  reductions. 
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Table 64: Albanian ME” Tariffs and the CET on Manufacturing 

There has been a 
significant 
appreciation of the 
Lek over recent years 

Products 

Source: Albanian Customs Authorities. 

In  addition to the challenges of its delicate Jiscal situation and the 
prospects for lower revenuesJEom international trade in the short term, 
Albania faces a dfJicult decision on the monetary JEont. Different 
indicators o f  external competitiveness have been used by various 
authors to determine the extent o f  the appreciation o f  the Lek since the 
launching o f  the f i rs t  stabilization program in the early 1990s (CPI- 
based real effective exchange rate, various measures o f  the relative 
price o f  nontradables to tradables, and even some dollar wage 
comparison)62. While the magnitude o f  the appreciation varies across 
empirical studies-which could simply be the effect o f  data limitations, 
the general trend i s  clear: Albania’s national currency has gained 
strength during most o f  the past decade, except for the 1997 dip owing 
to the pyramid scheme crisis (see Figure 40). 

Figure 40: CPI-Based Real Effective Exchange Rate, - 
1994-2004 

62 See Muco, Sanfey and Taci 2003, IMF (2003), Turner and Golub (1997), Marsh and Tokarick (1994), or 
Clark et al. (1994). 
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The money suppIy has 
been controlled for 
most of the past 
decade 

Bank credit to the 
private sector is the 
lowest in the SEE 
countries 

Remittances and 
external aid 
contribute to the 
appreciation of the 
Lek 

Several factors explain the real appreciation of the Lek, including the 
tight monetary policy, the large external financial inflows, some 
productivity growth, and reductions in price distortions. While it has 
been successful in creating a stable price environment, monetary policy 
has aimed at reducing the money supply during most o f  the transition 
(see Figure 41). Albania i s  also the country with the lowest level o f  
bank credit to the private sector as a share o f  GDP (see Table 65). 
Although the exchange rate i s  set to float freely, the Bank o f  Albania 
occasionally intervenes to help maintain a certain level o f  imports or to 
keep export prices attractive, and to deter any speculative attack against 
the Lek. It should be noted that the effectiveness o f  monetary policy has 
been limited by several factors, including delays in banking sector 
reform, the slow development o f  capital markets, and the spread o f  the 
informal economy after the liberalization. 

Source: Bank o f  Albania 

Table 65: Bank Credit to the Private Sector, South East Europe 
(Yo of GDP) 

Source: EBRD, Transition Report, 2003 

High volumes o f  remittances-most o f  which occur in cash, outside the 
banking system-large inflows o f  external financial assistance, and 
foreign direct investment most recently have fueled domestic 
consumption and investment, contributing to the strengthening o f  the 
Lek. The Bank o f  Albania estimates that remittances amounted to 600 
mill ion Lek in 2002, more than twice the volume recorded by the 
banking system. Indeed, Albania has the highest level o f  currency 
outside o f  the banking system in SEE countries (Table 66). Statistics 
from the Ministry o f  Economy’s Department o f  Monitoring and 
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Evaluation indicate that, over the period 199 1-2002, Albania received a 
total commitment o f  external assistance o f  around U S  $3.9 bil l ion (see 
Table 67). 

Source IFC. 
Table 67: External Assistance to Albania, 1991-2002 

Source: Ministry o f  Economy, Department o f  Monitoring and Evaluation. 

While they are difficult to measure because o f  data limitations, 
productivity gains have also contributed to the appreciation o f  the Lek 
(Figure 42). 

Figure 42: Labor Productivity , 1992-2003, Thousand LeksIEmployee 

According to the 
NSSED, labor 
productivity has 
shown an upward 
trend throughout the 
period of transition 
(except for the crisis 
year of 1997) 1552 1593 1591 199< I596  W47 8 5 8  1959 2 0 0 0  2001 2 0 0 2  2003  

The appreciation of 
the Lek is a constraint 
to external 
competitiveness 

The strengthening of Albania S currency has been associated with 
slower export growth and a larger trade deficit. While Albania's import 
needs are consistent with the levels observed in open economies at 
similar levels o f  development-about 30 percent o f  GDP on average 
between 1993 and 2003-its exports remain low, at less than 10 percent 
o f  GDP. Thus, the trade deficit has remained high. The s t i l l  manageable 
current account deficit (-7.6 percent o f  GDP in 2003) mostly reflects the 
large volumes o f  remittances flowing into the country. This i s  an 
indication that the appreciation o f  the Lek may be having a negative 
impact on the country's external competitiveness. 
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Table 68: Trade as a Share of  GDP, 1998-2002 
percent) 

