
October 2009

Document of the World Bank

Report No. 47866-AL

Albania
Building Competitiveness in Albania
(In Two Volumes) Volume I
Main Report: Overview of Findings and Recommendations

Europe and Central Asia Region

R
eport N

o. 47866-A
L                                      A

lbania 
B

uilding C
om

petitiveness in A
lbania 

Vol. I

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed





ACRONYMS AND ABBREVIATIONS 

BEEPS 
CAB 
CAD 
CEE 5 
D A  
DPS 
EBRD 
ECA 
EU 
EU 8 

EU 10 

E U  15 
EU 25 
EU 27 
FDI  
GDMC 
GDP 
GNI 
IC 
ICs 
ICT 
IMF 
I O M  
I S 0  
KESH 
LPI  
METE 
M F I  
MSTQ 
NBFI 
NGO 
NMI 
OECD 
PMR 
PPP 
R&D 
RIA 
SCA 
SEE 
SEE 3 
SEE 5 
SEE 7 

SME 
TFP 
TSS 
UN 
us 
USAID 
VAT 
VET 
WDI 
WGI 

Business Environment and Enterprise Performance Survey 
Conformity Assessment Body 
Current Account Deficit 
Czech Republic, Hungary, Poland, Slovak Republic, Slovenia 
Directorate o f  Accreditation 
General Directorate of Standardization 
European Bank for Reconstruction and Development 
Europe and Central Asia 
European Union 
Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovak Republic, 
Slovenia 
Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, 
Slovak Republic, Slovenia 
EU membership immediately prior to May 2004 expansion 
EU membership immediately prior to January 2007 expansion 
EU membership currently 
Foreign Direct Investment 
General Directorate o f  Metrology and Calibration 
Gross Domestic Product 
Gross National Income 
Integrated Circuit 
Investment Climate Survey 
Information and Communication Technology 
International Monetary Fund 
International Organization for Migration 
International Organization for Standardization 
Albanian National Electricity Company 
Logistics Performance Index 
Ministry o f  Economy, Trade and Energy 
Micro Finance Institutions 
Metrology Standardization Testing and Quality 
Non-Bank Financial Institutions 
Non-Governmental Organization 
National Metrology Institute 
Organization for Economic Co-operation and Development 
Product Market Regulation 
Purchasing Power Parity 
Research and Development 
Regulatory Impact Assessment 
Savings and Credit Association 
South Eastern Europe 
Bulgaria, Croatia and Romania 
Albania, Bosnia & Herzegovina, Croatia, Macedonia, and Serbia & Montenegro 
Albania, Bosnia & Herzegovina, Bulgaria, Croatia, Macedonia, Romania, and 
Serbia & Montenegro 
Small and Medium Enterprises 
Total Factor Productivity 
Technology Support Services 
United Nations 
United States 
United States Agency for International Development 
Value Added Tax 
Vocational Education and Training 
World Development Indicators 
Worldwide Governance Indicators 

3 





ACKNOWLEDGEMENTS 

This report was prepared by a core team comprising Donato D e  Rosa (task team leader), Chris 
Uregian, Holger Gorg, Nishaal Gooroochurn and Evis Sulko. Erjon Luci, Sanjay Kathuria, Roland 
Clarke, Jean-Louis Racine, Prathima Rodrigues, Shaun Mann, h a  Hoxha, Michael Stanley, Adriana 
Eftimie and Andre Ufer also contributed to the report. Precious research assistance was provided by 
Doha Cebotari, Ina Hoxha, Naotaka Sawada and Chris Uregian, while Anthony Ody acted as an 
editor for the report and Cristina Velazco-Weiss, Elda Haf iz i  and Enkelejda Karaj helped with 
organizational and administrative matters. 

The report was undertaken under the guidance o f  Jane Armitage, Country Director, Fernando Montes- 
Negret, Sector Director, and Lalit Raina, Sector Manager. Paloma Anos Casero and Jose Guilherme 
Reis were the peer reviewers o f  the report. In addition, the team would like to thank Camille Nuamah, 
Country Manager, Paulo Correa, Itzhak Goldberg, George Clarke, Aurora Ferrari, Andrew Dabalen 
and Katelijn Van den Berg for their comments, advice, and help throughout the course of this work. 
The report also benefited from valuable discussion with the authorities, namely Selami Xhepa, 
Pranvera Kastrati and Bashkim Sykja. Thanks are also due to Paul Conway, Giuseppe Nicoletti and 
Anita Woelfl of the OECD, who kindly shared the methodology to estimate PMR indicators for 
Albania and provided helpful comments and suggestions. 

4 





CONTENTS 

EXECUTIVE SUMMARY ....................................................................................................................................... 7 

1 . INTRODUCTION .................................................................................................................................... 13 

2 . SETTING THE STAGE ........................................................................................................................... 15 
A . Macroeconomic Framework .................................................................................................................... 15 
B . Structure ofthe Albanian Economy ......................................................................................................... 17 

3 . THE INVESTMENT CLIMATE IN ALBANIA: AN OVERVIEW ............................................................... 20 

4 . ACCESS TO . AND ADOPTION OF . KNOWLEDGE ............................................................................... 26 
A . Channels for Knowledge Transfer: Trade. FDI and Brain Circulation .................................................... 27 
B . Absorptive Capacity and Technology Upgrading .................................................................................... 33 

Product and Process Innovation ........................................................................................................... 33 
Access to Foreign Technology ............................................................................................................. 36 

C . Investment Climate Factors: Finance. Informality and Infrastructure ...................................................... 37 
Finance ................................................................................................................................................. 3 8  
Informality ............................................................................................................................................ 41 
Infrastructure ....................................................................................................................................... -43 

D . Skills ......................................................................................................................................................... 47 
E . Improving Access to Knowledge .............................................................................................................. 52 

5 . THE REGULATORY ENVIRONMENT ................................................................................................... 57 
A . Formal Regulation: The OECD PMR ...................................................................................................... 57 
B . Implementation Practices: the “Time Tax” and the “Bribe Tax” ............................................................. 60 
C . Narrowing the Gap between Formal Regulation and Informal Practices ................................................. 64 

6 . CONCLUSION AND POLICY RECOMMENDATIONS ............................................................................. 65 

TABLES 

Table 2.1. Albania: Key Economic Indicators. 2002-2008 ............................................................................... 16 
Table 3.1. The Investment Climate and Firm Performance: Synopsis o f  Regression Results .......................... 23 
Table 4.1. Albanian Exports and Re-exports to Italy in 2006: three largest product categories ...................... 28 
Table 4.2. Decomposition o f  Export Growth in 1995-2004 .............................................................................. 29 
Table 4.3. Factor Intensity o f  Imports: Albania against comparators, 1996-2005 ............................................ 29 
Table 4.4. Investment Climate Variables and Technology Upgrading .............................................................. 38 

5 



Table 6.1. The Agenda o f  Investment Climate Reforms in Albania ................................................................. 66 

FIGURES 

Figure 2.1. Albania . GDP composition (value added) ..................................................................................... 18 
Figure 3.1. MajorNery Severe Obstacles. by Firm Size (employees). % firms. weighted ............................... 21 
Figure 3.2. Contributions o f  Investment Climate Variables to Average Firm -level Productivity (TFP) ......... 24 

Figure 4.2. Flows of Temporary and Permanent External Migration, 1990-2001 ............................................ 32 
Figure 4.3. Share of firms that have introduced a new or improved product in the last 3 years ....................... 34 
Figure 4.4. Innovation patterns across manufacturing sub-sectors., .................................................................. 34 
Figure 4.5. Share o f  firms that have upgraded processes by acquiring new technology, by size ...................... 35 
Figure 4.6. Access to Foreign Knowledge and Technology, by Size ................................................................ 37 

Figure 4.9. Electricity as a Major Constraint: Regional Comparison ................................................................ 43 

Figure 4.1. Cumulative N e t  FDI Inflows per Capita. 1989 - 2007 (US$) ......................................................... 30 

Figure 4.7. Sources of Finance for Investment in Fixed Assets ........................................................................ 3 8  
Figure 4.8. Practices o f  Competitors in the Informal Sector as a Major Constraint (% o f  Firms) .................... 41 

Figure 4.10. Power Outages .............................................................................................................................. 44 
Figure 4.1 1 . Generator Use ................................................................................................................................ 45 
Figure 4.12. Web and E-mail Use ..................................................................................................................... 45 
Figure 4.13, Education o f  the Workforce .......................................................................................................... 48 
Figure 4.14. Share o f  Firms Offering Formal Training (%) .............................................................................. 49 

Figure 4.16. Training and Innovative Firms ...................................................................................................... 50 
Figure 4.15. Share of Firms Offering Formal Training, by Firm Characteristic (%) ........................................ 49 

Figure 4 . I7.Share of Firms Identifying Labor Regulations as a Major Constraint ........................................... 51  
Figure 4.18. Employment growth o f  innovative and non-innovative firms, 2004-06 ....................................... 52 
Figure 5.1. Product Market Regulation - Albania’s ranking in 2007 ................................................................ 59 
Figure 5.2. Dimensions o f  the PMR .................................................................................................................. 60 
Figure 5.3. Formal Regulation, Implementation Practices and Income Levels ................................................. 61 
Figure 5.4. The Informal Regulatory Environment: World Governance Indicators (2006) .............................. 63 
Figure 5.5. The Informal Regulatory Environment: The “bribe tax” and the “time tax” .................................. 63 

BOXES 

Box 3.1 . The Investment Climate ...................................................................................................................... 20 
Box 3.2. The Investment Climate Survey .......................................................................................................... 22 
Box 4.1. Technological Upgrading .................................................................................................................... 27 
Box 4.2. Know-how’and Technology Transfer: Some Evidence from Case Study Interviews ......................... 3 1  
Box 4.3. An Overview ofthe Financial Sector in Albania ................................................................................ 40 
Box 4.4. Accessing Knowledge via the Adoption o f  Standards: Albania’s Quality Infrastructure ................... 42 

Box 4.6. Albania’s Education and Training System .......................................................................................... 47 
Box 4.7. International Experience with Public Support for Technology Upgrading ........................................ 53 
Box 5.1. The OECD PMR ................................................................................................................................. 58  

Box 4.5. Transport and Logistics ....................................................................................................................... 46 

6 



EXECUTIVE SUMMARY 

Background 

Over the past decade, formerly centrally-planned Albania has made considerable progress in 
establishing a functioning market-based economy: one in which the private sector now accounts for 
three-quarters o f  value added. The country has sustained solid economic growth, at average annual 
rates o f  above 5 percent, which in turn has helped lower the poverty headcount by 6.8 percent, a strong 
performance by the standards o f  regional comparators. 

Among contributing factors has been prudent macroeconomic management, which reduced fiscal 
deficits from around 10 percent o f  GDP in the late 1990s to less than 4 percent since 2005. Monetary 
targeting, meanwhile, has kept inflation around 3 percent. 

Also important have been reforms to economic policies and regulations. Albania’s reforms in areas 
such as small-scale privatization, the adoption o f  liberal trade, price and exchange rate regimes, and 
harmonization o f  regulations with the EU, can stand comparison with some o f  the most advanced 
transition economies in Central and Eastern Europe. 

A changing set of challenges 

Despite Albania’s achievements, this report argues that the country cannot afford to sit on its laurels, 
but will need to work hard to exploit new sources o f  economic dynamism over the years ahead. One 
reason for concern derives from structural changes in the economy. Much o f  the recent growth in 
output and productivity has reflected a shift of resources, especially workers, out of very low 
productivity activities - primarily subsistence agriculture - into somewhat more productive sectors 
like manufacturing and services. Agriculture has by now shrunk from 36.1 percent of GDP in 1996 to 
2 1.2 percent in 2007, and its decline cannot fuel productivity growth indefinitely. Increasingly, 
Albania’s growth in output and incomes will need to reflect productivity improvements within sectors. 

A second source o f  concern relates to Albania’s competitive position in international markets. The 
once largely-closed economy has increased its international integration on both the export and import 
sides. But the country’s current export pattern depends heavily. on low-skill, labor-intensive 
operations that create only limited value added and will not provide a sustainable basis for future 
prosperity. 

In apparel and footwear, which account for close to half o f  al l  exports, Albanian plants primarily 
undertake the most basic assembly operations, such as stitching pre-cut fabric pieces supplied by the 
foreign firms which control production chains. Albanian producers are further isolated from 
knowledge o f  broader market developments by the exceptional geographical concentration o f  their 
export relationships, with Italy alone accounting for around 75 percent o f  Albania’s apparel exports. 
Overall, there i s  l i t t le evidence o f  movement by the Albanian industry up the quality and value-added 
chain in these sectors. A major concern over the longer term relates to Albania’s continued ability to 
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compete in the lower reaches o f  the quality range with garment producers in Asia and elsewhere that 
have significantly lower wage rates. 

In other sectors, too, Albania has so far largely failed to exploit potential sources o f  international 
comparative advantage. In agro-processing, where the country might have export potential (possibly 
including relatively high-end markets, e.g., for organic products), processors have been stymied by the 
low and inconsistent standards o f  agricultural raw materials produced by Albania’s farms, and the 
apparently limited local interest to date in raising these standards. In mining, a mainstay o f  the 
economy under central planning, the sector has more recently suffered fragmentation, underinvestment 
and decay, and the authorities have yet to develop an effective strategy to attract technically and 
financially qualified international investors into the sector. In tourism, the country appears to have 
untapped potential, but faces major obstacles from weak physical and institutional infrastructure, and 
l i t t le  serious effort has been invested in preparing a strategic framework for sector development. 

Constraints to productivity - infrastructure 

During preparation of this report, the conduct o f  case study interviews and a statistical survey o f  
enterprises, together with econometric analysis of the results, have helped to highlight a number o f  
systemic issues that shape Albanian firms’ incentives and ability to improve efficiency and 
productivity. Different types o f  firms may rank the constraints differently, but a number o f  broad 
concerns are widely shared. 

The most common problem - cited as a major constraint by 60 percent of firms -- i s  unreliable 
electricity supply. Power cuts occur almost ten times as frequently as in Bulgaria, the second-most 
affected country regionally. Four out o f  five Albanian firms compensate by owning or sharing a 
stand-by generator, which itself raises their operating costs. Some companies avoid investing in 
modern equipment due to fears it could be damaged or destroyed by power cuts. The need for reforms 
in Albania’s power sector raises issues that go beyond the present report, but a recent sector review by 
the World Bank has made detailed recommendations that include the restructuring of the energy 
sector, the privatization of the newly independent distribution arm of the main power company KESh, 
adequate and consistent funding o f  elements o f  the sector that continue to require public funding, and 
careful design o f  the future regulatory framework for the energy sector. 

Beyond electricity, other infrastructure constraints receive frequent mention. Close to a quarter of 
firms see access to (andor cost) of telecommunications services as a major constraint, which i s  
consistent with evidence showing phone and internet access as among the worst in the region, and 
charges among the highest. Albanian firms are the least likely in the region to have their own website 
(37.2 percent) or to use email to communicate with clients or suppliers (61.8 percent). Exporters and 
foreign-invested firms are especially likely to cite transport as a serious obstacle - close to a quarter 
o f  firms in both these categories. ’ Logistics more broadly represent another area for improvement. 
Firms report, for example, that it typically takes around 21-22 days to clear exports or imports through 
customs, among the worst ratings in the region. Again, these problems raise issues that go beyond the 
scope of the present report, but recent World Bank work has yielded recommendations for reform o f  
the regulatory framework in telecommunications, enhancement of  the Government’s budgetary and 
investment planning process as a basis for upgrading and expanding the road network, and a broad- 
based effort to reform trade facilitation. 

Constraints to productivity: two fundamental sets of concerns 

Aside from these broader infrastructure issues, the report identifies two central clusters o f  issues as the 
most fundamental concerns for any efforts to help raise efficiency and productivity in Albanian firms: 

8 



0 The first overriding set o f  issues relates to Albanian producers’ access to and adoption of  
knowledge relevant to improving productivity, efficiency, and product quality. 

0 The second broad set o f  concerns relates to the regulatory gap between Albania’s often- 
enlightened formal legal and regulatory framework “on the books,” and the informal norms 
and behaviors that characterize official dealings with firms “on the ground.” Elements o f  the 
informal regulatory climate include the “time tax” (lengthy bureaucratic procedures) and the 
“corruption tax” that many officials impose on f i rms.  

These two areas form the core o f  the report’s discussion and recommendations. 

Accessing knowledge 

Knowledge that i s  useful for improving firms’ performance takes many forms. A more efficient 
production process may, for example, be embodied in an improved type o f  machine (acquisition of 
machinery and equipment accounts for 90 percent of firms’ purchases of new technology in Albania). 
A new machine in turn may require retraining workers, which might just involve mastering routine 
procedures explained in a manual, or could require extensive on-the-spot demonstration by 
experienced personnel. In other cases, a new process may be largely disembodied, possibly involving 
new operating protocols that may need to be licensed from the developer. Other innovations 
concentrate not on processes but on product design: the garment industry i s  a classic example of a 
sector in which up-to-date market knowledge i s  essential to success. In many sectors, internationally- 
recognized product standards can embody knowledge and help provide assurance of the quality o f  a 
country or firm’s output. 

The report divides the process o f  knowledge acquisition into two stages: 

(a) firms’ exposure or access to more advanced foreign technical knowledge, and 

(b) their capacity (and incentives) to adopt it, 

Starting with the first step, its i s  particularly important when analyzing a small country like Albania, 
with its recent history o f  international isolation, to look into the channels through which relevant new 
knowledge flows - or fails to flow -- from the outside world to domestic producers. Whi le  several 
channels have relevance to Albania, there are also specific constraints in each case: 

0 Albanian firms’ participation in international trade. Trade can bring Albanian firms into 
contact with buyers in countries with higher expectations for product design or quality, and 
this can help stimulate them into innovative efforts to upgrade their products. Foreign buyers 
and suppliers may also be a direct source o f  knowledge on new technologies. Albanian firms 
have gradually increased their participation in international trade, but there are constraints to 
the flow o f  knowledge through this channel. Albanian exporters in the garment and footwear 
sector, for example, deal primarily with a narrow range o f  buyers, mainly in a single country, 
and are assigned simple assembly tasks which offer limited opportunities to learn about new 
technologies or market developments. Beyond this, the low capital-intensity o f  Albania’s 
overall imports suggests that the country as a whole may not be acquiring as much new 
technology embodied in capital goods as its neighbors. 
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0 Foreign Direct Investment (FDI). Foreign investors are a potentially important channel for 
bringing productive new knowledge into an economy, often with spill-over effects on local 
firms (e.g., when workers trained in a foreign-owned firm move to work for a local company). 
Again, though, this i s  a channel where Albania lags behind comparators. The cumulative 
value o f  inward FDI to Albania over 1989-2007, at $834 per capita o f  population, i s  the lowest 
figure in the region. In explaining the limited level o f  FDI into Albania, foreign investors tend 
to cite concerns over the overall investment climate that relate closely to many o f  the issues 
discussed in this report. 

