EUROPEAN ECONOMY

European

Commission
|

ISSN 2443-8014 (online)

2023 Economic Reform
Programmes of Albania,
Bosnia and Herzegovina,
Montenegro, North
Macedonia, Serbia,
Tlirkiye and Kosovo*

The Commission’s Overview
& Country Assessments

INSTITUTIONAL PAPER 252 | MAY 2023

Economic an

d
Financial Affairs

Neighbourhood
and Enlargement
Negotiations

Employment, Social
Affairs and Inclusion



European Economy Institutional Papers are important reports analysing the economic situation and
economic developments prepared by the European Commission's Directorate-General for Economic and
Financial Affairs, which serve to underpin economic policy-making by the European Commission, the Council
of the European Union and the European Parliament.

DISCLAIMER

The views expressed in unofficial documents do not necessarily represent the views of the European
Commission.

LEGAL NOTICE

Neither the European Commission nor any person acting on behalf of the European Commission is responsible
for the use that might be made of the information contained in this publication.

This paper exists in English only and can be downloaded from
https://ec.europa.eu/info/publications/economic-and-financial-affairs-publications en.

Luxembourg: Publications Office of the European Union, 2023

PDF  ISBN 978-92-68-03219-0 ISSN 2443-8014 doi:10.2765/67073 KC-BC-23-059-EN-N

© European Union, 2023

Reuse is authorised provided the source is acknowledged. The reuse policy of European Commission
documents is regulated by Decision 2011/833/EU (OJ L 330, 14.12.2011, p. 39). For any use or reproduction
of material that is not under the EU copyright, permission must be sought directly from the copyright holders.

CREDIT
Cover photography: © iStock.com/Teka77


https://ec.europa.eu/info/publications/economic-and-financial-affairs-publications_en

European Commission

Directorate-General for Economic and Financial Affairs
Directorate-General for Neighbourhood and Enlargement Negotiations
Directorate-General for Employment, Social Affairs and Inclusion

2023 Economic Reform Programmes of Albaniq,
Bosnia and Herzegovina, Montenegro, North
Macedonia, Serbia, Turkiye and Kosovo*:

The Commission’s Overview and Country Assessments

*This designation is without prejudice to positions on stafus, and is in line with UNSCR 1244/1999 and the
ICJ Opinion on the Kosovo declaration of independence.

EUROPEAN ECONOMY Institutional Paper 252






CONTENTS

Introduction

Part I:  Horizontal Overview of the 2023 Programmes

1. Horizontal Overview of the 2023 Programmes
1.1.  Introduction
1.2. Macroeconomic and fiscal developments and outlook
1.3.  Implementation of the policy guidance adopted in 2022
1.4.  Main challenges
1.5.  Conclusions

Part Il: Country analysis
1. Albania

1.1.  Executive summary

1.2.  Economic outlook and risks

1.3.  Public finance

1.4. Key structural challenges and reform priorities

1.5.  Overview of the implementation of the policy guidance adopted at the
Economic and Financial Dialogue in 2022

1.6. The policy guidance

ANNEX A: Assessment of other areas and structural reform measures included in the
2023-2025 ERP

ANNEX B: Overview of the main indicators per area/sector of the economy

ANNEX C: Progress with structural reform measures from the 2022-2024 ERP

ANNEX D: Compliance with programme requirements

References

2. Bosnia and Herzegovina

2.1. Executive summary

2.2. Economic outlook and risks

2.3. Public finance

2.4. Key structural challenges and reform priorities

2.5. Overview of the implementation of the policy guidance adopted at the
Economic and Financial Dialogue in 2022

2.6. The policy guidance

ANNEX A: Assessment of other areas and structural reform measures included in the
2023-2025 ERP

ANNEX B: Overview of the main indicators per area/sector of the economy

ANNEX C: Progress with structural reform measures from the 2022-2024 ERP

ANNEX D: Compliance with programme requirements

References

3. Montenegro

3.1. Executive summary

3.2.  Economic outlook and risks

3.3. Public finance

3.4. Key structural challenges and reform priorities

3.5. Overview of the implementation of the policy guidance adopted at the
Economic and Financial Dialogue in 2022

3.6. Policy guidance

N NG O]

N

12
16

19

20
20
22
25
31

45
50

52
58
61
62
64
65
65
67
71
74

85
89

21
92
96
96
28
101
101
102
106
111

122
126



Vi

ANNEX A: Assessment of other areas and structural reform measures included in the
2023-2025 ERP

ANNEX B: Overview of the main indicators per area/sector of the economy

ANNEX C: Progress with structural reform measures from 2022-2024 ERP

ANNEX D: Compliance with programme requirements

References

North Macedonia

4.1. Executive summary

4.2. Economic outlook and risks

4.3. Public finance

4.4, Key structural challenges and reform priorities

4.5. Overview of the implementation of the policy guidance adopted at the
Economic and Financial Dialogue in 2022

4.6. The policy guidance

ANNEX A: Assessment of the other area/sector and structural reform measures included
in the 2023-2025 ERP

ANNEX B: Overview of the main indicators per area/sector of the economy

ANNEX C: Progress with structural reform measures from 2022-2024 ERP

ANNEX D: Compliance with programme requirements

References

Serbia

5.1. Executive summary

5.2.  Economic outlook and risks

5.3. Public finance

5.4. Key structural challenges and reform priorities

5.5. Overview of the implementation of the policy guidance adopted at the
economic and financial dialogue in 2022

5.6. The policy guidance

ANNEX A: Assessment of other areas and structural reform measures included in the erp
2023-2025

ANNEX B: Overview of the main indicators per area/sector of the economy

ANNEX C: Progress with structural reform measures from ERP 2022-2024

ANNEX D: Compliance with programme requirements

References

TUrkiye

6.1. Executive summary

6.2.  Economic outlook and risks

6.3. Public finance

6.4. Key structural challenges and reform priorities

6.5. Overview of the implementation of the policy guidance adopted at the
Economic and Financial Dialogue in 2022

6.6. Policy Guidance

ANNEX A: Assessment of other areas and structural reform measures included in the
2023-2025 ERP

ANNEX B: Overview of the main indicators per area/sector of the economy

ANNEX C: Progress with structural reform measures from 2022-2024 ERP

ANNEX D: Compliance with programme requirements

References

Kosovo

7.1.  Executive summary

7.2.  Economic outlook and risks

7.3. Public finance

128
133
137
138
139
141
141
144
148
152

166
171

173
183
187
188
190
193
193
195
199
204

216
221

223
230
234
235
237
238
238
240
247
250

262
267

269
275
279
283
285
286
286
289
292



7.4.
7.5.

7.6.

Key structural challenges and reform priorities

Overview of the implementation of the policy guidance adopted at the
Economic and Financial Dialogue in 2022

Policy guidance

ANNEX A: Assessment of other areas and structural reform measures included in the ERP

2023-2025

ANNEX B: Overview of the main indicators per area/sector of the economy
ANNEX C: Progress with structural reform measures from the ERP 2022-2024
ANNEX D: Compliance with programme requirements

References

LIST OF TABLES

[L.1.1.
[.1.2.
I.1.1.
I.1.2.
11.1.3.
11.2.1.
11.2.2.
11.2.3.
11.3.1.
11.3.2.
11.3.3.
11.4.1.
11.4.2.
11.4.3.
1.5.1.
11.5.2.
11.5.3.
11.6.1.
11.6.2.
11.6.3.
1.7.1.
11.7.2.
11.7.3.

Economic Reform Programmes 2023 - key indicators

Economic Reform Programmes 2023 - fiscal indicators

Albania - Comparison of macroeconomic developments and forecasts
Albania - Financial sector indicators

Albania - Composition of the budgetary adjustment (% of GDP)

Bosnia and Herzegovina - Macroeconomic developments

Bosnia and Herzegovina - Financial sector indicators

Bosnia and Herzegovina - Composition of the budgetary adjustment (% of GDP)
Montenegro - Comparison of macroeconomic developments and forecasts
Montenegro - Financial sector indicators

Montenegro - Composition of the budgetary adjustment (% of GDP)

North Macedonia - Comparison of macroeconomic developments and forecasts
North Macedonia - Financial sector indicators

North Macedonia - Composition of the budgetary adjustment (% of GDP)
Serbia - Comparison of macroeconomic developments and forecasts
Serbia - Financial sector indicators

Serbia - Composition of the budgetary adjustment (% of GDP)

TUrkiye - Comparison of macroeconomic developments and forecasts
TUrkiye - Financial sector indicators

TUrkiye - Composition of the budgetary adjustment (% of GDP)

Kosovo - Macroeconomic developments

Kosovo - Financial sector indicators

Kosovo - Composition of the budgetary adjustment (% of GDP)

LIST OF GRAPHS

I.1.
I.1.
I.1.
I.1.
I.1.
I.1.
I.1.
I.1.
[.1.9.
II.1.1a.
I1.1.7b.

Vo NOoOA WD~

GDP growth: divergence from previous ERP (difference in pps)
contributions to real GDP growth (in pps)

contributions to headline inflation (in pps)

projected evolution of current account balances (% of GDP)
fiscal adjustment 2022-2025 (% of GDP)

projected changes in budget balance and general government debt, 2022-25
overall implementation 2019-22

country PG implementation scores 2020-2022

PG 2022 individual scores

Albania - Current account balance (% GDP)

Albania - Real effective exchange rate (CPl based, index)

297

310
315

316
326
330
331
333

17
18
23
25
26
68
70
72
104
105
107
145
147
148
196
198
199
241
247
248
290
291
294

® N O~ O

11
11
12
24
24

Vii



viii

I.1.2.

1.2.1a.
11.2.10b.
11.3.1a.
11.3.1b.

11.3.2.

Il.4.1a.
I1.4.10b.

11.4.2.

I1.5.1a.
11.5.1b.

11.5.2.

I.6.1a.
I1.6.1b.

11.6.2.

I.7.1a.
I1.7.10.

I1.7.2.

Albania - Implementation of the structural reform measures of the ERP 2022-2024
Bosnia and Herzegovina - Current account balance (% GDP)

Bosnia and Herzegovina - Real effective exchange rate (index)

Montenegro - Current account balance (% GDP)

Montenegro - Real effective exchange rate (CPIl based, 2010=100)
Montenegro - Implementation of the structural reform measures of the ERP 2022-
2024

North Macedonia - Current account balance (% GDP)

North Macedonia - Real effective exchange rate, (CPI based, total economy,
2010=100)

North Macedonia - Implementation of the structural reform measures of the ERP
2022-2024

Serbia - Current account balance (% GDP)

Serbia - Real effective exchange rate (CPI based, index)

Serbia - Implementation of the structural reform measures of the ERP 2022-2024
TUrkiye - Current account balance (% GDP)

TUrkiye - Real effective exchange rate (CPI based, index)

TUrkiye - Implementation of the structural reform measures of the ERP 2022-2024
Kosovo - Current account balance (% GDP)

Kosovo - Real effective exchange rate (2010=100)

Kosovo - Implementation of the structural reform measures of the ERP 2022-2024

61
69
69
105
105

137
146

146

187
197
197
234
242
242
279
291
291
330



INTRODUCTION

Economic governance has become one of the three key aspects of the EU enlargement process over recent
years, mirroring efforts in the EU to strengthen economic policy coordination and multilateral
surveillance under the European Semester. In its 2013 and 2014 enlargement strategies, the Commission
outlined a new approach to economic governance. It involved clear guidance on the reforms needed to
foster macroeconomic stability, ensure fiscal sustainability and support long-term growth and
competitiveness. Focus on fundamental reforms, including those related to the economy, was further re-
inforced in the revised enlargement methodology adopted by the Commission in February 2020. In the
same vein, the Economic and Financial Dialogue between the EU and the Western Balkans and Tiirkiye
has since 2015 provided jointly agreed and targeted policy guidance for each candidate country or
potential candidate.

This Dialogue is based on medium-term Economic Reform Programmes (ERP) submitted annually by all
candidate countries and potential candidates ('). The ERPs include a macroeconomic and fiscal policy
framework as well as structural reform plans to boost competitiveness and long-term growth. The ERP
exercise also aims to help candidate countries and potential candidates develop their institutional and
analytical capacities and to prepare them for participation in the EU’s multilateral surveillance and
economic policy coordination procedures once they become Member States of the EU.

In early 2023, Albania, Bosnia and Herzegovina, Kosovo, Montenegro, North Macedonia, Serbia and
Tiirkiye submitted their ninth annual Economic Reform Programmes covering the period 2023-2025 (?).
The programmes were assessed by the European Commission and the European Central Bank. Based on
these assessments, joint conclusions with country-specific policy guidance (°) were agreed and adopted at
the Economic and Financial Dialogue between the EU and the Western Balkans and Tiirkiye, held on 16
May 2023.

This paper contains the Commission staff’s assessments of the ERPs for 2023-2025, preceded by a
horizontal overview summarising the key findings from a cross-country perspective, and taking stock of
the implementation of the country-specific policy guidance adopted in 2022. The cut-off date for the
assessments was 12 April 2023.

The assessments reflect joint work by Commission staff from several Directorates-General. In particular,
DG ECFIN analysed the macroeconomic and fiscal frameworks; DG NEAR was responsible for assessing
structural reforms; while DG EMPL covered employment and social policy-related aspects.

Comments would be gratefully received and should be sent to:
Directorate-General for Economic and Financial Affairs
Economies of candidate and pre-candidate countries
European Commission

B-1049 Brussels

or by e-mail to Uwe.Stamm@ec.curopa.cu

(") Further to the 23 June 2022 European Council decision to grant the status of candidate country to Ukraine and to the Republic
of Moldova and to recognise the EU membership perspective of Georgia, the dialogue will be extended to Ukraine, Moldova
and Georgia in 2024.

(®) The Economic Reform Programmes can be found at https:/ec.europa.cu/neighbourhood-enlargement/enlargement-

policy/policy-highlights/economic-governance en
(®) This paper includes at the end of each country assessment the country-specific policy guidance adopted in May 2023.


https://ec.europa.eu/neighbourhood-enlargement/enlargement-policy/policy-highlights/economic-governance_en
https://ec.europa.eu/neighbourhood-enlargement/enlargement-policy/policy-highlights/economic-governance_en
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Horizontal Overview of the 2023 Programmes



1 e HORIZONTAL OVERVIEW OF THE 2023 PROGRAMMES

1.1. INTRODUCTION

This section is based on the Commission’s assessments of the 2023 Economic Reform Programmes
(ERPs). It provides an overview of the economic situation and outlook and discusses the main challenges
that the Western Balkan and Tiirkiye (*) are facing. The note serves as a background to the Economic and
Financial Dialogue between the EU and the Western Balkans and Tiirkiye taking place in spring 2023.