1 m~1999/m/2001~m 
I 7.4 I 7.7 I 7.1 1 7.2 I 6.8 

Tmdewlure 
TmdeMalE 

After an initial slump, 
exports have 
recovered during the 
past but have been 
tapering off or even 
declining as a share 
of GDP in recent 
years 

30.2 33.2 29.6 31.2 31.1 
37.6 40.9 367 384 37.9 
-227 -25.5 - 2 5  -24.1 -24.2 

Foreign trade is 
firmly oriented 
towards closer 
cooperation and 
integration with the 
EU but the economy 
it is still vulnerable to 
external shocks 

Exports 
European Union (15) 
Of which: Greece 

Rest-of-World 
Of which: SEE-8 
Share of SEE-8 in ROW exports 

Italy 

Total (in million of US $) 
Imports 
European Union (15) 
Of which: Greece 

Rest-of-World 
Italy 

1996 1997 1998 1999 2000 2001 2002 2003 
86.0 87.5 92.5 94.9 92.9 91.0 92.3 93.3 
13.0 20.5 19.8 13.5 12.7 12.7 13.3 12.8 
57.8 49.4 60.1 69.5 70.6 71.0 71.4 74.9 
14.0 12.5 7.5 5.1 7.1 9.0 7.7 6.7 
3.8 6.9 0 8  1.4 1.5 2.2 1.7 0.8 

27.4 55.0 10.3 26.7 21.5 23.9 21.9 12.3 
21 1 138 208 351 261 305 3 14 447 
1996 1997 1998 1999 2000 2001 2002 2003 
76.0 83.4 81.6 76.6 74.4 74.3 71.2 67.9 
20.3 26.0 27.5 23.2 26.4 25.8 21.7 20.0 
40.3 45.9 43.2 33.5 35.2 31.9 34.5 33.5 
24.0 16.6 18.4 23.4 25.6 25.7 28.8 32.1 

Figure 43: exports to GDP, 1993-2003 (percent) 

A further subject of concern is the high degree of concentration of 
Albania’s trade. The EU currently absorbs more than 90 percent o f  its 
total exports and more than 70 percent o f  its total imports, albeit down 
from 83 percent in 1997 (Table 69). Greece and Italy have become 
Albania’s major trading partners. These two countries accounted for 87 
percent o f  Albania’s exports and 53 percent o f  its imports in 2003. 

Of  which: SEE-8 I 9.7 5.5 3.7 5.8 6.3 5.4 6.3 4.9 
Share of SEE-8 in ROW imports I 40.4 33.3 20.3 24.6 24.6 21.0 22.0 15.4 
Total (in million o f  US $) I 938.5 629.0 840.8 1154.4 1089.3 1330.6 1509.1 1863.8 

Source: Based on Albania’s data from UN COMTRADE Statistics. 
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2. Policies to maintain macroeconomic stabilization 

Maintaining a stable macroeconomic framework is a pre-requisite to 
higher investment, improved competitiveness and sustained growth. The 
experience o f  transition has shown that macroeconomic instability or 
crisis causes investment to  collapse and sets the growth trajectory back 
several years. 

Improving public savings by curtailing quasi-fiscal expenditures on 
utilities. Given i t s  huge development needs and the reliance o n  
imported capital goods in the foreseeable future, Albania will face a 
serious savingdinvestment imbalance in the medium term. The 
expectation o f  policymakers i s  to continue to finance the current 
account deficit either (i) through non-debt creating financial flows 
(grants, concessional assistance), or (ii) through foreign direct 
investment. If not, the country may be forced to  rely o n  traditional, 
expensive debt mechanisms. Off ic ia l  transfers to SEE countries have 
been declining over recent years and are often subject t o  polit ical 
considerations-therefore, Opt ion (i) may be an uncertain path. 
Furthermore, a l l  countries in the region will have to  compete in order to 
attract FDI; therefore, Option (ii) will require major and di f f icul t  
structural reforms to  improve the business climate. Given these 
constraints, one way to avoid unsustainable debt levels will be to raise 
public savings. This could be done by curtailing quasi-fiscal 
expenditures o n  utilities, that is, by limiting the amount o f  subsidies 
allocated to users o f  public utilities. 