0 Brain circulation. The movement o f  skilled workers, both domestically and internationally, 
i s  a third key channel for knowledge transfer. Internally, some 64 percent o f  Albanian 
manufacturers reported acquiring new technology by hiring skilled workers. Albania might 
also seem well-placed to benefit from international ski l ls transfer via its Diaspora: over a 
million Albanians have left the country to work abroad, equivalent to more than a quarter o f  
the resident population. Some, indeed, have returned to Albania, and many have established 
new firms. Most Albanians working abroad, however, even those with better-than-average 
domestic qualifications, are assigned to work in relatively low-end positions, giving them 
limited opportunities to acquire cutting-edge skills. The most successful migrants are the least 
likely to return home; those who return, when they establish new f i rms ,  tend to do so in 
simple, low-technology fields. This said, there i s  clearly scope - and a need -- for the 
Albanian Government to take a more strategic approach to engaging the Diaspora in the 
development o f  the country, as has been done by many other successful developing countries. 

Adopting knowledge - investment climate effects 

Based on self-reporting, a relatively high proportion o f  firms in Albania describe themselves as 
actively adopting new processes and/or introducing new products. Some 57 percent o f  large firms and 
74 percent o f  medium size firms, for example, say they have introduced new production technology in 
the past three years (though these numbers fall o f f  for small and, especially, micro firms). By 
contrast, external analyses paint a more somber picture o f  Albanian technological innovation. The 
World Economic Forum’s Global Competitiveness Report 2007-08, for example, ranks Albania 74’h 
out o f  13 1 countries in terms o f  technological readiness, and in last place o f  al l  globally for innovation 
capacity. 

The present report analyzes in detail the elements in Albania’s economic environment that either aid or 
impede firms’ motivation and ability to apply new knowledge to their operations. These include both 
factors external to the individual firm, Le., the broader investment climate, and also factors internal to 
the firm, that i s  to say its own capacity to internalize new technology. 

Analysis o f  survey results helps to identify aspects o f  the investment climate in Albania that are 
positively or negatively correlated with innovation. Some aspects, including the state o f  the country’s 
infrastructure, have already been discussed earlier. 

Access to finance. Firm-level access to finance i s  an important determinant o f  innovation. 
Only 14.3 percent o f  firms that found access to finance a major obstacle licensed technology 
from a foreign company, while 42.4 percent o f  firms that did not see finance as a major 
obstacle licensed technology. Albanian firms are far more likely than firms in neighboring 
countries to have to rely on retained profits to finance investment in fixed assets. There are 
also only limited channels to borrow for working capital - export orders, for example, are not 
accepted as collateral. Albania’s underdeveloped financial sector raises issues that go beyond 
the present report, and i s  the subject o f  more detailed World Bank analysis elsewhere. 
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Recommendations for sector modernization include strengthening credit infrastructure as well 
as borrower awareness and protection, improving collateral registration and enforcement (and 
clarifying property titles), promoting the development o f  more sophisticated financial 
instruments such as leasing and factoring, developing non-bank credit, and strengthening the 
regulatory environment, prudential oversight and governance. Beyond this broad agenda, the 
present report makes more focused recommendations for carefully targeted support for 
technological upgrading, including matching grants to smaller firms and partial credit 
guarantees for more creditworthy firms. 

Informal competition and product standards. Many firms complain o f  being undercut by 
unequal competition from informal firms that are unregistered and that may not comply with 
laws and regulations in fields like taxation, worker protection or product standards. Unequal 
regulatory treatment o f  different firms raises issues regarding the gap between formal and 
informal regulations, which i s  addressed further below. In selected sectors, at least, priority 
may attach to coordinated efforts to establish and enforce higher and more uniform product 
standards. This may, for example, apply to parts of the farm and agro-processing sector, 
where not only the quality and wholesomeness o f  foods for the domestic consumer but also 
export potential may be at stake. More broadly, while .Albania has begun bringing its 
regulations in areas like standards and metrology into line with international norms, the report 
recommends continued efforts to strengthen the country’s institutional infrastructure in these 
fields. 

Adopting knowledge -firms’ capacity and workers’ skills 

The second set of factors determining firm-level innovation concerns the firms’ own internal technical 
and managerial capacity to master increasingly complex levels o f  technology. This i s  largely a 
function o f  managers’ and workers’ education, experience and skills. 

The more integrated an enterprise i s  with the international economy, the more likely it i s  to cite the 
education and skills o f  the Albanian workforce as a serious constraint. 53 percent of large firms cite 
worker education as a serious issue, compared to only 33 percent o f  small firms (and just 19 percent o f  
micro-enterprises). Exporters are more likely to cite this problem than non-exporters (59 percent to 28 
percent); foreign-owned firms cite it more than local ones (56.4 percent to 27 percent). One 
underlying concern i s  the loss o f  skills involved in the huge level of emigration over recent years - o f  
permanent migrants during 1990-2002, 47 percent had secondary schooling or more, compared to 3 1 
percent among non-migrants. 

The skills deficit also has implications for Albania’s general education system and for its formal 
system o f  Vocational Education and Training (VET). Given the needs o f  modern employers for 
workers who can master new skills during the course of their working l i fe, including rapidly changing 
technology in Information and Communication Technology (ICT), Albania needs to expand provision 
o f  quality general education at the secondary level. Rather than seeing VET as a substitute for general 
secondary education, the global trend i s  increasingly to see VET as a complement. 

Albanian firms appear reluctant to invest in in-firm training o f  their workers. Employer training 
usually has the advantage of being more closely-targeted at actual skill needs o f  the workplace than 
institutional VET, but Albanian employers cite worries that workers once trained will leave for 
another firm or emigrate. Provision o f  sk i l ls  to potentially mobile employees i s  a classic example o f  
an externality, and the report recommends reforming currently moribund schemes to provide financial 
incentives for employer-provided training. 
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Closing the regulatory gap 

Economic regulation in Albania today lives in two worlds. The first i s  the formal world in which laws 
and regulations “on the books” have been energetically updated in line with global and EU best- 
practice. The second i s  the everyday world in which relations between local officials and firms “on 
the ground” continue to be marked by older, informal norms o f  behavior, including bureaucratic red 
tape and demands for bribes to ensure that approvals are given and business can proceed smoothly. 

Analysis of survey results demonstrates the extent to which the informal regulatory climate can impact 
firms’ efforts to improve their efficiency: 

Firms’ productivity i s  negatively affected by their experience with problems over the 
performance o f  the courts, the extent of corruption, and the waiting time for an operating 
license. 

0 Firms’ propensity to export i s  negatively affected by a lack of predictability over enforcement 
o f  rules and the time taken to comply with regulations. 

0 Employment creation, too, i s  negatively affected by the “time tax” o f  red tape. 

Though informal regulatory behavior i s  far from unknown in other transition and developing 
countries, comparative surveys suggest that firms in Albania suffer significantly more seriously from 
both the “bribe tax” and the “time tax” than firms in al l  other European transition countries. 

The regulatory gap prevents Albania from reaping the full benefits o f  its commendable recent reform 
efforts. Closing it will not be easy but it must be tackled. The report recommends determined efforts 
including: 

(a) Boosting the work o f  the Regulatory Reform Task Force; 

(b) Completing reforms o f  the licensing and inspection regimes, as well as establishing a fully 
functional system o f  regulatory impact assessments; and 

(c) Enhancing the capacity of the public administration to ensure a stronger results-orientation 
and a reduction o f  informal practices. 
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1. INTRODUCTION 

1. Commitment to structural reforms and to economic stabilization has enabled high rates 
o f  GDP growth in Albania since the start of transition, and consequent reductions in poverty. 
Following the crisis caused by the collapse of “pyramid” investment schemes in late 1996 and early 
1997, the Government began to implement a stabilization and reform program which has resulted in 
rates o f  economic growth averaging more than five percent annually between 1998 and 2007. Strong 
growth has in turn made possible a 6.8 percentage point decline in the poverty headcount, a higher 
drop than in most countries in the (Eastern) Europe and Central Asia region (ECA). These 
achievements have been underpinned by prudent fiscal and monetary policies. Budget deficits have 
been kept under control, declining from an average o f  around 10 percent of GDP in the late 1990s to 
less than 4 percent since 2005. In parallel, a monetary targeting regime has ensured price stability, 
with inflation remaining at around 3 percent in recent years. 

2. To date, resource reallocation across sectors has been the main driver of growth in GDP 
and productivity. Increasingly, though, Albania needs to find new sources of growth in 
increased factor accumulation and greater within-sector productivity. Over recent years, 
improvements in the allocation o f  resources - moving away from low-productivity sectors (such as 
subsistence agriculture) to higher-productivity ones (for example, export manufacturing and market 
services) -- have been reflected in increases in total factor productivity (TFP) and higher income 
levels. However, as the scope for resource reallocation out o f  unproductive sectors inherited from the 
pre-transition period begins to be exhausted, Albania will need to find new sources o f  economic 
dynamism. This will imply a shift in Albania’s growth model to one more like that of the fast-growing 
economies o f  East Asia, where factor accumulation has been the main driver o f  growth. Needed 
productivity improvements within sectors will depend on Albania’s success in creating policies and an 
institutional environment that enhance incentives for investment in improved physical and human 
capital and for innovation. 

3. T o  ensure sustained growth, Albania will need to ease existing constraints to the private 
sector’s competitiveness. The two most fundamental areas for action concern the knowledge 
content o f  production and the quality o f  regulation. The analysis in this report argues that the two 
main bottlenecks to enhancing the competitiveness o f  the Albanian private sector l i e  with (i) poor 
access to, and adoption oJ; knowledge by Albanian firms, both in terms o f  technology adoption and 
labor skills, and (ii) the gap between regulations on the books (which are broadly enlightenedj and 
their often problematic enforcement and implementation in practice. 

4. Albanian firms’ limited level o f  technological sophistication, coupled with the low 
educational attainment and poor training of the workforce, reduces their productivity and 
critically constrains their global competitiveness. Current Albanian exports - for example in the 
apparel and footwear sectors that are the country’s leading source o f  exports - are overwhelmingly 
stuck at the bottom end o f  the global market, comprising basic unskilled processing with limited value 
added. Selected Albanian firms’ successes in introducing new or upgraded processes and products i s  
positively correlated with their productivity and propensity to export. However, macro and micro-level 
data suggest that, more generally, Albanian firms’ exposure to advanced technology and knowledge, 
as well as their capacity to absorb them, are low by regional standards, and together severely limit 

13 



their ability to upgrade technologically. In turn, local firms’ limited technical capacity discourages the 
formation of strong backward linkages with existing foreign investments in the country and the 
attraction o f  new foreign investors. . At the same time, firms’ provision o f  formal training to their 
workforce i s  very low by regional standards, which reflects firm managers’ wider disinclination to 
make the investments in both physical and human capital urgently needed to stimulate technological 
and product upgrading, and to improve Albania’s international competitiveness. 

5 .  Albania’s regulatory framework i s  characterized by a gap between the formal 
regulatory policies and the actual informal practices of enforcement and implementation. This 
has far-reaching consequences for firm performance. Impressive progress has been achieved in 
recent years in harmonizing Albania’s official rules, regulations and institutional settings with . 
international requirements, especially those from the EU. On the ground, however, weak institutional 
capacity and corrupt informal practices are undermining the effective implementation and enforcement 
o f  official policies and rules. Until the gap between regulation on the books and effective 
implementation i s  closed, domestic firms and foreign investors will be forced to bear a significant 
burden, which puts them at a significant disadvantage, not only relative to wealthier EU countries, but 
also in comparison to neighbors in the region. Given the link that exists between the quality o f  a 
country’s regulatory environment and investment, innovation and productivity, this gap will continue 
to limit the potential for Albania to increase its international competitiveness and integration into the 
global economy. 

6. Improving Albania’s ability to upgrade the knowledge content o f  the economy and 
boosting the quality o f  regulation acquire even greater importance in the light o f  the ongoing 
global slowdown. In the short term, as a consequence o f  global conditions, Albania’s output growth i s  
currently forecast to slow from 6 percent over the past two years to 3.7 percent in 2009,. Although 
growth rates are then expected to recover to the trend rate o f  6 percent on the assumption that the 
global crisis eases in 2010, the possibility exists that the effects of  the crisis may be more persistent 
and may cause a longer slowdown in global trade and in capital flows to emerging markets. Such a 
climate would make it still harder for Albania to thrive if it continues to depend on production that 
reflects limited knowledge and technology, and as a result i s  forced to compete in export markets with 
ultra-low-wage economies. At the same time, the quality of Albania’s regulatory environment will 
become even more crucial to the challenge o f  attracting scarcer flows o f  global foreign direct 
investment and to enabling domestic firms to compete under tougher demand conditions in traditional 
export markets as well as potential new markets. 

7. This report discusses how Albania can improve its long term competitiveness and growth 
by facilitating firms’ ability to employ technology and s k i l l s  and by closing the gap between 
formal regulations and actual enforcement. The second chapter sets the stage by presenting the 
macroeconomic setting, as well as key structural features o f  the Albanian economy. The third chapter 
provides an overview of investment climate constraints on firm performance. The crucial pillars o f  the 
investment climate that affect firm performance - that i s  to say (i) access to and adoption o f  knowledge 
by Albanian firms, and (ii) the gap between formal and informal regulation - are treated in chapters 
four and five respectively. Chapter six concludes and summarizes policy recommendations. 
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2. SETTING THE STAGE 
A. MACROECONOMIC FRAMEWORK 

8. Albania has successfully maintained macroeconomic stability over the last 10 years, 
achieving steady growth and low inflation. By 2007, the country’s GNI per capita had reached 
$6580 in purchasing power pari? terms (53% of the average per capita GNI of the SEE3 countries, 
and 23% of that for the EU 27) . Following the financial and governance crisis precipitated by the 
collapse of a number of pyramid investment schemes in 1997, a vibrant private sector has emerged, 
which accounts for 75% of value added. Growth has been above five percent annually in al l  but one of 
the last ten years, and inflation below five percent in al l  years. In recent years, growth has been 
particularly strong in industry and construction (over 14% annually), the latter fuelled partly by 
residential construction financed by buoyant remittances from migrant workers. Private sector 
investment in recent years has fluctuated around 23% of GDP, although these figures may overstate 
productive investment given the extent of residential investment fuelled by remittances. Despite the 
economic challenges posed by the harsher external environment in 2008, the year i s  likely to close 
with 6 percent growth. 

9. Growth has been supported by a sound macroeconomic framework. In recent years there 
has been a gradual reduction in the fiscal deficit from 6.6 percent of GDP in 2002 to 3.8 percent in 
2007, although the figure for 2008 i s  likely to reach 5.2 percent. The gradual fiscal consolidation was 
the result of a combination of improving revenue administration (offsetting the effects of lower 
nominal tax rates) and reduced interest payments. I t  has contributed to a sustained decline in public 
debt from 62 percent o f  GDP at end 2003 to 55 percent in 2007. Overall, Albania’s moderate public 
debt and low level of  external debt (contrasting with many countries in Central and Eastern Europe) 
should help it to weather fiscal and demand shocks, including a reasonably prolonged world recession, 
without jeopardizing the sustainability of i t s  debt. The increases in the deficit in 2007 and 2008 are 
largely due to increased public investment, and can therefore potentially be reduced in later years. This 
said, continued adverse international developments could potentially make the availability of financing 
a constraint, at least during 2009. 

10. Reform of  the fiscal framework has also been conducive to private sector development. 
There has been a general reduction of tax rates and a gradual move towards a f lat tax system, with a 
standard rate of 10 percent applying to both personal and corporate income from 2008. At the same 
time, though, these fiscal reforms have taken place in a context of pervasive informality and weak tax 
administration, which has negative implications for those firms that fully comply with tax rules. 

11. The last decade has been characterized by an effective monetary policy which has 
contained inflation at around the target o f  three percent. Credit growth has been high until 
recently (40 percent annually). Early signs indicate, though, that in the present more adverse 
economic climate banks are adopting a much more cautious attitude in extending new credit and in 
rolling over existing credit, lines. To date, however, there are no significant indications of any direct or 
indirect threat to the Albanian financial system as a result of the international financial crisis. 

The SEE3 countries o f  South-Eastern Europe comprise Bulgaria, Croatia and Romania. The EU 27 represents 1 

the full current membership o f  the European Union. 
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12. The current account deficit (CAD) has risen in 2007 and 2008, mainly reflecting an 
acceleration of public investments as well as higher imports o f  electricity. These trends, combined 
with a slowdown in remittances, suggest that the C A D  could exceed 10 percent o f  GDP in 2008. There 
appears so far to be no external financing problem, as much o f  the increase in the CAD has been 
financed by a rise in FDI, and ongoing privatizations may help to sustain a significant f low o f  FDI 
even in 2009. However, maintaining medium-term FDI flows will depend on a strong reform agenda. 

Table 2.1. Albania: Key Economic Indicators, 2002-2008 

2002 2003 2004 2005 2006 2007 2008 
Est. 

Real GDP 
Retail prices (end-period) 

Saving-investment balance 
Foreign savings 
Domestic savings 
Investment 

Public 
Private 

Fiscal sector 
Overall balance 
Public Debt 

Domestic 
External 

Monetary indicators 
Broad money growth 
Private credit growth 

External sector 
Current account balance 
Trade balance 

Exports 
Imports 

Private Remittances 
FDI 

2.9 
1.7 

7.2 
17.4 
24.5 
6.7 
17.8 

-6.6 
65.3 
41.7 
23.5 

5.7 
41.0 

-7.2 
-25.9 
20.5 
46.3 
13.0 
3.0 

(Growth rate in percent) 
5.7 5.7 5.5 5.0 6.0 6.0 
3 .O 2.2 2.0 2.5 3.2 2.4 
(in percent of  GDP unless otherwise indicated) 

5.2 
20.6 
25.9 
4.6 
21.2 

-4.5 
61.7 
41.1 
20.6 

8.7 
31.1 

-5.2 
-24.7 
20.4 
45.1 
14.0 
3.1 
3.9 

4.0 
22.4 
26.3 
5.1 

21.2 

-5.2 
57.7 
39.3 
18.4 

13.5 
36.9 

-4.0 
-22.2 
21.9 
44.1 
14.0 
4.7 
3.9 

6.5 
22.4 
28.9 
4.6 
24.3 

-3.6 
56.9 
39.2 
17.6 

13.9 
73.6 

-6.5 
-24.0 
22.7 
47.3 
14.4 
3.4 
4.0 

5.9 
23.4 
29.3 
5.7 

23.6 

-3.2 
55.9 
39.0 
16.9 

16.3 
57.2 

-5.9 
-24.1 
25.1 
49.3 
14.1 
3.6 
4.0 

9.2 10.7 
20.8 21.3 
29.9 32.0 
5.8 8.1 

24.1 23.9 

-3.8 -5.2 
52.5 52.4 
37.2 34.0 
15.3 18.4 

13.7 6.6 
48.3 25.2 

-9.2 -10.7 
-26.5 -26.5 
27.8 28.5 
54.3 55.0 
13.5 11.7 
6.0 5.2 
4.3 4.0 Reserves (months o f  imports) 4.4 - .  

Source: IMF, World Bank staff and authorities’ estimates. 

13. The sound macro-economic framework has been supported by first generation 
structural reforms, including small scale privatization and liberal price, trade and exchange rate 
regimes. In these areas Albania i s  on a par with more advanced neighbors from Central and Eastern 
Europe. Second-generation reforms (including privatization o f  major public enterprises such as those 
in electricity distribution) are s t i l l  under way. 

