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Janez Prasnikar, Tjasa Redek, Fatmir Memaj

INTRODUCTION

Albania has made significant progtess since the beginning of its transition. Its GDP
per capita has risen several times and the country has restructured a large share of
its productive means. If economic growth has been, until now, achieved primarily
through restructuring and export orientation of cost competitive low value added
industries, its future growth strategy, still export oriented, will have to shift towards
higher value added production in order to further excel GDP growth and the

transition of the country towards middle income countries.

Successful economic growth in transition economies and many other emerging
economies largely depends not only on increasing export orientation of the
economy, but also on moving production towards more demanding segments. For
example in Korea, industrialization was based on producing low value added
products like simple products in electronics and machinery. But the strategic
orientation of both companies and, more importantly, the state, helped Korea
become a leading producer in many segments of the global market, thus taking the
primary position from developed countries for some products (such as LCD
television screens produced by LG, formerly led by the Japanese and also Samsung;
steel-making by the company POSCO) and strengthening its position with other
products (such as car industry companies Hyundai and Kia) with the desire to
further excel based on its global growth. The trickle-down impact of a few strong,
more technologically advanced export-oriented companies is also far from

negligible. Domestic value chains can benefit from higher demand for their



products, but the impact of these companies primarily opens opportunities in terms
of future sales in global markets, access to new knowledge, and technology, thus

increasing growth potential.

Export orientation is often first based on cost competition, but successful
experiences of Asian and FEuropean economies show that own product
development and global market penetration with own brands pushes the economy’s
developmental frontier up. Both innovation and branding represent key
components of intangible capital. Intangible capital is a major source of
productivity growth and increased value added. According to the most recent
research in the field, intangible capital contributes up to one-third of productivity
growth (e.g. Corrado et al., 2009'). Also, it is one of the major explanatory factors
of '"new economy' success. Although the majority of research is being done for
developed economies, developing economies also benefit from intangible capital,

although the awareness of its importance and actual investment in companies are

generally lower (Prasnikar (ed.), 20102).

The research of intangible capital in Albania is the first of its kind in the country,
but it is a part of the research on intangible capital in the Western Balkan region.
The methodology applied across the region was developed with a focus on the
characteristics and role of intangible capital in developing countries. Consequently,
the study in many aspects contributes to the theoretical, methodological and

empirical literature.

I Corrado, C., Hulten, C., & Sichel, D. (2009). Intangible Capital and U.S. Economic
Growth. Review of Income and Wealth, 55, 661-685

2 Prasnikar, J. (ed.) (2010). The role of intangible assets in exiting the crisis. 1jubljana: Casnik
Finance.



The book is divided into two major parts: an overview of economic development in
Albania after the Second World War with a focus on transition and a study of
intangible capital in Albanian companies, and an empirical analysis of the situation

in 2011.

The book comprises nine chapters. Following this introduction, the second chapter
deals with the macroeconomic development in Albania, in the last 20 years.
Although the progress has been significant, both Albanian companies and,
consequently, the entire economy are still quite inward oriented despite the obvious
reorientation towards global markets. Investment in intangible capital would
significantly contribute to future restructuring and growth of the Albanian

economy.

Investment in intangible capital is the focus of the second part of the book. In the
third chapter, first the methodology of the analysis is briefly discussed, defining the
components of intangible capital and describing the questionnaire, the sample and
data collection. The chapters that follow, chapters four to nine, provide a detailed
analysis of the intangible capital components. Chapter four analyzes information
and relationship capital and IT, and chapter five discusses branding. Chapter six
provides analysis of research and development activity in Albanian firms, chapter
seven deals with social capital, focusing on owners-workers-managers relationships.
The analysis of human resource management in chapter eight provides additional
insight on the topic with also a focus on organization itself. Last, the characteristics

of financial activities are analyzed in chapter nine.



Tjasa Redek, Fatmir Memaj, Janez Prasnikar, Domen

Trobec

ALBANIA: TWO DECADES
OF ECONOMIC
DEVELOPMENT AT A
GLANCE

1 Introduction

Albania is a small Balkan country with a very rich and diverse history. The ‘land of
the eagle’ has, according to Jeffries (1990, p. 77), felt a profound impact of foreign
domination, from Roman and Byzantinian rule, through almost five centuries of
Ottoman domination ending in 1912, to Italian invasion in 1939. In 1944 the
country attained independence, and in 1946 The People’s Republic, led by Enver
Hoxha, was founded and communism, following the Soviet model, was

implemented.

The pre-war Albania was one of the least developed countries in Europe.
According to Schnytzer (1982, p.1, in Jeffries, 1990, p. 78), in 1938 industry
accounted only for 4.4 percent of national income, agriculture was the major source
of value and exportts; about two-thirds of it was primarily livestock. There were
only 150 industrial enterprises and 50 percent of them employed less than 10

employees. The majority of the population, 85 percent, was rural with a life



expectancy of 38 years. The country is richly endowed with natural resources,
among which Jeffries (1990, p. 78) lists primarily fertile land and energy resources
(hydroelectric and also coal, o0il and gas). The country is also rich with other mineral
resources, such as chrome, nickel, copper, iron and manganese (National Agency of

Mineral Resources, 2010).

Natural resources partially were an important base for the fast, primarily industrial
growth, during communism. But the period of communism in Albania is
remembered largely for other reasons. According to Zickel and Iwaskiw (1992,
p-xxxv), Albania was ‘for more than forty years one of the most obscure and
reclusive countries in the world. A totalitarian communist regime, led by party
founder and first secretary Enver Hoxha from 1944 until his death in 1985,
maintained strict control over every facet of the country’s internal affairs, while
implementing a staunchly idiosyncratic foreign policy.” Jeffries (1990, p. 84) also
adds that Albania banned all religious institutions and practices in 1967 and became
the first atheist state in the world. There was no legal private sector in
manufacturing (in other socialist' economies a limited amount was usually allowed),
but there was state monopoly both in domestic and foreign trade. Communism in
Albania was one of the most rigid of its kind. Its characteristics severely marked
Albanian development in the past and also set the foundations for its post-socialist

development (Jeffries, 1990, p. 84).

Albania was the last country to step on the path of transition (Muco, 1997, p. 18).
The first step towards changes, in at the time very rigid communism was marked

with the death of Enver Hoxha in 1985. The results of the reforms were poor. But

! 'The term 'socialist' will be used to denote the period after the Second World War. This is
the predominant expression used in Albania. The mote extreme notation 'communism’ is
only used by the most vigorous critics. Also, communism never existed in real life, at least
not as Marx envisaged it. 'Communism' will consequently be used only when giving direct
citation of sources.



in 1990 the political elite, led by Ramiz Alia and ‘swayed by large-scale student
demonstrations, strikes, and the exodus of thousands of Albanians to Italy and
Greece, and fearing the prospect of a violent overthrow,” allowed a multiparty
system (Zickel and Iwaskiw, 1992, p. xxxv). The first more serious steps towards
reforms were made, according to Muco (1997, p. 18) in 1991, after the first
democratic election. After initial political difficulties a reform plan, comprised of
typical transition reforms (a series of laws about price liberalization, investment
deregulation, macroeconomic intervention, as a tight monetary policy and
budgetary austerity, land distribution and small-scale privatization), was prepared.
The results of the reforms were dramatic, as in many other countries. Output
declined by 50 percent in just two years (1990-92) and the country’s budget deficit
also reached staggering heights in both 1991 and 1992 with 44 and 50 percent of
GDP. The country went through an unstable period during the 1990s, weathering a
second decline at the end of the decade. But the new millennium brought about
strong growth ranging between five to seven percent per year. Despite the initial

shock, the reforms eventually brought results.

Albania, a patliamentary democracy, remains for the moment one of the minor
countries in the region. With a surface of roughly 27 thousand square kilometers
(World Atlas, 2011), it represents about 0.2 percent of Europe. The majority of its
approximately 3.2 million inhabitants is rural population (World Bank, 2012). With
a per capita GNI of 4,000 US$ in 2010, the country was ranked 124th out of 213
places by the World Bank among countries like Bosnia and Herzegovina (110th,
4,790 US$), Macedonia (116th, 4,520 US$), Peru and the Maldives, and well behind
the richest countties like Monaco (1st, 197,590 USS$), Liechtenstein (2nd, 136,540
US$) and Norway (3rd, 85,380 US$). In purchasing power terms, the country
ranked 109th among 215 countries in 2010 with a per capita GNI of 8,840 US$

(World Bank, 2011). Despite a relatively strong performance after transition,



poverty is still an important problem with 12 percent of the population living below
the poverty line (Table 1). The developmental lag with the richer population is
evident also from the low urban population share. Agriculture remains an

important sector in Albania with over one-third of GDP.

Table 1: Albania at a glance

. Europe and Upl?er-mlddle
Albania . income
Central Asia .
countries
2009
P(?p}llatlon (2010, mid-year, 32 405 2450
millions)
GNI per capita (2010, Atlas
method, USS) 3960 7272 5884
GNI (2010, Atlas method,
US$ bn) 12.7 2947 14429
Most recent available estimate, 2004-2010

Poverty (% of population

. . 12 - -
below national poverty line)

1 0

Urban population (%o of 48 4 57
total)
Life expectancy at birth (in 77 7 73
years)
Literacy (in the age group
15 years or older, %) %6 78 93

Source: World Bank, 2012.

Currently, the country is still undergoing the process of economic restructuring, but
the outlook is quite positive with strong growth in the past decade. Even during the
general economic decline due to financial turmoil in global markets, Albania
continued to record positive growth between 2007 and 2010. Its future depends

largely on the success of continuing reforms and investment patterns.

To wunderstand the current economic processes in Albania, the general
macroeconomic  setting must be available. In continuing, the general

macroeconomic developments are first described, followed by a more detailed




analysis of the reforms with a focus on privatization and new entry and industrial
developments. The analysis is further illustrated by several company case studies,

which explain the situation in terms of intangible capital in Albanian companies.

2 Macroeconomic developments

Albania is one of the transition economies. Its developmental characteristics and
problems are largely linked to its past, and its comparative performance in reform

patterns are comparable to other transition countries.

Figure 1: GDP per capita in US dollars in 2009 in transition conntries*
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The country ranked 9th poorest among 28 transition economies in 2009 with
roughly 3,800 US$* of GDP per capita, which is among the poorest third of
transition countries (Figure 1). It was also the second poorest economy among
Central and Eastern (CEE) and South-Eastern European (SEE) countries; only

Kosovo was poorer with slightly less than 1,800 US$ per capita.

2 Data from the EBRD and the World Bank differ, because the World Bank uses the Atlas
method of currency conversion (for details, see the World Bank’s web page), while the
EBRD uses current exchange rates.



Nonetheless, Albania has made significant progress since the beginning of
transition; its GDP in 1989 was 730 US$ (Figure 2) (all data EBRD, 2011a, in
current prices). Economic growth followed the Southeast European transition
pattern: initial decline was followed by a period of growth, but the end of 1990s
was again marked by a decline. This brief downturn, though, was later compensated

by strong growth (for reforms see Table 3).

Figure 2: GDP per capita in US dollars, 1989-2010
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Data: EBRD, 2011a.

The economic situation in Albania is a result of the country’s specific economic
situation before transition and its transition reform packages. In order to

understand the current position, let us briefly analyze the past.

2.1 Pre transition situation

Muco (1997) claims that despite being a socialist and centralized economy, Albania

did not consider itself as a consistent part of the ‘Eastern socialist bloc’. The



country remained an economic mystery to researchers due to the lack of data and
research, especially to foreign observers. But it was obvious that the authorities
implemented a rigid socialist model based on Marxist ideas and Stalin’s
implementations (Schnytzer, 1982 and 1992 in Muco, 1997, p. 6) that were
governing the socio-economic life of the country. After the Second World War and
during the 45 years of communism, the country was organized in a rigorously
centralized manner: ‘all economic decisions on production, pricing, wage setting,
investment and external trade were centralized, while changes between the plans
were generally minimal” (Muco, 1997, p. 7). According to Zickel and Iwaskiw (1992,
pp- 105-100), the resulting poverty was actually an ironic outcome, a monument to
socialist mismanagement. Namely, Albania has significant fossil fuel and mineral
deposits and huge hydroelectric potential. Also, the fertile lowlands offer ideal
conditions for cultivation of fruits and vegetables. Unfortunately, the mismanaged
industrial expansion resulted in poverty and staggering unemployment in the
country with the highest birth rate in Europe, and in the beginning of the 1990s

numerous people fled abroad seeking opportunities.

The economic situation in Albania was, according to Muco (1997, pp. 8-12),
marked by several deeply-rooted problems arising from socialist practices. The
most prominent feature of the Albanian economy was its desire for self-sufficiency
(see Jeffries, 1990, Muco, 1997), which led to extreme production diversification
and a complete ignorance of the comparative advantages principle. Lacking suitable
technological support and tradition in industrial branches, manufacturing was
marked by inefficiency, low productivity and high costs. If industry represented
much less than 10 percent of output prior to World War II (4.4 percent in the
1920s according to Jeffries, 1990), a strategy based on industrialization led to the
rise of the industrial sector, which in 1989 represented 41.7 percent of output, and

agriculture kept a solid one-third of output with over 35 percent (EBRD, 2011a).
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The industry employed one-fifth of the population and absorbed over 40 percent
of investment. The strategic goal was to develop heavy industry, electricity and
mineral production (which were very important export products), machinery,
metallurgical and chemical industry, while light industries and food processing were
given less attention (Muco, 1997, p. 10). Agriculture was comparatively neglected
despite its size in terms of already mentioned output and employment (over 50
percent), although efforts had been made in increasing arable land. The country was
relatively self-sufficient in food production (85 percent of total food consumption,
but bread production remained a problem (Muco, 1997, p. 11), but due to
backward technology the production was inefficient. Also, given the rugged
mountain terrain, the country was too focused on crops and much too little on
livestock. Private property in both agriculture and industry was virtually non-
existent’, although some form of private property in both sectors was normally
allowed in socialism, even in the Soviet Union (for country details see Jeffries,

1990).

The economic results of socialism are displayed in Table 2. Initially, high
investment rate growth led to high growth of industrial production and high output
growth, but growth was clearly extensive, as evidenced by the industrial labor
productivity data. Agricultural growth was also significant. But, given the socialist
emphasis on industrial growth, agricultural growth, as expected, lagged behind
industrial growth. In the 1980s growth slowed down as economic problems

culminated.

3 In agriculture, a private plot of 200 square meters and a certain number of live-stock was
allowed. In the 1980s there was much experimentation with private plots, collectivization,
brigade plots and cattle, and a reversal of collectivization in the second half of the 1980s
(see Jeffries, 1990, and Muco, 1997). Each household could have 10 animals, provided these
animals were sheep or goats. One cow was equivalent to 10 sheep/goats. Chickens wete not
counted.
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Table 2: Key economic indicators, 1961-88, average annual increase in percentage

1961-70 1971-80 1981-88
Net material product 7.4 4.6 1.7
Net material product per capita 4.4 2.2 -0.3
Gross industrial production 9.8 7.5 2.8
Industrial labor productivity 1.5 1.8 1.3
Gross agricultural production 6.0 3.8 1.5
Agricultural labor productivity 1.0 -0.2 -2.0
Gross investment 8.4 4.9 1.5

Source: Zickel and Iwaskiw, 1992, p. 244.