Continued adherence to fiscal discipline to further reduce the budget 
deficit w i l l  be necessary in the coming years. Because Albania’s s t i l l  
high fiscal deficit (over 4 percent o f  GDP in 2003) i s  financed pr imari ly 
through domestic borrowing, fiscal consolidation i s  important to make 
domestic savings available for  private sector investment. As the private 
sector takes a more important role, public consumption should decline 
as a share o f  GDP and this would al low for a gradual shift away f rom 
external savings. 

Given the country’s tax collection performance, fiscal policy should 
also aim at a broader and more secure revenue base. A recent IMF 
report has recommended some specific measures to strengthen tax 
collection. They include changes in the value-added tax, changes in the 
coverage o f  the corporate income tax, the reduction o f  the number o f  
personal income tax rates, and an increase in excises o n  alcoholic, 
tobacco, and petroleum products (see B o x  6). 

Box 6: Tax Reforms Proposed by the IMF 

Value-added tax (VAT) 

Repeal the application o f  the VAT provision that imposes compulsory registration 
o f  wholesalers. 

Subject all sales o f  newly constructed buildings to tax, with a view to eventually 
eliminating the current practice o f  taxing embedded labor value during building 
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construction. 

their sales. 

nonlife insurance. 

buildings becomes taxable. 

the very least, significantly reduce the rate of compensation. 

tariff suspensive regime. 

Exempt rental payments generated from new residential building that are taxed on 

Consider adopting the deemed-VAT-on-indemnity-payment approach to taxing 

Remove the construction industry from the deferral scheme until the sale of new 

Repeal the application of the compensation scheme for certain small farmers or, at 

Harmonize the applicable scope of the VAT suspensive regime with that o f  the 

Resist pressures to introduce multiple rates or expand the scope of exemptions. 

I Profit tax I 
Consider, as a medium-term objective, changing the applicable scope o f  the 
regular profit tax from one exclusively based on a business’s tumover to one based 
also on i t s  legal status as a juridical person. 
Lengthen the loss carry-forward period to 5 years. 
Apply the withholding tax on specified categories of income paid to payers of the 
regular profit tax, but allow a tax credit for the withholding tax against their profit 
tax liabilities. 
Replace Art. 32/1, para. 1.b in the income tax law by “is not registered and not 
obligated by law to be registered for VAT”. 
Consider raising the simplified profit tax rate by one to two percentage points. 
Apply the withholding tax on specified categories o f  income paid to payers o f  the 
simplifies profit tax, but allow a tax credit for the withholding tax against their 
profit tax liabilities. 

I and SST 
Reduce the number of PIT rates to at most 5 by eliminating the 18 percent and 23 
percent rate bands. 
Repeal the PIT deductibility of the obligatory SST. 
Harmonize the base of the SST with the base of the PIT on wage income. 
Remove, as a second-best option, certain categories of SST-excluded income that 
are prone to abuse, specifically merit payments from labor funds and cash bonuses. 

Revenue mobilization I 
Consider raising excises on alcoholic, tobacco, and petroleum products to bring 
their total tax burdens close to levels on a comparable basis in neighboring 
countries. 
Consider rationalizing the system of vehicle taxes and raising their overall excise 
burden on vehicles. 

Major improvements are needed in public expenditure management. 
K e y  measures to  be considered include the following: 

0 Ensuring that the Medium-Term Expenditure Framework (MTEF), 
adopted in 2000, which aims to improve the strategic resource 
allocation and the eficiency of resource use, is fully integrated 
with the NSSED process and other initiatives, such as the 
Stabilization and Association process and the fiscal 
decentralization (see Box 7) In this regard, Albania may need to  
consider some o f  the fiscal rules observed by other successful 
transition economies (see Monga 1994). 
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Adopting budget rules to improve allocative efficiency in sector 
where major investment projects are under consideration 
(transport, energy, water, social sectors); the authorities should 
strengthen the capacity o f  l ine ministries and agencies to establish 
priorities within the budget, t o  select investment projects on the 
basis o f  a transparent, economic rationale, to distribute resources 
on the basis o f  the Government’s priorities and the program’s 
effectiveness and to shift resources f rom o ld  priorities to new ones 
or f rom less to more productive activities, in correspondence with 
the government’s objectives 

0 Adopting rules to limit the growth o f  non-priority recurrent 
spending 

0 Strengthening transparency and auditing procedures and ensuring 
that the High Inspectorate 

0 Undertalung a comprehensive public expenditure review in order 
to analyze equity issues and the effectiveness o f  public resources. 