1.2.  MACROECONOMIC AND FISCAL DEVELOPMENTS AND OUTLOOK

Following a very strong rebound in 2021 from the downturn caused by the COVID-19 pandemic,
economic growth decelerated across the region as a whole in 2022 (substantially in the eastern part
of the Western Balkans) but remained relatively solid in the western part of the Western Balkans
and in Tiirkiye. Economic activity weakened especially in the second half of 2022, due in particular to
the economic fallout from Russia’s war of aggression against Ukraine. Based on preliminary estimates,
average annual GDP growth varied from a moderate 2.1% in North Macedonia and 2.3% in Serbia to a
still robust expansion in Kosovo (3.5%), Bosnia and Herzegovina (4.0%) and Albania (4.8%), and to
strong output gains in Tiirkiye (5.6%) and Montenegro (6.1%). Food- and energy-driven inflationary
pressures dampened the growth of real disposable income, but private consumption generally remained
the main growth driver across the region, while government consumption and investment made mostly
neutral contributions to growth. In some countries (particularly Serbia and North Macedonia) the
contribution of net exports became significantly more negative due to the increased cost of energy
imports and decelerating external demand.

(%) Tirkiye’s ERP was prepared and submitted before devastating earthquakes hit the country in February 2023, causing a tragic
loss of human life and significant destruction of capital assets. The full economic impact of the earthquakes is yet to be
assessed. A preliminary damage assessment, which covered 11 of the 17 provinces declared as earthquake-stricken zones
(accounting for around 16.5% of Tiirkiye’s overall population and around 10% of its GDP), estimated the direct costs of the
disaster at USD 103.6 billion. This figure may be revised upward as a result of further, more detailed assessment. The resulting
impact is likely to dampen economic growth somewhat in 2023, but reconstruction could boost growth in the following years.
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Graph 1.1.1: GDP growth: divergence from previous
ERP (difference in pps)
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The ERPs expect GDP growth to stabilise or decelerate further in 2023 before picking up again in
2024-2025 to reach or exceed pre-pandemic rates of expansion. Russia’s war of aggression against
Ukraine is having a negative impact on the Western Balkans and Tiirkiye mainly through indirect
channels, including higher energy and food prices, tighter financing conditions and lower growth
prospects in the EU (their main trading partner). Growth projections have therefore been revised
downwards compared with last year’s ERPs, especially for 2023 (see Graph 1.1.1). Albania, Bosnia and
Herzegovina and Montenegro expect some further significant deceleration in their GDP growth rate in
2023 while North Macedonia, Serbia and Tiirkiye expect that their growth rate will remain broadly
constant. Only Kosovo forecasts reacceleration already in 2023, due mainly to a major increase in public
investment. For 2024-2025 most ERPs project the rate of growth to pick up significantly, especially in
2024 (by around 1 percentage point) followed by a more moderate increase in 2025. Only Montenegro
expects a further slight deceleration in GDP growth in 2024-2025 and Tiirkiye expects a broad
stabilisation. With the exception of Bosnia and Herzegovina and of Montenegro, the Western Balkans and
Tiirkiye project economic growth to reach or even exceed pre-COVID-19 rates of expansion in 2024-
2025 (see Graph 1.1.2). Economic growth is projected to be strongest in Kosovo, North Macedonia and
Tiirkiye, with average annual growth rates in 2024-2025 of around 2 percentage points (pps) above the
levels in the three pre-pandemic years. The key growth driver in both the Western Balkans and Tiirkiye is
projected to be domestic demand (primarily private consumption and gross fixed capital formation). The
contribution of investment to growth is expected to be especially strong at 3 pps a year on average in
2024-2025 in North Macedonia and Kosovo, reflecting the authorities’ plans to significantly increase
public capital spending. Net exports are projected to reduce GDP growth in Kosovo and North Macedonia
in 2024-2025, but they are expected to contribute positively to growth in Albania, Bosnia and
Herzegovina, Serbia and Tiirkiye, and to have a broadly neutral impact on growth in Montenegro.
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Graph 1.1.2: contributions to real GDP growth (in pps)
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The ERPs’ growth projections are still subject to significant downside risks in a context of sizeable
adverse shocks and higher-than-usual uncertainty. The Western Balkans and Tiirkiye have shown
remarkable resilience in the face of successive shocks stemming from the COVID-19 pandemic and
Russia’s invasion of Ukraine. Even so, in an uncertain economic environment, their growth outlook is (as
elsewhere) heavily impacted by the further economic fallout of Russia’s war of aggression against
Ukraine. Risks to the global outlook have also increased due to the recent banking sector stress in some
countries outside the region. In particular, additional increases in energy and food prices, persistently high
core inflation and the resulting further tightening of monetary policy could weaken the growth outlook of
the region’s main trading partners in the EU, weighing on external demand and remittances to the
Western Balkans and Tiirkiye. Moreover, baseline growth projections for Kosovo and North Macedonia
rely heavily on substantial increases in public investment that may be challenging to achieve in view of
persistent weaknesses in public investment management and a poor record of implementing the capital
budget. In Tiirkiye, the continued overly loose and unorthodox monetary policy stance creates additional
uncertainty which might, in combination with the country’s vulnerability to changes in investor
sentiment, further weigh on its economic outlook. Recognising the prevalence of downside risks, most
ERPs (except Tiirkiye’s) include at least one lower growth scenario, although these are not always well-
developed.

Inflation has reached double digits in most of the Western Balkans and Tiirkiye continues to face
much larger price pressures in the context of an overly loose monetary policy. Following an initial
increase to high single digits in the second half of 2021, inflation accelerated further until the autumn of
2022 throughout the Western Balkans, bringing average annual inflation to double digits (between 10%
and 15%) with the sole exception of Albania (6.9%).
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2 Graph 1.1.3: contributions to headline inflation e
(in pps)
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The surge in inflation was particularly driven by food and energy prices (reinforced by the relatively high
weight of food and energy in the consumer price baskets in the Western Balkans), but the contribution of
items other than food and transport has gradually increased (see Graph 1.1.3). Central banks with
monetary policy autonomy (in Serbia, North Macedonia and Albania) have reacted to above-target
inflation by embarking on a tightening cycle. Most of the Western Balkans ERPs expect average inflation
to fall sharply in 2023 to around half of the 2022 level (with the exception of Serbia, which projects
average annual inflation to remain broadly unchanged in 2023, partly due to scheduled increases in
regulated energy prices). Persistent international price pressures and domestic second-round effects on
core inflation mean that the sharp drop in average annual inflation in 2023 projected in most Western
Balkan ERPs appears optimistic. The ERPs project a further gradual fall in inflation across the Western
Balkans to average annual rates in the range of around 2% to 3% by 2025. In Tiirkiye, the effect of global
price pressures has been aggravated by continued unorthodox monetary policy decisions which resulted in
further cuts to the policy rate to deeply negative levels in real terms. This contributed to the weakening of
the lira and drove annual inflation up to a peak of 85.5% in October 2022, denting disposable incomes
and eroding consumer confidence. On the back of sizeable base effects, inflation decelerated sharply to a
still very high level of 50.5% in March 2023. Tiirkiye’s ERP forecasts that the inflation rate will fall
steadily to 24.5% by the end of 2023 and below 10% in 2025, but this appears too optimistic unless the
policy stance tightens substantially. A series of regulatory and macroprudential measures (to reduce
dollarisation, support the lira, lower inflationary pressures, ration and direct credit, and limit interest
rates) have achieved some short-term results but have failed to address the fundamental drivers of high
inflation (i.e. the deeply negative real interest rates, the lack of an effective policy anchor and the
weakened institutional independence of the central bank and key agencies). Inflation is therefore likely to
remain high at above 40% in 2023 due to unanchored expectations, inertia and exchange-rate volatility.

The terms-of-trade shock led to a substantial deterioration in the current account balance in most
of the Western Balkans and Tiirkiye in 2022, but the ERPs mostly forecast that the external deficit
will narrow in 2023-2025. The energy-balance-induced surge in the goods trade deficit, which tended to
be only partially offset by increases in exports of services and higher remittances, caused the current
account balance to deteriorate very significantly in 2022 in most of the Western Balkans and Tiirkiye.



Part |

Horizontal Overview of the 2023 Programmes

Graph 1.1.4: projected evolution of current account
balances
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Albania was the only exception because its higher surplus in services trade fully offset the increase in the
merchandise trade deficit. For 2023-2025, most programmes project a gradual narrowing of the current
account deficit, mainly as a result of an improving goods trade balance helped by the expected
normalisation of import prices (see Graph 1.1.4). These projections are subject to major uncertainties
(particularly the further development of energy and food prices). The Western Balkans ERPs expect that
foreign direct investment inflows will continue to be the main way of meeting external financing needs,
but these inflows might be vulnerable to increased uncertainty and lower growth prospects. Serbia and
North Macedonia successfully tapped the international markets by issuing sizeable Eurobonds in early
2023. They also agreed disbursing financial assistance programmes with the IMF at the end of 2022, and
North Macedonia also requested macrofinancial assistance from the EU. Foreign reserves at the end of
2022 were able to cover at least 5 months of imports in Serbia, Montenegro, Albania and Bosnia and
Herzegovina, and 4 months in North Macedonia, thereby providing a certain safeguard against adverse
shocks.

Helped by the effects of high inflation supporting revenues and containing real expenditure growth,
most budget balances improved in 2022 despite substantial ad hoc fiscal support. In most of the
Western Balkans, strong revenue performance (driven by high inflation) and contained real expenditure
growth (including some underexecution of capital spending) broadly offset substantial expenditure on
discretionary fiscal support measures to mitigate the impact of the energy crisis, which often did not
target those most in need. This led to a slight year-on-year decrease in fiscal deficits across most of the
Western Balkans in 2022, with the budget balance improving by an estimated 0.6 pps in North
Macedonia, 0.7 pps in Albania and Kosovo and 1.0 pp in Serbia. However, it is estimated to have
deteriorated by around 1.5 pps in Bosnia and Herzegovina and by as much as 2.9 pps in Montenegro,
reflecting in the latter case the sizeable effect of the abolition of mandatory health contributions and the
introduction of a tax-free band for wage income. The general government deficit thus ended up at around
5% of GDP in Montenegro and North Macedonia, 4% in Albania, 3% in Serbia and close to balance in
Kosovo as well as Bosnia and Herzegovina. Tiirkiye’s general government deficit is estimated to have
declined by 1.8 pps to 0.8% of GDP as buoyant tax revenues boosted by rampant inflation and good
corporate profits, as well as the inflation-induced suppression of real personnel expenditure and social
transfers, have only been partially offset by a significant increase in transfers and lending to mitigate high
energy prices and support the liraisation strategy.
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Fiscal plans differ across the region, but most ERPs project a gradual improvement in the budget
balance over the programme horizon. With the exception of Montenegro, the budget deficit is planned
to fall below 3% of GDP in all of the Western Balkans and Tiirkiye by 2025 (and substantially lower in
many cases), assuming significant fiscal adjustments. Bosnia and Herzegovina’s ERP projects that its
budget surplus will increase further.

Graph I.1.5: fiscal adjustment 2022-2025
81 (% of GDP)
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Albania Bosnia and Kosovo Montenegro North Serbia Tiirkiye
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Source: ERPs.

This is surprising given the country’s moderate growth, high investment needs and low public debt levels.
In the case of North Macedonia, the planned fiscal consolidation path is somewhat backloaded and it is
expected that the pre-crisis primary balance will only be achieved in 2027. In Kosovo, after 2 years of
strong consolidation, the ERP envisages a sizeable fiscal impulse in 2023 while still expecting
compliance with the fiscal deficit rule over 2023-25. The budget balance improvements across the region
are projected to be achieved mostly by keeping spending growth below nominal GDP growth (see Graph
1.1.5) — except for Kosovo, where a surge in public investment is forecast to more than offset the expected
decrease in transfers and subsidies as a share of GDP. In addition to containing spending, Bosnia and
Herzegovina, North Macedonia and Tiirkiye also project that the revenue-to-GDP ratio will rise, whereas
Serbia expects a substantial decrease in the revenue ratio (although this will be more than offset by the
decrease in expenditure as a share of GDP). Only Montenegro projects a deterioration in its budget
balance in both 2023 and 2024 due to a further fall in the revenue ratio and sustained high spending
resulting from mandatory allocations for public wages, social transfers, pensions and the health insurance
fund. This would result in continued large budget deficits which are projected to rise from 5.9% of GDP
in 2023 to 6.2% in 2025 (this implies a procyclical fiscal stance which appears unwarranted because
inflation remains high and fiscal risks are mounting). Montenegro’s sharply rising debt repayment needs
(especially in 2025), coupled with tightening financing conditions, creates vulnerabilities and calls for a
more prudent fiscal position. In all countries, further potential fiscal measures to mitigate the impact of
adverse shocks (particularly high energy and food prices) and a further adverse economic fallout from
Russia’s war against Ukraine could disrupt or decelerate fiscal consolidation plans. Continuing
underexecution of capital spending compared with budget plans is an upside risk for the fiscal balance but
a downside risk for potential growth.
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Most ERPs project that the debt-to-GDP ratio will broadly stabilise or decrease between 2022 and
2025, with only Kosovo and North Macedonia expecting their debt ratios to increase in this period
(see Graph 1.1.6). After broadly stabilising across the Western Balkans and Tiirkiye in 2021 (but falling
sharply by 21 pps in Montenegro), public debt-to-GDP ratios fell more substantially in 2022 — largely due
to the impact of high inflation on budget balances and nominal GDP. The debt ratio is estimated to have
fallen particularly significantly (by almost 8 pps) in Montenegro, mostly due to substantial growth and a
significant draw-down on the government’s cash buffer to pay back maturing debt. Going forward, the
main driver of the expected moderate debt decrease is in most cases the favourable snowball effect, as the
rate of nominal growth is projected to exceed the effective interest rate for all Western Balkan economies.
In Albania and Bosnia and Herzegovina, the projected primary surplus is expected to contribute most to
the decrease of the debt ratio. Except for the strongly negative contribution in the case of Montenegro and
a broadly neutral impact in Albania, stock-flow adjustments are in most cases expected to push up the
debt ratio, thereby decelerating the overall downward trend (particularly in Tiirkiye, Serbia, and Bosnia
and Herzegovina).

Graph 1.1.6: projected changes in budget balance and
general government debt, 2022-25
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1.3. IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED IN 2022

Every year since 2015, the Economic and Financial Dialogue between the EU and the Western
Balkans and Tiirkiye has adopted targeted policy guidance (PG) for all partners in the enlargement
region. The PG represents the participants’ shared view on the short-term policy measures that should be
implemented in order to address macrofiscal vulnerabilities and structural obstacles to growth. The PG’s
underlying rationale is similar to that of the country-specific recommendations usually adopted under the
European Semester for EU Member States. Implementation of the PG is evaluated by the Commission in
the following year’s ERP assessments (°).