According to Figure 3, the structure of the economy at the end of the socialist era
in 1986 was clearly biased towards industry. Net industrial production and
transportation together accounted for 66 percent of total output in 1986;
agriculture still occupies a remarkable 25 percent share. The share of foreign trade
in 1986, when the country was already opening up, was two percent and the main
trading partner was Yugoslavia, followed by the Eastern European countries of
Romania, Poland, Bulgaria and Czechoslovakia, while Italy and Western Germany

were its most important partners from the West (Zickel and Iwaskiw, 1992, p. 248).

‘Albania’s communist economic system, with its strict central controls, egalitarian
incentive system, and bias toward heavy industry, collapsed in the early 1990s,
idling almost all of the country’s production lines’ (Zickel and Iwaskiw, 1992, p.
1006). Between 1985 and 1990 the government, pressured by the poor results of the
existing model, allowed some decentralization and, therefore, in 1990 ‘a new

economic mechanism’ was adopted (Muco, 1997, p. 7).
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Figure 3: Net Material Product by branch of origin, 1986, in millions of Lek and percent of total
NMP

Domestic trade; 892; Eoreign trade; 727; Other; 355; 1%
3% 2%

Transportation; 971;
3%

Net industrial
production; 20128;
58%

Source: Zickel and Iwaskiw, 1992, p. 244.

After the demise of the socialist ideology across Europe, Albania was pushed onto
a path of transition. Similar to other countries in transition, the country launched a
reform package that typically involved (Gomulka, 2000): macroeconomic
stabilization, micro liberalization, structural changes, building new market
institutions and safety nets. But the country additionally faced specific internal and

external shocks (Muco, 1997, p. 6).

2.2 Transition

Due to political tensions first transition reforms in Albania were implemented only
in the fall of 1991. Macroeconomic stabilization was necessary as its budget deficit
soared (Figure 5) and inflation reached 226 percent in 1992 (EBRD, 2011a). In
order to increase budget revenue, a new system of taxes and duties was

implemented. In a monetarist manner, the country later in 1992 focused on

13



inflation, which was, according to EBRD (2011a), reduced by 10 times from 226 to
22.6 percent in just two years. At the end of 1991 prices also started to liberalize. In
1992 the country also started to liberalize external trade and implemented a flexible
exchange rate. International trade was dominated by the private sector (80 percent
of imports and 50 percent of exports). The current account deficit continued to be
a problematic issue: export declined due to poor quality, CMEA (the Council for
Mutual Economic Assistance) collapsed, and domestic production generally
declined while imports increased, which was the standard set of poor exports

results across transition countries (e.g. Gomulka, 2000).

As far as restructuring goes, in 1992 a banking law was approved that started the
restructuring of the banking system. Privatization also began in 1992 with small-
scale privatization, and in 1995 privatization of large companies followed. Foreign
capital was also invited to participate. According to Memaj and Koci (2001), the

results of privatization were mixed.

Figure 4: Real changes in GDP, industrial gross output and agricultural gross ontput in Albania,
1989-2010

—GDP Industrial gross output === Agricultural gross output

Source: EBRD, 2011a.

Meanwhile, according to Muco (1997, p. 21) political tensions gave rise to a lack of

clear vision and inefficiency, similar to many other transition countries, which

14



contributed to poor economic results (Figure 4). GDP declined by 28 percent in
1991, while industrial production shrank by 42 percent. The unemployment rate
peaked in 1992 at 24.4 percent (Figure 7). Business environment also remained one

of the important challenges (see Ministry of Economy, Trade and Energy, 2009).

An initial period of transformational recession was followed by a period of growth
in the mid-1990s and the country received praise for following the Washington
consensus (e.g. Williamson, 2004). But in 1997, Ponzi schemes dragged the country
‘within weeks into anarchy, widespread violence, plundering, and food shortages’
(Bezemer, 2001)*. According to the Bezemer (2001, p. 4), the depth of the crisis
was a result of Ponzi games, other financial aberrations fostered by restrictive

monetary policy, poor regulation, significant capital inflow and a weak government.

The crisis spurred additional reforms to strengthen the weak elements that the 1997
crisis revealed. Consequently, Albania made significant progress in the first decade
of transition and growth has since continued (Table 3). The 1999 Transition Report
(EBRD, 1999) sums the results of the first decade of transition in Albania by
stressing the progress in legislation reforms (especially tax and secured
transactions), investment climate, and the invitation of strategic partners and
foreign capital in large-scale privatization, all of which enhanced the credibility of
the program. Nonetheless, the EBRD (1999, p. 126) points out the problems of
ineffective law enforcement, the black market, and weaknesses in the financial

system, particulatly the lack of credit available to enterprises.

4 There was great trust in the economy in money pyramids, even on the side of the state.
This further increased the confidenec of the people. Some even sold their appartments to
join the pyramids with a greater stake. The collapse hugely impacted consumption in the
economy, leading to a crisis.
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Table 3: Reform process summary

Liberalization, stabilization,

Enterprises, infrastructure, finance and

privatization social reforms
1991 | Small-scale privatization begins
1992 | Full  current account convertibility | Two-tiered banking system established
introduced Exchange rate unified
All quantitative controls on foreign trade
removed
Most prices liberalized
1993 | Restitution law for non-agricultural land | First foreign-owned bank opened
adopted Enterprise restructuring agency established
Privatization of housing begins
Privatization agency established
1994 | Modernization of tax administration begins
Treasury bills market initiated
Most small-scale privatization completed
1995 | Voucher privatization begins Competition law enacted
Land titles introduced Bankruptcy law enacted
1996 | Central bank independence law adopted Securities and exchange commission established
VAT introduced Stock exchange established
First large enterprise liquidated
First pyramid scheme collapsed
1997 | Cirisis Law on transparency adopted
VAT increased Pyramid schemes placed under international
Emergency IMF assistance approved administration
1998 | Three-year plan agreed with IMF State-owned Rural Commercial Bank closed
Comprehensive tax reform adopted Banking law amended
1999 | Major influx of refugees from Kosovo Capital adequacy ratio raised to 12 percent
Credit ceilings for private banks
2000 | Accession to WTO Secured transitions law enacted
National Commercial Bank sold to foreign
investor
Mobile telephone operator sold to foreign
investor
2001 Second mobile license awarded to foreign
investor
2002 | Three-year plan adopted with the IMF Deposit insurance law enacted

Bankruptcy law enacted

16




Table 3: Reform process summary- continned

2003 | Negotiations with the EU on a
Stabilization and Association Agreement
begin (SAA)
2004 | New competition law and establishment of | Increased credit to private sector
independent Competition Authority Infrastructural investment
Legal reforms (Serious Crimes Court)
2005 | Implementation of law on restoration and | Infrastructural investment (roads, railway, port
compensation of property of Durres, electricity)
2006 | Negotiations with the EU on a | Lower subsidies for electricity
Stabilization and Association Agreement | New law on banking sector aimed at stronger
finished supervision
New government begins fight with | Strong credit growth (backed with collateral)
corruption and inefficiency with a series of
laws (Millennium Challenge Account)
Easing bureaucratic procedures for starting
companies
Social transfers scheme changed Law on
concessions and private procurement
2007 | Albania part of CEFTA Electricity problems led to break up of KESH
Sale of Albtelecom approved in patliament | Airport development
Strengthened bank supervision
2008 | New national business registration center | Electricity infrastructure investment
(cutting time needed to register business) Privatization - sale of ARMO (oil refinery)
Legislation for protection further amended
2009 | SAA ratified by all member states of the | Further progress in power sector, participation
EU of private sector
One stop shop for licenses and permits | Beginning of opening up the power market and
opened to improve business environment introducing competition
Formal application for EU membership Banking sector fully privatized
Financial crisis did impact the financial sector,
but less due to low international integration of
the sector
2010 Privatization of some sectors delayed (insurance
INSIG, power KESH)
Deposit growth of 16 percent, also growth of
credit, but only 8.6 percent
2011 | Progtess towards EU halted Focus on improving transport infrastructure

Plan to continue privatization (still 1,300
small state-owned firms to privatize),
continuing  efforts to privatize Insig
(insurance company) and Albpetrol

Improved and
wastewater

Hydro-electrical plants concessions

First 3G license given to Albania Mobile

Telecommunications

management  of  water

Source: EBRD Transition Report, 1999, pp. 126-127 for years 1991-1999, for period from
2000 on the source were EBRD Transition Reports 2000-2011, Country report on Albania.
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The second decade of transition was marked by the continuance of the reforms,
especially in the field of integrating in the European cooperation processes with the
Stabilization and Association Agreement with the EU (2009 ratified), CEFTA
(2007) and applying for EU membership in 2009. The country has also been
tackling several important challenges, especially in improving its business
environment and the rule of law, dealing with infrastructural weaknesses, especially
transport and electricity supply, and has also privatized some of the major

companies (Albtelecom, KESH, partially also INSIG) (Table 3).

2.3 Albania today

Two decades of transition brought significant economic progress and systemic
reforms during transition and have also provided a relatively solid foundation for
growth (Figure 4). The country moved from a low-income to middle-income
country with a per capita GDP of around 4,000 euros. Macroeconomic
development was marked with strong growth, close to six percent on average in the
past decade, while inflation, interest rates and exchange rates maintained stable
(World Bank, 20102). During the past decade economic growth in Albania was
driven by the development of construction, business services and transport. The
country also benefited from credit expansion, which has been very wide given the
previously low base (EBRD, 2005, p. 95). Also, according to the World Bank
(2010b), the economic progress in the past decade resulted primarily from
structural shifts, labor moved from sectors with lower productivity to sectors with
higher productivity: jobs were primarily created in manufacturing (primarily

construction) and services, while the role of agriculture decreased.

The economic progress in the past decade was supported strongly by stable

macroeconomic policies and structural reforms (Table 3).
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Strong economic growth was stimulated also by strong investment performance.
The total gross investment increased from 24.6 percent in 2000 to 29.5 percent of
GDP in 2009, while private investment rose from 18 to 21.4 percent in the same
period. But the World Bank (2010b) adds that the investment structure was skewed
towards construction, primarily until 2006. In this period non-construction
investment was only 10 percent. Since 2006 the situation has improved, although
construction investment is still high, non-construction investment has been

increasing (World Bank, 2010b, p. 4).

Figure 5: General government balance, 1990-2010, in percent of GDP
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Source: EBRD, 2011a.

A stable macroeconomic environment, primarily resulting from prudent fiscal and
monetary policy, also assisted economic growth. Between 2002 and 2007,
improvements in revenue administration along with strong economic performance
contributed significantly to deficit reductions and the decline of public debt from
62 percent in 2003 to 53 percent of GDP in 2007 (Figure 5). But in 2008 fiscal
expansion, caused by an increase in public infrastructure investments and increase
in public sector wages and pensions, increased public spending from 29.2 to 33.7
percent of GDP. The government failed to adjust spending, and by 2009 the deficit
rose to seven percent. Also, as a result of the government’s contraction of two

syndicated loans, public debt increased to almost 60 percent of GDP (World Bank,
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2010a, p. 5, World Bank, 2010b, p. 6). At the moment there is great pressure
exerted on the government by the opposition and international organizations to not

exceed 00 percent of GDP, which means halting infrastructural investment.

Monetary policy was also important in assisting transition by keeping inflation low.
Inflation was high in the first half of the 1990s and rose again during the period of
financial distress in the second half of the 1990s, but monetary policy later managed
to stabilize it and keep it low (Figure 6) and within the central bank’s objective of
two to four percent. Albania initially adopted monetary aggregate targeting, but in
practice the central bank besides monetary aggregate M3 also took into account
exchange rates, price changes in different markets, and demand conditions. Overall,
the policy was successful. Additionally, the choice of a flexible exchange rate system

also proved to be wise, as it was a good shock absorber (World Bank, 2010b, p. 0).

Figure 6: Consumer price index;, percent, annual average, 1989-2010
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Macroeconomic stability contributed to the development of the financial sector,
which supported economic expansion. Also, structural reforms and privatization

(especially the privatization of the largest bank, the Savings Bank) led to a quick
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expansion of the sector. The ratio of credit to GDP grew from 4.7 percent in 2001

to 37 percent in 2009 (World Bank, 2010b, p. 6).

In 2010 the Albanian economy continued to grow, although the pace of growth
slightly deteriorated due to worsened external conditions. The estimated growth for
2010 was 3.8 percent, which is still the highest growth in the region for the second
consecutive year. It is important to note that export was the strongest contributor
to growth, especially the energy sector exports. Also, Albania managed to attract
significant FDI inflow, around 800 million euros. The cutrent account deficit,
which was a problem throughout transition, was lower, estimated at about 12
percent of GDP in 2010 (EBRD, 2011b and 2011d). Even the financial crisis left
for the moment only a minor mark on the economy. Economic growth remained
positive throughout the period with a minimum of 1.9 percent forecasted for 2011,
while industrial growth in the first quarter of 2011 was over 25 percent (Bole,

2011). The impact of the crisis will be discussed in detail later on.

Table 4: Macroeconomic data and projections for Albania, 2008-2071*

2008 2009 2010 2011 2012
projected | projected
GDP growth 7.5 3.6 3.8 1.9 3.5
Inflation (end year) 2.2 3.7 3.5 3.7 3.5
Government balance/ GDP -5.5 -7.0 -4.2 -3.7 na
Current account -15.6 -15.2 -11.8 -10.9 na
balance/GDP
Net FDI (in million US$) 874 924 1098 914 na
External debt/GDP 32.6 41.1 36.6 na na
Gross reserves/GDP 17.5 19.8 22.7 na na
Credit to private sector/ GDP 35.2 36.7 38.0 na na

* For 2011, growth projection by the IMF is 2.5 percent for real growth and 3.9 percent for
inflation. EBRD does not publish projections for 2012, consequently for 2012 IMF
projections are given.

Source: EBRD, 2011b, EBRD, 2011c; EBRD, 2012; IMF, 2011a.
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Of course there are numerous challenges ahead. Primarily, the process of
transformation has yet to be finished, especially in the field of liberalization,
structural reform, business environment and infrastructure. Also, economic growth,
which today largely depends on the primary sector (agriculture, natural resources
use), the construction industry, and cost competitive low value-added industries

(e.g. textiles and leather industry) will have to be further restructured.

Figure 7: Real changes in the labor force and employment and the unemployment rate in Albania,
in percent, 1989-2010
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One of the important challenges is also the labor market. Despite successful
growth, the unemployment rate remained high at around 13 percent (Figure 7) and
did not follow the economic cycle. Employment was relatively stable; only in 2008
was there a slight improvement (World Bank, 2010a, p. 5). This indicates that
growth was caused primarily by restructuring and consequent productivity growth.
Of course employment growth also did not follow the pattern of growth. Job
creation was poor and present primarily in industry, transport, telecommunication,

trade, hotels and restaurants (IMF, 2008, p. 9).
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Surprisingly, despite economic progress and population growth the labor force has
been declining gradually since 1999 (with the exception of 2006 with 0.0 percent
growth). Also, unemployment did not increase. An important cause of decline in
the labor force and stable unemployment is emigration (Wotld Bank, 2010a, p. 5),
which is a great loss for future growth. Namely, according to Markova (n.a) in 2005
emigrants represented 26 percent of the working age population (15-64 years) and
over one-third of the work force. Overall, according to the National strategy for
development and integration (IMF, 2008, p. 9), around 20 percent of the
population has been living abroad for more than 10 years (both legal and illegal
migration). The government recognizes the size of the migration problem, with
both it downsides and positive consequences. It primarily wants to fight brain drain
by providing young, skilled personnel (also those educated abroad) good
employment opportunities and improve the image and treatment of its emigrant
workers abroad by providing suitable institutional support. Remittances are an
important positive side effect of migration, and the government aims at directing

them into productive investment (IMF, 2008, p. 32).