14. One of  the most significant r isks to Albania’s growth and macroeconomic stability in the 
short to medium term arises from the weak financial position and constrained electricity supply 
capacity o f  the state-owned electricity producer (KESh). The combination o f  heavy reliance on 
hydro power, dry weather, l ow  retail tariffs, poor collection rates and increasing demand for electricity 
means that KESh has been unable either to meet domestic demand from domestic generation capacity 
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or to cover the cost o f  power imports from its tariff revenues. As a result, the utility has had to choose 
between (a) maintaining electricity supplies through the import o f  expensive electricity from regional 
markets, and as a result accumulating debt; or (b) practicing extensive load-shedding. In 2006 and 
2007 this trade-off was resolved primarily through supply cuts, with damaging implications for power- 
consuming sectors that are discussed later in this report. Even with the on-going privatization o f  
electricity distribution, which may eventually lead to improved collection rates and viable retail tariffs, 
it i s  likely that KESh will continue to make losses during 2009. Hence there i s  a risk that, unless there 
i s  a swift and adequate restructuring o f  KESh debt, there could either be a fiscal shock or an impact on 
electricity supplies, which would undoubtedly affect growth prospects directly. 

15. The second potential short to medium term risk to growth and the balance of payments 
comes as a result of the ongoing world recession. With EU growth falling, Albanian remittances 
have already begun to decline. Since an important part o f  these remittances are directed towards 
consumption o f  imports, there will not be a one to one effect on domestic production. There are 
already early indications o f  the impact o f  the fall in remittances on construction and other allied 
sectors such as cement production. I t  i s  also expected that lower external demand will have some 
impact on the volume o f  exports. This risk makes the agenda for private sector development, as laid 
out in this report, even more imperative, since countries with a competitive private sector and a 
transparent and open regime for FDI are likely to suffer less from the projected decline in world trade 
and capital flows to emerging markets. 

16. Over the longer-term, too, improving Albania’s competitiveness assumes critical 
importance, in view o f  the risk that the country will be stuck competing in low-end markets where 
price i s  the main determinant of success, and where Albania’s relatively high per capita incomes leave 
it ill-qualified to compete on this basis with ultra-low wage economies in Asia and elsewhere. 

B. STRUCTURE OF THE ALBANIAN ECONOMY 

17. The structure o f  the Albanian economy has dramatically evolved since the early 1990s, 
as resources have been reallocated across sectors. This structural change i s  visible in Figure 2.1, 
and i s  characterized by a progressive reduction o f  the relative contribution o f  the agricultural sector to 
value added in the economy, from 36 percent in 1996 to 21 percent in 2007. Despite this shift in the 
composition o f  output, on the employment side an estimated 5 8  percent o f  the labor force still works 
in agriculture, mainly on small subsistence farms. The implied low productivity in agriculture suggests 
that the full scope for reduction o f  the size o f  the farm sector has not yet been completed. 

18. Mirroring the reduction of  the share of agriculture in value added, construction has 
boomed, while the relative shares of industry, transport, and “other services” (such as 
distribution, retailing and finance) have increased more moderately over the past decade. 
Currently textiles and footwear are Albania’s main manufacturing segments and the country’s 
principal sources o f  exports. Transport and “other services” together account for about half o f  GDP, a 
far smaller share than post-communist neighbors from Central and South-Eastern Europe, where these 
sectors constitute around two-thirds o f  the economy. This indicates that the services sector, especially 
its market-driven portion, could represent an important source o f  increased value added and 
employment generation over coming years. Construction’s rapid expansion, common to many post- 
communist countries, has proceeded in parallel with the expansion o f  the private sector. 
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Figure 2.1. Albania - GDP composition (value added) 

100% 
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0% 

Industry 0 Construction 0 Transport W Other Services 

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 

Source : World Bank calculations 

19. Systematic reallocation of resources from low to higher productivity sectors - yielding 
higher total factor productivity (TFP) -- has been the main driver of recent GDP growth in 
Albania as in many of  its neighbors. A recent study o f  productivity in E C A  countries2 shows that 
TFP growth was by far the most important driving force o f  GDP growth over the 1995 to 2005 period. 
However, the TFP share o f  total growth has been decreasing, indicating that the beneficial effects o f  
factor reallocation across broad sectors o f  the economy are gradually decreasing. 

20. I n  the most recent period (1999-2005), the contribution of capital accumulation has 
increased while the contribution of labor has stagnated. The persistent emigration from Albania 
o f  young -of ten more educated - workers i s  an important factor which continues to limit the quantity 
and quality o f  labor available within Albania. Almost l . lm  Albanians have emigrated since 1990 
(corresponding to  roughly 1 in 3 o f  the resident population). The emigrant population now contributes 
around 14 percent o f  GDP via remittances. These flows, while raising living standards, might be one 
factor in depressing labor market participation. At an estimated 65 percent in 2007, Albania’s labor 
force participation has increased from 61.7 percent as o f  2001, but remains relatively l ow  by European 
Union standards (72.4 percent for the EU-15)3, albeit broadly comparable with levels in neighboring 
transition economies. 

21. A move to more and higher quality accumulation of  human and physical capital i s  
needed to sustain and improve current growth rates. As wil l  be discussed in the remainder o f  this 
study, TFP improvements within sectors are largely determined by the extent to which a country can 
achieve a policy and institutional environment that i s  conducive to investment in improved physical 
and human capital and to innovation. The speed with which reallocation across sectors and innovation 
within sectors wi l l  occur, as wel l  as the resulting TFP improvements, will largely depend on the 
effectiveness o f  labor market, education and innovation policies and o f  the institutions that underpin 
them. 

World Bank. 2008. Unleashing Prosperity: Productivity Growth in Eastern Europe and the Former Soviet 

The EU-15 comprises the EU membership (broadly, o f  West European countries), prior to the May 2004 
Union. Washington, DC: World Bank. 

expansion which added new members largely in East Europe. 
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22. Sustaining growth in the medium to long term and ensuring continued convergence to 
income levels in the EU will depend upon improvements in the international competiveness of  
Albania’s private sector, and an investment climate which fosters technological innovation and 
investment in physical and human capital. Given the adverse medium term global outlook, and the 
tendency for existing growth drivers to be exhausted, there i s  a risk that growth could slow down. This 
study will provide evidence to suggest that improved governance (including particularly regulatory 
quality, government effectiveness and the rule of law) represents one o f  the two key pillars required to 
ensure that firms are able and willing to invest and innovate. The other key pillar i s  providing 
mechanisms and institutions to facilitate and promote knowledge adoption and technological 
upgrading within firms, the development o f  human capital, and its retention within the domestic 
economy. Implementing this agenda will help Albania to better face the challenges arising from the 
ongoing world recession and the expected scarcity of capital for emerging markets. 
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3. THE INVESTMENT CLIMATE IN ALBANIA: AN 
OVERVIEW 

23. The investment climate (Box 3.1) affects the costs and incentives o f  Albanian firms to 
invest in physical and human capital and to innovate. The competitiveness o f  Albanian f i r m s  on 
domestic and foreign markets i s  crucially shaped by the incentives and costs structure deriving from 
the wider environment. Institutions and policies concerning regulation, knowledge, skills, finance and 
infrastructure determine the propensity o f  households and f i r m s  to invest and innovate, with 
potentially positive consequences for the productivity o f  factors o f  production and, by implication, for 
Albania’s ability to achieve and sustain higher income levels. In sectors and countries that are distant 
f rom the world technological frontier, innovation takes place through the adoption o f  improved 
production technologies and forms o f  organization. This i s  in turn facilitated by such factors as 
participation in trade and supply networks, the presence o f  foreign direct investors, and skill 
endowments within f irms, a l l  areas in which Albania currently lags comparators in the region. 

Box 3.1. The Investment Climate 
Institutions and policies affecting knowledge adoption and ski l ls  acquisition -- including the regulatory 
environment, access to finance and the quality o f  infrastructure services -- can be collectively characterized as a 
country’s investment climate. 

Access to Knowledge. Institutions and policies may be more or less propitious to f i r m s ’  acquisition of  
knowledge and utilization o f  more sophisticated technology, whether embodied in new machinery or 
acquired in disembodied form (for instance through licensing agreements or in new managerial 
practices). Knowledge may also be partly codified in standards and certifications, which signal the 
quality o f  processes or products, thus facilitating access to domestic and foreign markets 
Access to Labor Skills. Education and labor market policies and institutions affect the availability of  a 
skilled workforce, which i s  crucial for enhancing firm-level productivity by allowing the utilization o f  
more advanced technology in the production process. This, coupled with continued cost 
competitiveness o f  both unskilled and skilled labor, wil l foster the ability o f  f i r m s  to compete in 
international markets. 
The Regulatory Environment. The combination of  formal ru les and regulations and of  the informal 
norms, which determine actual implementation and enforcement, has effects on Albanian f i r m s ’  
operation, productivity, growth potential and ability to compete in international markets. 
Access to Financial Services. A relatively sophisticated financial system i s  essential to providing 
adequate access to finance to cover firms’ working capital and investment needs. In particular, access to 
finance for technology adoption and innovation - activities that carry intrinsically high risks and may 
involve longer term returns - i s  essential to upgrading Albanian f i r m s ’  presence in world markets. 
Access to Infrastructure Services. Affordable and reliable infrastructure services are needed to 
facilitate the international integration and connectedness of  Albanian f i r m s .  These include a more 
reliable energy supply, more easily accessible and affordable telecommunications services, as well as 
reliable transportation, o f  both o f  the “hard” variety - such as roads, railways, ports, airports - and the 
“soft” type - e.g., logistics. 

24. The most prominent obstacles as perceived by firms are access to reliable energy supply, 
weak enforcement o f  the legal and regulatory framework, and inadequate labor s k i l l s  (Figure 
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3.1). Access to reliable energy i s  s t i l l  the major constraint as perceived by Albanian f irms, especially 
large ones. Mult ip le factors relating to the consistent and effective implementation and enforcement of 
rules and regulations are also prominent among the concerns o f  Albanian f i rms .  These include (i) 
perceptions o f  unfair competition f rom informal firms, meaning firms that partially or totally manage 
to avoid compliance with government rules and regulations (e.g. on taxation, labor, health and safety 
standards, etc.); (ii) policy instability, reflecting frequent and unpredictable changes in policy direction 
on the part o f  the government; (iii) corruption, reflecting the need to make informal and illegal 
payments to government officials either to smooth approvals or to avoid compliance with rules and 
regulations; (iv) problems over the performance o f  courts, reflecting questions around the competence 
and transparency o f  the legal system in resolving judicial disputes. Inadequate sk i l ls  o f  the workforce 
are also perceived as a major obstacle by f i rms ,  especially larger ones. 

Figure 3.1. MajorNery Severe Obstacles, by Firm Size (employees), % firms, weighted 

0 All firms micro (0-4) small (5-19) m e d m  (20-99) .large (2100) 

Source: Albania Investment Climate Survey (2007) 

25. Access to labor ski l ls ,  related to the ability of firms to increase the knowledge content of 
their production, and the regulatory environment represent more fundamental challenges. 
Among the three broad areas o f  concern identified by firms (access to energy, regulation and skills), 
effective implementatiodenforcement o f  formal rules and adequacy o f  labor ski l ls  would appear to be 
more deep-rooted, with far reaching institutional implications. Narrowing the gap between regulations 
on the books and their enforcement w i l l  require a long run perspective and a concerted effort to build 
and sustain an institutional framework for effective regulation. Far reaching efforts are also needed for 
skill building and they should be aimed at devising appropriate education policies that link the 
educational system with the needs o f  f i rms,  as well as targeted public support for training within f i rms,  
that should be market-driven and not distorting incentives and competition. 
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Box 3.2. T h e  Investment C l i m a t e  Survey 

Description of the ICs Database 
The ICs database consisted of  3 84 f i rms,  o f  which 190 from the manufacturing sector, 90 from services and 104 
from other sectors. For the econometric part o f  the analysis, only the f i r m s  from the manufacturing sector were 
used, due to the non-availability of  key variables (in particular for the estimation o f  the production hnctions) for 
firms in the other sectors. Outliers were identified and deleted using the Hadi (1992, 1994) approach, which 
robustly detects outliers using multivariate analysis instead o f  relying on a single variable. The sample size was 
further reduced because o f  missing observations. In order to have a satisfactory sample size, some missing 
values were replaced using a two-step procedure. In the first step, all observations with missing values for at 
least three o f  the four production function variables (output, labor, capital and materials) were dropped. In the 
second step, the database was stratified by industry and then by region and the median o f  each variable 
calculated for every sub-group. Missing values in the sub-groups were replaced by the median. This 
replacement method was, however, not applied to all variables (in particular dummy variables). 

Methodology 
In order to examine the impact o f  the investment climate on various aspects o f  firm performance (FPi) we use 
the firm level data to estimate equations o f  the form: 

where IC  are measures o f  the investment climate available from the firm survey, EXP and FDI are dummy 
variables indicating whether a firm i s  an exporter or has foreign capital participation, X are other control 
variables from the survey (e.g., firm size, age, ownership structure), d, i s  a full set o f  sectoral dummy variables 
and E,,, i s  the remaining i.i.d. error term. We use various alternatives as the dependent variable FP, to capture 
different aspects o f  firm performance, in particular, productivity, employment, wages, propensity to export and 
propensity to engage in FDI. The variable o f  most importance i s  productivity. As there i s  no single accepted 
measure o f  productivity, or approaches to estimate the effect o f  exogenous variables on it, we use alternative 
approaches, based on (and extending) Escribano et al. (2006). In order to address the issue of  simultaneous 
determination of dependent and explanatory variables - a problem intrinsic in all survey data of  this type - 
estimation o f  the coefficients for the I C  variables follows Escribano et al. (2006) by using as instruments firm 
characteristics, other IC  variables and industry-averages of  the IC  variables. 

The Escribano et al. (2006) approach has the important advantage over bivariate analysis (where each 
performance measure i s  regressed on one IC  variable at the time) o f  addressing - if not unambiguously solving - 
the problem of simultaneous determination o f  I C  variables and firm performance measures. Such analysis, 
coupled with supporting evidence from other sources, provides an indication as to which investment climate 
areas may take priority for policymakers. 

26. Econometric analysis o f  firm level data f rom the 2008 Investment Climate Survey (ICs) 
allows identifying the extent to which various dimensions o f  the investment climate are associated 
with firm level productivity, export propensity, foreign direct investment and employment (Box 3 -2). 
Table 3.1 below reports a summary o f  the regression results. 
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Table 3.1. The Investment Climate and Firm Performance: Synopsis of Regression Results 

Imports o f  equipment + + 
Quality certification + + 
Licensing agreements + + 
Foreign technology + 
Educational attainment + 
Share of skilled workers - - 

Productivity Export FDI Employment 

Knowledge and Skills 

Efficiency o f  Courts 
Regulation “Bribe tax” 

“Time tax” 

+ 
- 
- + + 

Finance 
Loan - 
Credit line + + + 
Audited financial statements + + + 
Energy 
Telecoms 

Infrastructure 

: Variables obtained fromjrm managers’ responses to the ICs questions are grouped in broad Investment Climate areas. 
: a + (-) sign indicates a positive (negative) effect on the dependent variable. 

27. The associations noted in the table need to be read with some care as far as likely causal 
relationships are concerned. For example, the positive sign as between the “time tax” and the 
propensity to export i s  interpreted to mean, not that firms that suffer lengthy official scrutiny are more 
likely to become exporters, but rather that exporting firms are more likely to attract unwelcome 
attention from officialdom. 

28. Some o f  the means that firms can use to adopt knowledge are imports o f  equipment, quality 
certification, and licensing agreements with foreign firms. All these variables are found empirically to 
be positively associated with higher productivity and employments levels. At the same time, the 
adoption of foreign technology i s  positively related to export propensity. Labor skil ls,  on their part, are 
necessary to effectively apply acquired knowledge and technology to the production process, and also 
appear to be relevant for firm performance. The econometric findings indicate, for example, that the 
educational attainment of workers i s  positively associated with productivity. I t  may initially seem 
paradoxical that larger firms and firms with foreign owners are positively associated with unskilled 
workers, but this reflects Albania’s current comparative advantage in labor intensive sectors, such as 
low-skill apparel production, which comprise a major portion of the country’s exports. 

29. Various aspects o f  the regulatory environment concerning effective implementation and 
enforcement of rules and regulations are associated with firm performance. Notably (i) problems 
with the efficiency o f  the courts, the extent o f  corruption (the “bribe tax”), as well as the waiting time 
to obtain an operating license (a form of “time tax”) are negatively associated with productivity; (ii) 
time consuming relations with bureaucracy (the “time tax”) are, as noted above, more of a burden for 
exporters and for larger firms. 

30. Regarding financial services, lack o f  access to a credit l ine and unaudited financial statements 
are negatively associated with productivity, the probability of receiving FDI and employment levels. 
Absence o f  a loan i s  also negatively correlated with the probability to export. These results suggest 
that manyfirms do not have easy access tofinance for the acquisition of equipment, which is one of 
the ways in which firms can apply better technology to production and, hence, be more productive. 
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31. Finally, in the area o f  infrastructure services, lack o f  reliable access to electricity i s  a 
significant drag on productivity and the probability o f  exporting. As discussed in more detail later on, 
there are multiple channels through which problems with power supply may cause negative effects on 
f i r m s ’  productivity and international competitiveness: f i r m s  may, for  example, incur high costs for 
backup generation; they may be less l ikely to work multiple shifts and thus make better utilization o f  
f ixed cost items like plant and equipment; and they may be especially cautious over investing in more 
sophisticated equipment that may be vulnerable to damage by power cuts. Similarly, a lengthy waiting 
time for a telephone connection i s  also negatively associated with productivity, indicating that, as has 
been widely established in theoretical and empirical studies elsewhere, poor access to a general 
purpose technology, such as ICT (information and communication technologies), can have far 
reaching effects on firm performance. 

Figure 3.2. Contributions of Investment Climate Variables to Average Firm -level Productivity 
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Source: Staff calculations based on the Albania I C s  (2007), Croatia ICs (2007) and Turkey ICs (2005). 

32. Knowledge, ski l ls  and the regulatory environment are important contributors to firm 
level productivity. Figure 3.2 above summarizes the impact o f  the various investment climate 
categories on average productivity for Albania, Croatia and Turkey, for  which comparable data are 
available. While infrastructure variables account for over one-fifth o f  average firm productivity in 
Albania, the group o f  variables related to access to knowledge and to the quality o f  labor sk i l ls  
together account for almost 40 percent o f  variations in firm level productivity. This i s  a much higher 
share than Croatia (25 percent) and Turkey (12 percent), reflecting Albania’s backwardness in 
knowledge content o f  production. The regulatory environment, on i t s  part, i s  also relevant, accounting 
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for 17 percent of variations in firm level productivity. This suggests that two key pillars of the 
Albanian investment climate affecting firm performance are related to access to knowledge and the 
quality of regulation. These will be examined in turn in the following two chapters. 
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4. ACCESS TO -AND ADOPTION OF - KNOWLEDGE 
33. Successful knowledge adoption, technology upgrading and the level o f  workforce skil ls 
are all positively associated with firm performance in Albania. Regression analysis confirms that 
variables which capture the adoption o f  technical knowledge (e.g., conformity with internationally 
recognized quality standards or use o f  licensed technologies) and the education o f  the labor force are 
significantly and positively associated with firm productivity. Firms that have upgraded 
technologically in the last three years are also more likely to be exporting and to receive FDI. At the 
same time, quality standards, use o f  foreign technology and introduction o f  new products and 
processes are associated with larger firm size and, hence, employment generation (see Table 3.1 
above). 