(®) The detailed evaluation of individual PG items can be found in Section 5 of the Commission’s ERP assessments.
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Graph 1.1.7: overall implementation 2019-22
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The level of implementation of last year’s PG remained broadly stable when compared with that
for 2021. The average score across the Western Balkans and Tiirkiye has slightly decreased (from 42.9
out of 100 for the implementation of the PG adopted in 2021 to 40.9 in 2022 (°). 45.7% of the policy
recommendations saw no or only limited implementation, which is a slight deterioration compared to last
year. Less than a quarter of the PG (23.6%) has been substantially or fully implemented, but this is still
the second best performance since 2017 — after the exceptionally high score for the implementation of the

COVID-19-focused PG from 2020 (see Graph .1.7).

Graph 1.1.8: country PG implementation scores
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(®) For a detailed description of the methodology used to assess PG implementation, see Section 1.3 of the Commission’s
Overview and Country Assessments of the 2017 Economic Reform Programmes. This is available
https://ec.europa.eu/info/publications/economy-finance/2017-economic-reform-programmes-commissions-overview-and-

country-assessments en.

at
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Compared with last year, most of the Western Balkans have managed to improve their
performance, but the overall implementation level was reduced by a deteriorating score for
Tiirkiye, Bosnia and Herzegovina and especially Montenegro. These three countries had the lowest
level of implementation of the 2022 PG. This is especially striking for Montenegro because it had
achieved the highest score among the Western Balkans and Tiirkiye last year (see Graph 1.1.8). This result
is probably due to protracted political instability in Montenegro and underlines the importance of a stable
government with a strong sense of ownership of the ERP and the jointly adopted PG for fostering a strong
reform performance.

Graph 1.1.9: PG 2022 individual scores
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The scores vary to some extent, but 4 out of 7 exceeded 40 (see Graph 1.1.9). Overall, the implementation
of the policy guidance adopted in 2022 is assessed as “partial’ (7) for most partners, with Serbia achieving

the highest score (above 50), while the implementation of the PG has been limited in Tirkiye,
Montenegro and Bosnia and Herzegovina (with scores at or below 33.3).

1.4. MAIN CHALLENGES

First, while standing ready to provide targeted and temporary support to vulnerable households
and companies affected by adverse shocks, fiscal policy should avoid amplifying the inflationary
effects of ongoing supply shocks and a broad-based fiscal impulse to the economy is not warranted
in 2023. In later years, differentiated medium-term fiscal consolidation strategies should help
achieve prudent medium-term fiscal positions and rebuild largely depleted fiscal buffers. The
economies of the Western Balkans and Tiirkiye proved resilient in 2022, but the economic fallout from
the Russia’s war of aggression against Ukraine has caused a significant slowdown in growth throughout
the region (including through higher energy and food prices, and decelerating trade and investment). In
view of the substantial negative impact of adverse economic shocks in most of the region and the

(") The assessment categories are as follows: limited (0-37.5), partial (37.5-62.5), substantial (62.5-87.5) and full (87.5-100)
implementation.



Part |

Horizontal Overview of the 2023 Programmes

devastating earthquakes in Tiirkiye, it appears appropriate for fiscal policy to provide support, where
needed, to the most vulnerable households and businesses through well-targeted, temporary and
transparent fiscal measures. At the same time, fiscal policy in 2023 should avoid amplifying inflationary
pressures. This is even more important in countries with no monetary autonomy and therefore limited
tools to manage aggregate demand and achieve price stability. A well-calibrated return to a more prudent
fiscal position appears warranted in the medium term in order to gradually reduce the debt burden and
rebuild fiscal buffers.

Second, continuing efforts should be made to make budgets more growth-oriented in order to
better support the economic recovery. All Western Balkan partners (except Serbia) are planning to
increase public capital spending as a share of GDP in 2023 (as compared with the actual 2022 outcome).
Kosovo, Montenegro and North Macedonia expect to broadly keep the 2023 public investment ratio
constant over the remaining programme period, but Albania, Bosnia and Herzegovina and Serbia project
a slight decrease in 2024-2025. All partners need to maximise the growth-enhancing effect of increased
capital allocations by supplementing them with higher expenditure efficiency and a proper cost-benefit
analysis of investment projects. This includes improving investment management (e.g. project planning
and selection) and potential reprioritisation (after crisis-induced structural changes and in view of green
and digital adaptation needs and energy security concerns) as well as ensuring that the full benefit is
gained from EU funding. Appropriate resources also need to be allocated to develop human capital and
mitigate the scarring effects of recent adverse shocks by investment in education, training and health.

Third, given the considerable crisis-induced deterioration of fiscal positions in the early 2020s,
fiscal-structural reforms should be prioritised in order to strengthen medium-term debt
sustainability. This should include increasing the capacity to mobilise public revenue by improving tax
administration and reforming distortive, inefficient and costly tax exemptions. Failure to contain current
spending (especially on public wages, pensions and social transfers) has been a persistent problem across
the Western Balkans and could hamper fiscal adjustment efforts. It is therefore important to put in place
or reinforce fair, transparent and sustainable public wage and pension systems as well better target social
transfers. Efforts should also continue to monitor and address fiscal risks stemming from public
guarantees, inefficient state-owned enterprises and public-private partnerships that are often not
transparent. These fiscal risks may have become more acute following recent crises and the policy
response to them. Finally, fiscal governance needs to be improved by reinforcing or introducing fiscal
rules (with the necessary escape clauses to allow for exceptional circumstances), setting up independent
fiscal councils and strengthening medium-term budgeting. This would send a strong signal that the
authorities are committed to returning to a more prudent fiscal position, thereby lowering the country risk
premium and sovereign borrowing costs. Some recent encouraging steps include the adoption of North
Macedonia’s new Organic Budget Law, which provides for the introduction of fiscal rules and a fiscal
council; the adoption of a new set of fiscal rules in Serbia; and progress in Montenegro on plans to set up
a fiscal council.

Fourth, the Western Balkans and Tiirkiye need to closely monitor and address inflation
developments and the impact of adverse shocks on the financial sector. Persistent price pressures
mean that price developments need to be carefully monitored and monetary policy tightened further (if
needed and if monetary policy tools are available) to ensure price stability in the medium term.
Macroprudential indicators have remained sound overall and capital adequacy ratios are well above the
minimum requirements in the Western Balkans, but there may be pockets of vulnerability, and some
delayed impact of recent price shocks and tightened financing conditions. The ratio of non-performing
loans (NPLs) decreased slightly throughout the enlargement region in 2022, but the economic slowdown
triggered by Russia’s war of aggression against Ukraine and tightening financing conditions may lead to
some deterioration of banks’ asset quality that needs to be closely monitored and addressed by
strengthening legal and regulatory frameworks for NPL resolution. In line with high inflation, average
credit growth accelerated further in nominal terms across the Western Balkans (except for Montenegro)
but slowed in real terms (particularly in the second half of 2022). Annual credit growth also picked up

13



Part |

Horizontal Overview of the 2023 Programmes

strongly in Tiirkiye to 56%, the NPL ratio remained low and the banking sector is adequately capitalised,
but high dollarisation poses a particular challenge.

Fifth, all seven economies face challenges with their business environments and a high share of
informal economic activity that prevents them from achieving their full potential. For most, the
regulatory and institutional environment remains a key challenge that hampers private-sector
development and competition because it is unable to ensure a level playing field. Several economies also
face problems with still sizeable and unprofitable state-owned enterprises, which lead to a misallocation
of resources and unfair competition. All enlargement partners struggle with corruption, legal
unpredictability and slow legal procedures that make their economies less attractive to foreign and
domestic investors. These challenges should be overcome with effective and well-coordinated structural
reforms to improve the business environment and the investment climate. These should include
significant efforts to strengthen the rule of law and institutions in order to fight corruption. Widespread
informal economic activity undermines competition, hinders the efficient allocation of state and private
resources, and reduces tax revenues and the funding of social security systems. For most economies, the
informal economy is driven by the overall weak institutional and regulatory environment, the insufficient
enforcement capacity of the public authorities, corruption and low awareness of the negative social
implications of informality. Low levels of trust in government and the perceived low quality of public
services further discourage tax compliance. Undeclared work leads to reduced job security and safety at
work. In order to overcome these challenges, there is a need to incentivise tax compliance (e.g. through
public awareness measures, simplification of administrative procedures and lower maximum limits for
cash transactions) and to strengthen law enforcement in this area.

Sixth, Russia’s war of aggression against Ukraine has had — and continues to have - significant
spill-over effects for the Western Balkans and beyond, thus underlining the need to enhance energy
and food security. Energy dependence, supply insecurity and higher and more volatile prices for fossil
fuels (including gas) have affected the affordability and availability of energy for both households and
businesses. This has triggered emergency short-term responses, including the EU’s Energy Support
Package (approved at the end of 2022). Securing access to natural gas remains a concern in several
Western Balkan economies and particularly Serbia, North Macedonia and Bosnia and Herzegovina,
which import between 85% and 100% of their gas supply from Russia. The disruption in supply chains
continues to negatively affect food prices, and the supply of wheat as well as necessary fertilisers. The
war's continuation has increased real and perceived risks for investors and this has in turn created
challenges in mobilising private-sector finance. It remains crucial to reduce vulnerability to external
shocks and to increase food and energy security, and accelerating the clean energy transition is key to
securing a sustainable energy supply that is resilient to external shocks. This can be achieved by
promoting energy efficiency measures, accelerating the deployment of renewable energy and diversifying
the energy and electricity mix.

Seventh, the lack of regional economic integration in the Western Balkans prevents the region from
realising its full growth potential. All Western Balkan partners have made a commitment to boost
regional economic cooperation and create a common regional market based on the EU’s four freedoms
(free movement of goods, services, capital and people) but also covering aspects of digital, investment,
innovation and industrial policy. This should stimulate competition and allow economies of scale and
productivity gains. Such a regional market based on EU rules and standards would provide a stimulus for
intra-regional trade and investment, increase the benefits of big infrastructure projects and make the
Western Balkans a more attractive investment destination. It would also be an important stepping-stone to
integrating the region more closely with the EU Single Market even before the countries’ EU accession,
further contributing to the economic growth of the region.

Eighth, low labour-market activity rates (especially among women and young people) and poorly
targeted active labour-market policies remain key challenges. Despite positive labour-market
developments and rising employment rates in most economies recovering from the COVID-19 pandemic,
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the enlargement partners continue to have generally low activity rates as well as high unemployment.
Structural challenges remain, including under-utilisation of labour resources and lower integration of
women, young people and less represented ethnic groups in the labour market. The gender employment
gap in 2021 ranged from 11-16 pps in Montenegro, Serbia and Albania to around 33 pps in Kosovo and
38 pps in Tiirkiye. This was well above the EU-27 average of 10.8 pps. The small progress seen in recent
years was reversed in 2021 in several economies. The outreach and coverage of support services for
jobseekers are limited. Active labour-market policies are not sufficiently targeted at categories that are
most in need (e.g. the long-term unemployed and people from ethnic or minority background) and only a
limited range of measures is on offer. The Western Balkan partners undertook in July 2021 to gradually
establish and implement Youth Guarantee schemes and established interministerial expert groups to
develop Youth Guarantee implementation plans. North Macedonia is a front-runner, implementing the
Youth Guarantee countrywide since 2019 and has, together with Albania and Kosovo, adopted Youth
Guarantee implementation plans. The remaining plans are under development. From around 20% to more
than 30% of the workforce is engaged in undeclared work. No comprehensive strategies have yet been
implemented to address the issue. Social partners are not regularly consulted on the design and
implementation of economic, employment and social policies. Social dialogue between employers and
workers (including collective bargaining) remains weak.

Ninth, social spending is not well targeted towards the poorest segments of the population. Despite
positive economic trends after the COVID-19 crisis, high levels of poverty remain a problem in all
partners and are set to be exacerbated by the recent soaring food and energy price inflation. Means-tested
social assistance schemes are underfunded and there are gaps in the coverage of those most in need. The
low levels of support are ineffective in reducing poverty. However, relatively generous non-means-tested
social benefits (for instance to war veterans) might serve as a disincentive to work. Income inequality is
higher than the EU-27 average but has shown a downward trend in most cases. People in vulnerable
situations also have difficulties in accessing social care services, whose coverage is weak and sometimes
non-existent in remote and rural areas.

Tenth, structural skills mismatches persist due to underinvestment in human capital and weak
education systems, including the low labour-market orientation of vocational education and
training (VET). The education systems in the Western Balkans and Tiirkiye face challenges from early
childhood education and care (ECEC) until the transition to the labour market and adult education.
Enrolment in ECEC is particularly low compared with the EU and this potentially affects long-term
education outcomes, especially for children from a less favourable economic background. Efforts to
increase pre-school education (especially in remote areas and for marginalised communities) are a first
step in the right direction. Increasing the inclusion of vulnerable groups in education systems is also key
and some economies are already making progress here. New curricula are being introduced in pre-
university education, but social partners and the private sector need to be more involved. There remains a
significant mismatch between the provision of secondary and tertiary education and the needs of the
labour market, and this often impedes a smooth transition from school to work. VET schools do not
adequately teach skills that match employers' needs and work-based learning is rather limited.
Furthermore, the low level of participation in adult learning and lack of awareness in the general
population of the need to acquire qualifications in lifelong learning both remain issues. The training of
teachers at all levels of the education system (including in the new curricula) remains a challenge for most
economies.

Eleventh, universal coverage and equal access for all to the essential healthcare services remain a
challenge. Public expenditure on healthcare as a percentage of GDP in the Western Balkans and Tiirkiye
is well below the EU-27 average. Health insurance coverage is generally lower than in the EU, with the
exception of Serbia. Unmet needs for medical care are higher than the EU-27 average (1.8% in 2020) in
all enlargement economies and significantly higher in Albania and Kosovo. The main barrier to accessing
healthcare is the high out-of-pocket expenditure rate, which is more than twice the EU-27 average (except
for Tiirkiye, where it is close to the EU-27 average) and creates an additional burden for low-income
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households. The availability and number of medical staff is an additional challenge because many doctors
emigrate to higher-income countries. Some economies are addressing this problem by making the medical
profession more attractive and thus retaining doctors and nurses. Vulnerable groups (e.g. Roma, women,
persons living in rural areas and persons living in poverty) experience significant barriers in accessing
healthcare. This increases inequalities and reduces the productivity of the population in the long run.
Investment in healthcare from the earliest age (starting with pre-natal and maternal care) would offer
economic benefits by reducing future treatment costs and boost human capital. Overall, there is a need to
strengthen the financing of the healthcare sector in the Western Balkans and Tiirkiye, as well as to
improve access to, and the affordability of, high-quality healthcare.