Closely related to the labor market and migration is also poverty. According to the
Wortld Bank (World Bank, 2010b, p. 6), the absolute poverty rate fell from 25.4
percent in 2002 to 12.4 percent in 2008, meaning that instead of over half a million
people, now about 275,000 live in absolute poverty. There are significant
differences between rural and urban poverty. Rural poverty declined by close to 50
percent, primarily because of remittances inflow in combination with employment
shifts from agriculture to other sectors. According to the ‘Albania: Poverty
reduction strategy paper’ (by IMF, 2008, p. 15), poverty is desired to fall below 10
percent by 2013 also due to ambitious developmental and social policy strategies.
The most important policy tools are (1) changes in social protection programs

(aimed at better coverage of the needs of the poor), (2) reforms in the pension
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system, public health system (a set of services would be provided for free), (3) equal
opportunities programs (designed to lower the female poverty rate by providing
equal opportunities), and (4) reforms in the education system, which is expected to
be more responsive to the needs of the economy and thereby increase employment
prospects. Importantly, economic progress is expected to additionally reduce
poverty, which is primarily due to public stimulation of agricultural and rural

development, regional development programs, and spatial planning.

Several other developments ate crucial for Albania’s economic future, including the
outcomes of privatization, foreign direct investment, new entry and business

environment quality.

3 The business sector

3.1 Privatization

Privatization in Albania began in 1992 with land privatization, continued with the
privatization of housing and small and medium-sized enterprises. Large companies
were the last to follow. The process today is still not completely finished, but the
majority of enterprises have been privatized, thus making it possible to judge the

efficiency of privatization.

Similarly as other transition economies, the main goals of the privatization process
were a reduction of state ownership inefficiency and an increase in output and
welfare. At the same time, privatization was expected to be fast, socially just and

transparent (Memaj and Dika, 2005, p. 1).
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Also, small-scale privatization was in progress, while in agriculture a significant
amount of land (70-75 percent of arable land) was freely distributed in 1992 (Muco,
1997, pp. 19-20). Land privatization allowed the private sector in GDP to increase
fast because of the relative importance of agriculture in GDP (24.7 percent in 1994,
EBRD, 2011a). According to the privatization law of 1991, the virtual free
distribution referred not only to agricultural land to members of state farms and co-
operatives, but it also enabled rapid privatization of small businesses such as retail
shops. As a result of these two processes, the private sector accounted for 50

percent of GDP (Sallaku, 2001) in 1994.

In 1993 housing privatization began and a year later it was basically finished. In
November 1993, 97 percent of houses in urban areas were privatized, and 230,000

dwellings transferred to their residents (Hashi and Xhillari, 1999 in Sallaku, 2001).

In 1995 large enterprises (over 300 employees and a value over 500,000 US$) also
started the process of ownership transformation, with mass voucher privatization
being the most important method of transformation. Vouchers could be used
cither in the bidding process, direct sales of assets and companies, or could be
placed in investment funds (for details, see Memaj and Koci, 2001 and Malaj and
Memaj, 2003). Mass voucher privatization! was used in Albania, similar to many
other countries, due to its perceived social justice. In 1995 and 1996 in a total of
five rounds of mass voucher privatization, 97 companies were privatized in the

mechanical, chemical, construction and food industries (Sallaku, 2001).

In 1998 the government launched a new privatization strategy. The new strategy

was aimed at increasing company efficiency and developing financial markets. It

5 Albania also used privatization leks, a term referred to compensation bonds to ex-
politically prosecuted individuals. They were treated as vouchers and could be used in
privatization (Memaj and Koci, 2001).
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was based on first corporatizing remaining companies and then offering the shares
in auctions to both domestic and foreign buyers. Therefore, the aim was also to
attract foreign capital, especially in the case of larger companies (Albtelecom, Kesh,
Albpetrol, Albanian Mobile Communications). The expected benefit was not only

fresh capital, but also a restructuring of ownership (Sallaku, 2001).

The case of Kiirtim International: Successful privatization by a foreign owner

Kuram International is a steel production hub of Kiirim Holding and a part of the
Kirim Group, a privately owned company from Turkey, which operates in the field of
construction steel production (companies in Albania and Turkey), construction (Turkey),
production of industrial gases (Albania), shipyard (Albania) and the insurance business
(Turkey, Kosovo). It was acquired in 1998 via Albania's privatization program. After
privatization the company had to go through painful reorganization, as Chinese technology
was obsolete and the whole facility was over-dimensioned. So far, Kirtim Group has
invested 170 mil EUR into modernizing the Albanian facility. Today Kirtim International
accounts for 40 percent of production of the entire Kiirim Group steel division.

The main products of Kiriim International are hot-rolled steel re-bar, billet and
lime (fragmented-hydrated), which mostly serve as supply material to the construction
business. The company is purely B2B oriented and very narrowly specialized to serve
construction companies with no diversification of their products portfolio. Production in
2009 amounted to 308,141 tons of steel re-bar, 220,541 tons of billet, and 25,950 tons of
lime. Although Kirim International is exporting their products to customers in Serbia,
Kosovo, and Montenegro, 60 percent of its sales are in Albania, and they cover 75 percent
of all market demand in Albania. The company had 135 mil EUR sales in 2007 and is,
despite the crisis, realizing a 6 percent year-to-year growth of sales.

Raw materials used in production are mostly (80 percent of them) imported from
the Black Sea area (Turkey, Bulgaria). Albanian iron ore is not clean enough due to obsolete
technology. Production know-how is imported from Turkey from where the majority of
engineers and expert staff come from (60 middle and top management employees). The rest
of the workers (800 employees) are Albanian. Although the company has too many workers
given its current production, which is impacting productivity, it is in the mid-term, due to
negative publicity caused by lay-offs, more rational to keep the workers.

Production of the company’s products is very energy intensive. The company is
one of the biggest consumers of electricity in the country (they use 360GWH per year), and
is therefore very dependent on the public supply of electricity. To minimize the risk of
electricity blackouts, Kuriim International is planning to invest in a 120mega watt hydro
plant in 2012 and start buying electricity on the market. The company has ISO 9001:2008,
ISO 14001:2004, and OHSAS 18001 certificates.

Competitors of Kiirim International are international producers that are exporting
to markets of Kirim International. There is a tough battle for the market since a large share
of sales is directly connected with public tenders for construction in the Balkan region. The
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success of Kirim International is attributed to focused marketing — following the demand
from construction companies. The company is focusing their exports to Kosovo where
there is the largest expansion of public investments for reconstruction infrastructure and
real estate. Otherwise, Kiirim International is facing problems with over-supply of real
estate in the Balkan area (decline of demand), political instability, which could possibly
influence sales — “wrong party follower,” and is not getting licenses/permits to operate. In
order to be successful, Kirum International has to be able to quickly adapt to changes in
the business environment. This is mainly realized through the Kiarim Group’s vision to
further diversify their vertically integrated portfolio of operations where they also see two
main opportunities for future growth in Albania — the energy sector and mining.

The overall opinion is that the privatization process in Albania in many aspects
failed to bring the desired results: efficiency and restructuring. Estrin et al. (1998)
estimated that privatization in Albania began in worse initial conditions and with
delay. The process is still not completely finished (EBRD, 2010). Nonetheless,
studies of privatization efficiency have been prepared. Memaj and Dika (2005)
estimate that the voucher privatization process was relatively unsuccessful, and that
the mix of methods and the choice of companies were in many cases inappropriate.
Memaj and Koci (2001) find that voucher privatization initially caused problems
due to the inefficiency of highly dispersed ownership. Thus, a gradual concentration
was necessary. An additional problem was also the lack of desire of new
sharecholders to enter, which caused problems of restructuring and investment.
Memaj and Koci (2001) also stress both the lack of and high cost of external
finance. Consequently, the majority of companies desire foreign funds to enter.
Memaj and Dika (2005) add that the purpose of privatization to increase efficiency
was not achieved as expected, and that the causes of inefficiency can be attributed
to ‘negative effects of government policies to create a favorable environment for
progress, difficult situation for financing the technological restructuring and lack of
assistance for managerial restructuring of these companies, unfavorable
environment for ownership concentration and for foreign investors’ participation in
mass voucher privatization and during the post privatization period, inefficient role

of supporting actors in the process and playing “without rules of the game” for
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different actors of the demand side etc.” Importantly, the state was not expected to
provide direct financial assistance and support, nor to provide required training
needed to successfully run the companies (knowledge of business legal rules,
marketing, finance, etc.) (Memaj and Koci, 2001). The authors were very critical:

"The state has tried only to “get rid” of them." (Memaj and Koci, 2001, p. 11).

Memaj and Dika (2005) and Memaj and Koci (2001), having studied the
inefficiencies linked with the privatization, prepared a seties of recommendations to
improve company performance. Many of them are linked to the general business
environment. Namely, the authors recommend: (1) the creation of a competitive
economic environment, (2) the creation of demand through public procurement,
(3) the development of specialized consulting agencies to help the economy (e.g.
for foreign investors), (4) the stimulation of growth of the Tirana Stock Exchange
in order to help the process of ownership concentration and accessibility of
external finance, (5) the development of human resources programs by the
government to help companies manage their labor needs, (6) the creation of a

suitable regulatory environment.

Economic development in transition economies, however, depends not only on
existing companies and their privatization, but also on newly established

companies.

3.2 New entry

Socialist economic environments were dominated mostly by large conglomerate
enterprises. In some countries the small private sector was allowed, but in a very
limited fashion, while medium-sized firms were virtually non-existent, which is

referred to as the ‘socialist black hole” (Petrin, 1989). According to Jeffries (1990, p.
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80) there was no legal private sector in industry in Albania. While a limited amount
of private property was allowed in agriculture (200 square meters), private output

had to be sold to co-operatives at state determined prices (Jeftries, 1990, p. 82).

The role of the SME sector is very important in Albania. According to Gruda and
Milo (2010, p. 8), 98 percent of all active enterprises are micro in scale (not
including the agricultural sector); employing less than five (average employment is
1.5), while about one percent of enterprises are medium-sized companies with an
average employment of 42. At the end of 2008 there were 107 thousand companies.
The SMEs contribute to 82 percent of turnover, 52 percent of GDP and 57 percent
of employment (Gruda and Milo, 2010). The small and medium-sized companies
predominantly engage in trade activity (57 percent), followed by agriculture (18
percent) and construction (15 percent) (Gruda and Milo, 2010). Slightly older data
(OECD, 2003) also show high concentration of SMEs in Tirana (40 percent or
more of all SMEs).

The development of the small and medium sector depends on a number of factors:
macroeconomic and microeconomic environment, entrepreneurial and business
skills, social and economic conditions for entrepreneurship, financial assistance to
small and medium-sized firms, non-financial assistance to small and medium-sized
firms and market access (Gruda and Milo, 2010, p. 6). If SMEs in Albania are
motivated primarily by obtaining the (minimum) means of survival, their existing
nature could hide several potential threats. Prasnikar et al. (2010) analyze the
entrepreneurial sector in Kosovo. The authors examine why the SMEs in Kosovo
failed to grow. The answer is that there is s significant difference between self-
employment and actual risk-taking entrepreneurship. Self-employees, due to their
limited resources, often engage in very similar simple activities (trade, kiosk, etc.),

earning barely enough to survive. True entrepreneurs will more often recognize the
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difficulty of obtaining funds and will more actively recognize problems in the
business environment. Both groups are a potential pool of successful SMEs. It is
extremely important, though, for the government to open horizons by providing
more opportunities for employment in general, especially in the more propulsive

sectors. This goal can be achieved also by obtaining more foreign direct investment.

The importance of the environment on the development of SMEs is widely
recognized (Ministry of Economy, Trade and Energy, 2011, OECD, 2003, Babhiti
and Shahini, 2010), primarily suitable SME policy, legal and regulatory
environment, tax policy and supportive environment (suitable financial instruments,
advisory services and business incubators), education and training for
entrepreneurship, availability of cheap and fast start-ups, improving on-line access,
strengthening the technological capacity of small enterprises, and developing
stronger, more effective representation of small businesses’ interests. The
government made several legislative improvements, and established the Agency for
SME Development, and is also focusing on SMEs with regards to technological
developments (e.g. Ministry of Economy, Trade and Energy, 2011) and the general

business climate.

According to the Ministry of Economy, Trade and Energy (2009), the progress
made by the country resulted in many positive growth effects, especially increased
investment efficiency, the advantages of scale economy, increased investments, the
adaptation to new technologies, and the creation of new firms and industries. The
document also acknowledges the importance of stable economic growth of the
SME sector, primarily an increase in the number of new enterprises, improvement
in productivity and competitiveness, and expansion of firms with international
potential. It is also stressed that in the view of future EU integration, the
competitiveness of the SME sector, which depends on innovativeness, will be

important.
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The case of GPG Company: An innovative company in cost competition

Golden Pen Generation — GPG was founded in 2007 by an Albanian entrepreneur that
took over the knowledge and technology for producing plastic pens of the formerly bankrupt
company. GPG is a purely production-oriented company that is exporting 100 percent of its
production through a Slovenian partner company that operates as an outsourced sales
department. The Slovenian sales partner is also the original designer of GPG's main product.
GPG is part of a larger group called Nuova Plastica, which started as a business expansion of
GPG producing antitheft security plastic products for clothes and plastic elements for the car
industry.

GPG is an exporting company that generates revenues of around 1 mil EUR. GPG
buys all of its major plastic supplies (PCPMAA) from Slovenia (Senki, d.o.0. — www.senki.si). Tts
main competitive advantage is low price due to low labor costs and huge flexibility in production
since 52 out of 60 employees are so-called “rented employees,” that is they are employed only
when an order is placed and are doing the assembly of pens which is the only part of production
which is not automated. All of the GPG engineering staff is trained in Slovenia.

Such a business model, although successful for now, poses a few challenges due to
Albania’s unique business environment and due to common challenges of production companies
around the world. One of them is taxation problems of exporters in Albania due to bureaucratic
and corruption issues. Albania has a VAT system, meaning input VAT is paid on all goods
purchased, and since exporters do not charge output VAT, this means that exporters claim input
tax from the government (are net receivers of VAT). However, net receivers report problems
from collecting VAT from the government, which in many cases results in write-offs of input
VAT and thus creates substantial influence on financial outcome.