34. Overall, the technological sophistication of Albanian firms is  limited and their 
innovation capacity very low by comparative standards. These are important competitive 
disadvantages. According to World Bank’s Technological Achievement Index, Albania’s 
technological sophistication i s  around 37 percent o f  the OECD average. Albania’s weakest 
performance relative to the OECD average by far was on the innovation sub-index (0.14 percent of 
OECD average), followed by the adoption o f  recent technologies (27 percent), and the adoption o f  
older-established technologies (53 percent). The Global Competitiveness Report 2007-08, issued by 
the World Economic Forum, paints a similar picture, ranking Albania 74” out of 13 1 economies in 
terms o f  technological readiness, 109th in terms o f  business sophistication and in final place globally 
for innovation capacity. 

35. Technological upgrading i s  largely driven by two key factors: (i) firms’ exposure or  
access to more advanced foreign technical knowledge and (ii) their capacity (and incentives) to 
absorb it. Technology upgrading refers to the process by which firms access and adopt technical 
knowledge, either embodied or tacit, that increases their productivity and competitiveness. 
Technological catch-up in developing countries depends, first o f  all, on the economy (and its firms) 
being exposed to higher-technology business processes, products, and services through a variety o f  
channels. The most important of these channels tend to be (i) participation in foreign trade, (ii) FDI, 
and (iii) “brain circulation,” meaning the international movement o f  individuals with advanced 
knowledge, experience and skills (see Box 4.1). At the same time, firms will proceed to the second 
stage o f  actually adopting and benefitting from improved foreign technology and know-how only if 
there are appropriate incentives from the wider environment. Incentives, in turn, may reflect a wide 
range o f  factors, including taxation, regulation, the nature o f  competition, targeted government 
policies, sufficient finance for the acquisition o f  technology, and appropriate skill levels within the 
firm. 
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Box 4.1. Technological Upgrading 

Technological upgrading i s  driven by firms’ exposure to more advanced technical knowledge and their capacity 
to absorb it. Technological catch-up in developing countries can be seen as a process whereby an economy i s  
exposed to higher-technology business processes, products, and services through different channels (primarily 
foreign trade, FDI, and “brain circulation” via contacts with i ts  Diaspora and other communication channels). 
The extent to which these flows are translated into technological progress depends on the technical absorptive 
capacity of  an economy’s f i rms ,  defined as the ability to identify, adopt and adapt existing more advanced 
technologies than those they already employ. These interactions are shown diagrammatically in Figure A, which 
outlines a framework for technology upgrading. 

Figure A: Framework for Technology Upgrading 

Source: World Bank Global Economic Prospects 2008 

A. CHANNELS FOR KNOWLEDGE TRANSFER: TRADE, FDI AND BRAIN CIRCULATION 

36. Albania’s trade volumes have grown substantially between 1996 and 2006, but remain 
modest compared to neighboring countries. In 2006, total trade in goods and services accounted for 
38.5 percent o f  GDP, compared to 49.5 percent on average in SEE 7 c ~ u n t r i e s . ~  Total trade grew from 
16 percent o f  GDP in 1996 to  38.5 percent in 2006. Exports rose from 3.8 percent o f  GDP to 12.8 
percent, while imports grew from 12.6 percent o f  GDP to 25.7 percent o f  GDP. However, while 
exports per capita have almost tripled between 2000 and 2006 (from US$232 to US$732), they 
remained less than hal f  the SEE7 average (US$1944). 

Albania’s exports are dominated by simple labor-intensive processing activities with limited 
value added. These activities are heavily reliant on l ow  technology processes and unskilled labor. 

SEE 7 comprises Albania, Bosnia & Herzegovina, Bulgaria, Croatia, Macedonia, Romania, and Serbia & 4 

Montenegro. 
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They offer limited opportunities to learn from more sophisticated customers or competitors in foreign 
markets. Almost 85 percent of Albania’s exports stem from industries based intensively upon natural 
resources and/or unskilled labor. By contrast, only 15 percent o f  Albania’s total exports are rated as 
intensive in skilled-labor or capital. This compares to an average o f  30-40 percent for the SEE7 group 
o f  countries. Beyond this, 97 percent o f  Albania’s exports in the footwear, leather and textile sectors 
in 2006 involved re-exportation o f  imported inputs following some degree o f  domestic processing. A 
dominant activity i s  the assembly in Albania of pre-cut components o f  garments or footwear imported 
from foreign buyers - the lowest rung on the ladder o f  the international apparel and footwear sectors. 
This, in turn, reflects the role o f  Albanian firms in the supply chains o f  overseas, mainly Italian, 
manufacturers (Table 4.1). The Albanian firms’ restricted role in low value-added, low-margin 
production, and their lack o f  direct contact with end-markets, makes it harder for Albanian firms, with 
their limited access to knowledge and finance, to move up the skill and profitability ladder by 
mastering more sophisticated technology, and gaining a better understanding o f  market requirements. 

Table 4.1. Albanian Exports and Re-exports to Italy in 2006: three largest product categories 

SlTC Rev 2. Commodity Description (USfmln) Exports (USfmln) % Total Exports 
84 Articles of apparel and clothing acce 175 0 30 4 169 0 29 4 
61 Leather, leather manufactures, nes, 123 7 21 5 1182  20 5 
85 Footwear 85 5 14 9 85 5 14 9 

Sum 384 3 66 8 372 8 64 8 
Total exports to Italy 

Exports Value %Total Re-exports value 

575 6 

Source: UN COMTRADE 

37. While exporting in low-skilled and low-tech sectors is  beneficial in the short run - for 
instance by earning foreign exchange and creating employment - longer run benefits and 
sustainability are less clear. The factor content o f  exports matters for several reasons. First, skilled- 
labor-intensive and capital-intensive industries are associated with higher productivity levels. Second, 
labor costs in many SEE countries are relatively high if compared to potential non-European 
competitors and, therefore, reliance on unskilled labor-intensive exports may not be sustainable in the 
longer run. Third, the lower return to labor in unskilled labor intensive products reduces the incentive 
o f  workers to invest in their own human capital. 

38. The composition of Albanian exports i s  also not diversified in terms of  destination 
markets, with most shipments being directed to Italy. Albania sells little to its neighbors and 
almost nothing to markets beyond Europe. Albania’s shipments to the EU-15 are extremely 
concentrated geographically. More than 72 percent of Albania’s total exports go to Italy. This i s  a 
degree o f  concentration unparalleled by any o f  the country’s neighbors, and it exposes the Albanian 
economy to risks o f  slowdowns in European - especially Italian -- markets, and to potential changes in 
sourcing decisions by Italian customer f i rms .  By contrast, Albania’s share o f  exports to SEE-5 
neighbors (2.6 percent) or the EU-8 countries (0.6 percent) are very low relative to those o f  its regional 
peers. The country’s share o f  trade with North America or fast growing countries in South East Asia 
i s  the lowest among regional peen5 

39. Albania’s export growth has been driven more by exports of existing products to existing 
markets than by the expansion of the range of exported products or  o f  destination markets. 
Growth in the value o f  exports over time can be decomposed into the intensive margin (growth in 
exports o f  existing products to existing markets) and the extensive margin (exports o f  existing 
products to new markets, exports o f  new products to existing markets, and exports of new products to 
new markets). Growth at the intensive margin has contributed more to Albania’s export growth (57.4 

The SEE-5 comprise Albania, Bosnia & Herzegovina, Croatia, Macedonia, and Serbia & Montenegro, while 
the EU-8 countries are Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovak Republic, Slovenia. 
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percent) relative to growth at the extensive margin (42.6 percent) (Table 4.2). When Albanian f i r m s  
have tried to pursue export growth at the extensive margin, their new exports have typically shown 
low survival rates. 

Table 4.2. Decomposition of Export Growth in 1995-2004 
increase in fall in extinction new new new 
exports of exports of of exports exports exports exports 
existing existing o f  existing of existing of  new of new 
products products products products products products 
to existing to existing to existing Intensive to new to existing to new Extensive 
markets markets markets margin markets markets markets margin 

Albania 96 1 -11 1 -21 1 57.4 26 2 16 1 0 2  42.6 

Croatia 1136 -12 1 -24 1 16.8 69 6 13 6 0 0  83.2 
Bulgana 102 8 -24 2 -24 6 54.1 42 4 3 5  0 0  45.9 

Romania 84 4 -1 6 -10 0 66.8 30 1 2 5  0 0  33.2 
Low Income 9 1  6 -23 5 -8 9 65.2 28 8 5 9  0 2  34.8 

Lower Middle Income 96 1 - 1 1  3 -2 3 82.6 I 6  5 0 9  0 0  17.4 
Upper Middle Income 102 6 -19 8 -6 6 76.2 22 1 1 1  0 0  23.8 

ECA 89 8 -14 7 -1 3 61.8 2 9 8  . 2 4  0 32.2 
Source: Brenton and Newfarmer (2007). The data were obtained from the authors. 

40. On the import side, meanwhile, the low capital-intensity o f  Albania's imports suggests 
that Albanian firms are not acquiring as much new knowledge and technology embodied in 
capital goods as firms in comparator countries. The share o f  capital-intensive imports in total 
Albanian imports has increased substantially since 1996, but it remains the lowest in the SEE7 at 24.4 
percent (Table 4.3). This i s  5 percent lower than the SEE 7 average, and more than 16 percent lower 
than the EU-8 average. These figures strongly suggest that Albanian f i r m s  are not tapping into global 
knowledge and technology via purchases o f  modern machinery and equipment as much as their 
regional competitors. As a result, Albanian f i r m s  and exporters can likely expect to be less productive 
than their regional competitors. 

Table 4.3. Factor Intensity of Imports: Albania against comparators, 1996-2005 

Reporter 

Albania 
Bosnia and Herzegovina 
Bulgaria 
Croatia 
Macedonia, FYR 
Romania 
Serbia and Montenegro 
SEE-5 
SEE-7 

EU-8 
CIS-I2 
Slovak Republic 
Slovenia 
Tun is ia 
Turkev 

Share o f '  
Natural Resources 
1996 2000 2005 
49.0 41.6 38.0 
49.1 41.4 38.7 
46.7 34.6 31.3 
26.3 25.0 27.4 
34.3 38.0 30.2 
34.0 27.1 22.9 
40.4 40.3 26.7 
35.2 34.1 29.7 
36.7 31.7 27.2 

27.7 25.8 23.2 
40.4 34.5 23.1 
32.7 33.4 25.2 
25.9 25.2 23.1 
23.1 23.3 25.8 
25.7 24.5 22.4 

Unskilled Labor 
1996 2000 2005 
15.0 16.3 15.0 
11.1 12.6 11.6 
12.1 17.5 15.4 
17.4 16.0 15.5 
17.7 16.3 20.2 
18.5 22.3 18.4 
10.3 10.8 12.2 
14.9 14.3 14.3 
15.6 17.7 16.2 

13.6 11.6 9.5 
12.5 14.4 15.4 
10.1 9.5 9.7 
16.7 13.5 10.9 
29.5 25.7 22.5 
9.2 7.9 8.2 

19.9 23.3 24.7 
23.2 27.3 28.8 
28.5 31.7 29.2 
27.2 23.9 23.5 
29.3 33.4 31.1 
29.4 26.9 32.7 
26.5 27.5 28.8 
26.9 29.6 29.8 

'ade Value (%) 
Capital Intensive I Skilled Labor 
1996 2000 20051 1996 2000 2005 

18.3 19.6 22.6 
19.8 22.7 25.0 
18.0 20.6 24.4 
27.8 27.3 27.9 
20.8 21.8 26.1 
18.2 17.3 27.6 
19.8 21.9 28.4 
23.4 24.0 27.1 
20.9 21.0 26.8 

Source: UN COMTRADE Data 
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41, Foreign Direct Investment, (FDI) is  another strong channel for technology diffusion that 
i s  underused in Albania. Like trade, FDI can contribute substantially to the transmission of 
technology to developing countries by (a) enabling the financing o f  new investment that might 
otherwise be constrained by domestic capital market inefficiencies; (b) transferring information and 
knowledge about technology to domestic affiliates; and (c) facilitating the diffusion o f  technology to 
local firms. FDI can have positive technology spillovers for domestic firms when, for example, 
workers receive training or accumulate experience working for multinationals and then move to 
domestic firms or set up their own enterprises. However, the contribution o f  FDI to technological 
upgrading in Albania has been relatively limited. Whi le FDI to Albania has targeted several sectors, 
notably manufacturing, financial sector, real estate, trade, and transport, the overall levels o f  FDI have 
themselves been very low (Figure 4.1). From 2001 there has been almost no change in annual FDI 
flows to Albania, which have remained at around 3.5 percent o f  GDP. In this respect, Albania lags 
considerably behind regional best performers like Bulgaria, Romania and Croatia. Total FDI inflows 
into Albania in 2006 amounted to just 7.8 percent o f  Gross Capital Formation, the lowest by far in 
South East Europe. Furthermore, Albania typically attracted only 10 new “greenfield” investments per 
year during 2002 to 2006. This compares with an SEE 7 average o f  68 over the same period. These 
patterns are reflected in accumulated FDI stocks that are substantially lower than in comparators. 
Beyond these quantitative measures, case study interviews suggest at a qualitative level that the 
technological intensity o f  FDI in Albania, and the extent o f  technology transfer to local affiliates, have 
been limited (see Box 4.2). 

Figure 4.1. Cumulative Net FDI Inflows per Capita, 1989 - 2007 (US%) 
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42. Albania i s  also not well-integrated into the international division o f  labor, as indicated by 
the slow transition from “buyer-driven” to “producer-driven” networks. Albania seems largely 
rooted to the initial phase o f  the transition, where it relies primarily on unskilled-labor-intensive 
exports associated with buyer-driven production chains in clothing and footwear (where global buyers, 
typically large retailers, branded marketers and manufacturers, create a supply base without direct 
ownership). By contrast, participation in producer-driven networks i s  usually reflected in larger FDI 
inflows and stocks, since foreign firms often acquire ownership o f  their suppliers. FDI, in turn, often 
translates into improved productivity, because foreign firms are more likely to introduce new 
production technologies and/or management practices to operations that they own than to locally- 
owned suppliers. 
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Box 4.2. Know-how and Technology Transfer: Some Evidence from Case Study Interviews 
Case study interviews suggest that knowledge and technology transfer by global production networks in 
light manufacturing to local Albanian firms was very rare, further delaying technological upgrading. Most 
of  the exporters interviewed for the case studies that participated in global production networks (predominantly 
in the footwear and garment sector), reported that they were transferred only older used equipment, and virtually 
no other forms o f  technology or know-how. They thus had l i t t l e  knowledge o f  process improvement -- nor for 
that matter o f  market preferences, design and logistics. The few companies that had received more than 
equipment were run by managers who had worked in Italy before and insisted on having the buyer send a 
consultant who was paid by the Albanian firm. Most o f  the medium-sized Albanian exporters reported they had 
never had a consultant from the foreign buyer come help them improve their productivity after the initial period 
when they taught the local workforce how to use the equipment. 

I n  the few cases where there has been intensive knowledge and technology transfer, the impact on 
productivity has been substantial. Intensive knowledge transfer from foreign clients was limited to isolated 
cases, seemingly at the insistence and often at the (substantial) expense of the Albanian firm and, in almost a l l  
cases, the manager had worked in the sector overseas and was aware of  the potential productivity gains of  
process and equipment upgrading. In both cases. the imuact of  such knowledge diffusion was considerable: for 
example, an Albanian firm that used the services o f  a consultant provided by i t s  German client to reorganize the 
production process saw productivity gains of over 100percent in less than a month. 

The technological intensity of foreign investment into Albania and the extent of technology transfer to 
local affiliates are also limited. Most of  the export-oriented foreign investment, most notably in the low-tech 
garment sector, did not seek to transfer knowledge and technology to local f i r m s  beyond leasing used equipment 
and knowledge specific to the production of  certain products. 

Concerns about the investment climate were cited by foreign investors as the most important causes for 
their reluctance to transfer knowledge and technology to Albanian affiliates. Some foreign investors 
interviewed suggested that they did not bring their most advanced equipment to Albania because o f  concerns 
relating to frequent unpredictable electricity outages that could destroy the equipment. Other local f i r m s  noted 
that most foreign investors with affiliates in Albania were in the lower-middle segment o f  their markets, and that 
producers of  higher value-added products were hesitant to invest in Albania due to perceived political instability, 
and a problematic business environment seen as characterized by a meddling bureaucracy and widespread 
corruption. 

There are also severe obstacles preventing foreign investors from building stronger backward linkages 
and transferring knowledge to local firms, particularly in the agri-business sector, which discourage FDI. 
Agro-processing i s  a sector where Albania could build comparative advantage, but FDI  has been limited. 
According to foreign and domestic ago-processing f m s  in Albania, the scope to develop the ago-processing 
sector (and the obstacles posed by inadequate certification o f  quality standards among cooperatives) have been 
discussed with the Ministry o f  Agriculture and donors (USAID Enterprise Development and Export Market 
Services project) but there has been no follow-up from Albanian farmers or entrepreneurs. Aside from cheese, 
wine, flour and meat products, other agricultural inputs are not considered price competitive and their quality i s  
seen as inadequate. Processors report that they would like to buy locally and are willing to invest time and 
money to teach farmers processes (cleaning, packaging, contracts, and selection o f  products) that are easy and 
quick to master, but say that there i s  l i t t le  farmer interest. Inter alia, there could be potential specifically for the 
export of  organic agricultural products from Albania, though this would at best take a number o f  years to 
develop as EU standards are high (it took Greek olive oil makers 8 years to get certified) and would require 
collaboration with ItalianiGreek standardization agencies as well as substantial investment and transfer o f  know- 
how to farmers and processors. Key obstacles cited are problems over land property rights, inadequate access to 
finance for agricultural investments, and low quality o f  production due to inadequate enforcement of  quality 
standards. 
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43. Licensing i s  an alternative strategy to FDI for acquiring foreign technology directly. In 
2006, the total amount o f  royalty and license fee payment per capita made in Albania was US$2.16, in 
comparison to US$ 58 on average in the CEES, US$ 7.2 in South-eastern Europe and US$12.6 in the 
Baltic States. At the same time, 38 percent o f  manufacturing f i r m s  in the Investment Climate Survey 
reported they had licensed foreign technology within the last three years, higher than in Croatia (22 
percent) and Bulgaria (9 percent) during the same period. This may suggest that Albanian firms 
license very cheap technologies from overseas, perhaps in part because foreign f i rms,  concerned about 
the weak IPR regime in Albania, are licensing only older simpler technologies. 

44. Albania does not seem to be tapping its Diaspora fully, thus under-exploiting the 
potential for brain circulation. Countries that have successfully engaged their Diasporas in national 
development, be it in terms o f  returning, or transferring financial and human capital, are typically 
characterized by the development o f  a coherent strategy and a well-funded organization to  implement 
it (10M 2007). Unfortunately n o  such organization exists in Albania. A key component o f  Albania’s 
National Strategy on Migrat ion was the establishment o f  an Agency associated with the Prime 
Minister’s office that would undertake the core policy-making, coordination and monitoring 
responsibilities for the implementation o f  the National Act ion Plan. Unfortunately, such an agency 
was never developed, and the National Institute for Diaspora continues to play the main policy-making 
role but without the mandate or capacity to undertake the implementation o f  the Act ion Plan. As a 
result, outcomes from the Act ion Plan have thus far been very limited. 