1.5. CONCLUSIONS

As presented above and in the individual Commission staff working documents, there are many
macrofiscal and structural challenges in the Western Balkans and Tiirkiye. These are to some extent
similar to challenges that EU Member States are facing. They are compounded by the current context of a
global economic slowdown and high inflation aggravated by the economic fallout from Russia’s war of
aggression against Ukraine, which requires governments to stand ready to take appropriate policy
responses to mitigate adverse shocks for vulnerable households and businesses while also managing
aggregate demand to encourage disinflation. Against this background, the ERP-based Economic and
Financial Dialogue has become an even more important forum for sharing experiences, discussing policy
strategies and jointly agreeing on priority reforms to foster sustainable public finances, price stability and
resilient growth. Confronted with growing instability, strategic competition and security threats, the EU
has decided to take more responsibility for its own security and to take further decisive steps towards
building EU resilience, reducing dependencies and designing a new growth and investment model for
2030 (including building a more robust economic base). This also implies the need for greater energy
diversification and fostering green and digital investment. These objectives of good governance and
economic prosperity are also relevant for the Western Balkans and Tiirkiye, and can be best achieved by
addressing the challenges outlined above. Moreover, most of these challenges are best addressed
simultaneously in order to obtain the best possible outcome.
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Table1.1.1:

Economic Reform Programmes 2023 — key indicators

2019 2020 2021 2022e

2023

2024 2025

Albania

Bosnia and Herzegovina
Montenegro

North Macedonia

Serbia

Tiirkiye

Kosovo

Albania

Bosnia and Herzegovina
Montenegro

North Macedonia
Serbia

Tiirkiye

Kosovo

Current account balance (% of GDP)

Albania

Bosnia and Herzegovina
Montenegro

North Macedonia
Serbia

Tiirkiye

Kosovo

Albania
Bosnia and Herzegovina

Real GDP growth (% change)
2.1 -3.5 8.5 3.7
2.8 -3.2 7.6 2.7
41 -153 13.0 7.7
3.9 -4.7 3.9 2.7
4.3 -0.9 7.5 2.5
0.9 1.8 114 5.0
4.8 -5.3 10.7 4.1
Unemployment rate (% LFS)
12.0 12.2 12.0 11.2
15.7 15.9 17.4 15.7
154 18.4 16.6 15.5
17.5 16.6 :

11.2 9.7 11.4 9.9

13.7 131 12.0 10.8
25.7 25.9 20.7

-7.9 -8.7 -7.6 -7.6
-2.6 -3.3 -2.3 -5.5
-143 -26.1 -9.2  -120
-3.0 -2.9 -3.1 -7.4
-6.9 -4.1 -4.3 -9.0
1.4 -4.5 -0.9 -5.9
-5.7 -7.0 -8.7 -6.1
Inflation (CPI annual % change)
1.4 1.6 2.0 6.7
0.6 -11 2.0 13.1

2.6 3.8 3.9
1.7 2.7 3.0
4.4 4.0 3.5
2.9 4.1 5.0
2.5 3.5 4.0
5.0 5.5 5.5
55 6.1 6.7

10.7 10.2 9.8
15.3 14.4 131
14.5 13.7 12.9

9.5 9.0 8.3

10.4 9.9 9.6

-6.9 -5.6 -5.1
-1.3 -0.6 -0.5
-10.5 -9.9 -8.9
-5.6 -2.1 -1.2
-8.5 -6.7 -6.0
-2.5 -1.4 -0.9
-5.4 -6.2 -6.5

3.6 3.0 3.0
6.7 31 2.2

Montenegro 0.5 -0.8 2.4 13.0 5.0 3.0 2.2
North Macedonia 0.8 1.2 3.2 14.3 8.5 2.4 2.0
Serbia 1.8 1.6 4.0 12.0 12.5 5.3 3.0
Tiirkiye 15.2 12.3 19.6 72.3 31.6 19.7 11.9
Kosovo 2.7 0.2 33 11.6 4.3 2.2 1.2
¢: estimate. -

LFS: labour force survey.

Sources: Economic Reform Programme (ERP) 2023 for 2021-2025, CCEQ for 2019 and 2020.

Note: CCEQ: DG ECFIN publication 'EU Candidate and Potential Candidate Countries' Economic

Quarterly'
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Table 1.1.2:
Economic Reform Programmes 2023 — fiscal indicators

2019 2020 2021 2022e 2023 2024 2025

Total revenue * (% of GDP)
Albania 27.2 25.9 27.0 28.2 29.5 28.3 28.3
Bosnia and Herzegovina 42.5 42.1 40.4 404 411 413 415
Montenegro 43.4 44.6 44.3 39.8 39.3 38.0 37.8
North Macedonia 315 30.5 324 31.8 328 325 324
Serbia 42.0 41.0 43.3 43.0 40.9 40.4 39.6
Tiirkiye 29.7 29.6 30.9 29.5 30.8 30.5 30.4
Kosovo 268 254 277 278 293 281 28.0
Total expenditure * (% of GDP)
Albania 29.1 32.6 31.6 314 321 30.5 30.4
Bosnia and Herzegovina 406 474 38.6 40.2 411 40.7 399
Montenegro 45.4 55.7 46.2 44.5 45.2 44.2 44.0
North Macedonia 33.7 389 37.8 369 374 359 353
Serbia 42.2 49.0 47.4 46.8 44.2 42.5 41.0
Tiirkiye 32.9 325 335 32.8 343 32.9 31.8
Kosovo 29.7 33.0 289 284 328 304 29.2
General government balance (% of GDP)
Albania -1.9 -6.7 -4.5 -3.2 -2.6 -2.2 -2.2
Bosnia and Herzegovina 1.9 -5.3 1.8 0.3 0.0 0.7 1.6
Montenegro -20 -111 -1.9 -4.8 -5.9 -6.2 -6.2
North Macedonia -2.2 -8.3 -5.4 -5.1 -4.6 -3.4 -2.9
Serbia -0.2 -8.0 -4.1 -3.8 -3.3 -2.2 -1.4
Tiirkiye -3.2 -2.9 -2.6 -3.2 -3.5 -2.4 -1.4
Kosovo -2.9 -7.6 -1.2 -0.5 -3.4 -2.2 -1.1
General government debt (% of GDP)

Albania 65.8 745 732 68.8 675 663 653
Bosnia and Herzegovina 32.7 36.6 32.0 30.5 30.2 29.5 28.4
Montenegro 76.5 105.2 84.0 76.1 73.6 74.8 74.8
North Macedonia 40.5 51.9 52.0 49.5 51.0 518 514
Serbia 52.0 57.0 57.1 56.9 56.1 55.1 54.0
Tiirkiye 32.6 39.7 41.8 36.7 35.2 33.6 32.1
Kosovo 17.6 22.4 215 19.8 22.6 23.0 23.8
€: estimate.

*2019 and 2020 data from Ministry of Finance.
Sources: Economic Reform Programme (ERP) 2023 for 2021-2025, CCEQ for 2019 and 2020.

Note: CCEQ: DG ECFIN publication 'EU Candidate and Potential Candidate Countries' Economic

Quarterly'



Part 11

Country analysis



20

1 e ALBANIA

1.1. EXECUTIVE SUMMARY

Although economic growth in Albania will slow in 2023, the economic reform programme (ERP)
expects it to firm up in 2024 and 2025. In 2022, the economic recovery slowed, but GDP growth
remained strong at 4.8%, driven by private investment and consumption. Inflation rose to an annual
average of 7%, prompting the central bank to start tightening monetary policy by raising its policy rate.
The ERP projects economic growth to slow to 2.6% in 2023 due to a less favourable external
environment that is set to dampen exports. In addition, the tighter financing conditions and increased
uncertainty about the impact of Russia’s war against Ukraine affect private consumption and investment.
In 2024, growth is expected to rebound to 3.9% and stay close to this rate in the medium term, mainly
supported by private consumption and investment and exports. The main downside risks are related to
overly optimistic projections for net exports and private investment growth. As the impact of high import
prices looks set to fade, inflation is expected to meet the 3% target in 2024. Moderate employment growth
in 2023-2025 is projected to reduce the unemployment rate gradually to 9.8% by 2025.

Fiscal consolidation has accelerated, and the ERP aims to achieve a positive primary balance from
2023. Following strong revenue growth, considerable savings on interest and personal expenditure and
lower-than-planned execution of foreign financed public investment, the 2022 budget deficit was 3.7% of
GDP. This is lower than originally envisaged despite additional expenditure to shelter households and
small businesses from the high energy and food prices. Supported by increasing revenue, including the
EU’s budget support for energy, the budget deficit is set to fall in 2023 to 2.6% of GDP. At the same
time, the primary balance is set to reach a small surplus, in line with the new fiscal rule. In the medium
term, a decreasing expenditure-to-GDP ratio is projected to lower the budget deficit to just above 2% of
GDP and to further increase the primary surplus. In 2022, the public debt ratio fell much more than
expected in the ERP, by 8.6 percentage points (pps) to 64.6% of GDP, which is below the 2019 pre-crisis
level. The reduction is expected to continue by about 1 pp per year.

The main challenges Albania faces are the following.

e The planned fiscal consolidation is set to gradually rebuild fiscal space, but this should be
complemented by a tighter control of fiscal risks and greater transparency of budget revisions.
The gradual reduction of the public debt ratio and a return to a positive primary balance should be
implemented to rebuild fiscal space in the medium term. This should be accompanied by a steady
reduction of public-sector arrears throughout the fiscal year. Applying the budget revision process
provided for in the budget law for all budget amendments would make fiscal planning more
transparent. Furthermore, a systematic risk assessment would help inform decisions on state
guarantees and on-lending to public bodies and contribute to debt sustainability and limit fiscal risks.

e A higher tax revenue ratio based on well-prepared tax reforms, coupled with more efficient
spending, is crucial for financing the necessary investment in human and physical capital to
boost productivity. The planned fiscal consolidation needs to be supported by increasing the tax
revenue ratio, including by broadening the tax base, reflecting the results of the consultation with
civil society stakeholders to ensure the quality, applicability and acceptance of tax reforms. A higher
tax revenue ratio is crucial for ensuring that human capital development, including social protection,
education and health, is adequately financed. To monitor public expenditure on R&D, the respective
data has to be collected first. In addition to increasing expenditure on measures that boost growth,
steps should be taken to make public investment spending more efficient. This can be achieved by
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strengthening the approval process for investments and advancing the necessary legal amendments to
fully integrate public-private partnerships (PPPs) into this process.

e There is a need to increase funding and capacity for skills and training, social protection, and
healthcare to improve employability and social inclusion. 30.7% of the population aged 15-64 are
economically inactive (not currently working or looking for work). Participation in vocational
education and training (VET) is growing but level remains relatively low compared to its regional
peers and economic demand — only 17.7% of upper secondary students enrolled in VET schools in
2021. Skill mismatches and quality issues in education and vocational training persist, as schools
have yet to develop curricula that attractive for students or that are relevant to the needs of the labour
market. The fact that few adults participate in lifelong learning hinders the matching of skills supply
and demand. Even growing sectors such as ICT struggle to recruit staff, so providing digital skills
training and promoting work-based learning in the digital sector could yield substantial benefits.
High inactivity rates are reflected in the high percentage of people living at risk of poverty or social
exclusion (45% in 2021, compared to 21.6% in the EU-27). The social protection system relies
heavily on cash transfers, which have low adequacy, but efforts are under way to establish a systemic
review and increase of the benefits. Social services are limited and unevenly distributed around the
country, and local governments have limited capacity to provide them. To tackle these issues and
improve access to and availability of social services, a Social Fund mechanism has been set up.

e Albania should step up efforts on connectivity, the green transition and adapting to climate
change. The country remains a net importer of electricity, which contributes to its trade imbalance.
The energy sector also remains unstable and ineffective, with insufficient supply security due to a
heavy dependency on hydroelectricity, which is vulnerable to climate change. Russia’s war against
Ukraine has led to higher and more volatile energy prices, increasing costs and charges for
households and businesses. ~ Albania needs to manage water resources better, and tackle waste and
waste-water issues addressed. Smart and sustainable mobility could help address business needs and
energy challenges.

e  Further efforts are needed to nurture competitiveness, and tackle the informal economy and
the digital transition. Micro and small businesses, which account for a far higher level pf
employment and added-value than the EU average, still struggle to access finance. Diversification of
production and exports is also low. Albania could improve competitiveness by further improving
digital skills, by addressing infrastructure and property issues, and by introducing prevention policy
measures. Research and innovation funding remains below the regional average. The informal
economy remains an obstacle to business development and competition, despite some results of
“fiscalisation” (the obligatory electronic recording of sales subject to VAT) and other measures to
combat it.

The policy guidance jointly adopted at the Economic and Financial Dialogue of 24 May 2022 has
been partially implemented. Fiscal consolidation progressed, control of arrears and fiscal risks
improved, and the reform of public investment management began. Some tax measures planned in the
draft medium-term revenue strategy (MTRS) were implemented, but the formal consultation and adoption
of the strategy were dropped. Although the share of expenditure on social protection increased, the share
on education decreased, and health expenditure stalled. No data was available on R&D expenditure. The
Bank of Albania began normalising monetary policy and ended the provision of unlimited liquidity to
banks. It prepared a draft regulation for data collection on the real estate sector but had not conducted
asset quality reviews of the major systemic banks. The longstanding dispute over bailiff tariffs was
resolved but the government introduced no measures to promote the use of the national currency.

The key challenges identified in the 2023-2025 ERP partly correspond to those identified by the
Commission, but the proposed policy response is not sufficiently reflected in the fiscal framework.
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The programme’s macro-fiscal framework is based on optimistic projections for net exports and private
investment above historical averages. In addition, although the planned pace of fiscal consolidation
adequately supports the policy mix, the composition of the fiscal adjustment does not sufficiently reflect
the identified expenditure needs for improving the availability of the public goods that are needed to
increase productivity. The analysis of structural obstacles fails to examine key sectors of the economy,
notably industry and services (except tourism). While the analysis of the green transition does look at
some of the challenges facing Albania, on which a specific measure is included, the shared European
growth model on the green and digital transition needs to be further improved, especially in the current
geopolitical context. In line with the EU strategy for the digital agenda in the Western Balkans, the reform
of the development of the broadband infrastructure is expected to benefit the economy. The reform
measures largely address the identified key challenges. However, the ERP does not include any measures
to improve the quality of higher education.

1.2. ECONOMIC OUTLOOK AND RISKS

GDP growth decelerated but was still robust at 4.8% in 2022 (), higher than the ERP estimate (°),
driven by private investment and consumption. The increase in private investment remained solid and
private consumption grew even faster than in 2021, leading to higher-than-expected economic growth
despite shrinking public investment and consumption and a negative contribution of net exports. The
robust rise in private consumption was supported by continued strong employment growth, which brought
the unemployment rate down to 11%. Real private wages grew by about 5%. On the production side,
construction and services were the main growth driver, partly due to buoyant tourism.