The biggest production cost of GPG is the plastic granule for molding the plastic parts,
which represents around 30 percent of the GPG pens price. Another 35 percent of the price is
other production costs including labor. Since labor costs are on close to its minimum, the main
focus of GPG is to reduce the cost of the granule (main material input) and to further optimize
the production process to increase quality of its products, which is already on a very high level
with faulty products of less than 0.003 percent. Therefore GPG has established an R&D
department, which consists of two of its 8 engineers employed. Their R&D department is
cooperating with Italian academic experts on plastic. GPG’s main methods are trial and error
and learning by doing. In this way they have been able to gradually increase the quality of their
pens and introduce new input materials. With successful research they have found out that
recycled car headlights are equal substitutes to plastic granule. GPG is thus able to reduce the
cost of the main input material and at the same time include an environmentally friendly
component into their production by using recycled materials. This will result in lower
dependence on their main supplier and lower dependence on input cost fluctuations as plastic
granule is a direct derivative from oil. Although the use of recycled materials has big potential,
there are bureaucratic limitations due to regulation — mainly ban on “garbage” imports in
Albania, and at the same time Albania does not collect enough waste materials separately so it
could be efficiently used by GPG. However, they are discussing options on importing recycled
headlights from an Italian supplier.

Although GPG is a small company, it is export oriented, focused on technology
improvements, and aware of changing business models concerning the environment by using
recycled materials.
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3.3 Business environment

Albania’s business environment remains one of its key challenges (EBRD, 2011b).

Currently, the country ranks 82nd among 183 economies on the 2011 Doing

Business scale, which is low in comparison to the rest of the transition economies if

judged by Doing Business. In 2011 according to Doing Business (2011a), Albania

was behind the CEE economies and also several former Soviet economies (Table

5), which are often criticized because of their business environments.

Table 5: Ease of doing business 2011: Top 10 and transition countries

Economy Rank | Economy Rank | Economy Rank
Singapore 1 Macedonia 38 Poland 70
Hong Kong 2 Slovak R. 41 Mongolia 73
New Zealand 3 Slovenia 42 Albania 82
United Kingdom 4 Kyrgyz R. 44 Croatia 84
United States 5 Hungary 46 Serbia 89
Denmark 6 Armenia 48 Moldova 90
Canada 7 Bulgaria 51 Bosnia&Herceg. 110
Norway 8 Azerbaijan 54 Kosovo 119
Ireland 9 Romania 56 Russian F. 123
Georgia 12 Kazakhstan 59 Tajikistan 139
Estonia 17 Czech R. 63 Ukraine 145
Lithuania 23 Montenegro 66 Uzbekistan 150
Latvia 24 Belarus 68

Source: Doing Business, 2011a.

The most problematic procedures of doing business in Albania are: dealing with

construction permits, paying taxes and closing a business (Table 6). Property

registration, contract enforcement and trade are also quite problematic areas.
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Table 6: Doing businesses in Albania

Topic Rankings DB 2011 Rank | DB 2010 Rank | Change in Rank
Starting a Business 45 44 -1
Dealing with Construction Permits 170 172 +2
Registering Property 72 69 -3
Obtaining Credit 15 14 -1
Protecting Investors 15 15 No change
Paying Taxes 149 152 +3
Trading Across Borders 75 70 -5
Enforcing Contracts 89 91 +2
Closing a Business 183 183 No change

Source: Doing Business, 2011b.

Corruption is often mentioned as a problem in Albania. According to the 2010
Corruption Perception Index (CPI), Albania ranked 87th among 178 economies
with a score of 3.3 on a scale from 10 (highly clean) to 1 (highly corrupt). Denmark,
New Zealand and Singapore are ranked at the top with an index 9.3, followed by
Finland and Sweden at 9.2. At the end are Somalia (1.1), Myanmar and Afghanistan
(1.4) and Iraq (1.5) (Transparency International, 2011).

Despite low rankings the country has improved its business environment since the
beginning of transition. Corruption has also been a focus of the government,
especially in the past few years. According to EBRDs Transition Reports (see
especially issues 2005-2010), Albania has made significant progress in the business
environment, primarily fighting corruption and organized crime, reviewing
administrative procedures and improving the rule of law in order to increase
efficiency and transparency and strengthen the judiciary system in order to provide

a better framework for investors, especially foreign investors.
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3.4 Trade and FDI

In the past Albania followed the import substitution model of development and
tended to reach self-reliance. With transition, Albania started to open up and export
promotion became a central element of economic growth and development (World
Bank 2010a, World Bank, 2010b). In 2000 Albania became a member of the WTO
(WTO, 2012).

Table 7: Total merchandise excports in millions of US§ and structure of merchandise exports,
2005-2009

2005 | 2006 | 2007 | 2008 | 2009

Manufactures exports (million US$) 525 | 585 | 754 | 948 | 763
Structure (in percent)

Iron and steel 7.4 3.9 42 | 121 5.6
Chemicals 0.6 0.5 0.5 0.6 0.9
Pharmaceuticals 0.2 0.0 0.1 0.1 0.1
Machinery and transport equipment 5.1 5.3 5.8 5.7 6.8
Office and telecom equipment 0.8 1.2 1.2 0.8 1.3
Electronic data processing and office equipment 0.4 0.5 0.7 0.5 0.5
Telecommunications equipment 0.4 0.7 0.5 0.3 0.7
Integrated circuits and electronic components 0.0 0.0 0.0 0.0 0.0
Automotive products 0.4 0.2 0.3 0.2 0.4
Textiles 0.4 0.5 0.7 0.8 0.9
Clothing 37.7 | 385 | 383 | 37.0 | 38.1

Source: WTO Database, 2011.

The country is a very small exporter in global terms, representing only 0.01 percent
of total world exports. In 2009 the majority of exports (70.1 percent) was
manufactured goods, 21.1 percent was fuels and mining products, and the rest was
agricultural exports. The country’s reorientation towards exports is quite evident.
Namely, from 2000-2009 the average yeatly growth of merchandise exports was 17
percent. Main exporting products are clothing, iron and steel industry products and
machinery and transport equipment (Table 7). The biggest merchandise export

destinations are the EU (84.7 percent), China (4.8 percent), and Macedonia (2.8
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percent) (data 2009). In terms of services, the main service to be exported is travel

(77.8 percent), followed by transport (10.7 percent) (data for 2009). The average

growth of service exports was 21 percent between 2000 and 2009.

FDI is also becoming increasingly significant for future development in Albania.

The data shows that the yearly inflow of FDI to Albania reached almost 8 percent
of GDP (2009) and 9 percent in 2010 (Table 8). But the inflow is lower than

desired (Ministry of Economy, Trade and Energy, 2009), primarily because of the

poor institutional environment, rule of law and corruption (EBRD, 2007-2010).

Table 8: Trends in FDI in Albania: FDI inflow

% of Gross

% of total

Fixed trade
Total FDI | Per capita | % of total Capital (goods & | % of trade
* FDI * world FDI | % of GDP | Formation | services) of goods
2000 1443 47.0 0 4 12.5 20.3 55.2
2001 206.4 67.1 0 5.1 13.2 24.6 67.7
2002 135.0 43.7 0 3 8 14.7 40.9
2003 178.0 57.3 0 31 7.7 15.2 39.7
2004 345.7 110.6 0 4.7 12.7 21.5 57.1
2005 264.3 84.1 0 3.2 8.8 14.5 40.2
2006 325.3 103.0 0 3.6 9.3 14.1 40.8
2007 656.0 207.0 0 6.1 15.8 21.7 60.9
2008 988.3 310.6 0.1 7.6 20.7 25.8 72.9
2009 979.4 306.8 0.1 8.1 24.5 28 89.8
2010 1096.9 342.3 0.1 9.2 26.3 70.8

* US dollars at current prices and current exchange rates in millions
Source: UNCTAD Database, 2012.
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3.5 Sectoral developments

The Albanian economy has changed extensively since the beginning of transition.
While during socialism the focus was on industrial development, transitional
restructuring shifted the economic focus away from manufacturing. By 2008 the
share of industry fell to only 10.4 percent. Agriculture was traditionally strong in
Albania, but its share also declined from around 35 percent in 1989 to 21.5 percent

in 2008. The share of services increased dramatically to over two-thirds of GDP

(Figure 8).

Figure 8: Structure of Albanian GDP, in percent, 1989-2008

100%

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

B ndustry ™ Agriculture M Services

Source: EBRD, 2011a.

Given that the transformation of the Albanian economy is not yet over, the
composition of GDP will continue to change. But a detailed look at the sectoral
structure reveals that the key sectors in Albania are agriculture, the textile and
leather industry, wood and related industries, electricity, gas and water supply,

construction, trade, real estate and business services, transport and financial sector

(Table 9).
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Table 9: The structure of Albanian GDP in percent and growth rate of sectors in 2010

% of | Growth
Sectors
total rate
Agriculture, hunting and forestry
Agriculture, hunting and forestry 17.4 1.1
Fishing 0.2 0.0
Industry
Mining and quarrying of energy producing materials 0.8 0.3
Mining and quarrying of except energy producing materials 0.4 0.0
Manufacture of products based on cereals 0.6 0.2
Other manufacture of food products 0.8 0.1
Manufacture of textile and leather products 1.5 0.1
Manufacture of wood, paper, furniture; publishing and printing 1.1 0.1
Manufacture of coke, refined petroleum products and nuclear fuel 0.1 -0.1
Manufacture of chemicals, chemical products, rubber and plastic
products 0.3 0.0
Manufacture of other non-metallic mineral products 1.0 0.0
Manufacture of basic metals and fabricated metal products 1.0 0.2
Manufacture of machinery and equipment 0.2 0.0
Electricity, gas supply, water 3.0 1.3
Construction 9.1 -2.7
Services
Trade 16.3 1.4
Hotel and restaurants 3.0 0.4
Transport 5.2 0.5
Post and communication 3.0 -0.3
Financial activities 4.1 -0.3
Real estate, renting and business activities 8.5 1.0
Public administration and defense, compulsory social security 4.0 0.1
Education 3.3 0.0
Health 1.8 0.0
Other community, social and personal service activities 3.1 0.4
Total VADD 89.8 3.9
FISIM 3.6 -0.2
GDP at basic prices 86.2 4.2
Taxes 14.0 0.1
Subsidies 0.1 0.0
GDP at market prices 100.0 4.3

VADD: Gross value added, FISIM: value of financial intermediation services indirectly

measured
Source: Instat, 2011.
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3.5.1 Agriculture

Prior to transition, Albanian traditional mainstay agriculture contributed about a
third to the country’s net material product and employed more than one-half of the
population. Farm products represented a major share of exports; 25 percent in
1990 (Zickel and Iwaskiw, 1992, p. 133). Data (Figure 9) reveals that cereals,
primarily wheat, sugar beets and milk represented the most important products in
Albania. The data is for 1988, but the structure did not significantly change during
1979-1988 (see Zickel and Iwaskiw, 1992).

Figure 9: Primary agricultural ontput in Albania in 1988, in thousands of tonnes and percent of
total

Sugarbeets; 360;
15%

Meat; 56; 2%

Source: Zickel and Iwaskiw, 1992,

Today, agriculture and the food industry combined still represent up to 25 percent
of GDP. The sectors employ about 60 percent of all labor. Despite the size of these
sectors, production does not meet demand in many areas. Agriculture in Albania is
on average inefficient and uncompetitive, local terrain is mountainous. As the case
study of EWH, Gmbh shows, there is room to develop. The government is also
working actively on promoting the wine industry, and olive and fruit production

(Ministry of Economy, Trade and Energy, 2009).
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The case of EWH, Gmbh: Building a leading brand in the food industry based on
quality and worker relations

EHW Company is a family operated, meat processing company and retailer of
meat products, established in 1992. The company ownership is split equally among an
Albanian partner, who is also the executive manager, and a passive Italian owner (equity
investor). EWH has a roughly 45 percent market share and realizes around 20 mil EUR
revenue. EWH exports a small share of their products to the Egyptian Christian
community, otherwise they operate purely in Albanian market.

EWH Company imports all of its meat inputs, primarily from Brazil (Sadia being
the biggest supplier). EWH decided for input import due to cost advantages and quality
(meat is controlled). Even though around 60 percent of the Albanian population is Muslim,
most have no problem eating pork meat, thus around 90 percent of the imported meat is
potk. Albanian meat is only bought to be sold as fresh meat locally, but in small quantities
and mostly as beef.

Production is centralized in their facility near Tirana. EWH produces 70 types of
different products, primarily sausages (40 percent of production). The company is dedicated
to using higher quality meat with a lower fat content (10 percent most) in producing
products based on its own recipes, which are constantly being improved in line with current
trends and available information.

The production lines were imported from Germany and Italy and were in part
adjusted to the specific needs of the company. Staff training and maintenance services
contribute to higher quality production. Packaging material is imported from Italy. The
company also has internal quality control labs for: 1) chemical and physical analysis, 2)
microbiological analysis. Internal control and standard for meat quality exceeds those of
state regulation.

Distribution is organized through 14 of EWH’s retail stores, representing 35
percent of total sales. The rest is wholesale to EWH exclusive stores (some form of
franchise), which sell only EWH meat products, have EWH company logos in their stores,
but are not regulated on other goods sold in the store. In company-owned stores EWH also
sells local fresh meat.

The company employs 200 people from the vicinity, 80 of which are in
production. Although there is no collective agreement that offers great flexibility to the
employer, the company has a very low fluctuation rate, also due to higher wages than
average in the industry. Workers have left the company voluntarily, mostly due to
emigration and not better job offers from domestic competition. Workers have to be
notified two months in advance if they are to be laid-off, while they do not have to notify
the company if they want to leave. EWH also organizes a bus for taking workers to work
and home. Labor costs represent roughly 6 percent of total costs.

EWH, with their high quality standards and well-organized production and
distribution process, has been able to become a market leader and a price setter. Their price
positioning is slightly higher than their competition due to better quality of their products,
and high consumer awareness of their brand. There are approximately 50 smaller local meat
producers/sellers and 2-3 bigger ones that compete with EWH in the processed meat
market. However, they will be faced with changes in the industry if Albania enters the EU.
They will have to stop importing from their current source because of EU regulation.

39




Xherdo Ltd. is also a fine example of a firm that represents the direction for

possible development.

The case of Xherdo Ltd.: Investment and innovation facilitating transition from family
business to foreign markets

Xherdo Ltd. is a medicinal and aromatic plants and essential oil processor and
distributer. The company started as a family business in 1991 and incorporated in 1995 as
Xherdo Ltd. Although the first distillation units were primitive, with time the technology was
upgraded which led to an increase in production volume and export value as well. The company
started exporting in 1995. Their most important markets are currently Austria, Germany, Italy,
and France.

Although Xherdo started as a family business it incrementally developed into an
export-oriented company. It realized the need to invest in order to strengthen its position in the
market, as it is currently a relatively small player in its export markets with around 2 million EUR
of revenues in 2010. The company made its first significant investment in 2007 serving the
company’s future goals and marking a new investment cycle. A new facility of 11,500 m2 was
established in Maminas and designated for the processing of dried herbs and spices and the
production of essential oils. In 2008 it invested in stainless steel distillation machineries. In 2009
completely new processing lines of dried herbs were designed in Germany and Austria, which
were then installed at the processing factory by German specialists. In total, the company
invested about 1.3 million EUR. Expected yeatly revenues with all equipment fully functional ate
around 4-5 million EUR.

While 45 petcent of revenues come from higher value added essential oils (9 kinds of
oil) production, Xherdo still generates 55 percent of revenues from medicinal plants — herbs
which are just cleaned, ground, processed, and packed in big bags. Xherdo also produces some
products under their own brand (fruits — blueberry and oregano). Xherdo currently employs 12
people permanently and 45 seasonal workers for sorting and harvesting (blueberries and other
plants in the region). Xherdo has a supply network operating all over the country. There is still
space for improving efficiency through automation in this part of the process.