Figure 4.2. Flows of Temporary and Permanent External Migration, 1990-2001 

45. External migration from Albania has been very large since the onset o f  the transition, 
reducing the quantity and quality o f  the domestic labor supply. Since 1990, approximately 20 
percent o f  the total population o f  the country has emigrated, with 90 percent o f  emigrants leaving in 
search o f  employment. The f l ow  o f  permanent and temporary migrants, especially to neighboring 
Greece and Italy, rose sharply throughout the 1990s as shown in Figure 4.2 above, though the f low 
decelerated after 1998 as the economy recovered from the pyramid crises, Since 1991, temporary 
migration flows have substantially exceeded permanent flows (in 2001 they were almost three times as 
high). Since a relatively greater share o f  Albanians with secondary education migrates, there has been 
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a greater than proportionate fa l l  in skilled workers as a result o f  migration. Most migrants are of low 
and medium education, but o f  total permanent migrants between 1990 and 2002, 47 percent had 
secondary schooling or more, compared to 3 1  percent among non-migrants. As a consequence, the 
population in Albania with completed secondary schooling and/or with post-secondary education has 
declined since 1990. 

46. The most educated and successful migrants in skilled occupations are the least likely to 
return to Albania. Those who return are likely to establish new businesses, but these tend to 
small, low-productivity family enterprises. While abroad, many Albanian migrants tend to be 
employed in unskilled jobs, according to a recent study o f  returnees, even if they have higher 
education degrees. The evidence on demographic and skill composition o f  return migrants does not 
point to a strong “brain gain” effect. The average years o f  education o f  returnees has clearly been 
decreasing since 1995, and at a steeper rate than the downward trend observed in the education level 
o f  new migrants. There i s  a strong and positive relationship between past migration experience and 
business ownership, but the evidence shows that the businesses established by returnees are typically 
low-productivity in nature. 

47. Albanian firms’ “technological capacity” to upgrade by absorbing existing advanced 
technologies i s  weak. This reflects several factors, both external and internal to firms. The extent 
to which exposure to advanced technology translates into technological upgrading and broad diffusion 
across the economy depends on the absorptive capacity o f  an economy’s firms. A fundamental factor 
in the capacity o f  firms to absorb advanced technology i s  the investment climate in which they 
operate. This includes the extent and nature o f  market competition, as well as the efficiency o f  the 
financial system and its ability to provide access to finance for firms with the knowledge and 
incentives to absorb new technologies. The second main determinant o f  absorptive capacity i s  the 
level o f  technological literacy and skills within firms that permit the successful adoption o f  new 
technologies. Since technology adoption i s  a risky process, typically characterized by several market 
failures that can affect both the building o f  initial capacity and the subsequent diffusion, targeted 
government policies can help to alleviate bottlenecks in the process. 

48. The following section examines the extent to which Albanian f i r m s  are able to absorb 
technology via product and process innovation and the adoption o f  foreign technology. Next i s  a 
treatment o f  the constraints within the investment climate to technology upgrading (finance, 
informality and infrastructure) and o f  the limitations imposed by an inadequately skilled workforce. 
Finally, there i s  an examination o f  policies that could be enacted to enhance the absorptive capacity o f  
Albanian firms. 

B. ABSORPTIVE CAPACITY AND TECHNOLOGY UPGRADING 

49. Technological upgrading can be achieved via product and process innovation, and via 
access to foreign technology. In turn, the extent to which exposure to advanced technology translates 
into broad diffusion across the economy and technological upgrading depends on the absorptive 
capacity o f  an economy’s firms. 

Product and Process Innovation 

50. The share of firms in Albania that report having introduced a new or improved product 
in the last three years appears reasonably high by regional standards. Overall, 59 percent o f  
manufacturing firms in Albania reported in 2007 to have introduced a new or improved product in the 
last three years, the second highest level among a group o f  regional comparators after Croatia (67 
percent) as shown in Figure 4.3. Within this group, around 42 percent o f  manufacturing firms 
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surveyed in Albania reported introducing new products while 50 percent reported upgrading existing 
products. Introducing a new product or upgrading existing products suggests that a firm i s  responsive 
to evolving market conditions, a critical capacity for competing in a globalized economy. Given 
technological differences across sub-sectors, it i s  useful to know that the innovation rates across 
Albania’s three main manufacturing sub-sectors were quite similar, at 47 percent in the food sub- 
sector and the garmentdtextile sub-sector, and 57 percent in the machine product sub-sector. This 
similarity however conceals some differences in the nature o f  the innovations adopted in different 
sectors. 

Romania 

Slovenia 

Turkey 

Estonia 

Bulgaria 

Albania 

Croatia 

Figure 4.3. Share of firms that have introduced a new or improved product in the last 3 years 
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Source: Albania, Croatia and Bulgaria ICs 2007. For al l  other economies, BEEPS 2005 

5 1. Firms in the garmenthextile sub-sectors are more likely to introduce new products, while 
a greater share of firms in the metal production sub-sector were more likely to upgrade existing 
products. These differences in innovation patterns reflect importance differences in the international 
orientation o f  the firms in each sub-sector, with garment firms far more affected by international 
trends. Almost half the firms producing garments and textiles (48.3 percent) introduced new products 
in the last three years, while around 35 percent upgraded existing products (Figure 4.4). This reflects 
the high rates o f  innovation in the sub-sector globally, which are driven by short fashion cycles and the 
prominent role of foreign buyers who undertake the research and development and provide Albanian 
sub-contracting firms with new designs. In the metal production sub-sector, by contrast, just over half 
the firms (5 1.4 percent) upgraded products in the last three years, while almost 29 percent introduced 
new ones. Meanwhile, roughly equal shares of firms in the food sub-sector upgraded products (42.2 
percent) and introduced new ones 

(40.9 percent). 
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Figure 4.4. Innovation patterns across manufacturing sub-sectors 
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52. Foreign firms and exporters, especially in the garmentdtextile sub-sector, are much 
more likely to introduce new and upgraded products than other firms. During 2004-07, 76.6 
percent o f  foreign-owned f i r m s  in our sample reported to have introduced new products, compared to 
just 37.5 percent o f  local Albanian owned firms. During the same period, 73.5 percent o f  exporters 
said they had introduced new products, while only 37.6 percent o f  non-exporters did so. Similarly, 68 
percent o f  foreign firms upgraded their products while 47.5 percent o f  Albanian-owned firms did so, 
and around 70 percent o f  exporters improved their existing products while around 47 percent o f  non- 
exporters did so. This suggests that outward orientation, by exposing an enterprise to global practices 
and competition, i s  strongly associated with the enterprise’s incentives and/or ability to innovate. 

53. Small firms are less likely to upgrade their processes through the acquisition of new 
technology than medium-sized o r  large enterprises. In Albania, just under half the small firms in 
the sample (47 percent) upgraded their production processes in the last three years by acquiring new 
technology, while almost 75 percent o f  medium-sized firms and 57 percent o f  large f i r m s  undertook 
such upgrading activities. shows smaller firms to be less likely to upgrade technologically during the 
same period in Croatia as well. Comparing the patterns o f  upgrading in the two economies, one finds 
that while medium-sized enterprises in Albania seem to have strong capacity and willingness to 
upgrade relative to their regional competitors, large firms are less likely to upgrade vis-a-vis their 
regional competitors. I t  i s  also noteworthy, as with product innovation, that a greater share o f  medium- 
sized than large firms in Albania are upgrading which i s  contrary to the case in Croatia. This could be 
evidence to suggest that medium-sized firms in Albania face more competition and thus have more 
incentives to upgrade products or processes than large firms. 
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Figure 4.5. Share o f  firms that have upgraded processes by acquiring new technology, by size 

Micro Small Medium Large 

Source: ICs (2007) 
54. Machinery and equipment purchase i s  by far the most common way of introducing new 
technology, followed by the hiring of skilled personnel. 95 percent o f  manufacturing f i r m s  in our 
sample that had introduced new technology in the last three years did so by purchasing machinery and 
equipment. Across a l l  types o f  f irms, machinery and equipment accounted for over 90 percent o f  new 
technology purchases. This suggests that acquiring knowledge embodied in machinery/equipment i s  
the easiest method o f  technological upgrading. The second most common way o f  upgrading (cited by 
64 percent o f  manufacturing firms) was to hire personnel skilled in the operation o f  the new 
technology, while 29 percent o f  firms reported that they developed or adapted the new technology 
internally. In fact, 100 percent o f  micro-level firms and 58 percent o f  small f i r m s  cited developing new 
technology internally as their second main method o f  upgrading. By contrast, 81 percent o f  medium- 
seized f i r m s  and 92 percent o f  large firms mentioned hiring personnel to help them adopt the new 
technology. This suggests that smaller firms f ind it harder to hire skilled personnel, a handicap that 
may have negative implications for their absorptive capacity and resulting productivity gains.. 
Possible causes could be the limited availability/high cost of skilled personnel and/or financial or 
informational constraints facing smaller firms. 

Access to Foreign Technology 

55. The size o f  the firm also seems to be systematically associated with i t s  success in accessing 
foreign knowledge. Technology upgrading o f  Albanian f i r m s  largely requires the diffusion o f  foreign 
technical knowledge, but, as can be seen in Figure 4.6, smaller f i r m s  in Albania seem to have less 
access to foreign knowledge. The share o f  small f i r m s  that have licensed a technology from a foreign 
company (27 percent) i s  hal f  that o f  large f i r m s  (54 percent). The disparity across size was less marked 
in terms o f  the origin o f  equipment and machinery presently in use by enterprises: around 57 percent 
o f  the equipmentimachinery used by small f i r m s  in the sample was purchased from overseas, while the 
shares for medium-sized and large f i r m s  were 64 percent and 72 percent respectively. The sharper 
divergence across firm size in technology licensing i s  not surprising given the lengthier process, as 
wel l  as small firms’ limited knowledge o f  the right technology or the licensing process. Acquiring 
foreign equipment i s  easier, especially if it transferred by a foreign buyer, even if it i s  not in al l  cases 
ideal for the particular firm’s needs. 
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Figure 4.6. Access to Foreign Knowledge and Technology, by Size 
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56. As expected, exporters have better access to foreign technology than non-exporters. More 
than double the share o f  exporters had licensed technology from a foreign company (65 percent) than 
non-exporters (29 percent). Similarly, among exporters the weighted average share o f  equipment in 
use that was purchased from overseas over the last three years was much higher (78 percent) than the 
share amongst non-exporters (49 percent). There i s  a similar, if smaller, divergence between local and 
foreign f i rms ,  with 42 percent o f  the latter having licensed foreign technology in the last three years 
relative to 33 percent o f  the former in our sample. Counter-intuitively, the weighted average share o f  
equipment currently in use by local firms that was purchased abroad was higher (54 percent) than the 
equivalent share amongst foreign-owned firms (45 percent). 

c. INVESTMENT CLIMATE FACTORS: FINANCE, INFORMALITY AND INFRASTRUCTURE 

Access to finance, informal practices of competitors, corruption and tax rates, as perceived by 
the firm, all seem to have a significant impact on firm’s decisions to upgrade technologically. 
Table 4.4 below highlights the key investment climate variables that seem to be associated with f i rms ’  
decisions to upgrade technologically (by introducing new or upgraded products or processes, or by 
licensing from a foreign company). The table shows the share o f  firms that upgraded technologically 
depending on whether they thought the particular investment climate variable cited was a major or 
very severe obstacle for them or not. For example, 14.3 percent o f  firms that found access to finance to 
be a major obstacle licensed a technology from a foreign company, while 42.4 percent o f  the 
companies that did not find access to finance to be a major obstacle licensed a foreign technology. The 
implication i s  that access to finance may have a significant impact on a f i r m ’ s  capacity to license 
technology from overseas. In our survey, informal practices o f  competitors, corruption and tax rates 
were three o f  the top five investment climate obstacles cited by al l  f i r m s  surveyed. Hence, it i s  not 
surprising to finding that the quantitative analysis finds them to be systematically negatively 
associated with the introduction o f  new or improved products or purchase o f  new technology. By 
contrast, perceptions o f  informal competition and tax rates do not seem to impact firms’ propensity to 
license technology. 
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Table 4.4. Investment Climate Variables and Technology Upgrading 
Access to Finance Informality Tax Rates Corruption 

Not a major I s  a major Not a major I s  a major Not a major I s  a major Not a major I s  a major 
obstacle obstacle obstacle obstacle obstacle obstacle obstacle obstacle 

Upgraded product 48.3 67.1 62.7 42.1 56.2 38.7 50.9 50.9 
Introduced new product 44.0 46.9 47.9 37.9 45.5 35.9 38.3 51.3 
Introduced New Technology 49.0 28.8 55.1 32.8 43.9 38.4 44.3 37.8 
License from foreign company 42.4 14.3 33.4 32.3 34.4 34.3 34.0 28.6 

Finance 

57. Among investment climate constraints, access to finance i s  the most prominent obstacle 
to firms’ capacity to upgrade technologically. Limited access to finance, while not a top investment 
climate constraint overall according to the survey (see Figure 3.1), seems to be associated with less 
frequent introduction o f  a new technology (Table 4.4). Note, however, that, two thirds o f  firms which 
report financing i s  a major obstacle for their operations (67.1 percent) upgraded an existing product in 
the last three years, compared to just 48.3 percent o f  those firms that didn’t consider financing to be a 
constraint. One way to interpret this finding would be to suggest that it i s  relatively easier and cheaper 
to tweak an existing product compared to introducing a brand new product or a new technology. 

58. Investment in fixed assets, an important way in which firms upgrade technologically, i s  
severely credit constrained and mostly financed from internal sources. Case study interviews 
suggest that access to finance i s  a major concern for many o f  the smaller, sub-contracting firms, as 
many can only afford to upgrade once they have accumulated enough retained earnings, a process 
which takes some time given their very low earnings and which causes them to fal l  even further 
behind their competitors. Larger firms and those with close connections with a foreign buyer are often 
able to get preferential financing for technology investment. Firms in the agro-processing sector are 
particularly credit-constrained and thus their technology upgrading plans have been put on hold. Thus, 
the difficulty o f  obtaining affordable external finance severely constraints the ability o f  firms to make 
the long-term investments necessary to adopt the technology embodied in more advanced machinery 
and equipment. As a result, most enterprises rely on internal sources o f  funding to finance investment 
in fixed assets, preventing them from exploiting the leverage deriving from external finance (Figure 
4.7). 

Figure 4.7. Sources of  Finance for Investment in Fixed Assets 

(a) Internal Flnance for Investment (%) (b) Bank Finance for Investment (%) 

Source: Albania, Croatia and Bulgaria ICs 2007. For a l l  other economies, BEEPS 2005 
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59. As much as 80 percent o f  finance for investment in fixed assets derives f rom internal sources, 
the highest proportion among comparators in the region (Figure 4.7a). Mirror ing this finding, only 12 
percent o f  Albanian firms have been able to opt for bank credit to finance investment, which, in turn, 
has contributed to less than 15 percent o f  total investment finance (Figure 4.7b). Survey data also 
indicate that supplier and customer credit (1.3 percent o f  the total) i s  also very l ow  by regional 
standards. Remittances finance less than one percent o f  investment in enterprises’ fixed assets. This 
confirms that only a small fraction o f  the remittance inf low i s  directed towards investment in fixed 
capital and, thus, to increasing the long run growth potential o f  the Albanian economy, while the 
largest share i s  devoted to fuelling consumption and residential investment. 

60. Working capital i s  also mostly financed from internal sources, while external sources, 
such as bank finance, and supplier and customer credit, play a very limited role. Firms also rely 
mainly on internal finance to meet their working capital needs. Internal financing for working capital 
amounts to 85 percent, a far higher proportion than comparators in the region, for example Bulgaria 
(72 percent) and Croatia (56 percent). Correspondingly, less than 10 percent o f  working capital needs 
are met with bank finance, compared to 19 percent in Bulgaria and 24 percent in Croatia. Working 
capital financing in the form o f  credit f rom suppliers and advances from customers -- at only 1 percent 
o f  the total -- i s  also exceptionally l ow  by regional standards. Case study interviews confirm that the 
lack o f  trade finance instruments that will lend against export orders as collateral represents a key 
obstacle for any exporter aspiring to move beyond established buyer-dominated assembly networks. 

61. Overall, access to finance is  limited by regional standards, reflecting the 
underdevelopment o f  the financial sector (Box 4.3). Only 37 percent o f  Albanian f i r m s  have access 
to a line o f  credit or loan from a financial institution, a lower percentage than in Bulgaria (44 percent) 
or Croatia (67 percent). Among Albanian f i r m s  with access to bank services, 37 percent have an 
outstanding loan, 68 percent have an overdraft facility and 84 percent have a checking or savings 
account. Micro f i r m s  have the lowest access to bank services, with only 61 percent having a checking 
or savings account and only a third having access to an overdraft facility. Manufacturing f i r m s  are less 
banked than their services counterparts, with only three-quarters having a checking or savings account, 
56 percent with an overdraft facility, and 36 percent with an outstanding loan. Finally, exporters and 
foreign owned f i r m s  have greater access to banking services. 

62. Lack of  awareness of  the potential gains from external finance and, to a lesser extent, 
collateral requirements limit the use of external finance. When examining more closely the reasons 
for l o w  use o f  external finance by Albanian f irms, it emerges that 80 percent o f  respondents have not 
applied for a loan, and that 69 percent say that they do not need credit. Among other reasons for not 
applying, high interest rates predominate (1 7 percent o f  respondents), while other issues, such as 
collateral requirements, are cited far less commonly. Taking a closer look at collateral requirements, 
85 percent of loans in Albania require collateral, a figure which i s  not atypical for  the region. The 
average value o f  collateral needed for a loan in Albania amounts to 155 percent o f  the loan amount, 
also not unusual by regional standards. Nonetheless, there i s  substantial variation in the value o f  
collateral, which ranges from 124 percent o f  the loan amount for large f i r m s  to around 200 percent for 
micro f i rms .  When examining the.assets required as collateral, land i s  the most common asset (72 
percent o f  firms), followed by machinery (57 percent o f  firms), personal assets o f  the owners (35 
percent o f  f i rms),  and accounts receivable and inventories (19 percent o f  f i rms) .  Case study interviews, 
especially o f  exporting f i r m s  in the textile and footwear sectors, suggest that diff iculty in using 
purchased machinery/equipment as collateral may be a serious constraint to technological upgrading 
specifically in these key sectors. 
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Box 4.3. An Overview of  the Financial Sector in Albania 
Despite aggressive growth in recent years, domestic credit to the private sector in Albania remains limited 
by regional standards. Credit to the private sector grew by more than 375 percent during 2003-2006, with a 
further 48.5 percent growth estimated in 2007. The ratio of  total private credit to GDP rose from 4.7 percent in 
2000 to 28.9 percent in 2007. Credit specifically to enterprises accounts for 18 percent of  GDP. Credit i s  
dominated by foreign currency loans (72 percent o f  the total) and by short-term loans (60 percent have a 
maturity o f  12 months or less). This contrasts with the needs o f  a majority o f  f i r m s  that have revenues in local 
currency, and require longer maturity credit for new investments. 