The ERP expects growth to slow further to 2.6% in 2023 before recovering to almost 4% in 2024-
2025. The slowdown in 2023 is due to a less favourable external environment that is dampening exports
of services, tighter financing conditions, and increased uncertainty holding back private consumption and
investment. These factors are expected to be only partly compensated by an increase in public
consumption and investment. As import growth is forecast to decelerate sharply, net exports are projected
to have a slightly positive contribution to growth. From 2024, private consumption and investment and
exports are expected to return as the main drivers of growth, which is estimated to stay close to 4% in the
medium term. Despite assumed average private investment growth of 4.2% per year, total investment is
projected to fall from an average of 23.4% of GDP in 2020-2022 to 22.3% in 2023-2025 as post-
earthquake reconstruction should end in 2023. Real growth of exports of goods and services is expected
to average 4.3% per year in 2023-2025, whereas imports of goods and services are projected to grow by
2.2% on average. This should result in an average positive growth contribution of 0.6 pps per year from
net exports. Employment is expected to rise by an average of 0.5% per year in 2023-2025, gradually
reducing the unemployment rate to 9.8% in 2025. The mobilisation of the inactive population is expected
to remain the main driver of labour supply, given the shrinking population (caused by high emigration
and low fertility rates). The ERP projects the output gap to turn slightly negative in 2023 and to gradually
close by 2026.

The main downside risks are related to overly optimistic projections for net exports and private
investment growth and a lack of focus on policies that can boost productivity. The growth projections
for 2023 and 2024 were lowered by 1.6 pps and 0.1 pps respectively compared with last year’s ERP,
which reflects the expected impact of the external situation on the Albanian economy. However, the
forecast for 2025 and beyond remains the same. For 2023 and 2024, the economic growth projection is
still above international and Commission forecasts. In particular for 2024, the projected growth

(*) Macroeconomic and fiscal estimates and forecasts covering the period 2022-25 have been taken from the ERPs themselves; if
available, preliminary macroeconomic and fiscal outturn data for 2022 have been taken from the relevant national sources
(national statistical office, ministry of finance, central bank).

(°) The tables of this assessment reflect the ERP estimates, not the preliminary 2022 outturn published by the statistical office.
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contribution of net exports and private investment exceeds historical averages as well as international
projections, but the ERP presents no policies to support this forecast. On the production side, the ERP
expects the contribution of agriculture, mining and services to growth to exceed historical averages but
does not explain why. The composition of the fiscal plan, in particular from 2024, does not fully reflect
the expenditure needs of the ERP policies to support the projected growth scenario, namely investment in
human and physical capital to increase productivity. Furthermore, the ERP does not consider the possible
impact of the shrinking working-age population, which is a further downside risk to the growth
projections because businesses are already suffering from a lack of skilled workers.

Table 11.1.1:
Albania - Comparison of macroeconomic developments and forecasts
2021 2022 2023 2024 2025

COM ERP i COM ERP {COM ERP { COM ERP | COM ERP
Real GDP (% change) 85 8532 37 26 26 34 3.8 na 39
Contributions:
- Final domestic demand 91 90 40 3624 23 : 32 28 na. 33
- Change in inventories 05 08 00 : 0.0 : 0.0 : n.a. :
- External balance of goods and services -12 -12;-07 00: 03 0301 09 :na 0.6
Employment (% change) 08 0412 46 09 05: 09 05 :ina 04
Unemployment rate (%) 12.2 12.0; 114 11.2; 109 10.7: 105 10.2; na. 9.8
GDP deflator (% change) 59 5966 5143 30: 36 12 na 11
CPl inflation (%) 20 2071 67 43 36 34 3.0 na 30
Current account balance (% of GDP) 7.7 -76: 83 -76 -79 -69:-74 -56 na. -5.1
General government balance (% of GDP) 41 -45;-34 -32 -30 -26:-19 -22 na. -2.2
Government gross debt (% of GDP) 73.2 73.2:694 688 675 67.5: 664 66.3: na. 653

Sources: Economic Reform Programme (ERP) 2023, Commission Autumn 2022 forecast.

Inflation climbed to an average of 6.8% in 2022 but looks set to fall back to the 3% target in 2024.
The inflation rate peaked at 8.3% in October 2022 but has since declined as price increases in food,
energy and transport have decelerated and financial market conditions have tightened. Some of the
foreign price pressures have been absorbed by the 2.5% average appreciation of the lek against the euro.
This was mostly due to significant external inflows from tourism and foreign direct investment (FDI), and
the unchanged regulated electricity price for Albanian households and small and medium-sized
businesses (SMEs). In response to the inflation rate overshooting its 3% target and the broadening of
demand-driven price pressures, the Bank of Albania (BoA) stopped the provision of unlimited liquidity to
banks in February 2022 and began to tighten its accommodative monetary policy stance in March 2022. It
raised the policy rate in several steps by 2.75 pps to 3% in March 2023. The ERP expects average
inflation to fall to 3.6% in 2023 before converging to the 3% target in 2024 as international price
pressures fade and domestic inflationary pressures become more muted in line with the slightly negative
output gap. The inflation forecast for 2023 seems optimistic considering persistent foreign price
pressures, including in the EU. Amid the overall increased uncertainties, the European Central Bank and
the Bank of Albania have agreed to extend until January 2024 Albania’s liquidity line for the amount of
EUR 400 million, which has been in place since 2020 without ever being used. The ERP does not include
projections for the inflation rate in the EU, but it is assumed that the effective lek exchange rate will
appreciate slightly and external interest rates will rise in 2023.

Despite the terms of trade shock, the current account deficit decreased in 2022, and the ERP
expects it to fall further in the coming years. Sharply increased import prices widened the nominal
goods trade deficit despite the strong growth of goods exports. However, high nominal GDP growth
resulted in the trade deficit decreasing by about 1 pp. to 23.7% of GDP. At the same time, the services
trade surplus surged by 30%, to 13.3% of GDP, which has contributed to a 1.6 pps decrease in the current
account deficit to 6% of GDP. The ERP expects the current account deficit to fall further in 2023 and
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2024 reaching 5.1% of GDP in 2025. This improvement is based on the assumption of a gradually
decreasing goods trade deficit and an increasing services surplus. These are set to more than offset the
projected increase in the primary income deficit and a gradually decreasing contribution of remittances as
a share of GDP. The forecast growth of the services surplus and the primary income deficit are higher
than in last year’s ERP. The expected improvement of the goods trade deficit might be limited if import
needs and prices are higher than projected, e. g. for electricity and investment goods.

Foreign direct investment (FDI) inflows are forecast to gradually decrease as a share of GDP but
still finance the current account deficit. Following a strong growth of almost 19% year-on-year, FDI
inflows reached 6.7% of GDP in 2022, but they are expected to gradually decline in the medium term to
6.2% of GDP in 2025. FDI inflows fully financed the current account deficit in 2022 and should continue
to cover the bulk of the expected current account deficit in 2023-2025. The FDI projections appear
plausible in light of the recent completion of two very large energy projects that boosted inflows in 2016-
2019 and large investment projects currently in the pipeline. These projects are likely to generate inflows
that are more evenly spread over the coming years. External debt is estimated to have dropped by some
10 pps to 54.6% of GDP in 2022. The BoA’s risk analysis shows that the external debt ratio is more
sensitive to currency depreciation than to an increase in interest rates. However, the appreciation trend of
the lek indicates that such a risk is limited. Moreover, this risk is sufficiently safeguarded against by
foreign exchange reserves, which have consistently increased over recent years and exceeded
EUR 5 billion at the end of 2022, covering 7 months of imports of goods and services and over three
times the short-term external debt.

External competitiveness and current account

Graph 11.1.1a: Albania - Current Graph 11.1.1b: Albania - Real effective
20 - account balance (% GDP) - 10 exchange rate (CPI based, index)
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Source: Economic Reform Programme (ERP) 2023. Source: Economic Reform Programme (ERP) 2023.

The financial sector remained stable, but there could be more credit risks in the wake of rising
interest rates. Bank profitability (return on equity) improved strongly in 2021 to 12.9% but fell to 12.3%
in 2022. Overall banking sector capital in relation to risk-weighted assets remained unchanged and well
above the regulatory minimum, but not all banks fulfil the macroprudential requirements adequately.
Liquidity declined in 2022 but was still above the regulatory limit set by the Bank of Albania. The ratio of
non-performing loans to total loans continued to slightly decrease, falling to 5.1% from 8.4% in 2019.
However, there are concerns that the interest rate risk could transform into credit risk as bank loans, about
75% of which carry variable rates, are being repriced. In light of this, the recent resolution of the dispute
over the private bailiff services’ fees is well timed, and the government should ensure that all other parts
of the insolvency and resolution framework are fully operational. Another remaining source of
vulnerability is banks’ exposure to sovereign risk given the high share of government securities among
their assets. The growth of credit to the private sector (!°) accelerated from 6.9% in 2021 to 11.2% year-
on-year in 2022 although commercial lending fell at the end of the year as interest rates increased in line
with the usual monetary policy transmission lags following the policy rate hikes. Both the share of foreign

(') Adjusted for written-off loans and exchange rate impacts.
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currency denominated loans and foreign currency deposits grew in the banking sector, partly reflecting
high inflows from tourism and FDI (foreign currency deposits, in particular, increased strongly to 55% of
total deposits). The BoA reconfirmed its commitment to strengthen the regulation and supervision of the
banking sector; the Bank updated its stress testing methodology and continued to improve the availability
of data to monitor the real estate sector. Given its progress in aligning its supervisory and regulatory
frameworks with EU standards, BoA applied for an equivalence assessment by the European Banking
Authority. However, Albania remained under increased monitoring by the Financial Action Task Force
(FATF) to address strategic deficiencies in its regime to counter money laundering and terrorist financing.
There appears to be scope to increase the financial sector’s role in reaching climate and energy targets in
line with European and international commitments by adopting policy measures in the area of sustainable
finance (such as sustainability disclosures, sustainable finance taxonomies etc.).

Table 11.1.2:
Albania - Financial sector indicators

2018 2019 2020 2021 2022
Total assets of the banking system (EUR million) 11398 12380 13156 14980 16598

Foreign ownership of banking system (%)* 83.4 77.1 76.0 75.1
Credit growth (%, aop) -1.7 3.0 6.1 6.9 11.2
Deposit growth (%, aop) -1.2 2.5 5.8 8.5 8.0
Loan-to-deposit ratio (eop) 53.9 55.6 54.7 54.8 56.1
Financial soundness indicators (%, eop)
- non-performing loans to total loans 111 8.4 8.1 5.7 5.0
- regulatory capital to risk-weighted assets 18.2 18.3 18.3 18.0 18.1
- liquid assets to total assets 14.8 15.1 13.6 13.3 11.0
- return on equity 13.0 13.5 10.7 12.9 12.3
- forex loans to total loans 55.1 50.1 48.5 48.8 49.3

* foreign equity ownership of total banks' equity
Sources: Economic Reform Programme (ERP) 2023, IMF, Bank of Albania.

1.3. PUBLIC FINANCE

Strong revenue growth coupled with some expenditure savings and a high GDP denominator
lowered the fiscal deficit to 3.7% of GDP in 2022. The government introduced four budget amendments
outside of the regular revision process in 2022 (January, March, July, December). As in previous years,
they were not all triggered by unexpected events. The budget amendments: (i) significantly raised
expected revenue (+2.5 pps of GDP); (ii) increased support to the state-owned electricity utilities to keep
the regulated electricity prices for households and SMEs unchanged (1.4% of GDP); and (iii) allocated
direct support worth 0.9% of GDP to vulnerable households facing difficulties in meeting higher food and
fuel costs. Based on the new GDP estimate (') in the ERP and the budget implementation data, tax
revenue ended up at 26.3% of GDP in 2022. This was 1.1 pps above the 2021 value and 8.3% above the
original target in the 2022 budget. Total expenditure was up 0.2 pps year-on-year at 31.6% of GDP, 2.2%
below the amended target. This included central government capital expenditure of 5.4% of GDP as well
as direct support of 1.4% of GDP to the publicly owned energy utilities. Tax revenue grew by 13.8%
year-on-year in 2022 and was driven by strong growth across all tax categories except national taxes and
excises. In particular, profit tax (+33.9%) and import-related revenue (VAT and customs duties) saw an
exceptional rise. Overall expenditure increased by 9.2% compared with 2021. Current spending rose by
8.4% while capital expenditure turned out 14.6% higher than in 2021, only because it was used to clear

(") The budget law requires Albania to use a projected nominal GDP not higher than the latest available IMF forecast for fiscal
purposes. However, nominal GDP growth in 2022 is expected to have been 8.9%, about 3.4 pps above the original estimate
used for the budget preparation.
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arrears in December. Sizeable savings compared to the original budget were achieved on interest costs,
personnel expenditure and foreign-financed capital spending. The budget deficit of 3.8% of GDP was
about 1.2 pps lower than projected in the original budget and 0.7 pps below the 2021 deficit.

The ERP envisages a moderate pace of fiscal consolidation mainly driven by a decreasing spending
ratio. Following an exceptional increase in revenues in 2023, the revenue ratio is projected to fall back to
its 2022 level in 2024-2025. The planned reduction of expenditure as a share of GDP, which looks set to
see the biggest fall (1.6 pps) in 2024, should underpin the budget balance's gradual improvement in 2023-
2025. In 2024 this is mainly related to ending the exceptional support to the electricity sector and the
completion of the post-earthquake reconstruction. From 2025, this reduction is due to the gradually
decreasing spending on personnel and operation and maintenance as a share of GDP. Capital spending is
also expected to decrease by about 0.6 pps of GDP, while interest costs are projected to rise significantly,
reflecting tighter financing conditions. The primary balance is forecast to turn positive already in 2023,
one year earlier than has been expected in the previous ERP. The cyclically adjusted primary balance
shows the largest improvement in 2023, which implies a pro-cyclical tightening given the estimated
negative output gap. However, this fiscal stance would support monetary policy in reducing inflation
towards the target.

Table 11.1.3:
Albania - Composition of the budgetary adjustment (% of GDP)
B Change:
2021 2022 2023 2024 2025 2022.25
Revenues 27.0 28.2 29.5 28.3 28.3 0.1
- Taxes and social security contributions 25.2 26.5 27.0 26.7 26.7 0.2
- Other (residual) 1.9 1.7 25 1.6 1.6 -0.1
Expenditure 31.6 314 321 30.5 30.4 -1.0
- Primary expenditure* 29.7 29.4 29.3 27.4 27.1 -2.3
of which:
Gross fixed capital formation 7.7 6.6 6.7 6.1 6.2 -0.4
Consumption 8.7 8.5 8.7 8.5 8.2 -0.4
Transfers & subsidies 12.2 11.7 11.9 12.0 11.9 0.2
Other (residual) 1.1 2.6 2.0 0.8 0.9 -1.7
- Interest payments 1.9 19 2.8 3.1 33 1.4
Budget balance -4.5 -3.2 -2.6 -2.2 -2.2 1.0
- Cyclically adjusted -6.1 -3.3 -2.3 -2.2 -2.2 1.1
Primary balance -2.6 -1.9 0.3 0.9 1.2 3.1
- Cyclically adjusted -4.2 -1.3 0.5 0.9 1.1 2.5
Gross debt level 73.2 68.8 67.5 66.3 65.3 -3.5

* Excluding arrears clearance
Sources: Economic Reform Programme (ERP) 2023, Commission calculations.