Box 7: Strategic Directions on Decentralization 

Albania is in the process o f  implementing a national strategy for decentralization to 
strengthen local fiscal autonomy, increase efficiency and accountability over public 
resource allocation, and improve public service delivery to the citizen. T h e  Government 
has taken major strides on establishing a basic legal and institutional framework for 
local govemance, but major implementation challenges s t i l l  remains, owing to: (a) a 
fragmented structure o f  local administrative units; (b) a weak administrative capacity 
(both local and central); (c) an unclear assignment responsibilities and competences on 
shared functions (including education, health care, and social assistance); (d) an 
absence o f  well defined standards o f  services and o f  measurement criteria for the 
performance o f  service delivery; and (e) an inadequate degree o f  local revenue 
autonomy and predictability. Also, from the demand side, there i s  a sense o f  neglect and 
insufficient participation o f  the c iv i l  society in the decision making process. 

I 

Addressing these challenges under hard budget constraints i s  critical to sustain 
economic growth in Albania, since properly conducted decentralization can increase 
allocative efficiency, reduce waste and un-provision o f  essential services, while 
maintaining macroeconomic stability. In this regard, a participatory decision-making 
approach may complement bottom up the ongoing top down decentralization reforms, 
as an instrument to ensure awareness, transparency and accountability. Such an 
integrated approach may motivate the involvement o f  c iv i l  society and private sector on 
the management, provision and financing o f  public services, local infrastructures 
(including social) and utilities-which tends to expand the possibilities o f  local 
investment and growth. Nevertheless, decentralization have to move forward at the 
extent and speed which are practically feasible in each particular sector, given the 
current political circumstances as we l l  as capacity and institutional building 
possibilities. Moreover, the principle that resources fol low responsibilities should be 
always ensured, and responsibilities and competences should be assigned 
asymmetrically to local authorities according their respective capacity to deliver. 

Strategic directions o f  decentralization in Albania essentially requires: (a) a clarification 
o f  the role o f  the Regions and o f  the specific responsibilities and competencies o f  local 
self-governments, especially on shared functions; (b) a re-designed intergovernmental 
fiscal relation system, on the basis o f  a closed system o f  local government finance, that 
factors in shared national taxes and explicit rules for the determination o f  the size and 
distribution o f  transfers (both conditional and unconditional); (c) an urgent 
implementation o f  a financially sustainable national training strategy for local 

1 government; and(d) a strengthened central coordination o f  the decentralization strategy. 
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There is room for 
further easing of 
monetary policy- 
though this should be 
done with caution 

The s t i l l  l o w  level o f  credit to the private sector and the strength o f  the 
L e k  indicate that there i s  a need to ease monetary policy. The strength 
o f  the L e k  i s  one o f  the difficulties that Albanian exporters identify as a 
constraint to the development o f  their business. Given the sti l l  l o w  
inflation expectations (the prospects for  this year’s agricultural output 
are good and the weight o f  foodstuffs in the CPI-basket i s  41 percent) 
and the comfortable level o f  reserve coverage, i t  appears that the pol icy 
o f  lower interest rates adopted by the Bank o f  Albania in recent months 
can be maintained. Whi le the Albanian monetary authorities should 
closely monitor developments o n  international interest rates and energy 
prices which could spur inflation, and therefore, should undertake with 
caution any change in policy, their immediate objective should be to 
limit the appreciation o f  the Lek. 
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CHAPTER 9: CONCLUSION 

Albania has been one o f  the growth success stories among transition 
economies during the past decade. Most  o f  this growth has been driven 
by very substantial improvements in total factor productivity (TFP), as 
Albania has reallocated resources to more productive activities and has 
experienced substantial structural transformation in the aftermath o f  
transition. Successful stabilization programs complemented by reforms 
aiming to liberalize the economy have also provided a sound 
macroeconomic framework for  structural transformation. The 
agricultural sector s t i l l  provides the income basis for  almost ha l f  o f  the 
Albanian population and serves as an employment safety net for  an 
even larger share. But there have been important developments in the 
construction and services sectors in recent years. Finally, growth has 
been fueled by high volumes o f  remittances fi-om large numbers o f  
Albanians who migrated in the 1990s (mostly t o  Greece and Italy) or 
work temporarily abroad. 