Figure A: Domestic credit to the Private Sector 
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Average Lending Average Real Interest rate 
interest rate (%) interest rate (%) spread (%) 

14.1 11.7 8.5 
9.8 5.2 5.4 
10.9 2.1 6.7 
6.9 4.0 3.2 
8.1 -2.4 3.3  

The average cost of credit in Albania i s  among the highest in Central and Eastern Europe. I t  i s  expected to 
rise further in view of the current global crisis. W h i l e  Lek-denominated lending rates fe l l  substantially over 
.ecent years, the average lending rate rose in 2007, reaching 14.1 percent (nominal), more than 4 percent above 
he average o f  Albania’s neighbors. Real interest rates in Albania were by far the highest in the region and the 
nterest rate spread 3 percent higher than among Albania’s neighbors. 
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Informality 

63. Many formal manufacturing firms cite unequal competition from informal enterprises 
as among their major difficulties. Firms that cited informal competition as a major obstacle were 
less likely to adopt innovations. Some 42 percent o f  such f i r m s  upgraded a product, 38 percent 
introduced a new product, and 33 percent introduced a new technology that improved a production 
process. This compares to 63 percent, 48 percent and 5 5  percent respectively among other f i rms.  
Worries about informal competition are multi-dimensional. Informal f i r m s  may, for example, undercut 
formal f i r m s  by avoiding taxes or mandated benefits for workers, or by ignoring worker health and 
safety regulations. In case study interviews, registered f i r m s  also complained that their informal 
competitors were selling sub-standard products. Specific problems over product quality are reported to 
handicap Albania’s agri-business sector, as the almost non-existent implementation o f  standards for 
agricultural products means that farmers have little incentive to invest in ensuring high quality 
products. This in turn reduces the access o f  potential or actual exporters among agri-businesses to 
quality local inputs. As one consequence, more than one Albanian agro-processing company now 
sources i t s  agricultural inputs from Macedonia, due to the quality problems with domestic inputs. 
More broadly, Albania may be sacrificing potentially attractive export opportunities due to i t s  failure 
to achieve consistent quality standards within agriculture and (hence) agro-processing, 

64. Informal competitive practices are more prevalent in Albania than among comparators. 
Among areas for increased attention i s  the application of  consistent product standards. Figure 
4.8 below indicates that Albanian f i r m s  are more l ikely to complain about (23.2 percent o f  the total) 
suffer more from the unequal competition f rom informal sector f i r m s  than are f i r m s  in other countries. 
Some 23.2 percent o f  f i r m s  in Albania cite this issue as a major concern, compared, for example, to 15 
percent in Bulgaria and 11 percent in Croatia. Achieving a level playing field among Albanian f i r m s  
requires broader attention to consistent enforcement o f  regulations in a variety o f  areas (taxation, etc.). 
But the example of agro-processing supports the argument that, inter alia, greater progress i s  needed in 
the establishment o f  policies and institutions aimed at defining and promoting key product standards in 
priority sectors, and in facilitating quality control to help f i r m s  comply with standards. International 
experience indicates that the transmission o f  information about standards can be a useful channel for 
technology transfer. Implementing well-defined standards can be critical in maintaining a country’s 
reputation for  quality, which i s  important for establishing and maintaining access to global markets 
(see B o x  4.4). 

Figure 4.8. Practices of Competitors in the Informal Sector as a Major Constraint (YO of Firms) 
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Box 4.4. Accessing Knowledge via the Adoption of  Standards: Albania’s Quality Infrastructure 
I n  recent years, Albania has reorganized its national standards, metrology and accreditation institutions 
(Quality Infrastructure), which helps to codify technical knowledge. The acquisition by firms of such 
knowledge ‘influences their ability to compete domestically and internationally. Recent empirical evidence 
suggests that, under the right conditions, standards can have important beneficial effects on technological 
progress, productivity and trade. Governments can play a key role in boosting technological progress by defining 
and promoting standards for products made by private f i rms and by facilitating quality control to help f i r m s  
comply with standards. Increasingly, global buyers demand products and services that meet rigorous standards, 
both to ensure that these products and services integrate flawlessly with other components o f  the supply chain, 
and also to satisfy final customer requirements. The ability o f  f i rms to fully exploit the benefits of  standards 
depends on a supportive national quality infrastructure, denoting the totality o f  the infrastructure (public and 
private) required to establish and implement standardization, metrology (scientific, industrial and legal), 
inspection, testing, certification (product and system) and accreditation services. 

Conformity assessment bodies (CABS) in Albania have limited technical capabilities. Conformity 
assessment activities include testing, calibration, inspection and certification and a host o f  related measures used 
to evaluate whether a product, process or service f u l f i l l s  specified technical requirements. In Albania, the vast 
majority o f  testing laboratories use obsolete or inaccurately calibrated equipment, and are mostly not accredited. 
Their capacity remains very weak. This, in part, explains the low adoption by Albanian f i rms o f  internationally 
recognized standards such as I S 0  9001:2000 and I S 0  14001:2004. 

The provision of Accreditation services i s  inadequate. Accreditation i s  the procedure by which an 
authoritative body (the accreditation body) gives formal recognition that an organization or individual i s  
competent to carry out specific tasks. The Directorate o f  Accreditation (DA) serves as the national accreditation 
body. I t  does not include the private sector or other relevant stakeholders in its administration and it receives 
only a small budget from the Government ($0.2 million compared to $1.5 million in Croatia). Accreditation 
activities in Albania are limited and do not have full international recognition. The D A  should play a more 
important role in the accreditation o f  conformity assessment bodies. Albania should seek full membership in 
regional and international accreditation organizations. 

Metrology services also need upgrading. The accuracy and precision o f  measurements in an economy are 
based on their traceability to reference measurement standards held at a national metrology institute (NMI). The 
legal framework for metrology in Albania consists of  the “On Metrology” law adopted in February 2008, based 
on EU recommendations. In Albania, legal metrology and scientific metrology are the responsibility of  a single 
body the General Directorate for Metrology and Calibration (GDMC), unlike many other European and OECD 
economies where these functions are handled by separate organizations. GDMC’s main source o f  financing i s  
derived from legal metrology services. Compared to national metrology institutes in higher-income EU 
economies, GDMC provides a low number o f  calibration services. In October 2007, Albania signed the 
International Committee for Weights and Measures Mutual Recognition Agreement, the most comprehensive 
multilateral agreement for the recognition o f  measurements between NMIs. Albania i s  not completely 
internationally integrated in the field o f  legal metrology. GDMC should provide training services to support the 
diffusion o f  good metrology practices in the private sector. Albania has a large network o f  - largely outdated - 
testing laboratories (275) but not many calibration laboratories to support this testing infrastructure. 

Standardization in Albania i s  not completely recognized internationally and regionally but DPS i s  
progressing toward this goal. National standards bodies are organizations that bring together public and private 
stakeholders to develop official national standards. The legal framework for standardization in Albania consists 
of  the Standardization Law adopted in March 2008. DPS i s  headed by an Executive Director who i s  appointed 
directly by the government. Albania has a rapidly-growing stock of  voluntary standards with 16799 standards 
listed by DPS currently. Albania should continue working on removing old and obsolete standards. The DPS 
should diversify activities to avoid relying exclusively on the state budget. Finally, Albania should consider, 
where relevant to its national priorities, becoming a more active member o f  applicable international and regional 
standards organization. 
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Infrastructure 

65. Problems with the quality of infrastructure services, in particular the reliability o f  
electricity supply and the accessibility and cost of telecommunication services, while not 
preventing investment completely, can create disincentives for firms to invest in cutting-edge 
technology. The poor quality of electricity supply i s  the biggest investment climate obstacle cited by 
firms. Irregular power supplies affect the capacity and incentives o f  both domestic and foreign firms to 
invest in upgrading. While the share o f  firms that cited electricity as a major obstacle and introduced a 
new or upgraded product or process (63.9 percent) was very similar to the share o f  firms that did not 
find electricity to be a major obstacle and innovated (61 percent), case study interviews suggest that 
the quality o f  investment was different. Specifically, the enterprises that were concerned about 
electricity outages reported that, while they were investing in upgrading, they avoided acquiring the 
highest quality equipment for fear that it would be damaged or destroyed by the power cuts. 

66. Unreliable access to energy puts Albanian firms at a disadvantage relative to competitors 
and deters foreign investment. Electricity prices are low by international standards, due to public 
subsidies, but -according to case study evidence- for firms that are not located in industrial zones, 
supply i s  inconsistent for up to half the day, forcing producers to purchase and use auxiliary fuel-run 
generators, whose costs are up to three times higher than those o f  supply from grid. An additional 
negative consequence o f  discontinuous power supply i s  that manufacturing firms find it more 
convenient to operate only a single shift (7am-3pm). This results in much lower capacity utilization 
(and higher overhead costs) than overseas competitors. For agro-processing firms, in particular, 
blackouts can impose serious costs and quality problems, since lack of refiigeration can cause 
spoilage o f  inputs or finished product inventories. Some 60 percent o f  Albanian firms see access to a 
reliable electricity supply as a major constraint. This figure i s  far higher than in any o f  the 
comparators in the region (Figure 4.9), suggesting that Albanian firms are at a considerable 
competitive disadvantage vis-a-vis firms in neighboring countries. Unreliable electricity supply also 
deters foreign firms from investing in Albania. 

Figure 4.9. Electricity as a Major Constraint: Regional Comparison 
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67. Electricity i s  perceived as an obstacle particularly by foreign firms, large firms and 
exporters. Access to a reliable electricity supply i s  particularly an obstacle for manufacturing f i r m s  
(79 percent). Four in five exporters and foreign owned firms saw electricity as an obstacle, 30 percent 
more than non-exporter and non-foreign owned firms. Also, 77 percent o f  firms in “other major 
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cities” (from both north and south) saw electricity as a much bigger obstacle compared to 60 percent 
of firms in the TiranaDurres hub. 

68. Power outages are more frequent in Albania than in neighboring countries, resulting in 
much higher losses for firms (Figure 4-10). Power supply i s  inconsistent. On average there are 38 
outages a month, with an average duration o f  about 4 hours per outage, a failure rate that i s  well above 
that observed in al l  comparator countries. Albania has almost ten times as many outages as its closest 
comparator, Bulgaria, which suffers outages at a rate o f  4 times a month, at 2.1 hrs duration (Figure 
4.10 a). Firms surveyed reported that losses linked to deficiencies in the electricity supply averaged 
14 percent of sales in 2007. This figure i s  by far the highest among comparator countries surveyed 
(Figure 4.10 b) and represents a considerable competitive disadvantage for Albanian firms. 

[a) Number of Power Outages in a 
Typical Month 

Figure 4.10. Power Outages 
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69. Albanian firms have been forced to internalize the costs by using fuel-run auxiliary 
generators that impose energy costs up to three times those of supply from the electricity grid 
(Figure 4.1 1). Almost 4 in 5 firms in Albania install or share a private back-up electricity generator, 
largely due to the unreliability o f  the electricity supply. This proportion i s  by far the highest among 
comparator countries (Figure 4.1 1 a). Auxiliary generators provide, on average, more than one quarter 
o f  the energy needs o f  Albanian enterprises (Figure 4.1 1 b). The evidence suggests that many smaller 
firms probably cannot even afford to invest in standby generators -- notably, 83 percent and 92 percent 
respectively o f  large and medium size firms own a generator, as opposed to only 41 percent o f  micro 
firms. The costs o f  purchasing and operating these facilities (or the inconvenience o f  doing without 
power on a frequent basis) are competitive disadvantages for Albanian firms compared to competitors 
located in countries with a more reliable electricity supply. 
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Figure 4.11. Generator Use 
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70. Another constraint to Albanian companies' efficiency i s  the limited diffusion of modern 
Information and Communication Technology (ICT) at the firm-level. Firm-level surveys from 
2007 suggest that the share o f  Albanian firms that are using modern ICT for their business operations 
i s  the lowest in Eastern Europe. Figure 4.12 below demonstrate that just 37 percent of firms in Albania 
surveyed in 2007 had a website, compared to 86 percent of firms surveyed in 2005 in Central-eastern 
Europe (CEES) and 63 percent on average in South-eastern Europe. Similarly, less than 62 percent o f  
enterprises in Albania were using email to communicate with clients and suppliers, compared to 88 
percent on average in Central-eastern Europe and 75 percent in South-eastern Europe. Given the 
strong recent evidence from other countries o f  a significant positive effect o f  ICT on firm-level 
productivity, innovation and growth in both Western and Eastern Europe, the lagging ICT 
performance of firms in Albania may have significant implications for their ability to face regional 
competition. 

Figure 4.12. Web and E-mail Use  
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7 1. There are several shortcomings within Albania’s telecommunications sector, which 
concern prices and accessibility of service. Telecommunication services in Albania compare 
unfavorably with other countries. In 2005, the last year for which data are available, mobile phone 
penetration rates were among the lowest in the region, with less than hal f  the population covered. 
According to WDI 2006 data, mobile-phone tariffs are among the highest in the region, at an average 
o f  US$23 a month. The price o f  an internet connection, at over US$16 per month, i s  also very high by 
regional standards, and more than double the cost in Bulgaria. 

Box 4.5. Transport and Logistics 

Further obstacles for the competitiveness of Albanian firms are the quality of transport infrastructure 
and the efficiency of the logistics chain, each of which plays a major role in determining the cost of inputs 
and moving goods to market. Road infrastructure in Albania needs upgrading in order to reduce the costs of 
transportation, including for exporters. Albania‘s existing transport infrastructure compares unfavorably to other 
countries in the region, in terms o f  both coverage and quality, as necessary infrastructure investments have not 
been made and maintenance has been inadequate. To compensate for the deficiencies in the supply chain, firms 
incur costs through carrying larger inventories. The main impact o f  Albania’s weak logistics environment 
however i s  less through cost than through the poor predictability of  deliveries. Transport reliability i s  
increasingly important if Albania i s  to exploit its proximity to the EU market, especially for apparel and food 
products, two key sectors with export potential in Albania where the delivery o f  product i s  highly “time- 
sensitive.” 

Clearing imports and exports through customs takes much longer in Albania than in comparator 
countries. The country also performs poorly in logistics more generally. The annual “Doing Business” 
indicator for “Trading across Borders” indicates that, while processing costs per container are lower in Albania 
than in regional comparators, Albania lags significantly behind in terms of  the estimated time required for 
imported or exported goods to transit through customs. At 22 days for imports and 2 1 days for exports, Albanian 
performance i s  very far from the best performers (e.g. the Baltics with 9-10 days), but also almost double the 
number for neighbors such as Serbia (12-14 days). More broadly, Albania ranked 139* out o f  150 economies in 
the World Bank’s 2007 Logistics Performance Index (LPI). Albania lagged most in the areas o f  tracking and 
tracing, as well as customs and logistics competence, with infrastructure and timeliness also being problematic. 

ECA World Bank  Logistics Index (2007) 
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Slovak Republic 2 92 2 61 2 68 3 09 3 2 87 3 09 3 26 
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Notwithstanding the shortcomings in the logistics environment, only 13 percent of firms overall cited 
transport as a severe or major obstacle. I t  does, however, seem to affect small and medium enterprises, 
exporters and foreign firms disproportionately. Firms in services, construction and transport are likely to cite 
transport as an obstacle, relative to manufacturing f i r m s .  Transport i s  most often cited as an obstacle by small 
(17 percent) and medium fwms (24 percent), compared to just 1 percent of  micro-enterprises and 2 percent o f  
large firms. Transport i s  twice as often reported as an obstacle by foreign and exporting fEms as i t  i s  by domestic 
f i r m s  and non-exporters. 
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D. SKILLS 

72. Reflecting the importance of s k i l l  levels for technology upgrading, more innovative firms 
are more likely to express concern about the quality o f  workforce education. Just over 35 percent 
o f  f i r m s  that acquired new technology that either substantially changed production processes or 
permitted the production o f  new products between 2004 and 2007 cited workforce education as a 
major constraint, versus 24 percent o f  less innovative f i rms.  The educational level o f  workers was the 
third most important investment climate constraint cited by innovative f i rms .  Sectorally, around 3 1 
percent o f  f i r m s  in each o f  the manufacturing and services sectors found workforce education to be a 
major or very severe problem, while more than 41 percent o f  f i r m s  in the construction or transport 
sectors mentioned it. 

Box 4.6. Albania’s Education and Training System 
The future supply of educated labor i s  hampered by both low enrolment rates, and the low quality of 
education. Secondary school enrollment rates are low by regional standards. In addition, many students leave 
school to work either domestically or overseas. A l l  this wil l hamper the future availability o f  educated labor for 
Albanian firms. The secondary enrollment rate for 15-18 year olds was just 55.1 percent between 2005-06, far 
below the 93.3 percent of  average for the new EU Member States o f  Central- Eastern Europe and the Baltics. 
Official figures show that close to 40 percent - non-official estimates are closer to 60 percent - o f  Albanian 
youth quit formal education some time after compulsory primary education (or even before) with a view to 
entering the labor market directly. Participation in higher education has increased during the transition in South- 
eastern Europe. In Albania, too, i t  has risen from 6.6 percent in 1989 to 19 percent in 2004, but this i s  s t i l l  
substantially lower than in the most advanced economies in South-eastern Europe. Moreover, the quality o f  the 
education system at almost all levels needs to be strengthened. The low quality of  education i s  related to 
inadequate public expenditures but also to institutional weaknesses in policy formulation and implementation. 

General upper secondary education, with a focus on broad skill development, should be expanded, while 
the Vocational Education and Training (VET) system should be revamped at the post-secondary level. The 
share o f  students completing secondary school in Albania in 2004 (32 percent) was less than half the EU-10 
average (66 percent), while the share of  those with tertiary education (9 percent) was 60 percent o f  that in the 
EU-10 (15 percent). Meanwhile, Albania’s enrollment in VET i s  half the EU-25 average of  36 percent and less 
than one quarter of  the average in South-Eastern Europe. EU and EU accession countries are increasingly 
moving towards providing VET as a post-secondary offering, while in parallel enhancing general education at 
the upper secondary level, so as to provide students with broad ski l ls  and competences which can be built on and 
adapted while in the labor market andor through post-secondary education. Albania needs to expand the 
coverage of  secondary education, while also boosting the efficiency o f  the school system, the quality o f  students’ 
learning attainment and the relevance o f  curricula. A critical element in broad skill development for less 
academically inclined secondary students should be information and communication technology (ICT) - this wil l 
facilitate wider adoption of  ICT by Albanian f i rms,  a process shown to have yielded substantial productivity 
benefits in the EU and US. 