Windfall tax revenue and one-off grants are set to help Albania achieve a positive primary balance
in 2023. The 2023 budget and the medium-term macro-fiscal framework, which serves as a basis for the
ERP, are based on the latest fiscal outturn data available at the time (November 2022). This marks an
improvement over the previous years’ practice. The budget deficit is expected to fall to 2.6% of GDP
while the primary balance is set to improve substantially to 0.3% of GDP from -1.2% estimated for 2022.
Exceptional energy-related EU budget support and one-off revenue from retroactively taxing exceptional
profits of private electricity producers (!2) are expected to lift total revenue by 1.3 pps to 29.5% of GDP.
Total expenditure is set to grow by 0.7 pps to 32.1% of GDP, mainly to cover the increase in public sector
wages and interest costs. Budget support to the electricity sector is set to decrease by 0.8 pps to 0.6% of

() According to its legal basis, this exceptional revenue has to be used for social expenditure.
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GDP. Capital expenditure (including local governments) is set to increase marginally by 0.1 pps to 6.7%
of GDP, mostly related to foreign-financed investments, while post-earthquake reconstruction is set to
end in 2023. The planned income tax reform, which was postponed to 2024, would broaden the tax base
as self-employed people and freelancing professionals would be subject to the personal income tax
regime instead of the profit tax, from which most of them (with a turnover below ALL 14 million) have

been exempted since 2021.

Box II.1.1: The 2023 budget

Following the presentation of the draft budget on 25 October, the 2023 budget was adopted by the
Albanian Parliament on 25 November 2022. Two months later, Parliament approved the last
amendment of the 2022 budget, which the government had introduced on 1 December 2022 by a
normative act. The 2023 budget aims to achieve a fiscal deficit of 2.6% of GDP and a positive primary
balance of 0.3% of GDP.

The budget provides for a 6% salary increase for health and education employees, funding for the
local elections in May 2023, subsidies for electricity prices, and contingencies for foreign grant
projects and unplanned expenditure needs.

Total revenue is expected to reach 29.5% of GDP due to a higher disbursement of grants (1.4% of
GDP, mostly from EU budget support), a retroactive tax on exceptional profits of private electricity
producers, the effect of the increase of the minimum wage on social contributions, and an increase in
VAT from higher import prices. In addition to the inflation indexation of pensions, the end-of-year
pensioners’ bonus was changed from a one-off item to a regular expenditure item. While this regular
bonus makes the budget more predictable, it remains an untargeted action that is not integrated into
the social insurance system. The birth bonus is also a regular untargeted payment. As in 2022, most of
the support to the state-owned electricity producers is budgeted as direct budget support instead of
being provided via loans or guarantees, which increases transparency.

Main measures in the budget for 2023:

Temporary/permanent Revenue Temporary/permanent Expenditure
measures measures
. 33% tax on private electricity . Salary increases in health and education
producers’ windfall profits in 2022 (0.1% of GDP)
(0.38% of GDP)
. Support to state-owned electricity
. EU energy-related budget support producers (0.5% of GDP)
(0.4% of GDP)
° Increase of the reserve fund to cover
. New gambling tax and harmonisation elections costs and unplanned support
of excises (0.1% of GDP) needs due to the wvolatile external

environment (0.7% of GDP)
. Vehicle and fuel sales tax (0.28% of
GDP)

After a larger-than-expected fall in the public debt ratio in 2022, the ERP projects a continued
trend of moderate debt reduction by about 1 pp. per year. The debt ratio fell by 8.64 pps to 64.6% of
GDP in 2022, more than 4 pps below the level projected by the ERP. This marked improvement, which
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was mainly due to a lower-than-planned deficit and the much larger than expected growth in nominal
GDP, has brought the debt ratio below its pre-Covid-19 level, which the ERP expected only for 2025. The
ERP projects a moderate pace of debt reduction of about 1.1 pps per year on average in 2023-2025,
slightly slower than in the previous ERP (average of 1.4 pps per year). Guaranteed debt, which is fully
accounted for in the public debt stock, increased from 2.9% of GDP in 2020 to an estimated 3.3% of GDP
in 2022 and is set to remain at around 3% of GDP in the medium-term.

The maturity of public debt lengthened, but there are still risks related to the shallow domestic
market and the rising share of foreign currency debt. Although the share of short-term securities in
the domestic debt portfolio fell to about 30%, the tightening financing conditions and the shallow
domestic market for government securities pose risks. The yield for 12-month bonds increased by about
3.25 pps from its average level in 2019-2021 to 5% in January 2023 in response to the monetary policy
tightening. Similar increases were observed across all maturities, and the slope of the yield curve has
remained unchanged. In addition, the exchange rate risk has increased due to the share of foreign
currency denominated debt rising over the last 2 years to 48.5% of total public debt and the share of debt
owed to private foreign creditors climbing to about 30% of the foreign public debt, caused by the annual
issuance of large Eurobonds in 2020-2021. To mitigate the exchange rate risk, the medium-term debt
strategy limits foreign currency denominated public debt to 50% of the total public debt stock, and 0.7%
of GDP has to be earmarked in the budget for fluctuations in the exchange rate. There will be high
refinancing needs for foreign debt when a Eurobond and a private loan guaranteed by the World Bank are
due in 2025 and another large Eurobond repayment is due in 2027. To meet these refinancing needs, the
government is prepared to issue a new Eurobond in 2023-2024 if financial conditions improve and may
combine it with a liability management transaction.
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Box II.1.2: Debt dynamics

The debt dynamics are

Albania based on slightly
Composition of changes in the debt ratio (% of GDP) optimistic growth
2021 2022 2023 2024 2025  expectations and assume:
Gross debt ratio [1] 73.2 688 675 663 653 (i) a stable exchange rate;
Change in the ratio 1.3 44 13 12 -11 (ii) a drop in the inflation
Contributions [2]: rate to 3.6% in 2023 and
1. Primary balance 26 12 03 -09 -12 to 3% in 2024-2025; and
2. “Snowball” effect 75 -39 -09 -01 o1 (i) an increase in the
OF which: 1mp11c1t. interest rate. The
Interest expenditure 19 19 28 31 33 debt.ratlo record'ed alarge
Growth effect -55 -25 -1.7 -24 -25 fall in 2022, driven by a
Inflation effect -38 -34 -20 -08 -0.7 strong 'snovyball' effect
. due to high inflation and

3. Stock-flow adjustment 3.5 -1.7 -01 -0.2 0.0 .
growth and a sizeable
[1] End of period. stock-flow  adjustment
[2] The snowball effect captures the impact of interest expenditure on accumulated related to the use of
debt, as well as the impact of real GDP growth and inflation on the debt ratio deposits from the 2021
(through the denominator). Eurobond issue. In 2023,
The stock-flow adjustment includes differences in cash and accrual accounting, a much smaller snowball
accumulation of financial assets and valuation and other effects. effect is expected as

Source: Economic Reform Programme (ERP) 2023, Commission calculations. interest expenditure
climbs by almost 1 pp. of GDP while the debt-reducing impact of both inflation and real growth
moderates. From 2024, the snowball effect is set to diminish further because rising interest costs and
decelerating inflation are projected to outweigh the rising impact of higher growth. Overall, it is the
increasing primary surplus that is expected to drive the moderate reduction of the debt ratio in 2024-
2025. The table is based on the values provided in the ERP. However, due to the much larger than
expected debt reduction in 2022, the debt path will shift to a lower level.

The main sources of fiscal risks remain the state-owned hydroelectricity providers and the financial
governance of public sector utilities. The state-owned energy utilities’ dependence on regular public
guarantees and loans is a source of fiscal risks. This situation is aggravated by the hydropower sector’s
vulnerability to fluctuations in rainfall and to climate change risks, for which mitigation measures still
need to be developed. About two thirds of public guarantees are issued to the energy sector, including for
foreign borrowing. In 2022, adverse weather conditions caused a decline in domestic electricity
production, and import costs surged. As a result, the government provided direct on-lending of 0.4% of
GDP and budget support of 1% of GDP to the sector. Until now, no payments have been made under the
guarantees provided to the private sector as part of COVID-19 support, which amount to 0.6% of GDP. In
future, the government intends to base decisions on guarantees and on-lending to public bodies on criteria
such as the recipient introducing reforms to strengthen financial performance and management and the
intended use of the funds. As part of the energy sector reform, the Ministry of Finance and Economy now
monitors the financial performance of public sector bodies. This has helped identify a rise in mutual
arrears in the public sector.
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Box II.1.3: Sensitivity analysis

The sensitivity analysis in this year’s ERP extends to 2026 and provides some detail on the
expenditure and financing categories. However, there is no information provided on the revenue side,
except for the total revenue, which includes grants and non-tax revenue. Although the ERP refers to
the effect of automatic stabilisers, their impact is likely to be limited given the large number of
informal and agricultural self-employed people and the low social security benefits. The particular
economic circumstances in 2023 are integrated into the baseline and assumed to continue somewhat in
2024, leading to only minor deviations between the scenarios. However, assuming a return to a normal
environment in 2025-2026, it is expected that shocks will create larger deviations from the baseline.
The real GDP growth rates for the optimistic and pessimistic scenarios deviate by +0.5 pps
and -1.5 pps, respectively, from the baseline growth scenario of 2.6% in 2023 and its average rate of
3.8% in 2024-2026. Foreign borrowing is kept unchanged across all scenarios.

In the pessimistic scenario, the revenue ratio is assumed to be 0.5 pps below the baseline, current
expenditure is about 0.2 pps above the baseline, and capital expenditure is on average 0.5 pps below
the baseline. Domestic borrowing and interest expenditure (in nominal terms) is assumed to be lower
in the pessimistic scenario compared to the other scenarios, leading to a lower primary surplus. The
fiscal deficit is set to be about 0.2 pps higher than in the baseline scenario, except in 2025 when it is
lower. The fiscal adjustment under the pessimistic scenario is set to comply with the neutral or
positive primary balance rule but not with the rule of a decreasing debt ratio in 2023 and 2024. From
2025 on, the debt ratio should decrease incrementally to 68.4% mainly due to reduced domestically
financed investment (by 0.5 pps to 1 pp.) and lower operational and maintenance expenditure.

The optimistic scenario is close to the baseline scenario in terms of revenue (0.1 pps above the
baseline in 2023-2024) or the same as the baseline (2025-2026). Nominal expenditure does not change
and, in terms of GDP current expenditure, is only 0.1 pps lower in 2023-2024. However, the
difference increases by 2025 when it is 0.5 pps lower. Similarly, the difference in the fiscal deficit is
0.2 pps lower in 2023 and gradually decreases to 1.1% of GDP or by 0.6 pps in 2026.

Overall, the public debt-to-GDP ratio would decrease by less than 1 pp. in the pessimistic scenario.
This is considerably lower than the baseline and the optimistic scenario in which the reduction would
accelerate to about 1.8 pps per year. While the baseline projection for the revenue ratio, which
averages 28.3% of GDP, seems realistic, the assumption under the pessimistic scenario of just 0.5 pps
lower would still be higher than the ratios observed between 2015 and 2021.

Given the low revenue targets, the burden of fiscal consolidation is to be borne by reducing
expenditure, which prevents more investment in physical and human capital. The improvement of
the fiscal balances is set to be mainly achieved by a 1.5 pps reduction of the expenditure ratio while the
envisaged incremental increase in the tax revenue ratio is significantly below the estimated 2 pps that
could be achieved with more decisive reforms and a broader tax base. A public consultation on the draft
medium-term revenue strategy (MTRS), which aimed for a simpler tax system and a more predictable tax
policy, remained suspended, and it seems the strategy’s formal adoption is no longer planned. Albania
included specific measures in the 2020-2022 fiscal packages to raise revenue by broadening the tax base
and simplifying the tax system but not to the extent proposed by the IMF. In addition, other measures
were introduced that reduced the tax base. Furthermore, the credibility, quality and applicability of tax
policies continue to suffer from the lack of a meaningful consultation with stakeholders. The gradual
reduction of the expenditure ratio prevents significantly increasing public investment in human and
physical capital, which the country needs. The ERP also acknowledges that expenditure efficiency should
be improved to ensure that such investment needs can be met within the available fiscal space. However,
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despite the announcement of reforms to public investment management and increased managerial
accountability, the potential gains are unlikely to have any impact in 2023-2025 and are hard to quantify.
Therefore, the ERP’s fiscal framework is not conducive to accelerating productivity growth.

Recent steps to reform public investment management are promising but do not fully cover public-
private partnerships (PPPs). The 2021 ERP already identified significant shortcomings in the public
investment management system. These included inadequate project design, lack of clear criteria for
including projects in the medium-term budget, and weak and fragmented management, including of PPPs.
A decision of the Council of Ministers in December 2022 on public investment management
procedures (') strengthens and aligns the evaluation procedures of strategic projects for the National
Single Project Pipeline (NSPP), managed by an agency under the Prime Minister’s office (SASPAC),
with the processes required by the medium-term budgetary framework but the NSSP has yet to be
established. The improved appraisal procedure also includes a screening for climate impact and is planned
to be used for all projects of a certain size, including PPPs. However, other legal amendments, to be
launched in 2023, are necessary to align PPPs fully with the revised procedure.

Monitoring fiscal risks continued to improve but could benefit from a broader mandate, and arrears
remain a concern while the new public finance management strategy is not yet in place. At the end of
2022, the government started to prepare a new public finance management (PFM) strategy with EU-
financed assistance, which should guide PFM reforms from 2023 on. Fiscal risk statements, which
regularly accompany the budget proposals and have covered PPPs and concessions, were expanded to
include disaster risks and the financial assessments of an increasing range of SOEs and utilities. Such
assessments proved useful for forecasting the financing needs of the energy sector in 2022. An instruction
issued in December 2022 introduced additional reporting requirements of all public bodies on potential
fiscal risks, including those related to PPPs, based on a reporting template and the financial data of the
entities. If all public bodies report as required, the information available to assess fiscal risks will
improve. At the same time, increasing the capacity of the fiscal risk unit and broadening its mandate
remains essential. Public sector arrears persist: the ratio of arrears to expenditure rose to 3.7% during the
year. However, using the unspent capital budget to clear arrears helped bring this ratio down to 2.2% at
the end of 2022. The persistence of arrears even as some spending categories remain under-executed
signals problems with fund commitment and contract management. There is little transparency on
possible interest due on arrears, and there is no systematic approach to sustainably prevent arrears
reoccurring, including those related to court cases.