Despite i t s  remarkable macroeconomic performance, Albania i s  s t i l l  one 
o f  the poorest countries in Europe (one-quarter o f  the population lives 
below the poverty line). Furthermore, the country faces several 
important structural challenges that are impeding i t s  competitiveness 
and threatens the sustainability o f  growth. These constraints include: (i) 
macroeconomic and financial vulnerabilities; (ii) governance and 
institutional issues (various indicators show a deterioration o f  
governance over the 1996-2002 period and Albania i s  s t i l l  perceived as 
being corrupt, although the situation appears to have improved 
recently); and (iii), weak human capital and poor infi-astructure. 

On the sources o f  growth, an important question i s  whether the 
agriculture sector can remain a major contributor t o  economic growth in 
the face o f  increasing competitive pressures as Albania further 
integrates with i ts neighbors and with the EU. In fact, both agriculture 
and agro-processing face significant challenges to  achieving regional 
standards, particularly in the areas o f  institutional capacity, technology, 
sk i l ls  and know-how, access to resources and quality o f  inputs and 
outputs. In addition, the farming sector remains highly fragmented and 
burdened by restrictions in access to land and land use. 

As Albania moves to  the next phase o f  economic growth and seeks to 
improve i t s  prospects for  EU accession, i t needs to  raise i t s  rates o f  
physical and human capital accumulation and also generate 
improvements in TFP from alternative sources. Ye t  the evidence f rom 
the growth accounting exercise indicates that TFP growth deriving f rom 
substantial post-transition reallocation i s  gradually drawing to a close. 
At the same time, the contribution o f  capital accumulation has only 
picked up modestly. This suggests that in order to  sustain high GDP 
growth going forward and to improve prospects for  EU accession, 
Albania must forge ahead o n  two  fronts: (i) raising the rate o f  capital 
accumulation; and (ii) accelerating structural reforms in order to  



generate greater improvements in TFP from alternative sources. This 
would allow Albania to  achieve the higher levels o f  investment, 
secondary school enrollment, and trade integration that are necessary 
for sustaining rapid growth. 

In order to achieve these objectives, Albania must seek to raise its rate 
o f  investment, the quality o f  secondary education, and secondary school 
enrollment, especially in urban areas where employment opportunities 
exist. It must also improve i t s  public infrastructure, institutional quality, 
and governance. The pol icy agenda for reaching these goals should 
include: 

0 Maintaining macroeconomic stability and completing the remaining 
structural reforms. This implies continued adherence to fiscal discipline, 
improving public expenditure management, and easing monetary 
policy. 

0 Improving governance. Three focus areas could be the basis for  a 
revitalized governance strategy: First, consolidating the gains in public 
administrative reform, including maintaining pressure (including via the 
focus o f  quick-disbursing instruments) for meritocratic processes at the 
top levels o f  the c i v i l  service, and improving the transparency with 
which central government and i t s  leadership operates, with special 
emphasis o n  asset declaration and (in partnership with the EU) the 
budget audit-parliamentary follow-up-prosecution cycle. Second, 
provide a coordinated operational platform for the mult ip l ic i ty o f  
initiatives aimed at helping develop bottom-up participation, harnessing 
these efforts to a common goal o f  nurturing participatory, downwardly 
accountable and high-performing local governments. Third, develop a 
pro-active private sector development strategy aimed at crowding-in an 
export- and hence productivity-oriented private sector. 

0 Expanding access to international trade. This would require more 
and different human capital than the average Albanian i s  now obtaining. 
The country will have to increase the quality and quantity o f  i ts  human 
capital. I t  wil l also require a comprehensive strategy to improve 
infrastructure and removing administrative barriers to  investment. 
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ANNEX 

Table A*l. Real GDP Trajectories in Transition Economies (19W=lOO) 
Countrv 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 

Albania 

Bulgaria 
Croatia 
Macedonia, FYR 
Romania 

Czech Republic 
Hungary 
Poland 
Slovak Republic 
Slovenia 

Estonia 
Latvia 
Lithuania 

Armenia 
Belarus 
Georgia 
Kazakhstan 
Kygyz Republic 
Moldova 
Russian Federation 
Tajikistan 
Turkmenistan 
Lkaine 