73. Larger firms and those that are more integrated with the global economy are most likely 
to see the education o f  the workforce as an obstacle. Figure 4.13a shows that, while only 19 
percent o f  micro enterprises cited an inadequately educated workforce as a severe or very severe 
obstacle, around 33 percent o f  small f i rms, 43 percent o f  medium-sized f i r m s  and close to 53 percent 
o f  large firms cited it as such. This suggests that larger f i rms,  which are likely to be more 
technologically sophisticated, are having diff iculty in finding sufficiently educated workers. This in 
turn may be constraining their capacity to upgrade. This hypothesis i s  supported by the strong 
divergences on this issue according to exporter and ownership status, as shown in Figure 4.13b More 
than twice as many exporters cited concerns over the education o f  the workforce (59 percent) as non- 
exporters (28 percent). Similarly the share o f  foreign-owned enterprises that mentioned the education 
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o f  the workforce as a constraint (56.4 percent) was more than double that o f  local enterprises (27 
percent). This implies that exporters competing in global markets, and foreign firms in Albania that 
seek to adopt more sophisticated technology, upgrade processes and products, are finding it difficult to 
hire suitably trained workers - and this hurts their competitiveness. 
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Figure 4.13. Education of  the Workforce 
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74. Despite concerns about labor education and skills, the share of firms that offer formal 
training opportunities in Albania i s  low by regional standards. Workers can be trained by public 
programs or by firms themselves. The share o f  Albanian workers in firms surveyed that had received 
training in the last three years was 51.4 percent, broadly in line with neighboring economies such as 
Croatia (51.7 percent) and Bulgaria (63.2 percent). However, it seems that most o f  this training in 
Albania i s  not being provided by enterprises, as relatively few private enterprises seem to be investing 
in the human capital of their workers (see Figure 4.14). Just 20 percent o f  Albanian firms surveyed in 
2007 offered formal training to their workers, the lowest share in the region. In other economies in 
South-Eastem Europe the range was from 28 percent in Croatia to 47.5 percent in Serbia (in 2005). 
The gap in the share o f  firms providing training was even wider with Central- Eastern European 
comparators (surveyed in 2005), with 79.4 percent o f  f i r m s  surveyed in Slovakia offering training and 
the lowest being in Hungary with 39.9 percent. As a result, while a majority o f  Albanian workers 
reportedly receive some type o f  training, it i s  mostly not being provided by the firms themselves, who 
might be expected to know best what type o f  skills they need. Not coincidentally, perhaps, many o f  the 
firms consider the skills of their workers to be inadequate. 
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Figure 4.14. Share of Firms Offering Formal Training (% 
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75. Large firms and exporters in Albania are more likely to offer formal training programs. 
By contrast, the proportion of foreign firms offering training i s  low. Formal training for 
permanent workers was offered by just 14 percent o f  firms in Albania's manufacturing sector. Just 7 
percent o f  microenterprise provided training programs, in contrast to 20 percent o f  medium-sized 
enterprises and 53.3 o f  large ones (see Figure 4.15). Around one quarter o f  exporters reported offering 
training, around double the share o f  non-exporters (12.9 percent). Finally, just 14.6 percent o f  foreign 
manufacturing firms in Albania reported that they had offered formal training to their permanent 
employees, which i s  close to the 12.8 percent average for domestic companies (and in line with the 
manufacturing sector as a whole). Case study interviews suggest that many companies offer informal 
on-the-job training, but the low share o f  foreign firms formally training their employees, especially 
when a majority of large firms reports doing so, raises questions about the technological capabilities o f  
Albanian workers. 

Figure 4.15. Share o f  Firms Offering Formal Training, by Firm Characteristic (%) 
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76. Small firms in Albania in particular may require some financial incentives to provide 
formal training to their workers. I t  i s  a common phenomenon worldwide that relatively few small 
firms provide formal training to their employees. This at least partly because there are large fixed costs 
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associated with firm-based training, which mean that the total training cost per worker i s  lower for 
large f i rms,  making it cheaper for them to provide training. Such fixed costs are related to hiring 
external trainers (Le., if they can train groups o f  workers at a time), spaceirental requirements, etc. 
These costs are exacerbated by constraints on access to finance and associated liquidity constraints for 
SMEs. More broadly, there are positive externalities associated with the provision o f  training for 
workers, as the ski l ls they obtain are over the medium and long-term non-excludable (meaning that 
other firms can benefit from them by hiring the workers at higher salaries). This “public good” nature 
o f  worker training means that it i s  often under-provided by f i r m s  themselves. In addition, the threat o f  
workers leaving a firm once they have been trained i s  even higher in Albania, because o f  the high 
flows o f  outward migration. According to case study interviews, the concern that workers would leave 
as soon as they were trained was one o f  the major reasons cited by firms that did not offer formal 
training. 

77. Firms that have made efforts to access foreign knowledge are more likely to have 
provided formal training to their workers. Firms that had either (a) established a new joint  venture 
with foreign partners (though there were only four f i r m s  that had done so in the last three years), (b) 
obtained internationally-recognized quality certification (e.g. ISO), or (c) that presently use technology 
licensed from a foreign company during the last three years, were much more l ikely to provide training 
to their workers than those that had not (Figure 4.16). This i s  not surprising given that there i s  often a 
learning-by-doing aspect to technology adoption. Research on technology transfer in developing 
countries suggests that introducing more advanced foreign technology wil l  often require adjusting 
management, reorganizing product lines and upgrading worker sk i l ls .  

Figure 4.16. Training and Innovative Firms 
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78. These findings emphasize the strong links between training, innovation and technology 
upgrading. Firms that are more innovative, that adopt advanced technology, or that absorb foreign 
technical knowledge such as I S 0  quality certification, often have to train their workers. Adaptable 
skilled workers, with a strong base o f  general skil ls, are a key complementary input to knowledge, and 
one that facilitates product or production process upgrading. In light o f  this, Government support for 
f i rms to provide formal training could help these f i r m s  to upgrade technology, production processes 
and quality. 
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79. Firms that express concern about workers’ education are more likely to invest in formal 
training. Enterprises that consider worker education to be a major or very severe obstacle to their 
operations are more l ikely to provide training than other firms. Whereas only 16.8 percent o f  f i r m s  
that thought the education o f  the Albanian workforce satisfactory provided formal training, about 23 
percent o f  firms that expressed concern about the education o f  the workforce offered training (note, 
though, that the latter figure i s  lower than the share o f  all f i r m s  providing training in all other countries 
in the region). 

80. The experience of Albanian managers seems to be lower than that of their peers in 
neighboring countries. According to  the f i r m s  surveyed in 2007, Albanian managers have an average 
of 13.4 years o f  experience, while their peers in Bulgaria have on average 17 years o f  experience and 
those in Croatia 18.6 years. This said, no consensus exists as to whether experience i s  in fact 
correlated with better management, or to what extent it i s  a proxy for  managerial knowledge (or 
another variable) that can be improved via management training programs and that wi l l  in turn 
improve the f i rm’s  management and performance. 

81. Labor market regulations do not seem to represent a significant obstacle to firm 
productivity, export capacity, or  firm growth, and also do not seem to affect FDI inflows. Labor 
market regulations are not found to be significant in the regression analyses for any o f  the firm 
performance variables investigated. As shown in Figure 4.17 below, only 9 percent o f  Albanian firms 
surveyed in 2007 found labor market regulations to be a major obstacle for their business, among the 
lowest in the Europe and Central Asia region. It i s  important to note, however, that in the case study 
interviews, a number o f  companies cited social security contributions as a deterrent to hiring new 
workers, at least formally. Currently, non-wage labor costs account for about 22 percent o f  nominal 
salaries on average, making it possible that tax regulations relating to labor may be having a 
significant impact on labor market outcomes, employment, and Albanian firms’ competitiveness. 

Figure 4.17.Share of Firms Identifying Labor Regulations as a Major Constraint 
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82. The level o f  competition faced by a firm and the degree that i t  innovates also seem 
related to employment growth. The size o f  firms (measured by employment) that reported having 
between 2-5 competitors grew on average by 46 percent over 2004-06, while the average growth o f  
those that faced more than five competitors was 25.1 percent. In addition, f i r m s  that introduced 
various types o f  innovation experienced faster average employment growth (Figure 4.18). The 
innovations that are associated with the largest differences in terms o f  employment growth are (a) the 
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upgrading o f  an existing product line, and (b) the outsourcing o f  a major production activity 
previously conducted in-house. The average growth in employment (2004-06) amongst f i r m s  that 
upgraded an existing l ine in 2006 was 43.3 percent, versus 19 percent for those who did not. There 
were just three sampled f i r m s  that outsourced a major production activity and that had been in 
business in 2004, but their employees grew by an average 97 percent versus 30 percent for the other 
13 1. A reasonable hypothesis i s  that, on average, firms that innovate become more productive and are 
able to grow faster. 

Figure 4.18. Employment growth of innovative and non-innovative firms, 2004-06 
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E. IMPROVING ACCESS TO KNOWLEDGE 

Proposal: The Government should help improve the technological capacity o f  Albanian firms, 
especially SMEs, by providing financial support for the acquisition of technology and ski l ls .  

83. Efficient learning mechanisms that strengthen firms’ absorptive capacity, and thus 
promote ongoing and successful technology transfer, adoption and productivity gains, are a 
central requirement for promoting technological upgrading. Firms can acquire technological 
capability by a number o f  learning mechanisms. The most important are private learning mechanisms. 
These include: (i) internal efforts by the f i rms ,  such as in-house training o f  workers, R&D activities, 
and hiring staff (often expatriates) with knowledge o f  foreign technologies; and (ii) external learning 
mechanisms, including contacts with foreign buyers and suppliers o f  equipment, interaction wi th other 
firms in the industry, training courses and hiring o f  consultants. When f i r m s  cannot manage the 
technology transfer process themselves, they can turn to collective mechanisms, if available, such as 
technical support services by NGOs, government, business associations, and donor programs. These 
collective learning mechanisms can be broad-based (e.g., private sector training courses and consulting 
services) or they can be high-intensity (e.g., direct technical support to individual iirms). 

52 



Box 4.7. International Experience with Public Support for Technology Upgrading 
Public support for technology upgrading and development i s  common throughout OECD countries. I t  tends to 
include a spectrum o f  complementary interventions on both the demand and the supply side. On the supply side, 
typical programs seek to (a) increase the provision of technology consulting services, (b) build functioning 
systems for metrics, testing, standards and quality, and (c) help enterprises license suitable technologies. On the 
demand side, they support the use by industry o f  new technology, through technoparks, technology centers, and 
incubators, and provide successful financial assistance, e.g., through technology financing programs, venture 
capital, and start-up funds. 

Technical Assistance and Training Programs: To offset firms’ learning costs during the initial acquisition of 
technology services, and to promote technology diffusion through strong demonstration effects, countries 
establish specialized facilities such as technology centers and business incubators. Through these programs firms 
receive technical assistance and training for purposes like improving their technical processes, marketing, and 
financial management, acquiring clean technologies and diversifying production. 

Incubators provide a complementary service, usually in the form o f  advisory services for SMEs seeking to 
develop new technologies. These centers also provide infrastructural support to firms, and are an effective tool in 
addressing the local and regional needs o f  industry and in assisting local start-up companies. Indirectly, these 
programs also support the development o f  a domestic consulting market for technology and business services. 
Successful examples include the World Bank’s Technology Support Services (TSS) Program in Turkey, and the 
Productivity and Quality Facility (PQF) in Croatia. These programs have focused on providing rapid support to 
firms in relatively simple activities related to productivity and quality enhancement. In more sophisticated 
markets with larger SMEs, such as Indonesia and Mexico, matching grant schemes have been established to 
support industrial upgrading via cost-sharing of technology consultants or new technology adaptation. Croatia’s 
Business Innovation Center, probably the most advanced public program supporting technology upgrading in the 
West Balkans, aims to help strengthen firms’ competitiveness by co-funding consultancy services and 
establishing a network o f  consultants with industry expertise. The Hong Kong Productivity Council (HKPC), 
established in 1967, has been credited with much o f  the success o f  Hong Kong’s SMEs, and i s  among the best 
known examples o f  a successful public agency supporting technology upgrading. Along with its subsidiary 
companies, it employs 600 skilled consultants and staff, and provides a range o f  services including product 
development, consultancy, training and technology transfer to 4,000 companies each year. Its operation i s  
supported largely by service fee income, with government subsidies covering less than one third of its budget. 
Although SMEs do not pay the full cost-recovery price for services, government funding has been steadily 
decreasing and large companies have to pay the full amount. Maintaining cutting-edge staff skills i s  a key 
component of the program, with employees encouraged to upgrade their individual capabilities through training. 

Technoparks and science parks: The primary aim o f  technoparks i s  to support firm-level innovation and the 
adaptation, development, and commercialization of new technologies. Universities or research institutions are 
usually associated with technoparks, and contribute support from faculty members, students, libraries, 
laboratories, and other technological infrastructure. Technoparks can be an important means for researchers to 
commercialize their research. Technoparks typically have large, mature tenant companies that can make the 
substantial commitment needed to make use o f  available research and invest in high-risk and high-reward 
ventures. Such ventures are usually piloted in a phased manner, on the basis o f  well-defined business plans, and 
clear entry/exit criteria for the tenant firms. Successful parks can be found throughout Europe, and also in 
Taiwan. Science parks share many o f  the characteristics o f  technoparks, but are usually smaller and focus more 
on incubator-type activities. As an example, Malaysia has funded industry-specific R&D, provided financing, 
built infrastructure, and offered tax incentives to encourage the processing o f  palm oil. Governments have also 
encouraged innovation by improving networking among enterprises, universities, and government research 
institutes. Government-funded technology parks in Taiwan, China, for example, have encouraged research inter 
alia by providing high-quality facilities and by facilitating interactions among scientists. 
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84. Global experience indicates that in-firm training can result in significant gains for both 
workers and firms. I n  Albania, however, such training i s  massively under-provided, in large 
part because firms worry that workers will leave once trained (Le. worker training i s  a non- 
excludable good). Global experience suggests that employer-provided training can result in significant 
gains for both workers and firms, through the achievement o f  higher labor productivity and wages. 
The gains associated with in-firm training are often found to be even larger than those with school- 
based vocational training, in part because firms can ensure that training i s  closely matched to the skills 
required by the workplace. Social gains from employer-provided training are larger if employees pass 
nationally recognized vocational certification exams, as such certification increases the portability o f  
skills. The prospect of certification may encourage workers to accept lower wages during periods of 
training. Yet in Albania only 10 percent o f  all firms surveyed offered formal training to their 
employees (20 percent if microenterprises are excluded from the sample), in contrast to around 79 
percent o f  Slovak firms surveyed in 2005 and 48 percent o f  firms in Serbia. In case study interviews, 
firms justified their reluctance to provide training by saying that workers would leave the company to 
obtain higher wages for their new skills. 

85. Currently, Albania lags behind all other countries in Eastern Europe in establishing 
proactive policies to support technology capacity building for enterprises, particularly for 
SMEs. Almost al l  the technology capacity activities that do exist in Albania are sponsored by donors, 
and there i s  no dedicated institutional structure within the Albanian Government to coordinate such 
activities with other related areas o f  policy such as education. The SME department at the Ministry o f  
Economy, Transport and Energy (METE) has made some efforts in this direction, including 
submitting a proposal for technical assistance and financial support to the EU. METE has also 
established contact with its counterparts in Croatia, which i s  the leader in these areas within the West 
Balkans. However, such efforts are insufficient, as other Government ministries have thus far been 
hesitant to contribute to a wider business innovation and technology capacity building agenda. Future 
efforts should include a range o f  mechanisms to support technical learning and training for firm 
managers and workers. They should also include demand-driven financial incentives, such as 
matching grants to stimulate technology diffusion, that are monitored and evaluated regularly by high- 
quality and independent oversight systems. 

86. The Albanian Government currently has two financial support mechanisms intended to 
support firm training, but very few firms use them. First, the Government sponsors a workplace 
training scheme for unemployed job seekers, whereby employers who provide training and employ a 
trainee for at least a year are offered financial support in the form of trainee wages and social 
insurance contributions for the nine months o f  training. Secondly, there i s  an “institutional training” 
scheme, that provides training for workers o f  companies that (i) demonstrate that training would be 
useful for the participants and (ii) guarantee employment to the participants after completion o f  
training. Potential beneficiaries who refuse to participate in these courses can be deleted from the 
unemployment register and refused unemployment compensation. The Government has received very 
few applications for either o f  these programs. 

87. The limited use by firms of the Government support programs for training i s  due to a 
number o f  factors, but firms that have used them cite their excessively bureaucratic processes. 
The low number o f  applications for these support programs may be related to a number o f  factors, 
including poor awareness about the programs and/or about the potential productivity gains from 
training. In addition, during case study interviews, firms that had used the programs in the past 
reported that the requirements and inspections associated with the scheme were too cumbersome and 
that they had stopped applying as a result. Linked to this, many firms may be discouraged from 
applying in the first place by a high level of general mistrust cited by firms regarding their interactions 
with the government bureaucracy in such contexts as tax, inspections and VAT reimbursement - and 
as witnessed by the high rating o f  corruption as an obstacle to business. The fact that the schemes’ 
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implementation requires fairly regular inspections by public officials may thus be a serious 
disincentive for firms. Finally, under these training support programs the workers to be trained would 
have to be formalized -- and this may represent an additional disincentive for employers, even if in the 
long-term the productivity gains from a better-trained employee might outweigh the higher wage and 
tax costs. 

88. One important area for Government intervention could be direct financial support to 
firms for promoting in-house firm training. Countries with the most successful in-firm training 
systems, like Taiwan, Korea and Malaysia, have al l  developed effective mechanisms for collaboration 
between government, private sector and business associations, labor unions and training providers. In 
the short term, Albanian firms could benefit from a matching grants program, whereby the 
Government would share part o f  the cost o f  in-firm training. 

89. The Government should also establish nationally-recognized certification systems for 
particular skills, to increase the portability o f  sk i l ls  and to provide incentives to workers to 
participate in training, including in-firm training. This should be coupled with the strengthening of 
the publicly funded education and training system, particularly for vocational education training, in 
order to increase the pool o f  skilled workers and engineers. According to UNESCO, in 2006, the 
science and engineering enrollment ratio (as % of tertiary enrollment students) in Albania was 12.1 
percent, compared to an average of 2 1.7 percent in Central-eastern Europe and 27 percent in South- 
eastern Europe. It was the pool o f  low-cost but highly skilled production workers and engineers in 
Central-eastern European countries like Slovakia that attracted FDI in the automotive sector in the mid 
to late 1990s and triggered the manufacturing sector’s technological upgrading. 

90. Matching grants and partial credit guarantees for acquiring more advanced machinery and 
equipment should be considered given the immaturity of Albania’s financial sector. Domestic 
Albanian firms have limited access to long-term finance, and this i s  a major constraint on 
technological upgrading as most investments in technology involve relatively long pay-off periods. 
This leads to sub-optimal levels o f  private investment in technological upgrading and innovation. In 
light o f  this capital market failure, there i s  a rationale for the Albanian government to provide some 
temporary, carefully tailored financial support to firms to encourage the rapid diffusion o f  technology 
via the acquisition o f  advanced machinery and equipment. Borrowers who carry a relatively low credit 
risk, such as larger more mature firms, should obtain credit from the banking system. A potential 
support tool could be a partial credit guarantee facility, which would reduce the risk for banks to 
provide long term credit. For higher risk borrowers, such as small and new firms with a limited credit 
history, the most appropriate tool might be matching grants to reduce the direct cost to the firm of the 
acquisition of fixed capital items. 

91. Direct financial incentives to firms would, however, need to be very carefully designed 
and implemented based on the lessons of global experience, as otherwise there are r isks that they 
will not have a significant positive impact and will waste scarce public resources. Financial 
assistance for upgrading could take the form of tax incentives and/or training grants, but global 
experience suggests that it must fulfill the following conditions in order to be successful: (i) support 
should be linked to the achievement o f  certain tangible technological goals, with the firm itself paying 
part of the cost; (ii) support should be credibly phased out over time to create incentives for firms to 
genuinely invest in building their long-term technical and learning capabilities (rather than depend on 
assistance); (iii) projects should be chosen following a competitive process based on objective criteria; 
(iv) the program should be implemented with minimal bureaucratic requirements and designed to 
minimize the scope for official corruption and (v) the program should be rigorously monitored 
throughout and its impact evaluated at regular time periods. 
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Proposal: The Government should seek to improve quality standards in priority sectors in 
Albania by providing direct financial support for key product and process certification 
activities. 