Xherdo won several award for their operations (International Star Award for Quality in
Geneva in 2009 and International Quality Summit Award in the Platinum Category in New York
in 2010), and became a member of international organizations like IFEAT (International
Federation of Essences and Aroma Chemicals Trade), IFOAM (International Federation of
Organic Agriculture Movement), and AMAPSEEC (Association of Medicinal and Aromatic
Plants of South Eastern European Countries).

Xherdo’s current position in the market offers a lot of challenges and threats. As their
current operations are well established and generate decent returns, they are challenged externally
by their direct competitors in Albania (eight competitor companies of which three are very
similar in nature of business as Xherdo), and internally by their own not optimally efficient
processes. Xherdo is cutrently not producing at optimal capacity and this is the focus of its
short-term strategic plan.

On the other hand, Xherdo’s long-term goals are ambitious. The company is thinking
of using aromatic hydrolytes in the production of organic shampoos, creams, etc., and using
waste of extracts and dried herbs as compost/organic matter for park plants. Such thinking may
be very good in terms of diversifying portfolio of products, but may also slow down the plan of
achieving economies of scale in Xherdo’s current operations, which is still not optimal.
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3.5.2 Manufacturing

The manufacturing sector increased significantly in the Albanian economy during
socialism. The data for 1988 (Zickel and Iwaskiw, 1992) reveals that the focus was
even then on the food industry, which contributed almost 25 percent to total
manufacturing output, followed by the light industry (16.2 percent) and engineering
industry (14.5 percent). The production of ore was very important with copper
itself contributing 8.8 percent of total manufacturing production and other ore-
related industries or ore production another 8 percent (iron and metallurgy, glass

and ceramics, coal, chromite) combined.

Today, as Table 9 revealed, Albanian manufacturing in the non-food sector is
concentrated primarily in textiles, wood, the chemical industry, the leather and shoe
industry, metallurgy, and machinery. Production facilities are concentrated primarily

in Tirana, Fieri, Dutresi and Elbasani.

The shoe and leather industry is one of the most prosperous branches in Albania at
the moment. Approximately 100 companies produce well over one million pairs of
shoes every month. The majority of these shoes are exported. Albania is the second
largest exporter of shoes to Italy, which in turn is the largest exporter of shoes
wortldwide. Over the last few years, Albanian exports in the shoe and leather sector
have increased by 20-30 percent per year. Albania is very attractive due to its cost
competitiveness; the labor costs are only one-tenth of the costs in Italy and one-
fifth of the costs in Greece. Also, Albania offers quick transport to Italy and
Greece, which both serve as a base for further distribution. The abundance of
unskilled and skilled labor (leather and textile engineers) makes the sector more

attractive to foreign companies (Ministry of Economy, Trade and Energy, 2009).
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The textiles industry is, at the moment, the next highly dynamic sector. Its
development is based on the same competitive (cost) advantages. Production in this
industry is primarily exported and is based on commission contracts (Ministry of
Economy, Trade and Energy, 2009). The case of Stella Company reveals the

disadvantages of such an approach.

The case of Stella Company: Investment in intangible capital needed to increase
value added in the textiles industry

Stella is a textile company producing underwear under their own brand. It was
founded in 1993 and is owned from 1996 onward by its CEO, an Albanian businessman.
Stella is mainly dependent on its Italian partners as is the case in many Albanian SMEs. All
of Stella’s 3 million revenues are made in the Italian market, around 20 percent of which is
their own sales and around 80 percent is through eight Italian partners. Such partnership
arrangements allowed Stella steady, but moderate growth. Its Italian partners also supplied
Stella with knowledge about new technologies and adapting cuts and styles to the needs of
the international market. Today Stella produces around 120 different styles and cuts for all
ages.

Materials are mainly imported from Turkey and Pakistan. The factory has two
production plants and employs 300 workers, paid better than the average in the industry
(around 200 EUR net and 250 EUR gross wage). The majority of workers are employed in
production (sewing). Although they have managed to shift from the mass production of a
few products to smaller batches of many diversified products with learning by doing, and
they have received knowledge from Italian partners, Stella still lacks the knowledge and
equipment to shift production from mainly “refinement operations” to higher value added
complete production operations. Stella also does not achieve quality and control standards
of high branded European producers and, therefore, cannot pitch the outsourcing
refinement business of these companies.

In order to expand operations and sales, Stella will have to make substantial
investments in equipment and education to further diversify into the higher value added
lingerie market. Currently their brand is positioned in the lower class of their segment.
Although Stella has some domestic competition with similar business models, the
competition has problems with regulation for exporting to Italy. Stella is mainly threatened
by low cost producers from China, Pakistan, and Turkey. In order to further develop and
enter new markets with different business models (sales on their own), Stella urgently needs
to invest into knowledge and better equipment.

The wood industry is also very important in Albania. According to Policy options
for wood energy (2009), forests cover 36 percent of Albania. This sector is one of

the fastest growing in Albania and represents a growing share of exports; wood and

42




paper products represented 3.3 percent of exports in 2009 (Instat, 2010). Given
that the exports in this industry are primarily material and intermediate products
and that the furniture industry is growing with interest from foreign investors, there
is potential for the sector to move into higher value-added production. Crucial
investments in tangible and intangible capital are needed in order to make such

companies more competitive (the case of Dafinor, Ltd.).

The case of Dafinor Ltd.: Low technological solutions and export of cheap
raw materials

Dafinor is a wood panel production company. The company started wood
production in 1990 as a government-owned company and was privatized by the voucher
system in 1993. The company is currently owned by two Albanian brothers and an Italian
partner.

Dafinor’s production processes of tradable goods in wood industry products and
production processes are defined by low technological solutions and the export of semi
products or cheap exports of raw materials. Dafinor’s technology, quality control, and
supervision come from Italy, which is also their main export market (90 percent of their
export). Although Dafinor is trying to expand its operations into a higher value added
market of finished products, 80 percent of their production is represented by wooden
panels and 20 percent by final products, which range from interior design to the
manufacturing of a wide range of furniture from massive wood and other wooden products.
Therefore only a minority of their products is distributed via B2C market. The biggest
advantage of Dafinor is cheap production as raw materials are supplied locally (wood) and
the labor force is cheap in respect to the EU average in the industry (although Dafinor pays
its workers 20-30 percent higher than the Albanian average). Dafinor, interestingly, employs
female workers in the production process, whereas male workers have higher-level
positions.

Mining is one of the strategic sectors in Albania. Natural resources such as
chromium, copper, nickel and coal are abundant throughout the country. In terms
of chrome, the country was, prior to transition, the world’s third largest exporter.
Today the majority of production is exported only partially processed despite the
fact that finalization reaps more economic benefit. Albania also has oil reserves that

are estimated to be 30 million tonnes of extractable reserves. The sector is being
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actively developed, with the help of the government, and foreign capital is

welcomed.

In general, the Albanian government is investing a great deal of effort to help
develop the industrial sector. The policies in the industrial sector are closely
intertwined with the rest of the development policies, especially those dealing with
SME development, export promotion, and FDI (Ministry of Economy, Trade and
Energy, 2009).

3.5.3 Services

Services were traditionally neglected in socialism due to a focus on material
production, especially manufacturing. Also, private property was virtually absent
and retail trade was a state-owned operation with fixed prices and rationing. Thus,
the black market was very lively. With the start of transition, controls on domestic
trade were lifted, allowing private initiative. Thus, the service sector boomed,

especially retail shops and restaurants (Zickel and Iwaskiw, 1992, p. 56).

Today, services contribute slightly over 50 percent of total GDP (data for 2010, see
Table 9). The most important is trade representing 16 percent of GDP, followed by
real estate with 8.5 percent, transport with slightly more than five percent, and

financial services with 4.1 percent of GDP.
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4 Albania: financial crisis and future
challenges

The global economy has been earmarked by the 2007 burst in the financial sector,
leading to a general economic distress with a high toll on many developing
economies, including transition economies (e.g. Baltic countries, Slovenia, see
Eurostat, 2011). Albania has so far been relatively successful, comparatively, in

weathering the crisis.

Table 10: Economic growth in selected economies, 2001-2012*

Albania EU27 Slovenia | Montenegro | Croatia Macedonia
2001 7.2 2.0 2.9 1.1 3.7 -4.5
2002 34 1.2 3.8 1.9 4.9 0.9
2003 6.0 1.3 2.9 2.4 5.4 2.8
2004 5.9 2.5 4.4 4.4 4.1 4.6
2005 5.7 2.0 4.0 14.7 4.3 4.4
2006 5.5 34 5.8 8.6 4.9 5.0
2007 5.9 3.1 6.9 10.6 5.1 6.1
2008 7.7 0.5 3.6 0.9 2.2 5.0
2009 3.3 -4.3 -8.0 -5.7 -6.0 -0.9
2010 3.0 1.9 1.4 2.5 -1.2 1.8
2011 1.9 1.6 1.1 2.7 0.6 3.0
2012 3.5 0.6 1.0 2.2 0.8 2.5

*Data for 2012 are forecasts.
Source: EBRD, 2011c, Eurostat, 2011.

One of the main reasons behind Albania’s success is its comparative closedness and
underdeveloped financial system (EBRD, 2011c). In 2007, Albania’s growth was
strong at 5.9 percent and was, according to EBRD (2011d), also becoming broader
based, which is a condition for its sustainability. In 2008 growth was even stronger
at over 7 percent, while in 2009 and 2010 it did decelerate, but dropped to a still
strong 3 percent. This is the result of a combination of reduced industrial output, a

drop in capital inflows, falling remittances, and slower credit growth on the
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negative side and increased government spending aimed at reducing this impact.
The main contributions to growth come from new mining projects, construction

and strong performance in tourism and exports (EBRD, 2011d).

Comparatively, Albania is doing quite well (Table 10). Despite the crisis, economic
growth remained positive, unlike in the EU27 and other selected Balkan economies,
and was in 2010 the highest in the region for the second consecutive year. Bole
(2011) also shows that Albania also experienced relatively stable growth. Only in
the fourth quarter of 2009 did growth fall slightly below zero percent. In the
countries of South-Fastern Europe growth rates were, on average, negative from
the last quarter of 2008 through the second quarter of 2010, which is a significantly
longer period. Similarly, the successful trend in Albania can also be observed in

industrial production (Bole, 2011).

The fiscal situation should be closely monitored due to the deterioration in 2008
and consequent rise in deficit and debt. The World Bank and the IMF (in World
Bank, 2010a) forecast a negative overall deficit of 4.5 percent of GDP for 2011,
remaining over 3.5 percent in the red also through 2012-2013. The primary budget
is also expected to be negative at around one percent of GDP or less (1.1 in 2011,
0.7 and 0.8 in 2012-2013). A comparative analysis of the fiscal situation confirms
that Albania has a high deficit and debt (Table 11), which is a problem recognized
also by international organizations. The country’s relatively large public debt and
lack of exports, competitiveness, and consequent current account deficit pose a
threat to future development according to EBRD (2011c). Similatly, the World
Bank (2010a) claims the country must focus on retaining macroeconomic stability

primarily through fiscal policy rule.
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Table 11: Budget deficit, public debt and foreign financial investment as a percent of GDP,
estimates for 2011

Budget deficit Public debt
Albania -3.73 59.36
Bosnia and Herzegovina -3.47 39.59
Bulgaria -2.51 17.78
Croatia -5.74 47.53
Macedonia -2.51 26.30
Montenegro -3.38 43.07
Romania -4.41 34.36
Serbia -3.77 44.07
Slovenia -5.60 43.64

Source: Bole, 2011.

The banking sector for now remains relatively stable. According to the World Bank
(2010a), the Albanian banking sector was one of the few in the region that had a
large positive net foreign asset position, primarily because of prudent management
and limited credit lines of foreign banks, which meant low external private debt.
The central bank’s efficient supervision spurred by the financial distress caused by
pyramid schemes also contributed to the country’s relatively stable position.
Namely, although non-performing loans increased, the situation is, according to the
World Bank (2010a), not critical and claims that the financial system is able to
withstand even more severe stress testing. However, a comparative analysis of the

region (Table 12) reveals a few caveats, those primarily being the change in capital.
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Table 12: Financial system in the region, estimates for 2011

Coverage
of non- Change in
performing Non—. non. ' Change
loans by | Change** | performing formi Capital | . el
capital loans* per1 orming in capita
write-off oans
%)
Albania 56.8 14.0 14.4 7.8 9.1 -4.9
BiH 40.2 2.3 11.7 8.6 18.0 15.7
Bulgaria 71.2 -37.8 13.5 11.0 10.6 48.4
Croatia 39.3 -9.4 11.5 6.6 14.2 23.6
Macedonia 103.3 -14.8 9.1 24 11.0 25.8
Montenegro 30.7 -42.9 21.0 17.8 10.5 53.4
Romania 58.6 -1.7 13.4 10.6 7.8 9.5
Serbia 141.5 -46.3 18.6 7.3 21.0 67.3
Slovenia 70.0 -9.3 5.1 3.3 8.8 0.4
* Non-performing loans as a percent of total loans.
** Change refers to the previous year.
Source: Bole, 2011.
One of the concerns for Albania is also its trade balance (Table 13).
Table 13: External sector in Albania, in percent of GDP
Actual Estimate Projection
2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
Current  account | -6.5 |-59 |-8.6 |-147 |-152 | -11.4 | -103 | -9.2 | -85
balance (incl.
official transfers)
Trade balance -24.0 | -243 | -25.9 | -28.0 | -27.2 | -22.2 | -21.4 | -20.6 | -20.0
International 4.0 4.7 4.3 4.0 4.0 4.0 4.0 4.0 4.0
reserves (in months
of imports)
Remittances 13.7 | 141 | 135 | 112 | 111 [11.0 | 109 | 11.0 | 11.0
FDI 33 3.6 6.0 7.0 8.2 5.3 5.3 5.3 5.2

Source: World Bank, 2010a.

The current account balance continues its negative trend, and since 2010 the

current account deficit is around 10 percent. The trade deficit is much higher at

around 20 percent. Thus far, financing the trade deficit was not a problem, as about
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one-half was covered by remittances and one-quarter by FDI. Interestingly, other
capital inflows of primarily unidentified sources (unrecorded remittances) funded
about one-third according to the World Bank (2010a, p. 7), while the balance was

financed by loans.

Exports have yet to become a major driver of growth. So far, since the end of the
1990s, exports have increased significantly from 10 percent to around one-third of
GDP. However, due to the industry’s high elasticity to EU growth rates (on average
the elasticity is 4, but in construction elasticity is 8), further European problems
could harm Albania (World Bank, 2010a). At the moment the country is in danger
also because of the risk of spill-over effects from Greece in terms of lower

investment, remittances, and financial system crunch.

In the future the main question is how to continue such a growth trajectory. The
success, or lack thereof, will depend primarily on the dedication to further improve
the business environment, promote exports (also to ease problems with the current
account deficit), attract foreign capital, which might become easier conditional on
success with European Union negotiations and pacts (SAA, CEFTA), and improve
infrastructure to help exports, FDI, and tourism to promote exports (EBRD,
2011b, EBRD, 2008). According to the IMF (2011), the crisis helped reduce the
external imbalance and the financial system did not break, although asset quality

declined.