100.0 

100 0 
100 0 
1000 
100 0 

100 0 
IO00 
100 0 
100 0 
1000 

100 0 
1000 
100 0 

100 0 
100 0 
100 0 
100 0 
100 0 
1000 
100 0 
100 0 
100 0 
100 0 

72.5 

91 6 
78 9 

101 6 
87 1 

88 4 
88 1 
93 0 
85 4 
91 1 

92 0 
89 6 
94 3 

88 3 
98 8 
78 9 
89 0 
92 1 
84 0 
95 0 
92 9 
95 3 
91 6 
99 5 

67.3 

84 9 
69 7 
94 9 
79 4 

86 7 
85 4 
95 4 
79 7 
86 2 

72 5 
58 4 
74 3 

51 4 
89 3 
43 5 
84 3 
79 4 
59 6 
81 2 
66 0 
90 2 
82 7 

~ ~ 

Uzbekistan 1000 8 8 4  863 818 8 1 1  825 8 6 8  9 0 5  98 0 1024 106 7 

Source World Development Indlcators, 2003 

73.8 

83 6 
64 1 
87 8 
80 7 

87 2 
84 9 
99 0 
76 7 
88 6 

66 5 
49 7 
62 2 

46 9 
82 5 
30 7 
76 5 
67 1 
58 8 
74 1 
55 1 
81 2 
71 0 

80.7 87.9 95.9 89.2 96.2 

Central and Eastern Europe (Negative Growth) 
852 8 7 6  7 9 4  7 4 9  7 7 9  
678 7 2 5  768 8 2 0  8 4 0  
863 853 863 8 7 5  9 0 5  
838 898 933 8 7 7  8 3 0  

Central and Eastern Europe (Positive Growth) 
895 953 9 9 9  9 8 6  9 7 6  
874 8 8 7  8 9 9  9 4 0  9 8 6  

1042 1115 1182 1262 1323 
807 8 5 9  9 1 0  9 6 1  9 9 9  
933 9 7 1  1005 1051 1091 

Baltic Region Countries 
6 5 1  6 7 9  7 0 6  7 7 5  8 1 1  
500 4 9 6  513 557 578 
561 5 8 0  6 0 7  6 5 1  6 8 5  

CIS Countries 
494 5 2 8  5 5 9  5 7 8  6 2 0  
729 6 5 3  67 1 7 4 8  81 1 
275 283 3 1 4  3 4 8  3 5 8  
6 6 9  6 1 4  6 1 7  6 2 8  6 1 6  
536 5 0 7  543 5 9 7  6 0 9  
4 0 1  40 1 3 7 7  3 8 4  3 5 8  
64 8 62 1 6 0 0  60 5 5 7 6  
434 3 8 0  3 1 7  3 2 2  3 3 9  
6 7 2  6 2 3  5 8 2  51 6 5 5 2  
547 4 8 0  4 3 2  4 1 9  4 1 1  

103.2 

79 7 
83 7 
94 4 
82 0 

98 0 
102 7 
137 7 
101 2 
1148 

80 6 
58 5 
65 8 

64 0 
83 8 
36 8 
63 2 
63 2 
34 6 
60 7 
35 2 
64 6 
41 0 
94 4 

111.2 

84 0 
86 8 
98 7 
83 4 

101 2 
108 0 
143 2 
103 4 
120 1 

86 3 
62 4 
68 3 

67 9 
88 7 
37 5 
69 4 
66 6 
35 4 
66 2 
38 1 
75 9 
43 4 

118.4 

87 4 
90 4 
94 7 
87 9 

104 5 
112 1 
I44 6 
106 8 
123 7 

90 7 
67 2 
72 3 

74 4 
92 3 
39 2 
78 6 
70 1 
37 5 
69 5 
42 0 
91 5 
4 1  4 

124.0 

91 5 
95 1 
95 4 
91 6 

106 6 
115 8 
146 7 
Ill 5 
127 3 

96 1 
71 2 
77 2 

84 0 
96 6 
41 4 
86 3 
69 8 
40 2 
72 4 
45 8 

I O 5  2 
49 6 
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Table A*2. Decline and Recovery in Transition Economies 
Average 

Cumulative Number o f  Total Number Cumulative Cumulative Annual 
Growth Years o f  o f  Years o f  Decline Growth Since Growth Since 
Between Decline Decline Before Init ial Init ial Initial 

1990-2002 Before Initial Between 1990. Recovery Recovery Recovery 
Country (%) Recovery 2002 (”/) (%) (%) 