92. Effective implementation of compulsory food health and safety standards i s  particularly 
important for firms in the agro-processing sector, both to protect domestic consumers and to 
upgrade and boost firms’ competitiveness and export potential. The agro-processing sector i s  
considered to have substantial export potential, but firms are currently being constrained by a number 
o f  factors including uncertainty over land zoning and property rights. One major factor that inhibits 
technology upgrading and the production of  high quality products i s  the poor implementation o f  health 
and safety standards in food and beverages, which means that firms that adhere to these regulations 
face unequal competition from informal competitors that do not. This undermines incentives for firms 
to upgrade technologically and produce quality products. Beyond this, there i s  a shortage o f  high 
quality inputs from the local agricultural sector, despite efforts by both domestic and foreign 
companies to transfer knowledge to farmers, because farmers can currently sel l  low quality outputs to 
informal distributors. Matching grants schemes for firms to acquire international and EU product and 
process quality certification (Le. ISO, voluntary EU quality standards) represent one common type o f  
intervention in ECA countries. Short-term policy actions should be aimed at (i) improving the 
enforcement o f  health and safety standards in the food sector and (ii) encouraging product upgrading 
by providing targeted financial incentives (e.g. matching grants) for product quality certification. 

Proposal: The Government should continue to strengthen the suppZy of  Metrology, Standards, 
Testing and Quality (MSTQ) systems in line with EU standards. I t  should also seek to promote 
demand for these services via active publicity campaigns and direct financial support for 
enterprises. 

93. The national quality infrastructure should continue to be strengthened to ensure that 
high quality MSTQ services are widely available and that EU standards are diffused. Quality 
standards are an important source o f  technological upgrading, because they codify knowledge and 
provide assurance to foreign buyers o f  the quality of locally-produced products. Albania’s quality 
infrastructure has evolved substantially in recent years, but there are still substantial investments that 
need to be made in al l  areas (conformity, accreditation, metrology and standardization) in order to 
ensure that firms have access to genuinely technology-enabling services, whether provided directly by 
the state or by private firms. Three short term actions would be: (i) taking steps to reduce government 
involvement in the financing and management o f  state-owned quality infrastructure, including 
developing arrangements for alternative sources of funding; (ii) pursuing harmonization of standards 
with the EU, including translating al l  relevant documentation into Albanian; (iii) publicizing the 
benefits o f  product and product certification; and (iv) providing targeted financial incentives to 
providers ( i f  privatized entities) and users o f  quality infrastructure services. 
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5. THE REGULATORY ENVIRONMENT 
94. Formal and informal regulatory practices that restrict competition constrain firms’ 
propensity to invest and innovate, and hold back productivity. By contrast, a regulatory 
environment that makes it easy o f  f i r m s  to do business - including facilitating the entry o f  f i r m s  into 
different sectors o f  the economy - will tend to increase competition and motivate f i r m s  to keep their 
products and processes up-to-date and efficient. A regulatory environment that, in addition, facilitates 
the alignment o f  local standards and regulations with those o f  other countries, will further help to 
expand f i rms’  access to foreign markets. The regulatory environment thus plays a crucial role in 
influencing f i rms ’  decisions to incorporate modern knowledge into the production process. 
Unnecessary and costly administrative rules and procedures create obstacles to entry into markets and 
hinder incentives to innovate. This in turn has negative repercussions for f i rms’  investment and 
innovation decisions, and hence their productivity. At the aggregate level, the consequences o f  
dampened incentives for f i r m s  can be particularly severe in economies l ike Albania that are far from 
the technological frontier, since investment and innovation are essential foundations o f  
competitiveness and economic growth. 

95. Over recent years Albania has taken important steps to upgrade the regulatory 
framework for businesses and to remove harmful administrative barriers. Yet while the 
regulations “on the books” have been substantially reformed, an unfinished agenda remains vis- 
a-vis the effective implementation of  regulatory reform “on the ground.” Albania has displayed a 
strong drive to undertake reforms across a wide array o f  product market policies, especially in 
connection with EU negotiations. Since October 2005, in particular, the Albanian Government has 
been successfully implementing a comprehensive regulatory reform program. The strategic objective 
o f  this reform i s  the establishment o f  an efficient, sustainable and transparent regulatory system, with 
the ultimate goal o f  increasing investment levels, enhancing competition and stimulating business 
growth. Nonetheless, a significant gap remains between officially adopted regulatory policies, on the 
one hand, and their implementation and enforcement as experienced by firms, on the other. 

A. FORMAL REGULATION: THE OECD PMR 

96. Commitment to regulatory reform has resulted in Albania’s good standing 
internationally in terms of  the degree to which formal regulation of product markets avoids 
restricting competition. The OECD has developed a standardized set o f  indicators o f  product market 
regulation (PMR) as it impacts competition, which can be used to compare regulatory climates across 
different countries (Box 5.1). Applying the P M R  analysis to Albania allows a comprehensive mapping 
o f  various areas o f  regulatory policy that affect competition, as wel l  as a benchmarking o f  Albania’s 
regulatory environment to OECD countries. Based on the P M R  exercise, the regulatory framework 
governing Albania’s product market policies compares favorably to OECD and EU 15 averages in 
terms o f  i t s  implications for competition. The P M R  indicates that official product market policies in 
Albania are more pro-competitive than in other middle income countries, including i t s  closest 
comparators in the EU orbit. On a scale where lower scores indicate a more pro-competitive stance, 
Albania’s score (1.2) compares favorably (Figure 5.1) to those for Croatia (2.0), Bulgaria (1.8), and 
Romania (1.6). 
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Box 5.1. The OECD PMR 
The approach for estimating the OECD PMR indicator i s  based on a methodology developed by Conway, Janod 
and Nicoletti (2005) that measures the degree to which domestic policies inhibit or promote competition in 
product markets. Disaggregated indicators, reflecting specific policy areas, are progressively aggregated, using a 
set o f  weights reported in parentheses, into the macro-areas o f  (a) state control, (b) barriers to 
entrepreneurship and (c) barriers to trade and investment. These, in turn, combine to form the summary 
indicator of  product market regulation (PMR). The PMR and i t s  sub-components are estimated on a scale o f  0 to 
6, with a lower score reflecting greater conduciveness to competitive outcomes. 

The PMR indicator system 

I I 
Inwid-anentad policiss ( 0  59) C x I I  

(isgulation data) (regulation data) iiegvlalion data) (ragvlation data) (iagulslion data) (regulation data) (regulaaon data) 

The data for Albania derive from a survey completed in close consultation with government and other 
stakeholders in late 2007. Importantly, i t  focuses on the official policies adopted, as opposed to f i r m s '  perception 
o f  actual conditions (or market outcomes). Data are available for OECD members in 2003 (the OECD includes 
the four Central European Countries (Czech Republic, Hungary, Poland and Slovak Republic) that joined the EU 
in 2004), as well as for some non-OECD countries, such as Brazil (2004), Ukraine (2007), and for Bulgaria and 
Romania - EU members since 2007- in 2006 and Croatia in 2007. 
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Figure 5.1. Product Market Regulation - Albania's ranking in 2007 
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Source: Conway, Janod, Nicoletti (2005) and World Bank staff calculations for Albania, Croatia, Bulgaria and Romania. 
Note: Values refer to 2007 for Albania, Croatia and Ukraine, 2004 for Brazil, and 2003 for all other countries. The top figure 
includes the calculation o f  confidence intervals for the estimated values o f  PMR indicators. The confidence intervals are 
calculated using stochastic weights on the low-level indicators to generate a distribution o f  overall PMR indicators for each 
country The 90 percent confidence intervals are calculated from that distribution. Indicator values for the 'relatively liberal' 
and 'relatively restrictive' countries are significantly different at the 90 percent level o f  confidence (Conway, Janod, 
Nicoletti, 2005). 

97. Albania has a relatively liberal formal regulatory regime in relation to administrative 
regulation, while other forms of regulation affecting competition in product markets are still 
quite pervasive. Albania performs relatively well on indicators o f  administrative regulation, i.e. in 
reporting, information and application procedures, and on the regulatory burdens on business start-ups. 
In terms o f  economic regulation -- defined as the domestic regulatory provisions affecting private 
governance and product market competition (such as state control and legal barriers to entry in 
competitive markets) -- Albania's performance i s  somewhat less striking, although nonetheless close 
to the EU15 average in 2003. While suggesting that relatively less progress has been made in the areas 
o f  the regulatory environment that directly affect the incentives o f  economic agents, namely corporate 
governance and, more generally, the degree o f  competition in product markets, it i s  encouraging that 
Albania can stand comparison with many West European economies in this regard (See Figure 5.2 a 
and b). 
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Figure 5.2. Dimensions o f  the PMR 
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98. Albania's policies are also relatively l ibera l  as regards bo th  domestic fo rma l  regulatory 
barr iers and barr iers to  foreign trade and investment. Albania positions itself around the EU 
average in the areas o f  state control and barriers to entrepreneurship, suggesting that it has already 
met most o f  the formal requirements o f  the EU's acquis communautaire in this area (Figure 5.2 c). As 
for barriers to trade and foreign investment, despite progress in legislation, as reflected in a good 
standing for outward oriented policies (Figure 5.2d), FDI inflows have remained stagnant. This 
suggests that the source o f  l ow  FDI likely lies in broader investment climate issues, including the 
informal regulatory environment. 

B. IMPLEMENTATION PRACTICES: THE "TIME TAX" AND THE "BRIBE TAX" 

99. Despite the progress in adopt ing fo rma l  regulatory policies conforming to  internat ional  
standards, a n  unfinished agenda remains to  ensure effective implementation and enforcement o f  
regulatory reforms. In order for regulatory policies to encourage a more efficient allocation o f  
resources and to improve productivity o f  Albanian firms, some very important aspects o f  the 
regulatory environment will need to be addressed with care. This i s  true with regard to the quality o f  
the rules and regulations, but s t i l l  more so with respect to their efficient enforcement. Indeed, the 
positive standing o f  Albania revealed by the PMR benchmarking should be interpreted in light o f  the 
fact that the PMR approach i s  useful to capture the formal restrictiveness o f  product market policies, 
while it i s  not designed to reflect more informal implementation and enforcement practices. 

100. Regulatory institutions that  are s t i l l  in the i r  infancy provide much  o f  the explanation o f  
the gap between fo rma l  regulations and  the i r  effective implementation. A vast body o f  evidence, 
including the results o f  the enterprise survey, suggests that there i s  a significant gap between officially 
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adopted policies and their implementation in practice. The gap between formal rules and the informal 
norms that govern implementation and enforcement i s  generally less o f  an issue in higher income EU 
and OECD countries, where mature institutions make it possible to translate formal policies relatively 
effectively into intended outcomes in product markets. In less developed countries, by contrast, even 
when they succeed in adopting legislation that conforms to internationally accepted formal rules, 
implementation practices, at best, take time to catch up with formal written rules. This i s  the case for 
Albania. To buttress this point, Figure 5.3 clearly shows that: 

(i) There i s  a high correlation between income and the quality o f  both formal rules (as 
represented by l o w  values for the P M R  indicator) and informal norms o f  implementation 
(as represented by a higher value o f  the WGI governance indicator), 
The match (correlation) between formal rules and informal norms o f  implementation i s  
stronger when considering higher income -e.g. EUI 5 - countries alone. 
Albania i s  an outlier with respect to the quality o f  i t s  formal regulatory framework, due to 
the fact that the “EU-pull” effect has induced it to reform at a much faster pace than would 
be predicted by i t s  level o f  income. 
By contrast, Albania has a quality o f  actual enforcement which i s  broadly in l ine  with 
what would be predicted by i t s  relatively l ow  income level. 

(ii) 

(iii) 

(iv) 

Figure 5.3. Formal Regulation, Implementation Practices and Income Levels 

I) GDP per capita and formal regulation 
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I. Regulation and income: formal rules and implementation practices 
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Note: WGI i s  drawn from the Kaufmann et al. (2007) Worldwide Governance Indicators (WGI). I t  i s  an average 
o f  the 2006 value o f  six dimensions o f  governance: voice and accountability, political stability and absence o f  
violence, government effectiveness, regulatory quality, rule of  law, and control of  corruption. 

101. Without a greater effort in terms of  implementation and enforcement, Albania may not 
reap the full benefits of the official regulatory reforms adopted in recent years. This could hurt 
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the competitiveness and growth of  the Albanian economy in the longer run. The discrepancy 
between P M R  results and the information obtained from the I C s  reflects the fact that the P M R  
approach measures officially adopted policies, rather than actual implementation and enforcement. By 
contrast, the I C s  survey results, as wel l  as the case studies and interviews with business associations, 
confirm the existence o f  a significant gap between officially adopted policies and their implementation 
and enforcement on the ground. 

102. Informal enforcement practices, including inconsistent and unpredictable interpretation 
of  regulation or  arbitrary enforcement by the judicial system, impose a burdensome “time tax” 
and “bribe tax” on firms, thus eroding the benefits o f  regulatory reform. The distortions imposed 
by informal regulatory practices may lead to  the imposition o f  a “time tax” on firms, meaning that firm 
managers have to devote time and efforts to dealing with bureaucrats in order to increase the chances 
that regulations are favorably interpreted. More explicitly, f i r m s  may be forced to pay bribes. This 
“bribe tax” weighs directly on f i r m s  by increasing their operational costs. A number o f  aspects o f  the 
regulatory environment related to informal practices that may distort implementation and enforcement 
o f  rules and regulations have sizeable effects on various aspects o f  firm performance. As shown in 
Figure 3.1: (i) firm productivity i s  negatively affected by problems with the efficiency o f  courts, the 
extent o f  corruption, and time consuming relations with bureaucracy; (ii) exporting f i r m s  are more 
likely to be negatively affected by a lack o f  predictability over enforcement o f  rules, and the time 
required to comply with regulations; (iii) employment creation i s  negatively affected by lengthy 
compliance with government regulations. 

103. Albania’s informal regulatory compares unfavorably with other countries in the region. 
Overall, Albania performs very poorly in terms o f  regulatory quality, control o f  corruption and rule o f  
law, dimensions o f  the globally-estimated Wor ld  Governance lndicators (WGI) that capture the 
informal regulatory environment (Figure 5.4). A similar picture emerges from investment climate 
survey questions about the incidence o f  the bribe and time taxes for f i r m s  (Figure 5.5). Notably, 58 
percent o f  Albanian firms report the need to pay bribes to government officials to “get things done”, a 
far higher share than in comparator countries, while 38 percent o f  Albanian f i r m s  identify corruption 
as a major constraint, again the highest in the Central and South-Eastern Europe. The time tax i s  also 
more burdensome in Albania than in comparator countries, with a reported 19 percent o f  Albanian 
managers’ time spent dealing with government regulations and, in the specific case o f  tax regulations, 
an average o f  5.5 visits by tax officials experienced per year. 
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Figure 5.4. The Informal Regulatory Environment: World Governance Indicators (2006) 
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Figure 5.5. The Informal Regulatory Environment: The “bribe tax” and the “time tax” 
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Note: Data refer to the 2007 ICs  for Albania, Bulgaria and Croatia and the 2005 BEEPS for other countries. 
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c. NARROWING THE GAP BETWEEN FORMAL REGULATION AND INFORMAL PRACTICES 

104. Without effective implementation and enforcement, the effects of policy measures to 
create a regulatory environment that i s  more favorable to firms will not be achieved. A series o f  
steps are recommended to improve the effectiveness o f  regulatory reform, and - given the link between 
the quality o f  the regulatory environment and firms’ incentives to increase productivity via investment 
and innovation - ultimately, to increase the long run competitiveness of the Albanian economy. 

Proposal: Boosting the role of the Regulatory Reform Task Force (TF). 

105. The TF i s  a high-level working group that has been operational since 2006, with a mandate to 
formulate and monitor regulatory reform plans. I t  i s  currently chaired by the Prime Minister, but the 
implementation of reform plans i s  with the Ministry o f  the Economy Trade and Energy. Based on 
OECD experience with regulatory reform, in order to strengthen the position o f  the TF, its structure 
should be made permanent and should be placed under the direct responsibility o f  the Prime Minister’s 
office. This would help to improve oversight and coordination of reforms, as well as to ensure greater 
predictability and consistency of  policies. 

Proposal: Completing reforms of  the licensing and inspection regimes, as well as establishing a 
fully functional system of Regulatory Impact Assessment (RIA). 

106. The Government should continue with its plans to reform the procedures and institutions for 
the issuing o f  licenses, as well as those governing inspections. Streamlining o f  procedures and 
clarification o f  the roles performed by government ministries and agencies in charge o f  licensing and 
inspections would help to reduce the opportunities for rent-seeking behavior on the part o f  public 
officials. The same outcome can be expected from the establishment o f  a fully functional system for 
Regulatory Impact Assessment (RIA). This would allow the appraisal of new legislation and the 
review o f  existing legislation, with the result o f  increasing i t s  quality by, inter alia, minimizing 
inconsistencies in formulation, which could be unduly exploited by enforcers. 

Proposal: Enhancing the capacity o f  the public administration to ensure a stronger results- 
orientation and a reduction in informal practices. 

107. Specific actions include: 

a) establishment o f  a results-oriented reward system for civil servants; 
b) establishment o f  a system for the ex ante detection and ex post punishment of errant 

behavior by individual civil servants, in order to minimize the informal monetary and time 
costs faced by enterprises when dealing with the public administration; and 

c) provision o f  training within the civil service aimed at raising awareness o f  the content and 
purposes of regulatory reform. 
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6. CONCLUSION AND POLICY RECOMMENDATIONS 
108. As this report has shown, Albania has made important advances over recent years in the 
establishment of a functioning market economy. Much o f  the necessary legal framework has been put 
onto the law books. The country has also established a record o f  prudent macroeconomic management 
which it will be important to uphold. 

109. But, as the report has also shown, Albania has more to do if it i s  to move further along the 
road to building a solid basis for prosperity for its people. As with many other developing and 
transition economies, a successful period o f  “first generation” reforms now needs to be followed by 
the hard work o f  “second generation” reforms. As in many other countries, much o f  this second 
generation agenda has to do with the building o f  effective institutions. 

1 10. In analyzing what i s  needed to help Albanian firms become more productive and competitive, 
this report has frequently dealt with some o f  the largest challenges facing the country as a whole: the 
need to reform energy policies, the need to develop a more advanced financial sector, the need to 
modernize the country’s schools, and - among the most difficult o f  a l l  - the need to change the 
operating culture of much o f  the country’s public sector. This should come as no surprise. Firms do 
not operate in a vacuum, and reforms in these areas will in turn achieve most o f  their ultimate impact 
on economic performance by way o f  the increases they make possible in the productivity o f  the 
enterprise sector. 

11 1. In addition to these broad reform needs that the country needs to get to grips with, many of 
which have already been the subject o f  analysis and recommendations from the World Bank, this 
report’s detailed empirical analysis o f  constraints to enterprise productivity and competitiveness has 
also helped to identify some more focused priorities for government action that are targeted to filling 
specific gaps. The case studies on apparel and footwear, mining, and tourism, have helped to identify 
sector-oriented policy priorities in each o f  these areas. Beyond these sectoral priorities, the report 
recommends actions in the areas identified below. 
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