Country growth strategy (World Bank, 2010a and 2010b) stresses that becoming an
upper middle-income country is challenging. Up until now, the productivity rise
resulted from inter-sectoral shifts of labor, but in the future this process will
become largely dependent on intra-industry changes. Momentarily, Albania’s

competitiveness in world markets is primarily due to its lower costs. In the future

49



the quality of products will become increasingly important. Therefore, investment
in innovation, skills, and human capital in general is important. Increasing
globalization will also make the country more vulnerable in terms of exposure both
to competition as well as external shocks like the current crisis. Thus, it is becoming
increasingly important for the government to provide a solid foundation on the

basis of which the private sector (domestic and foreign) can develop.
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Janez Prasnikar, Tjasa Redek

INTANGIBLE CAPITAL IN
ALBANIA: RESEARCH
METHODOLOGY

1 Intangible capital

Today, economic value is often created by intangible capital, both in developing
and developed countries. Therefore, the role of intangible capital and investment in
intangibles is gaining attention in various fields of economic and business science.
Research at both macroeconomic and microeconomic levels confirms that
intangible capital increases value added, productivity and growth (Corrado et al.,
2009, VanArk et al., 2002, Fukao et al., 2009, Miyagawa et al., 2010, VanArk et al.,
2009 and other).

The study of intangible capital in Albania was based on the prevailing definition of
intangible capital and own extensions of the definition conditional on the current
situation in these developing economies and global trends. Many authors have
similatly defined the concept of intangible capital (e.g. Buguise et al, 2000,
Fernandez et al., 2000, etc.), differing mainly on the focus of respective analyses
(accounting, IT, etc.). The line of research focusing on the role of intangible capital
in the process of economic growth and its link with productivity relies mainly on

the seminal work by Corrado et al. (2009), which divides intangible capital into
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three types: computerized information, innovative property and economic

competencies (Table 1).

Table 1: Intangible asset classification

Type of intangible asset Further classification
Computerized information | Software
Databases
Innovative property R&D, including social sciences and humanities

Mineral exploration and evaluation

Copyright and license cost

Development costs in financial industry

New architectural and engineering designs

Economic competencies Brand equity (advertising expenditure, market research)

Firm specific human capital (continuing vocational training,
apprentice training)

Organizational structure (purchased, own account)

Source: Corrado et al., 2009.

This study of intangible capital focused on Albania extended the definition of
intangible capital to include relational, informational capital and social capital. All
three types represent both theoretical and methodological innovation in intangible

capital literature.

On one hand, informational capital refers to a firm’s knowledge about its products,
production processes, customers, and resources. It also includes knowledge about
competitors’ products, production processes, customers, and resources. On the
other hand, relational capital includes the stock of relationship with customers,
suppliers, competitors, government agencies, and unions (Hunt, 2000). Both types
of capital are extremely important in building and sustaining quality and stability in
the production and distribution chain. For firms in developing countries, both
types of capital are crucial in finding ways for these firms to internationalize (Paley,

2011).
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Firm behavior is examined by the bargaining model, focusing on the relationships
between workers, management and owners, that is interest groups, and the impact
of their relative power on firm behavior and strategy. Social capital is especially
important in the former transition economies since it provides information on the
direction of privatization and its strategic consequences. It also reflects the
characteristics of labor markets and the ways the country is building its human

capital.

The study of intangible capital in Albania, therefore, focused on the following
aspects of intangible capital: (1) informational and relationship capital, (2)
information technology (IT), (3) branding and brand capital, (4) innovation, (5)
interest groups in the firm (social capital), and (6) human capital characteristics and
organizational characteristics. Underdeveloped financial markets in Albania also
play a major role in financing different types of investments, including intangibles.
Hence, special focus is given in our work to test the pecking order hypothesis and

different methods of capital budgeting procedures.

In continuing, a methodological overview is provided. In the second section, the
questionnaire is first described, followed by the description of the sample and

survey in Albania.
2 Research design

2.1 Questionnaire structure

The questionnaire for the study of intangible capital in Albania comprised of 7
sections focusing on different aspects of intangible capital (informational and

relationship capital with information technology, branding and brand capital,
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innovation and R&D, social capital, HRM and organization, and finance), while the
last section focused on general company data, primarily financial data. This section
provides only a brief overview of each sub-section of the questionnaire. A detailed
presentation will be provided separately in each of the chapters dealing with each

specific topic.

Information and communication technology (4 questions). ICT was examined in three sub-
sections. First, the size of ICT in 2009 was examined, given the expectation that
firms with more ICT would be more productive. Then, the importance of ICT in a
firm is examined via the hierarchical level of the IT manager within the firm. The
higher the position of the IT manager, the more productive a firm should be. Last,
the strategic importance of ICT in company documents and the implementation of

IT plans are analyzed.

Relational and informational capital (10 questions) was measured using a three-part
questionnaire focusing on customers, competition and suppliers. First, the export
orientation of a firm is examined as a major part of informational capital. Second,
we examine how the companies follow and cooperate with the customers and
involve them in product development. Third, we examine a firm’s business
environment, primarily the intensity and consequences of competition, as this can
cither enhance or reduce innovation activity. Last, we focus on the suppliers and
their origin, since it is expected that there is also a link between supplier and

company performance in terms of innovation.

Research and development (10 questions). The questionnaire on R&D comprised of 10
questions focusing on four major elements of R&D: product and process
innovation, sources of information, organization of R&D activity and competences

and capabilities. The analysis of R&D was based on the premise that companies
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differ significantly both in terms of their origin (developed, developing country)
and target market (home based, exporter). Companies from developed countries or
those selling to developed markets were expected to be more innovative. Regarding
product innovation, we were interested in company comparative performance in
terms of product innovation, types of product innovation, the share of revenue
dedicated to R&D and the organization of R&D. Companies were asked to share
information on process innovation. Next, both internal and external sources of
innovation ideas and information relevant for innovation were examined. The last
set of questions refers to competences: technological, marketing and

complementary.

Branding and brand capital (5 questions). Intangible capital is largely dependent on the
activities of the marketing sector. The questionnaire consists of five sets of
questions to managers that cover decisions in the fields of brand development,
brand value, brand investment, marketing innovation and future orientation. Brand
development was measured through brand management activities and included
questions on whether or not companies develop their own brands, if they develop
corporate brands in addition to the separate brands for their products/services, and
also, whether or not they have developed brand architecture. Brand management
activities related to brand value were estimated by examining if companies have
legally protected company brands (with patents, trademarks), finance activities to
increase brand value, either corporate brands or product/services brands, and,
finally, if they measure brand value, either corporate brands or product/services
brands. Separately, brand investments or share of sales for activities to increase the
value of brands were measured (including external costs of advertising and

marketing activities of advertising agencies and media).
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Interest groups within companies (1 questions) are especially interesting from the
transitional perspective, given that the behavior and strategies of firms can be
linked to ownership structure and, consequently, linked to the privatization process
in transition countries. In addition, the characteristics of labor markets also
determine corporate governance. The sub-section could be roughly divided into
three parts. First, the ownership structure is analyzed. Next follows an analysis of
employment characteristics in firms, the nature of wages, and presence of worker

unionization. Last, decision making and risk sharing are both analyzed

HRM and organization sub-section (5 questions) analyzed the three most important
aspects: human capital and motivation, organizational climate and organizational
structure. In particular, the questions focused on the organization of training within
companies and the extent of such activities, the transfer of knowledge, the
dynamics of dealing with key employees, and the performance measures of
workers. Employee satisfaction and motivation were also examined, as was the

flexibility of the organization.

Finance and investment (5 questions). The analysis stretched beyond intangible capital
to capture the nature of finance and the resources devoted to both tangible and
intangible investment. A firm’s financial policies can help accelerate or undermine
the accumulation of investments in general, including investments in intangibles.
To examine the financial behavior of Albanian firms and the level of development
of financial markets in Albania, research on intangibles should thus be
supplemented with research on financial policies, with both aspects having a strong
influence on investments in intangibles. The questionnaire focused on the sources
of finance. Capital structure and the criteria used in financing decisions were

examined.
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In addition to this, the questionnaire also asked for specific data referring to the
company, sales, employment, wages and other costs. The data was needed to

analyze the impact of intangible capital on productivity.

In total, the questionnaire comprised of 46 questions, the majority of which were

structured.

2.2 Questionnaire methodology

The questionnaire was carefully designed using three main types of questions:
cascade type of questions, Likert scale questions and standard questions asking for

a specific piece of information (expenditure, etc.).

The majority of questions were based on the cascade type of question following
Miyagawa et al. (2010). This is a set of three simple ‘yes/no’ statements. Each
statement within the trio was carefully designed so that each additional yes means
that the company is in some aspect at a higher level of development (see Table 1
for an example). Such an approach to building survey questions enables the
creation of a measurement scale from 1 to 4, which allows empirical testing. If the
first answer is ‘no’, the company is awarded 1°. If the first answer is ‘yes’, it is
awarded ‘2. If the answer to the second sub-statement is ‘no’, the value remains at
2, if the answer is ‘yes’, it rises to 3’. If all sub-statements get affirmative answers,
the total value amounts to 4, indicating the highest possible attainment in a specific
field. In the example question for instance (Table 2), if the company answered ‘yes’

to all statements, this means that the company also introduced new global products,
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indicating the company’s high potential in introducing new products." Such an

answer was translated into a numeric value of 4.

Table 2: Example of cascade question from innovation: question 2

|2 | Introducing new products NO | YES

The company introduced a significant number of new products in our
relevant market in the past few years.

The majority of those products were not new only for the company,
but were also new to the market we work in.

We introduced also products that were a novelty in the global markets.

Source: Intangibles questionnaire for Albania, 2011.

The use of this cascading technique was an important innovation. Questionnaire
testing conducted during the year prior to the actual study revealed that companies
often have insufficient data, especially when it comes to hard data. Also, the testing
clearly showed that the smaller, more diversified or less advanced the company was,
the harder it was to obtain a reliable (hard data type) answer. Personal interviews
using the questionnaire revealed how important it is not to pose questions that are
too specific, long, complicated or detailed, as the answers might be completely
different than what was asked (or expected as an answer). Therefore, the simple
yes/no cascades allow full capture of the problem while ensuring data quality and

reliability.

Second, the questionnaire comprised also some Likert scale questions using a 1 to 5

scale or a 1 to 3 scale, depending on the focus of the question (Table 3).

! But it must be noted that all questions from R&D referred to a company's 'relevant
market, that is the market in which that the company sold its major share. Consequently,
the question could also refer to domestic or even regional markets. But nonetheless, it
indicates the potential of a company to stretch beyond its current borders.
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Table 3: Example of a Likert scale question from innovation

| 7 | Technological competences 1 2 3 4 5
Research and development in the firm
1 |is advanced.

Number of available technological
capabilities inside the firm or through
2 | strategic partnership is quite large.

We are good at predicting technological
3 | trends.

Source: Intangibles questionnaire for Albania, 2011.

Cascade type questions were supplemented also by standard questions asking for a
specific piece of information (market shares, sales, expenditure, etc.) (Table 4). This
type of question was used primarily in the last part of the questionnaire where
specific company data was requested, which was needed for the study of the link

with productivity.

Table 4: Example of a question with specific data from branding/ marketing section

Please, estimate the percentage of sales (in terms of total sales) to a certain area in
each of the following years!

2009 2008

Albania

other countries of former Yugoslavia

EU-15

countries of former Soviet Union

rest of the world

Source: Intangibles questionnaire for Albania, 2011.

The questionnaire we briefly presented is different from existing standardized
questionnaires in at least three major aspects. First, it is focused more on
developing countries and provides answers to understanding the development gap

within and between countries.
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Second, the questionnaire primarily uses the cascading technique based on simple
‘yes/no’ questions, which adds to the quality and reliability of data and does not
limit the potential for statistical analysis. The questionnaire captures the entire
intangible capital structure, but at the same time keeps the questions simple. We

supplement the descriptive data also with some hard data.

Third, the questionnaire allows us to obtain data on which types of intangible
capital companies have, how processes are conducted, what the results related to
these processes are, that is, whether intangible capital is also being used in an
appropriate manner. The questionnaire was carefully designed to also capture these
aspects, which is again extremely important in analyzing developmental problems at

the firm level as well as a comparative perspective.

Last, given many similarities with the standardized questionnaires in selected
aspects of intangible capital, the methodology applied nonetheless allows many
comparisons, which is extremely important for future comparative analysis with the

developed countries.

2.3 Survey description

The survey was conducted on a sample of 40 Albanian firms in 2011. The sample
of firms was not chosen randomly. Due to limited resources, the sample was rather
carefully chosen using the snowball method so as to represent the most typical

structure of Albanian firms by industry.

The sample consisted of 12 joint stock companies and 28 companies with limited
liability. Ten companies (25 percent) were from the construction industry, 37.5

percent of the sample (15 companies) was from the manufacturing sector, while
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37.5 percent of companies were from the tertiary sector: 15 percent of companies
(6 companies) from trade and 22.5 percent of the sample (9 companies) are from

service activities other than trade.

Twenty-seven companies were involved in business-to-business operations, while
13 companies were selling their products to final markets. The companies sold the
majority of their products/services in domestic markets (over 80 percent on
average), although the majority of the sample (28 companies) were involved in

foreign trade to at least some extent.

The sample also well covered the size structure; in the year 2010 companies on
average employed 148 people, the smallest company again employed 4 employees,
and the largest employed 990. In 2010 the total number of employees in the sample

was 5,901.

In order to become familiar with the questionnaire, a company first received it by
mail. The questionnaire was then answered during an interview with one of the
Albanian research team members (researchers from the Faculty of Economics,
University of Tirana). The quality of input data could thereby be directly controlled.
The questionnaire was answered by a company’s CEO, financial or HR manager,
of, in some cases, a combination of the two in cases where specific data (e.g.

financial data) was requested.

One of the focal points of the research was the link between a specific type of
intangible asset and company performance. To analyze this link, the relationship
between productivity and intangible asset type was analyzed. For this purpose, the

sample was divided further into two groups, the dividing line being the median
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firm. Any other division of the sample, if not noted differently in the chapter, was

also conducted using the median.

It should be noted that this type of research required great efforts from both
researchers and companies. In some cases it was noted that the questionnaire was
long and demanding. Thus, the cooperation of both researchers and companies is
greatly appreciated. As a result of these joint efforts, the forthcoming chapters
present an in-depth picture of the Albanian economy, which until now has been

unavailable.

3 Conclusion

The study of intangible capital in Albania is the first of its kind and provides
valuable information about the Albanian economy based on firm-level data. The
research team developed the survey methodology applied with the view of the
specifics of developing markets. The survey comprised of subsections analyzing
each component of intangible capital separately, adding two new components to
the standard intangible capital definition: informational and relational capital, and

social capital.

The results provide an interesting and consistent explanation of a rather
domestically oriented economy, at the moment, striving to become a more export-
oriented economy. The analysis begins with the study of informational and

relationship capital, ending with HRM.
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RELATIONAL,
INFORMATIONAL, AND
ITC CAPITAL

1 Introduction

In today’s global world the role of intangible capital is becoming more important in
achieving competitive advantage and, as such, it becomes critical to understand

how a firm’s intangible capital is affecting firm performance.