Albania 

Bulgaria 
Croatia 
Macedonia, FYR 
Romania 
Mean 

Czech Republic 
Hungary 
Poland 
Slovak Republic 
Slovenia 
Mean 

Estonia 
Latvia 
Lithuania 
Mean 

Armenia 
Belarus 
Georgia 
Kazakhstan 
Kyrgyz Republic 
Moldova 
Russian Federation 
Tajikistan 
Turkmenistan 
Ukraine 
Uzbekistan 

24.0 2 3 -32.7 84.2 

-8.5 
-4.9 
-4.6 
-8.4 
-6.6 

6.6 
15.8 
46.7 
11.5 
27.3 
21.6 

-3.9 
-28.8 
-22.8 
-18.5 

-16.0 
-3.4 

-58.6 
-13.7 
-30.2 
-59.8 
-27.6 
-54.2 
5.2 

6.7 
-50.4 

Central and Eastern Europe (Negative Growth) 
3 5 -16.4 
3 4 -35.9 
4 5 -14.7 
2 5 -20.6 
3 4.75 -2 1.9 

Central and Eastern Europe (Positive Growth) 
2 4 -13.3 
3 3 -15.1 
1 1 -7.0 
3 3 -23.3 
2 2 -13.8 

2.2 2.6 -14.5 

Baltic Region Countries 
4 5 -34.9 
3 4 -50.3 
4 5 -43.9 

3.7 4.7 -43.0 

3 
5 
4 
5 
5 
6 
6 
6 
7 
9 
5 

C I S  Countries 
3 
5 
4 
6 
5 
7 
7 
6 
7 
9 
5 

-53.1 
-34.7 
-72.5 
-38.6 
-49.3 
-62.3 
-40.0 
-68.3 
-48.4 
-59.0 
-18.9 

9.4 
48.4 
11.8 
15.4 
19.6 

23 .O 
36.4 
57.7 
45.3 
47.8 
42.2 

47.5 
43.4 
37.4 
43.0 

79.1 
48.0 
50.2 
40.5 
37.7 
6.6 

20.7 
44.6 
103.8 
21.0 
31.5 

6.3 

1 .o 
4.5 
1.6 
1.4 
2.1 

2.1 
3.5 
4.2 
4.2 
4.0 
3.6 

5.0 
4.1 
4.1 
4.4 

6.7 
5.8 
5.2 
5.0 
4.7 
1.1 
3.2 
6.3 
15.3 
6.6 
4.0 

Mean -27.5 5.5 5.8 -49.6 43.8 5.8 
Source: Calculations based on Table 2. 
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Countrv 

996 
7944 

648 
22320 

9466 
7603 
5318 
6327 
1204 
1465 
2584 
5413 
4160 
3470 
4449 
3275 

10556 
948 

1231 
64 1 

4053 
2125 
405 1 
7892 
1284 
2627 
4866 
1129 
2272 
3046 
4191 
7905 
1104 
599 

1111 
1087 
2498 
1240 
756 

1370 
1209 
3066 

Fast Growth 
China 
Korea 
Ireland 
Thailand 
Mauritius 
India 
Hong Kong 
Uganda 
Malaysia 
Indonesia 
Sri Lanka 
Chile 
Dominican Rep. 
Portugal 
Bangladesh 
Pakistan 

Nepal 
Norway 
Turkey 
Japan 
Spain 

Slower Growti 
United States 
Tunisia 
United Kingdon 
Finland 
Guinea-Bissau 
Austria 
Netherlands 
Australia 
Israel 
Belgium 
Denmark 
Germany 
Italy 
Canada 
France 
Syrian Arab Rei 
Sweden 
New Zealand 
Morocco 
Colombia 

E g v t  

2965 
17179 
14304 
2976 
43 14 

Burkina Faso 
Source: Penn W 

1.61 
1.60 
1.37 
1.11 
1.10 

Table A*3. Country List 
Growth Rate of Growth Rate o f  

untries 
1072 
4830 
9978 
2756 
5768 
1162 

12516 
442 

4905 
1891 
1782 
5418 
2916 
9024 

965 
1155 
2415 

863 
16772 
4325 

15631 
1152C 

6.26 
5.95 
4.86 
4.56 
4.41 
3.79 
3.79 
3.77 
3.53 
3.27 
3.08 
3.02 
2.96 
2.85 
2.77 
2.75 
2.74 
2.63 
2.39 
2.29 
2.28 
2.25 