1.4. KEY STRUCTURAL CHALLENGES AND REFORM PRIORITIES

Drawing from Albania’s ERP and other sources, the Commission conducted an independent analysis of
the Albanian economy. This analysis aims to identify the key structural challenges to mitigating the
impact of Russia’s war of aggression against Ukraine in order to boost competitiveness and inclusive
growth. The results show that Albania continues to experience several structural weaknesses across many
sectors. The main challenges to mitigating the impact of war, the ongoing impact the COVID-19
pandemic and support recovery in terms of boosting competitiveness and long-term sustained and
inclusive growth are:

(i) increasing funding and capacity for skills and training, social protection and healthcare to
improve employability and social inclusion;

(i1) speeding up connectivity, the green transition and adaptation to climate change;

(**) For details, see structural reform measure 10.
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(iil) increasing competitiveness, in particular by improving business support services, funding
research and innovation, continuing to address the informal economy and implementing reforms
to facilitate the digital transition.

The three key challenges identified by Albania did not correspond to those identified by the Commission.
Instead, they were more closely related to those identified by the Commission in 2022, rather than the
2023 ones. For key challenge 1, the focus differs as Albania only included increasing innovation and
skills. It did not include funding, social protection, or healthcare, which it kept in key challenge 2.
Albania did not have a key challenge on connectivity, the green transition and adaptation to climate
change. For key challenge 3, the country focused on business support and tackling the informal economy,
but it did not include the digital transition.

To promote competitiveness Albania also needs to tackle corruption, improve the rule of law, and
strengthen its institutions. Addressing these fundamental challenges is a prerequisite to successfully
transform economy. The Commission is closely following the issues on strengthening the rule of law,
including the ongoing justice reform, and those related to corruption, in its annual Albania country report.

Furthermore, the country should proactively implement the Energy Community’s Decarbonisation
Roadmap to achieve the agreed climate and energy targets, and strive towards establishing a carbon
pricing instrument compatible with the EU ETS.

Key structural challenge 1: Increasing funding and capacity for skills and training, social protection,
and healthcare to improve employability and social inclusion

Albania’s labour market indicators show a stable continuous improvement in the last several years,
which also indicates resilience to economic shocks. There was an increase in both the employment and
activity rates: according to the Labour Force Survey, in Q3-2022 the total number of employees had
grown by 3.8% compared to Q3-2021, with the participation rate (population aged 15 to 64) standing at
73.4% compared to 70.1% in Q3-2021. The level of unemployment had decreased by 0.7 pps compared
to Q3-2021, standing at 10.6% in Q3-2022 (population aged 15 to 64), which was even below pre-
pandemic levels.

The share of the active population with low educational attainment remains high and participation
in lifelong learning is low. In 2021, a high share (41.4%, compared to 24.9% in the EU-27) of the labour
force (aged 25-64) and the majority of registered jobseekers had at most a primary education, indicating a
need for investment in reskilling and upskilling. However, opportunities for lifelong learning are still very
limited in number and scope — there are not enough opportunities to respond to the needs of the labour
market. Participation in adult training remains low, as identified in the Adult Education Survey conducted
in 2016. In 2016, only 9.2% of adults (aged 25-64) participated in lifelong learning, which is significantly
lower than the EU average (43.7% in the same year). LFS data on participation in education and training
in the past 4 weeks confirm very limited access to lifelong learning opportunities (only 0.8%, 2019, last
data available).

Investment in human capital, ranging from education and training to healthcare and social
protection, is still underfunded and needs more targeted investment and prioritisation. The rate for
young people aged 15-29 not in education, employment or training (NEET) is 26.1%, which, combined
with a persistent problem of skills mismatches and low wage levels, results in significant brain drain.

Skills mismatches and quality of education are still highlighted as key areas for improvement by
social partners, especially employers’ and youth organisations. These findings are also confirmed by
regional surveys on labour migration, showing that 30% of respondents consider that skills learned in the
education system do not match the needs of their job, and 45% of surveyed companies identify
applicants’ lack of skills as a reason for unfilled vacancies (2022). These issues contribute to the high
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inactivity among young people and high emigration. Both are key challenges to be addressed through the
Youth Guarantee and by adopting curricula based on labour market needs and investing in career support
and quality jobs.

Reform measure 1: Increasing the quality and access to VET

The measure, rolled over from the two previous ERPs, aims to address many of the existing challenges in
the sector. It plans to do this by adopting and implementing the 2023-2030 national employment and
skills strategy, implementing the plan for optimisation of public VET providers, investing in VET
infrastructure, and training of VET teachers.

The measure is one of the strategic priorities in the new 2023-2030 strategy for employment and skills,
which continues the momentum of the government’s increased investment in human capital. One of the
big challenges is implementing of the optimisation plan for VET providers, for which the Ministry of
Finance and Economy needs to increase investment in the sector. The description of activities and plans
under this measure are well described, however, a stronger focus has to be put on VET service providers
to stimulate and encourage their engagement to provide VET.

This reform measure is still necessary, as participation of students in VET remains low — only 17.7% of
upper secondary students enrolled in VET schools in the 2021-2022 school year. Skill mismatches and
quality issues of vocational training persist, as schools have yet to develop curricula with enough work-
based learning that attract students and are relevant to the labour market needs. At the same time, career
guidance and counselling services should be further expanded to match the variety of needs and
expectations of young learners and graduates. Even growing sectors, such as ICT, struggle to recruit staff,
so providing digital skills training and encouraging work-based learning in the digital sector could yield
major benefits. The ongoing reforms of the VET system have yet to show results.

The private sector’s involvement in VET schools is improving. This has been helped by the requirement
for a representative of an employers’ organisation to be appointed as the head of the governing board of
all VET schools. This move has allowed for a closer involvement of the private sector in school
management and has strengthened links. The role of employees’ organisations in VET needs to be
similarly boosted, ensuring an equal focus on decent work, safe working conditions and career support.
One of the actions planned under this reform measure, the establishment of the National VET Council,
has been rolled over from previous ERPs because the Council is still not operational. Along with the
Council, setting up sectoral skills committees is important so that both the private sector and employers’
organisations get to shape VET policy design from the beginning.

Albania started developing tools to regularly monitor the labour market and skills needs. In 2021-2022,
the National Agency for Employment and Skills (NAES) , with the help of RISI Albania, piloted a
regional labour market analysis in Elbasan and Durrés to improve the planning of short-term training.
This analysis facilitates an understanding of the main characteristics of jobseekers, the regional job offers
and the potential to develop it further. In turn, this can help target the employment promotion
programmes and vocational training better. It is planned to progressively deploy this labour market
analysis across the country. NAES is also developing a Labour Market Information Observatory, which
will build on existing administrative and survey data, aiming to become the primary mechanism for
fetching and disseminating labour market information and intelligence.

Reform measure 2: Improving the employability of the most vulnerable unemployed jobseekers

This reform measure is newly proposed as part of the 2023-2025 ERP. It brings together the adoption and
implementation of the new 2023-2030 Employment and Skills Strategy, creates the crucial strategy to
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support the exit from the economic aid scheme ('%), and includes the gradual roll-out of the Youth
Guarantee scheme.

The measure is essential as vulnerable groups require the government’s support to enter the labour
market. These include specific groups, such as people with disabilities, Roma and Egyptian minorities,
people living in poverty and the long-term unemployed. More diverse groups are also supported, such as
women and young people.

The above-mentioned challenges of supporting education and training affect these groups: among
unemployed jobseekers registered with the Public Employment Service, 45.3% of Roma jobseekers and
13.9% of Egyptian jobseekers had not completed basic education. Two thirds of unemployed jobseekers
receiving the economic aid benefit also had the same characteristic.

Albania has taken steps towards setting up a Youth Guarantee scheme based on the EU model to help
young people integrate into the labour market. With EU-funded technical assistance, Albania has
conducted a mapping of NEETs and a review of the legal framework. A multi-stakeholder group and a
technical expert group were set up, and they have developed a Youth Guarantee implementation plan.
However, with the gradual implementation of the plan, an increase in the number of staff in employment
offices is needed to meet the expected rise in the number of young jobseekers. Investing in social and
child care services, especially early childcare and daily centres, is also key to support the active inclusion
of mothers and carers in the labour market.

The planned activities to improve of the quality and effectiveness of labour market institutions and
services are essential. To achieve this, sufficient staffing of both the Labour department of the Ministry of
Economy and the National Agency for Employment and Skills is crucial, as well as training and capacity
building of employment offices staff. This will ensure the successful implementation of all labour
policies, and in particular the Youth Guarantee and the economic aid exit strategy. It will also help to
support vulnerable groups more efficiently overall. A review of the current employment promotion
programmes and their effectiveness is also a good step to ensure better quality offers that result in longer-
term and more sustainable employment. The National Agency for Employment and Skills (NAES) still
needs to accelerate the implementation of employment promotion measures and increase outreach work to
people who are economically inactive and those most in need. It is also recommended to consolidate
skills development opportunities for the unemployed and inactive to build up skills sets and raise the
levels of education attainment. The integrated case management approach of the exit strategy has to be
further consolidated. Collaboration with education, social services and other complementary services also
has to be further strengthened to build an integrated approach to supporting the most vulnerable
jobseekers.

Overall, the ERP presents a good analysis of the challenges in the area and presents a robust plan of
action, which now needs to be implemented efficiently. There is sufficient funding planned in the mid-
term budget for this measure. More detailed indicators on vulnerable groups could be selected to improve
monitoring and evaluating the measures’ impact and effectiveness.

Reform measure 4: Increasing the coverage and adequacy of integrated social care system to
reduce the share of the population at risk of poverty

The measure is rolled over from the previous ERP, and aims to increase the availability, inclusiveness and
effectiveness of social services. It remains very relevant as Albania has a very high percentage of people
living at risk of poverty or social exclusion (45% in 2021, compared to 21.6% in the EU-27). The

("*) The economic aid scheme is the main non-contributory social programme, consisting of cash payments to persons and
households living in poverty and persons with disabilities. The exit strategy from the scheme is a tool to support the
beneficiaries to join the labour market and exit the cash benefit scheme.
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situation has improved since 2019, but the country continues being an outlier with a rate of material and
social deprivation of 56.5% in 2020. Income support to socially vulnerable groups (roughly 65 000
families or 10% of the population) helps lower the percentage of people living at risk of poverty to
21.8%, but is not enough to bring those groups above the poverty threshold. The ad hoc increase in
benefits has partially addressed the issue of inadequacy, but has not solved structural issues. Therefore, a
system for the annual indexation of the economic aid benefits and disability benefits is still needed to
guarantee a minimum income based on set benchmarks to measure the cost of living.

Overall, spending on social protection programmes is one of the lowest in Europe, at around 9.2% of
GDP (2022). Additionally, the social protection budget is largely focused on cash assistance. There is a
need to redirect the budget towards the Social Fund and support deinstitutionalisation and community-
based care further to ensure more effective results and sustainable action. In the existing plan, the budget
allocations for social care and deinstitutionalisation of residential care are also not clearly indicated and
need to be more targeted.

Drafting a new social protection strategy will be a key deliverable to plan the long-term strategy for
investment in better social protection for Albania’s citizens. The extension of Social Fund coverage
beyond the third year of the establishment of a new social service is a significant development and crucial
to ensure the sustainability of new social services. However, there still is a risk of local government not
having and, therefore, not allocating enough financial resources to support and increase the availability of
social services, which are under their direct responsibility. Monitoring to see if the services continue
being offered beyond the third year is important in order to inform potential corrections of the Social
Fund rules. Two points that require further attention are ensuring a shock-responsive social protection
system built, in particular, on the lessons learnt from the recent crises; and ensuring the sustainability of
funding and clear arrangements for implementing the Social Fund at local and central levels.

The reform of the disability assessment is a very welcome development, and the planned implementation
measures are key to ensure it is applied throughout the country and effectively linked through a referral
mechanism to social services on offer.

Reform measure 5: Increasing access to health care

This measure is rolled over from the previous ERP and demonstrates the continuous commitment of the
government to take measures to strengthen the primary healthcare sector. Significant steps have been
taken to: (i) ensure uninsured people have access to healthcare services; (ii) increase availability of
screening programmes; (iii) support immunisation; (iv) make dental and ophthalmological screenings
more easily available to children. Moreover, the government has taken action to retain more medical
personnel in Albania.

Albania has reportedly has the highest out-of-pocket health expenditure per capita in Europe, and only a
part of the population has health coverage. Therefore, the proposed measures are relevant, but their
success will depend on sustained political support, predictable and increased financing, and effective
implementation. Inequalities in access to healthcare still persist, especially among people living in
poverty, Roma and Egyptian minorities, and people in remote areas. Of all WB6 economies, Albania still
has the: (i) lowest health expenditure per GDP, (ii)  highest percentage of out-of-pocket expenditure (as
% of health expenditure), (iii) lowest number of physicians (per 1k people); and (iv) lowest number of
nurses and midwives (per 1k people). The Universal Health Coverage index was 62 in 2019 (SDG
Dashboard), which indicates significant challenges. There are major differences in coverage depending on
geographical location, educational attainment and personal income.

The large informal sector and low percentages of health insurance coverage mean that a high proportion
of the population are uninsured: only 46% of women and 37% of men benefit from public health
insurance coverage. Out-of-pocket payments are still high: in 2021, Albanian households paid on average
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5.4% of their households’ budget on health-related expenditure. These factors result in high self-reported
unmet need for medical care (10.6% of the population in 2020), five times higher than the EU average
(2% in 2021).

There are still obstacles across the country to the right to health and to sexual and reproductive health
services, particularly for vulnerable groups. Greater focus on maternal and new-born care is also needed:
maternal and infant mortality rates (15 per 100 000 live births and 7.8 per 1 000 live births respectively)
are twice as high as in the EU.

The budget allocated to healthcare as a share of GDP has been steadily increasing, from a low of 2.5% of
GDP in 2008 to 3.28% of GDP in 2023. However, this is still below the allocation rates of regional peers
except Kosovo and significantly below the EU-27 average of 8.0%.
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Box II.1.4: Monitoring performance in light of the European Pillar of Social Rights (1°)

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European Parliament, the Council and the European
Commission, sets out 20 key principles and rights concerning equal opportunities and access to the labour market, fair working conditions,
and social protection and inclusion for the benefit of citizens in the EU. The European Pillar of Social Rights Action Plan, adopted on 4
March 2021, aims at rallying all relevant forces to turn the principles into actions. Since the 20 principles provide a compass for upward
convergence towards better working and living conditions in the EU, they are equally relevant for candidate countries and potential
candidates (CC and PC). The new reinforced social dimension for the Western Balkans includes an increased focus on employment and
social reforms through greater monitoring of relevant policies (EC, 2018). The Western Balkans Ministers’ Declaration on improving social
policy in the Western Balkans (6 November 2018) confirms that they will use the Pillar to guide the alignment of their labour markets and
welfare systems with those of the EU.

Albania has steadily improved employment and unemployment rates and has shown good resilience in face of the post-
COVID-19 and energy crises. Further improvement in employment results is hindered by a high NEET share.Although it is
slowly but steadily decreasing, Albania remains one of the worst performers among CC and PC. Another obstacle is the
gender employment gap. There was a slight improvement noted in recent years, but this reversed in 2021. The gap is now
wider than the gap in the EU-27 in 2021 (16.3 pps vs 10.8 pps). This is partly driven by the low provision of early childhood
education and care, especially for children below the age of 3. Unemployment, especially long-term, is still far from the EU
average, which is partly due to low provision and effectiveness of active labour market measures. Albania is a medium
performer in the region as regards the income quintile ratio.