Resource-advantage theory (Hunt, 2000) states that a firm’s resources are leveraged
to provide for competitive advantage. Griffin et al. (2010) argue that competitive
advantage is founded mainly on intangible resources, especially on human,
organizational, relational, and informational capital. Organizational capital covers a
firm’s policies and norms, whereas human capital covers business skills and the
knowledge of a firm’s employees. Informational capital constitutes a firm’s
knowledge about its products, production processes, customers, and resources on
one side, and also a firm’s knowledge about competitors’ products, production
processes, customers, and resources. Relational capital includes firms’ stock of
relationship with customers, suppliers, competitors, government agencies, and
unions (Hunt, 2000). Also, the ability to effectively manage information within the

firm while successfully gathering new information about the environment,
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customers, and competitors have become critically important since it may provide a
basis for gaining a competitive advantage similar to other invisible assets possessed
by firms (Sampler, 1998). The ability to obtain information about markets and
customers helps to ensure that firms are more attuned to changes in the
environment and can result in a competitive advantage over slower, ill-informed

competitors (Barney et al., 2001).

In this chapter we will focus on the role played by informational and relational
capital, and the role of information and communication technology (ITC) in
Albanian firms. More precisely, we will investigate their size and also the effect they

have on productivity.

The chapter begins with a brief description of relational capital, informational
capital, and capital connected with the investment in ITC, with an emphasis on the
measurement of each. Next, we present the size of all types of capital in Albania

and their effects on productivity. In the last section we present our conclusion.

2 Measuring Relational, Informational
and I'TC Capital

Our main hypothesis is that informational capital, relational capital, and I'TC capital
positively affect a firm’s performance, which we measure by productivity. As shown
by Griffith et al. (2010), higher levels of relational and informational capital
positively influence marketing capabilities (abilities in selling/marketing, product
development/research, and the art of distribution), which in turn positively affects
firm performance. Regarding investment in information and communication
technology, a number of studies show that on the macro level ITC is an important

factor in productivity growth (van Ark et al., 2002; van Ark, 2004). However, micro
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economic studies on the effect of information technology (IT) on firm
performance have presented no conclusive evidence (Tippins and Ravipreet, 2003;
Huang et al., 2009). According to a resource-based view, ITC per se may not
generate a sustainable advantage because competing firms could adopt the same
technology (Clemons and Row, 1991). The advantages of ITC can be protected,
however, by embedding them in an organization through complementarity and
cospecialization (Powell and Dent-Micallef, 1997). In this respect, knowledge
represents an important intangible resource for the firm. Most of the mixed results
about the effect of information technology on firm performance can be attributed
to the fact that most studies examined IT as a stand-alone resource, neglecting the

role of complementarity and cospecialization.

We measured relational and informational capital in firms using a three-part
questionnaire. The structure of the questionnaire is as follows: In the first part there
are questions about a firm’s customers, the second part deals with a firm’s
competitors, and the third section has questions about a firm’s suppliers. Each
question (factor) consists of three sub-questions, to which managers were able to
give either a YES or NO answer. We will first briefly describe each factor, then the
sub-questions of each factor that are shown in Table 2 will be described in detail in

the result section.

Let us start with factors dealing with informational and relational capital. The first
factor deals with export orientation. This is the only factor that is not measured by
YES or NO answers. We have rather measured the share of sales to different
regions. These regions are shown in Table 1. Export orientation belongs to a firm’s
informational capital. Based on the literature on exports and productivity, firms that
export more are more productive (Wagner, 2007), and also firms that export to

more destinations are more productive (Anderson et al., 2008). The second factor,
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monitoring customers, is part of a firm’s informational capital since it measures
how closely a firm monitors its customers and whether or not it engages customers
in the development of new products. More precisely, we asked firms if they meet
regularly to exchange views and observations about relationships with their
customers, and, if they do, whether or not they meet with their customers to find
out about their needs. Finally, we asked firms if they engage their customers in the

process of new product development.

The next factor is concerned with the business environment in which a firm
operates. Does competition enhance productivity? In economic literature both
positive and negative effects from competition on innovation have been found
(Cohen et al,, 1989). As argued by Aghion et al. (2000), there is an inverse U
relationship between competition and innovation. Increasing competition can

either enhance or reduce innovation depending on the initial level of competition.

The last factor in relational and informational capital deals with a firm’s suppliers,
more precisely the origin of suppliers. There is an increasing amount of empirical
literature that focuses on the affects of imported inputs on productivity. Kasahara
and Rodrigue (2008), Halpern et al. (2009) show that imported intermediates
improve a firm’s productivity. Intermediate imports allow firms to adapt to
technology from abroad (especially if they come from developed markets) and so
benefit from foreign research and development. They also allow a firm to focus
resources and specialize in activities where it has a particular strength (Anderson et
al., 2008). We asked firms about the origin of their suppliers (local markets,
Albania, or developed markets). If more than 50 percent of a firm’s suppliers
(based on the value of total material costs) were from developed markets, the firm

should be more productive.
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We have analyzed the effect of ITC capital on a firm’s productivity by four groups
of factors (questions). Each factor focuses on the particular determinant of ITC
system in the firms. We will briefly describe each factor while the sub-questions of

each factor are shown in Table 3 and will be described in detail in the result section.

The first factor analyzes the share of revenues that the firm invested in ITC in the
year 2009. Firms that invest more in I'TC should, in general, be more productive.
The second factor investigates the hierarchical level of the IT manager in the firm.
The higher the position of the IT manager in the firm, the more productive the
firm should be. With the next factor we investigate if the firm has a strategic plan
for IT development and how this plan is implemented. More active implementation
of an IT plan should result in higher productivity. The last factor deals with the role
of informatics in current activities, business reorganization, or in achieving a

competitive advantage.

3 Results

Our analysis is built only on 40 questionnaires. We obtained a statistically
significant difference between the group of more productive and less productive
firms for only a few questions. In interpreting the results, we emphasized the

direction of the difference.

Albania is still not an export-oriented country even though their exports have
increased significantly from the end of 1990. At that time exports represented
around 10 percent of GDP, while today this share is around 30 percent (World
Bank, 2010). Most of Albania’s exports end up in the EU. This is illustrated in
Table 1 where we also show the mean value of the share of sales by different

regions in the years 2008 and 2009 for the entire sample of firms and two sub
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samples i.e. more productive and less productive firms. The mean firm from
Albania generates only slightly more than 10 presents of its revenues from exports
(not much difference between the years 2008 and 2009). Hence, almost 90 percent
of a firm’s revenues are generated in the domestic market. This implies that the
typical Albanian firm is insider oriented. In comparison with Slovenia and the
Republic of Stpska, the mean firm from Albania exports substantially less. The
mean Slovenian manufacturing firm and the mean firm from the Republic of
Srpska exported around two-thirds and one-third of firm revenues in the year 2009,
respectively (Koman et al., 2010, Prasnikar et al., 2012). Table 1 also shows that the
more productive firms in Albania export less compared to the less productive
firms. Hence, market niches exist in domestic markets and allow firms, due to no
market saturation or monopoly position, to acquire rents that result in higher
productivity. In the year 2008 this difference is also statistically significant. On
average, less productive firms exported around 18 percent of their revenues in the
year 2008, while more productive firms exported only three percent of their
revenues. In the year 2009, the less productive firms exported approximately the
same share of revenues as in the year 2008, while more productive firms exported
more (eight percent). The same qualitative result holds for firms from the Republic
of Srpska, while the result is just the opposite for Slovenian firms. It seems that in
less developed countries export is mainly due to distressed export (loan deals),
where valued added and, thus, productivity are small (see as an example the case of
Dafinor Ltd in Redek et al., 2012, in this book). While in the year 2008 both more
and less productive firms in Albania created most of their export revenues from the
EU-15 countries, this was not the case for 2009. For less productive firms, the
greatest export in the year 2009 was still generated by the EU-15 countries (13
percent of total revenues), but for more productive firms the largest export markets
were countries of the former Yugoslavia, with around 6 percent of the share of

total revenues. The more productive firms exported only 2 percent of their
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revenues to markets of the EU-15 countries in the year 2009, which is statistically

significantly less compared to less productive firms (13 percent). This again

suggests that exports to developed markets created by less productive firms are

mainly the result of “loan” deals. For example, in Slovenia more productive

manufacturing firms export more, on average, to the EU-15 markets than less

productive firms i.e. 42 percent versus 37 percent (Koman et al., 2010).

Table 1: Mean values of shares of sales by different regions in year 2008 and 2009 between more

and less productive firms

More Less
productive productive
All firms firms firms
n ‘Mean n ‘Mean n Mean T-test | P-value
2008
Albania 40| 0.897] 20 0970 20| 0.825] 1.937| 0.060%
Other  countries  of
former Yugoslavia 40| 0027 20 0.013| 20 0.041| 0.990 0.328
EU-15 40| 0.064| 20 0.017| 20 0.110| 1.507 0.140
Countries of former 1.
Soviet Union 40| 0.0004| 20| 0.0008| 20 0 371 0.178
Rest of the world 40| 0012 20 0] 20 0.025| 1.600 0.118
2009

Albania 40| 0.863| 20 0.918] 20 0.807| 1.252 0.218
Other  countries  of
former Yugoslavia 40| 0054 20 0.064| 20 0.04| 0362 0.719
EU-15 40| 0.076| 20 0.018| 20 0134 1.693| 0.099%
Countries of former
Soviet Union 40| 0.0003| 20| 0.0005| 20 0| 1.446 0.156
Rest of the world 40| 0.008| 20| 0.00005| 20 0.015| 1.185 0.243

* Significant at 10 percent

In Table 2 we show the results of the three remaining factors (monitoring

customers, business environment and origin of suppliers) that measure relational

and informational capital in Albanian firms. More precisely, we show the share in

74




percent of positive answers for each sub-question for the factor in the more and

less productive groups of firms.

The factor monitoring customers consist of three sub-questions that measure how
closely firms monitor and engage their customers in business decisions. Seventy-
three percent of firms in the entire sample regularly exchanged views and
observations on customers, and seventy-eight percent of firms planned changes in
their supplies. Forty-three percent of firms also engaged their buyers in new
product development. The value of this factor is smaller for the more productive
group as compared to the less productive group, since the share in positive answers
to each sub-question is higher in the less productive group compared to the more
productive group even though the differences are not statistically significant. We
observed the same in the Republic of Srpska. A larger share of the less productive
firms (85 percent versus 70 percent) meets with their customers to find out about
their customers’ needs. Also, a greater proportion of less productive firms engage
their customers in new product development (50 percent versus 35 percent). The
most plausible explanation for this is that among less productive firms most of
them produce products that are used by upstream firms in their production
processes. For them a closer relationship with their customers and customer
evolvement in product development is nowadays a quite common practice. This
explanation is consistent with previous observations on export orientations
(distressed export), since a less productive firm in Albania, on average, exports
significantly more to the EU-15 countries than the average more productive firm,
and with case studies presented in this book (see the case of Dafinor Ltd and the

case of Stella Company in Redek et al., 2012, in this book).

With respect to sub-questions that measure business environment, there are also

statistically significant differences between less and more productive firms in
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Albania. Seventy percent of more productive firms stated that the activities of their
competitors have an impact on their business, compared to 75 percent of less
productive firms. This could imply that less productive firms are operating in a
more competitive environment. As shown in the case of Stella Company (Redek et
al., 2012, in this book), the company is facing strong competition from firms in
China and Pakistan. However, when we asked firms how they respond to their
competitors’ strategic moves, 60 percent of more productive firms stated that they
respond aggressively, while only 50 percent of less productive firms stated this
response. Since more productive firms operate mainly in domestic market and
some of them probably have a monopoly position in their respective market niche,
their aggressiveness can be the result of preventing their (potential) competitors to
(enter) expand their market share. The results in table 2 also show that 65 percent
of less productive firms operate in an environment where at least one company in
their core business had more than 20 percent of the market share; compared to
only 35 percent in more productive firms (the difference between groups is

statistically significant).

With the last three sub-questions we measured the origin of suppliers. In 45
percent of firms in the entire sample more than 50 percent of suppliers (based on
the value of total material costs) are from developed markets. This is basically the
same as in the Republic Srpska (42 percent) and substantially less than in Slovenian
manufacturing firms, where this number was 73 percent. Table 2 also shows that in
all three sub-questions, which measure the origin of suppliers, the differences
between more and less productive firms are not statistically significant. Although
the percentage of suppliers (based on the value of total material costs) from
countries other than Albania is larger in more productive firms (80 percent versus
75 percent), both groups of firms have the same percentage of suppliers from

developed countries (45 percent).

76



Table 2: Share in percent of positive answers for each sub-question in the more and less productive

groups of firms for relational and informational capital

All firms

More

productive

firms

Less
productive
firms

Chi-
squar
S

value

n

Share
(Vo)

Share
o)

Share

n | (%)

Monitoring customers (Customers)

People from different
functional areas of our
company meet regularly in
order to exchange views and
observations  about  what's
going on with our customers.

40

73

20

70

20 75

0.125

0.723

We regularly meet with our
customers in order to find out
about their needs.

40

78

20

70

20 85

1.290

0.256

Consumer representatives of
our products are engaged in the
process of developing new
products.

40

43

20

35

20 50

0.927

0.337

Business Environment (Competitors)

The activities of our major
competitors have an impact on
our business.

40

73

20

70

20 75

0.125

0.723

Our  company  aggressively
responds to the strategic moves
of our main competitors.

40

55

20

60

20 50

0.404

0.525

At least one company in our
core business has a more than
20% market share.

40

50

20

35

20 65

3.600

0.058*

Origin of suppliers (Suppliers)

Most of our suppliers are not
local.

40

88

20

90

20 85

0.229

0.633

More than 50% of suppliers
(based on the value of total

material costs) are not from
Albania.

40

78

20

80

20 75

0.143

0.705

More than 50% of suppliers
(based on the value of total
material  costs) are from
developed markets.