21337 

14340 
15484 2.15 

15706 2.05 
16164 2.04 
17092 2.01 
11394 
16303 
18282 
15841 
15161 
19022 
16201 

.98 
3 9  
.88 
.83 
.8 1 
.74 
.6 1 

769 I 1.10 
Id Tables 

Slower Growth Countries 
Greece 
Benin 
Uruguay 
Malawi 
Switzerland 
Trinidad and To  
Mexico 
Panama 
Brazil 
Ghana 
Senegal 
Guinea 
Costa Rica 
El Salvador 
Jamaica 
Paraguay 
Philippines 
Argentina 
M a l i  
Kenya 
Ethiopia 
Guatemala 
Cameroon 
Jordan 
South Afr ica 
Gambia, The 
Zimbabwe 
Peru 
Mozambique 
Honduras 
Bolivia 
Ecuador 
Venezuela 
Rwanda 
Tanzania 
Niger 
Madagascar 
Cote d'Ivoire 
Zambia 
Burundi 
Togo 
Nigeria 
Nicaragua 
Chad 

117671 1.09 
0.99 
0.95 
0.95 
0.84 
0.82 
0.71 
0.66 
0.64 
0.57 
0.51 
0.46 
0.40 
0.32 
0.3 1 
0.26 
0.22 
0.20 
0.1 1 
0.06 

-0.05 
-0.17 
-0.20 
-0.20 
-0.23 
-0.27 
-0.28 
-0.30 
-0.43 
-0.50 
-0.56 
-0.95 
-1.04 
-1.04 
-1.09 
-1.19 
-1.31 
-1.45 
-1.65 
-1.83 
-2.27 
-2.64 
-2.76 

1622 I -2.89 
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Korea, 
Thailand 
Mauritius 

Chile 
Dominican 
Egypt 

Malaysia 

Turkey 
Tunisia 
Syria 
Morocco 
Colombia 
Panama 
Brazil 
Guinea 
Costa Rica 
El Salvador 
Jamaica 
Paraguay 
Philippines 
Guatemala 
Jordan 
Zimbabwe 
Peru 
Honduras 
Bolivia 
Ecuador 
Cote d'Ivoire 

4830 5.95 
2756 4.56 
5768 4.41 
4905 3.53 
5418 3.02 
2916 2.96 
2419 2.74 

4354 
2965 
2976 
4314 
5318 
6327 
2584 
5413 
4160 
3470 
4449 
3275 
4053 
405 1 
2627 
4866 
2272 
3046 
4191 
2498 

Nicaragua 

2.21 
1.61 
1.11 
1.10 
0.66 
0.64 
0.46 
0.40 
0.32 
0.3 1 
0.26 
0.22 

-0.17 
-0.20 
-0.28 
-0.30 
-0.50 
-0.56 
-0.95 
-1.45 

30661 -2.76 
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Figure A*5: Employment rate by residence, sex and age-group: 1989 and 2001 
(percentages out of  the relevant population) 
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Table A"6: Sectoral Contribution to Growth 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 

GDP Growth Rate -9.6 -27.5 -7.2 9.6 9.4 8.9 9.1 -7.0 7.9 7.3 7.8 6.5 4.7 6.0 
Contribution of: 

Agriculture 2.5 -4.7 4.9 3.1 2.2 5.9 0.1 -1.8 1.5 -1.0 1.9 -1.4 0.6 0.8 
Industry 0.9 -17.2 -13.7 0.2 0.5 3.1 2.5 -2.8 -1.4 2.0 3.7 1.4 0.8 1.2 

Construction -0.9 0.2 0.9 0.5 1.0 0.7 -0.6 0.1 1.2 2.2 2.1 0.6 0.7 
Manufacturing -2.1 -1.3 0.6 1.4 -0.6 0.2 0.5 

Services -13.0 -5.6 1.6 6.3 6.7 0.0 6.5 -2.5 7.7 6.2 2.2 6.5 3.3 4.0 

1982-89 1990-92 1993-96 1998-01 2002-03 

GDP Growth Rate 2.2 -15.3 9.2 7.4 5.3 
Contribution of: 

Agriculture 0.5 0.8 2.8 0.3 0.7 

Construction -0.2 0.8 1.4 0.7 
Manufacturing 0.0 0.3 

Services 0.7 -5.8 4.8 5.6 3.6 

Industry 1.1 -10.3 1.6 1.4 1 .o 
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