40

45

20

45

20 45

* Significant at 10 percent.
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Results in Table 3 indicate the relative position of informatics within the firms
tested by different qualitative measures. In our sample only 88 percent of firms
invest at least one percent of their revenues in IT. Also, 35 percent of firms in our
sample invest at least three percent of their revenues in IT. The above numbers are
substantially low if compared to more developed countries like Slovenia
(Domadenik et al., 2010). They are, however, higher than in the Republic of Srpska
where only 15 percent of firms invested at least 3 percent of their revenues in IT.
Both groups of firms (more productive and less productive) invest relatively the
same amount of revenues in IT. Thirty-five percent of firms in both groups have a
strategic plan for IT. Although this plan is updated every two years in more than 70
percent of firms that have it, the plan and its revisions exist mainly on paper, as
only 10 percent of more productive firms (which is 30 percent of firms that have a
plan) and an even fewer percentage of less productive firms (5 percent of all less
productive firms or 14 percent of firms that have the plan) implement them. This
suggests that I'T should not be a source of competitive advantage. However, when
we asked managers if IT is a source of competitive advantage, almost 50 percent of
them said that it is. Hence, managers believe that I'T can be a source of competitive
advantage, but they are not practicing it in their firms. One possible explanation for
this can be the lack of funds that are required to set I'T as a source of competitive

advantage.
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Table 3: Share in percent of positive answers for each sub-question in more and less productive groups of firms for ITC capital

More Less
productive productive Chi-
All firms firms firms square | P-value
Share Share Share
(%) n | (%) (%)
Investment in IT
At least 1% of revenue. 40 88| 20 90 20 85 0.229 0.633
At least 2% of revenue. 40 48] 20 45 20 50 0.100 0.752
At least 3% of revenue. 40 35] 20 35 20 35 0 1.000
Position of the I'T manager
IT manager is within the company hierarchical structure ranked higher
than on the 4th hierarchical level. 40 45| 20 45 20 45 0 1.000
IT manager is within the company hierarchical structure ranked higher
than on the 3rd hierarchical level. 40 33] 20 30 20 35| 0.114 0.736
IT manager is a member of the board of directors (highest management
level). 40 18| 20 10 20 25 1.558 0.212
The IT strategic plan in the company
Exists. 40 35| 20 35 20 35 0 1.000
Is being implemented. 40 8] 20 10 20 5 0.360 0.548
Is being updated at least every second year. 40 25| 20 35 20 15 2.133 0.144
The role of IT in the company
IT is NOT considered only as a supporting business service. 40 48| 20 40 20 55 0.902 0.342
IT stimulates business processes reengineering. 40 38| 20 35 20 40 1.067 0.744
IT is a source of competitive advantages for the company. 40 48| 20 50 20 45 0.100 0.752
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4 Conclusion

Our results indicate that the level of relational, informational, and ITC capital in
Albanian firms affects the productivity of firms. Results show that the share of
revenues from the domestic market and the share of exports to the EU-15 markets
have a statistically significant effect on productivity. However, the effect is not as
expected. Firms who export more are less productive, and share of revenues
created from developed countries (EU-15) is smaller in more productive firms
compared to less productive firms. Anecdotic evidence suggests that this can be
due to distressed export (loan operations). Due to low labor costs in less developed
countries, firms from developed countries engage firms from less developed
countries to do basic operations for them. We found additional support for the
above observations mainly in questions dealing with the monitoring of customers
and the origin of suppliers. In the case of loan operations, the firm that is
producing ‘loan’ products gets instructions on how to produce from its buyer. As a
result the buyers generally provide the firms with raw materials and only inspect if

the end products are of good enough quality.

In the long term the distressed export will not be able to persist. As Albania
progresses, their low labor cost will increase, which will cause Albanian companies
to become uncompetitive. Since export currently represents around 30 percent of
Albania’s GDP, this will result in a substantial slow down of the Albanian
economy. To prevent this scenario from occurring, the Albanian government
should focus more on the export-led growth model, in which intangibles play a very
important role. The government should create an environment that will be
beneficial for establishing firms such as GPG Company and Xherdo Ltd that are
described in Redek et al. (2012, in this book).
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Our results also show that the typical Albanian firm is inside oriented since it
creates most of its revenues from its domestic market. The insider-oriented firm is
also more productive since it is able to extract rents. As long as the government
does not put substantial effort into improving the business environment, which will
result in stronger competition in the domestic market from abroad, Albanian firms

that operate mainly in the domestic market will continue to extract rents.
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Vesna Zabkar, Fatmir Memaj

BRANDING AND BRAND
CAPITAL

1 Introduction

Albania is a country little known to consumers from more developed countries,
which typically hold prejudiced, convenient and shallow narrative about the
country. Modest progress and growing stability do not receive mass media attention
outside the country. Therefore, Albania’s reputation and perceptions lag
significantly behind the reality of the country’s notable economic and social
development since the early nineties (see Redek et al., 2012, in this book). The
exceptions are probably ‘professional’ audiences such as business investors,
bankers, and tour operators in tourism, who seem to be better informed and
enthusiastic about the country’s prospects (Anholt, 2007). As a former Eastern-bloc
countty, the country has been rebranding itself as ‘a new Mediterranean love,” was
named to the top of Lonely Planet's (2011) ‘countries to visit,” and was named as an
‘emerging destination’ by the Financial Times (2011), although the majority of

visitors still come from neighboring states (Balkans.com, 2011).

Before discussing branding and brand capital in companies in Albania, it is
necessary to explain the country in terms of its development of marketing

infrastructure and support services. Namely, distribution and promotion
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infrastructure reflect the ease of marketing goods in a country and for businesses,
successful execution of distribution and promotion decisions greatly depend on the
marketing infrastructure of the country. Among Central and Eastern European
countries, Albania was ranked among low attractiveness countries together with
Bosnia—Herzegovina and Macedonia in 2001 (Manrai et al., 2001). More recent
sources (e.g. Pici and Goga, 2007) show tremendous growth in terms of
development of marketing infrastructure. For example, the availability of
advertising media improved significantly from low initial numbers in less than a 10-
year period (Table 1). Pici and Goga (2007) report that the media market in Albania
included more than 260 media outlets (outdoors not included). Major media groups
have established an Internet presence and actively pursue audience interaction and
engagement through prize competitions, on-line forums, surveys etc. Sevrani and
Gorica (2011) and Sevrani et al. (2010) report that the Internet is seen as a way of
building an image in the long run and as a complementary tool to traditional
marketing methods. Pici and Goga (2007) point to a paradox where on one hand
the country has very low landline telephone penetration, but with growing PC
ownership &internet usage, the country is, on the other hand, an early adopter of
mobile TV and HDTV. According to Bedalli (2012), the present advertising
structure is the following: in TV more than 60-65 percent, outdoor more than 18-

22 percent, press up to 5 percent, and radio about 1.5-2 percent.

Table 1: Adyertising media availability in Albania

Year | Advertising media availability in Albania
Newspapers Radio Television
# | Circulation (per 1000) | #Stations | #Radio sets | #Stations | TV sets
(per 1000) (per 1000)
1998 | 4 39.59 18 151.03 9 74.78
2007 | 27 54 73*

*includes free-over-the air TV stations, does not include additional 47 cable TV platforms, A DTH

platform and 1 mobile TV platform
Source: for 1998: Manrai et al., 2001, for 2007: Pici and Goga, 2007.
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In terms of advertising spending, Pici and Goga (2007) provided an estimation of
23-25 million euros spent on print, electronic and outdoors. This estimation covers
the top 50 major ad spenders for the first half of 2007. Advertisers were mostly
from industries with more intensive competition, e.g. producers of fast-moving
consumer goods and retailing, as well as advertisers from newly established banking
organizations and mobile telecommunication operators. Manrai et al. (2001)
considered the retailing sector in Albania, particularly in the capital city of Tirana, as
already well developed due to large-scale foreign aid and remittances from friends

and relatives abroad, combined with a speedy privatization.

Regarding the development of the advertising industry and acceptance of
advertising, Manrai et al. (2001) had no information available on the number of
advertising agencies available in the country, advertising expenditures by media, or
consumers’ attitudes toward advertising in Albania. The advertising industry in
Albania was considered to be one of the least developed. Pici and Goga (2007)
report that the first Albanian advertising agencies developed no eatlier than the
mid-1990s as small sole proprietary shops owned and operated by practitioners
with limited marketing education and advertising experience. In the late 1990s,
some of these small ‘boutiques’, focusing mainly on creative products, were
contracted by international full-service agencies to support the local needs of major
advertisers. More intensive competition after the year 2000 contributed to the
development of a new specialized group of agencies (sales promotion, PR) and
advertising groups providing integrated marketing services. New players affiliates of
large international agency groups were established, e.g. McCann Erickson Tirana
(2012). Pici and Goga (2007) report a growing need to establish trade associations
for professional advancement and adoption of common ethical guidelines and
widely accepted best practices. Also, there was a lack of use of any consumer

insight, brand valuation, or media research tools although such tools are available.
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Most the major domestic advertisers tend to rely on the marketing expertise of their
employees, while most of the major international advertising brands rely on lead
advertising agencies. The market lacks experience and expertise in the part of

marketing and media services departments.

The purpose of this chapter is to present branding and brand capital as part of
intangible investments in Albanian companies, and to discuss specifics for
companies in Albania. According to Corrado et al. (2009), advertising expenditures
represent a large part of investments in brand equity and business investments in
intangibles. Advertising expenditures have asset/investment-like characteristics:
advertising effects on firm intangible assets are accumulative and sustainable (Wang
et al,, 2009). Our main hypothesis is that branding and brand capital positively

affect a firm’s performance, which we measure by value added per employee.

Branding is seen as an essential tool that enables price premiums in the market, leading
market positions, or market penetration (Kapferer, 2008). Since there is no active
market in brands that would provide comparable values, brands are very special
intangible assets (Interbrand, 2004). In many businesses, brands influence choices that
are crucial to firm performance and the creation of shareholder value (Morgan and
Rego, 2009). In competitive markets, branding includes a number of decisions relating
to brand expansion, co-branding, participation in trade brands, and the overall brand
architecture (Petromilli et al., 2002). Thus, branding includes various aspects of brand

awareness (recall and recognition), perceived quality, and level of loyalty (Keller, 2003).

Brand management strategy refers to brand development, brand measurement and
control, as well as concern for brand value. Brand development includes several aspects
of brand management activities, including whether the company develops its own

brands (product/services brands and corporate brands) and whether it has
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developed brand architecture. Brand value related activities start with legal protection
of company brands (with patents, trademarks), and build with activities to increase
brand value and measure brand value (brand investment or the share of sales for
activities to increase the value of brands). Innovations are related to branding and
company growth and productivity (Tellis et al., 2009, O’Mahony and Vecchi, 2009).
Companies that rank higher on branding and brand-related activities should also
implement more innovation within their marketing mix. In terms of a company’s
future, different channels and media impact company sales and brand equity effects

(Keller, 2010).

The chapter presents an overview of brand-related marketing activities. The
structure is the following: following a brief explanation of Albanian specifics and
development in terms of the development of marketing infrastructure and
supporting services, activities related to brand capital, brand development, and
brand value in Albania are examined together with reported marketing activities to
sustain branding activities and ensure a company’s future. A comparison of
companies from different industries, with legal forms, export orientation, size, and
value added are reported. Results are discussed and conclusions are taken from the

findings.

2 Data analysis of branding and brand
capital in Albania

The analysis of branding and brand capital in companies in Albania relies on
responses from 40 Albanian managers representing companies of different size,
industry, legal form and export orientation. Brand development was measured
through brand management activities, including the development of own brands,

corporate brands in addition to brands for own products/services, and the
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development of brand architecture. Based on the answers provided in the
questionnaires, there are two distinct clusters of companies: companies with at least
two of the above three aspects are ranked higher in brand development (50 percent
of companies in the sample, see Table 2), while the others are ranked lower on

brand development (50 percent of companies in the sample).

Table 2: Brand development marketing activities for companies in Albania

Clusters
Frequency Percent
Brand Lower 20 50.0
development | Higher 20 50.0
activities Total 40 100.0

Brand management activities related to brand value were estimated through
investigation whether companies have legally protected company brands (with
patents, trademarks), whether they finance activities to increase brand value, either
corporate brands or product/services brands and, finally, whether they measure
brand value, either corporate brands or product/services brands. Again, companies
with at least two of the three activities related to brand value were classified as
companies high on brand value measurement (38 percent of companies in the
sample, see Table 3), while companies with one or none of brand management
activities related to brand value were classified as low on brand value measurement
(62 percent of companies). Brand development and brand value activities are
correlated (symmetric measure phi has a value of 0.671, sign. 0.00). Only 15 percent
of companies are high on brand development and low on brand value, while only
2.5 percent of companies are high on brand value and low on brand development.
For all other companies there is a congruency between both dimensions of brand
management (both low are 48 percent of companies, both high at 35 percent of

companies).
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Table 3: Brand value marketing activities for companies in Albania

Clusters Frequency Percent
Brand Lower 25 62.5
value Higher 15 37.5
activities Total 40 100.0

Brand investment or share of sales for activities to increase the value of brands
(including external costs of advertising and marketing activities of advertising
agencies and media) was examined. Only a fraction of companies responded (Table
4). The reported investments are in the range of 0 to 30 percent and are growing in

the period 2006-2009.

Table 4: Brand investments for companies in Albania (as percentage of sales)

Year N Mean Std. Deviation
2006 18 6.7 7.9
2007 18 7.6 9.6
2008 19 9.6 11.3
2009 19 9.5 11.4

In terms of marketing innovations, 68 percent of companies reported innovations
in terms of marketing communications (new media or promotion techniques), the
same percentage (68 percent) in product design or packaging, 65 percent in
marketing channels and 83 percent in new forms of pricing, while 12.5 percent of
companies reported no marketing innovation. Regarding marketing innovation,
clusters of companies according to brand development activities and brand value
activities were compared. Companies in the cluster with more developed brand
development activities reported significantly more areas of innovation and also,
regarding brand value clusters, companies in the cluster with more brand values
activities reported significantly more areas of innovation (see Table 5 for reported

mean values and t-test statistics).
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Table 5: Marfketing innovations for companies in Albania*

Sig.
Std. Std. Error T (2-

Cluster | N Mean | Deviation Mean tailed)
Brand Lower | 20 2.15 1.565 .350
development Higher 20 3.50 1.000 .2231-3.250 | .003
activities
Brand value Lower 25 2.24 1.535 .307
activities Higher | 15 3.80 .560 145 45961000

*Scale for marketing innovations: number of areas for reported innovations (for four 4Ps), range 0-4

Preparations for future marketing seem to be very high for companies in Albania:
73 percent of companies reported that they have a strategy about the further
development of brands, 63 percent of companies do see possibilities for expanding
their brands to new markets, 70 percent of companies see possibilities for
establishing a leading market position with their brands in the future, while only
22.5 percent of companies did not report any of the above activity. Again, regarding
preparations for future marketing the clusters of companies according to brand
development activities and brand value activities were compared. Again, companies
in the cluster with more developed brand development activities reported
significantly better preparation for future marketing. Also, regarding brand value
clusters, companies in the cluster with more brand values activities reported
significantly better preparation for future marketing (see Table 6 for reported mean

values and t-test statistics).

Table 6: Preparation forfuture marketing for companies in Albania™

Std. Std. Error t Sig.
Cluster | N | Mean | Deviation Mean (2-tailed)
Brand development | Lower 20 1.45 1.394 312
activities Higher 20 2.65 812 182 -3-325 002
Brand value activities L(.)WCI 25 1.60 1.384 277 3.841 001
Higher | 15 2.80 .560 144

* Scale for preparation for future marketing orientation includes brand development strategy, new
markets planning or leading market position; range 0-3.
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Furthermore, differences in branding and brand capital are analyzed for companies
according to their value added. As a measure for company value added, a dummy
variable for company value added in a selected year (2009) was taken, where the
median value added per employee was taken as a cut-off value (0=below median,
1= median and above). When comparing clusters of companies according to their
brand development activities (Table 7), the analysis showed significant negative

correlation between the brand development cluster membership and value added

per employee (Phi=-.300, sign.=0.05).

Table 7: Brand development marketing activities and value added per employee for companies in
Albania

Value added
lower higher Total

Brand development |lower | Count 7 13 20
activities % of Total 17.5% 32.5% 50.0%
higher | Count 13 7 20

% of Total 32.5% 17.5% 50.0%

Total Count 20 20 40
% of Total 50.0% 50.0% 100.0%

A comparison of value added to brand value activities (see Table 8) revealed that

two clusters of companies according to their brand value activities do not differ

significantly in terms of value added (Phi=-.155, sign.=0.327).

Table 8: Brand value marfketing activities and value added per employee for companies in Albania

Value added
lower higher Total

Brand value lower | Count 11 14 25
activities % of Total 27.5% 35.0% 62.5%
higher | Count 9 6 15

% of Total 22.5% 15.