Albania has a very high rate of low-skilled adults and

ALBANIA high but decreasing rates of early school leaving. There

Early leavers from education and Worse than EU are significant rural-urban and socioeconomic differences
training (% of population aged 18-24) | avg., no change in access to education and the early school leaving rate
Equal Ind'“(‘i“als’ 1°V%l Of‘itig‘Fal)Skllls Worse than EU remains the highest among CC and PC after Tiirkiye.
opportunities asiC Or above basic avg., improving .. . . . 9
PP Youth NEET (% of total population | Worse than EU Participation in adult learning over the past 12 months is
and access to aged 15-29) avg., improving very low (9.2%, 2017) compared to the EU (45.1% in
the labour Gender employment gap Worse than EU 2021), and more up-to-date data is missing. The overall
market ;V/g" mt‘lll’m‘;;‘l‘j% level of digital skills (23.80%) is the lowest among all CC
Income quintile ratio (S80/S20) orse than b and PC and far below the EU average (53.92%).
avg., improving
- -
Dynamic Employment rate (% of population | Worse than EU Risks of poverty and social exclusion are very high and
aged 20-64) avg., improving . . .
labour Unemployment rate (% of population | Worse than EU the capacity of the social protection system to reduce
markets and 15-74) avg., improving them is low. This is documented by the low and
fair working Long term “nclmPloylnslcgzratc (% of | Worse than EU deteriorating impact of social transfers (excluding
t - . . . . .
GDI;?Ipu 2 m‘t ) m ;;;gA . pTOVIng pensions) on poverty reduction which was only 11.88% in
iti Cr capita grow . .
conditions : Per 2P 8 : 2021 compared to 32.38% in the EU. Albania has the
At risk of poverty or social exclusion | Worse than EU el £ d all m 46.2% i
(in %) ave,, improving ighest rate of poverty and social exclusion (46.2% in
At risk of poverty or social exclusion | Worse than EU 2020) among all EU Member States and CC and PC for
rate for children (in %) avg,, improving which data are available. Although there is a social
fmpact of social transfers (é’the,r than Worszthar,‘ EU assistance scheme, the allowances have low adequacy.
Social pensions) on poverty reduction avg., deteriorating H th o d all in 2022
) Disability emolovment aa Better than EU owever, the government increased allowancesin

protection ¥ employment gap avg., improving and embarked on a process leading to a systemic increase
and inclusion Housing cost overburden Better than EU in the benefits. The capacity of local governments to
avg., improving . : . . . .
Children aged less than 3 years in Worse than EU pI‘OV.Id.e sosill l.S vepy low, bulf il Shneien i
formal childcare avg,, trend N/A receiving more attention f4r0m the centre}l government,
Self-reported unmet need for medical | Worse than EU which is funding new services. The pension system has
care avg., improving almost universal coverage, albeit with low pensions.

Around 600 000 adults, maily informal workers, do not
have health insurance, but access to universal healthcare
has been improving in recent years. In 2020, 10.6% of people reported an unmet need for medical care. While this value has
improved over the last 4 years, it is still five times higher than in the EU (2% in 2021).

(%) The table in this box includes 16 headline indicators of the Social Scoreboard, used to compare performance of EU Member
States (https://ec.curopa.cu/eurostat/web/european-pillar-of-social-rights/indicators/social-scoreboard-indicators). The
indicators are also compared for the Western Balkans and Tiirkiye. The assessment includes the country’s performance in
relation to the EU-27 average (performing worse/better/around the EU-27 average; generally 2021 data are used for this
comparison) and a review of the trend for the indicator based on the latest available three-year period for the country
(improving/deteriorating/no change). For data see Annex B. NEET: neither in employment nor in education and training;
GDHI: gross disposable household income.
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Data availability improved in 2021. However, some headline indicators of the Social Scoreboard are still not
measured, or data for the most recent years is not available. Employment data are regularly measured both by the Labour
Force Survey (LFS) and by National Agency for Employment and Skills (NAES), including through the newly established
Labour Market Information Observatory, which is however not yet publicly accessible. LFS data are not yet available in
Eurostat, but INSTAT has been transmitting LFS microdata to Eurostat since 2017 and has been working on its quality,
timeliness and validation.

Key structural challenge 2: Speeding up connectivity, the green transition and adaptation to climate
change

Albania remains a net importer of electricity and this that contributes to its trade imbalance.
Russia’s war against Ukraine has led to increased and volatile energy prices, increasing costs and
changes for businesses and the population in general. Better energy efficiency could help to alleviate
these problems; however Albania also continues to be hampered by other energy issues, including
insufficient security of supply. The energy sector is also affected by unstable and non-transparent fiscal
liability, which existed even before the recent energy price increases.

Most of Albania’s electricity is produced by hydropower - although this is a renewable source, it
creates a dependency that is affected by unpredictable rainfall, and exacerbated by climate change.
This means that the country’s electricity import needs fluctuate, leading to calls for more efforts to
diversify electricity sources, which is particularly important due to the impact of Russia’s war of
aggression on Ukraine. The government often involves private investors to do this, such as with the two
new photovoltaic parks agreed on in 2022, selected under well organised auctions supported by EBRD.
While the government adopted a draft 2020-2030 national energy and climate plan in 2021, it has yet to
substantially address the comments of the Energy Community Secretariat. According to the Secretariat,
the plan does not link between the targets, policies and measures, lacks a public consultation and is not
based on a sound cost-benefit analysis. Alongside making energy use and energy generation more
efficient, it is crucial to reform water resource management to help develop Albania’s economy. This is
particularly important for the tourism and agriculture sectors to mitigate the effects of climate change,
which Albania is vulnerable to.

On security of supply, Albania’s electricity distribution losses in the power grid increased to 20.62 % in
2021, down from 21.48% in 2020, corresponding to an increase of about 155 GWh, due to an increase in
electricity consumption. No new energy efficiency funding mechanisms have been put in place, and the
implementation of the 2017-2020 national energy efficiency action plan, extended to 2021, did not met its
target of 6.8% energy saving. Furthermore, the Energy Efficiency Agency, set up in 2018, is still not fully
operational. Albania is a net importer of electricity at a rate of 30% per year, as its hydroelectric
production is not enough to cover its needs. Its electricity system is connected with systems in Greece and
Montenegro, and construction work on the interconnector with North Macedonia is expected to start
shortly. The Albanian Power Exchange (ALPEX) has not yet been created or is operational yet. The
country intends to connect the Vlora thermal power plant with the Trans Adriatic Pipeline (TAP) through
a natural gas pipeline and a new LNG terminal. This should boost the country and the region’s energy
security. Albania’s oil stock legislation is not in line with EU acquis, and its emergency oil stock model
has not yet been amended.

Albania’s electricity prices are not fully liberalised. Since 1 January 2021, all distribution customers
connected to 35kV benefit from an unregulated market. From 1 January 2022, 7 358 customers connected
on 20/10/6 kV, after meeting the technical conditions of installation of metering system. They therefore
entered the liberalised market and have the right to find their own suppliers. If they do not find another
supplier, based on the provisions of the power sector law (no. 43/2015, as amended), for two years they
will continue to be supplied by FSHU as a last resort supplier. At the end of this period, the system
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operator will interrupt the power supply to the customer. The next step of de-regulating supply at all
voltage levels, except the 0.4 kV level, has yet to be completed. Albania’s small hydro-electricity power
plants have a significant impact on biodiversity and local communities, notably in protected areas where
around 100 concessions are located or planned.

Albania’s potential for renewable energy production is promising, but the market is still not fully
liberalised, the energy supply relies on hydropower and energy efficiency remains low. However, by
improving energy demand management, including further measures to stimulate investment in energy
efficiency and renewable energies (notably solar energy), Albania could boost the economy’s
competitiveness and energy security. The power sector law was amended to comply better with EU
acquis on energy. This allowed for the effective separation of the electricity distribution system operator
from the production operator. However, the compliance officer has still not been appointed, and
functional unbundling is not yet completed. Albania was ranked 25th in the World Economic Forum’s
energy transition index (WEF) in 2021, the highest in the Western Balkans. In October 2020, the
Albanian Power Exchange (ALPEX) was established as a shareholder company. It is jointly owned by the
Transmission System Operators of Albania (OST) and Kosovo (KOSTT). The power exchange company
will operate the short-term electricity markets in Albania and in Kosovo. In February 2022, ALPEX
selected the winning bidder for the service provider, and a union of three companies (the Hellenic Energy
Exchange S.A., ENEX Clearing House S.A. and Hellenic Exchanges — Athens Stock Exchange S.A.) and
signed the agreement that will provide the electronic trading platform for the day-ahead and intraday
market and services required for the operation of the organised market in Albania and Kosovo. The
Albanian power exchange should be made fully operational, as it could be key to an integrated organised
electricity market agreed with the energy community.

Smart and sustainable mobility (including trams, electric buses, digital platforms, alternative fuels
infrastructure, and charging stations) could help to tackle business needs and energy challenges. It
could also be a key component in a new growth strategy that could support Albania’s decarbonisation
efforts and improve mobility in its larger cities. Albania also needs to make significant efforts in
implementing and enforcing waste management and improving water and air quality. Waste is also a
major issue — closing non-compliant landfills and dumpsites and tackling littering are still big challenges.
There are still not enough separate collections of waste streams or economic instruments to promote
recycling and reuse and prevent waste generation. Any planned water and wastewater reforms should
include a thorough analysis of what is preventing development in these sectors. However, neither smart
mobility nor waste management measures were included in the 2023-2025 ERP.

In October 2021, Albania along with other Western Balkan partners endorsed the action plan for the
Green Agenda for the Western Balkans. This aims to align with the European Green Deal and contribute
to the sustainable socio-economic development and the green recovery of the region after the pandemic.
However, despite this endorsement and a reportedly good level of support, notably among female
Albanian entrepreneurs, for sustainable and green transformation, in the OECD’s 2022 SME policy index,
Albania had the second-lowest score in the region for its framework for environmental policies targeting
SMEs. It also had the lowest score for incentives and instruments for greening SMEs. Albania needs to
ensure capacity building to improve the completeness, quality and consistency of data collected on
greening SMEs, access to finance, innovation and public procurement. However, the government needs to
make Albanian businesses more aware about the circular economy. According to the 2022 Balkans
barometer, Western Balkan economies are far behind in their efforts to shifting towards a circular
economy, and Albanian businesses are the second-least prepared for and inclined to a circular economic
model in the region. An Albanian Circular Economy Roadmap is being developed with the OECD,
funded by the EU, foreseen to be launched in 2024. The lack of government subsidies to help on this is an
impediment.

The ERP’s analysis of energy market reforms is well developed, identifying the main obstacles in
the energy sector -to hydro power generation. Power generation in Albania remains vulnerable to the
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hydrological situation; this has an effect on electricity import needs to secure an uninterrupted power
supply in the country, and increases the financial burden for the state-owned power generation company.
Electricity prices for households and SMEs remain highly subsidised, which creates disincentives for
energy efficiency measures and affects fiscal accounts. Albania has good potential for developing
photovoltaic power, and this is included in the measure-. This is important, as diversifying energy sources
is necessary to alleviate hydrological crises caused by climate change, such as those the country suffered
to a degree in 2022. As part of the efforts to improve connectivity and security of supply, the power line
interconnecting Albania and Kosovo has become operational. In addition, it is important for Albania’s
fiscal sustainability to incentivise energy saving, invest in energy efficiency, and consider adjusting
untargeted support currently in the form of stable electricity prices for all households and micro-, small
and medium-sized companies. However, as Albania is a member of the Energy Community, the ERP
should also provide for the timely alignment with and implementation of the EU Energy Efficiency
Directive (2018/2002/EU), following the adoption of the Clean Energy package in November 2021. The
ERP’s analysis on the green transition recognises that barriers to it include a lack of awareness,
inadequate data, poor coordination among green economy players, and gaps in human and institutional
capacity. It also recognises that there is a lack of knowledge about the opportunities the green economy
can offer. The ERP highlights major gaps in human and institutional capacity to put into practice the
green economy concept and points out that there is not much political will to implement policies in line
with ecological procedures. Albania has only put forward one reform measure in this area, which is
designed to tackle an important issue (F-gases). The measure is relevant and seems to be well conceived.
However, beyond this (and not mentioned in the analysis or addressed by related measures), Albania also
needs to tackle the need for integrated low-carbon transport systems and waste issues. More energy
diversification, as already mentioned, is also crucial in light of Russia’s war of aggression on Ukraine.
The Economic and Investment Plan for the Western Balkans (EIP) and the further development of a
Common Regional Market will help boost the economy’s competitiveness, backed by the digital and
green transition.

Reform measure 11: Reducing environmental pollution and promoting the decarbonisation of
energy-intensive industries

This measure is carried over from 2022-2024 ERP. Although updating legislation to lower emissions of
fluorinated greenhouse gases is important, there are several other measures that could have been included
under measure 11. Albania has endorsed the Green Agenda for the Western Balkans, but besides the
measure to lower F-gases, the 2023-25 ERP does not address these issues or increase the capacity in the
environmental sector. It is give the size of the business sector that is affected by the measure. There are
also other new measures and programmes that have been initiated or been implemented, that have not
been reported under measure 11, despite falling under the Green Transition. These include a EUR 240
million donor loan for a budget support programme called ‘Support for Nature’, which will focus on
green development, waste management and protected areas. Also, for the first time, Albania launched a
financial support scheme in 2022 to cover up to 70% of the cost of water-heating solar panels. The first
call of this scheme, through the Agency for Energy Efficiency, supported around 2 000 families.
However, neither of these measures are included in the ERP.

Reform measure 14: Energy security through the promotion of renewable energy sources and
energy efficiency improvements

This measure on diversifying energy sources was also carried over from the three previous ERPs,
(although they had differing names). Although it includes promoting the use of renewable energy sources
besides hydropower, it also includes the construction of the Skavica hydro power plant. However the
Energy Treaty Secretariat expressed a concern and insisted that this major project would need an
environmental and social impact assessment (ESIA) study in line with Energy Community Treaty rules.
The study would identify the environmental and social implications of the project and put forward
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suitable mitigation measures to be carried out in due course. Therefore, preparation of the ESIA study
should have been one of the actions under this measure.

Activities promoting other renewable energy sources to generation electricity are essential to reduce the
country's dependency on energy imports, and ultimately aim to reduce the cost of energy for businesses
and households. Such energy efficiency activities might only to produce results in the long term rather
than in the short term. However, no energy audits are planned, although feasibility studies are underway
for both the Skavica hydro power plant (in 2023) and interconnections with Greece. A combination of
energy audits and feasibility studies would make the energy efficiency projects more technically mature
and speed up their financing and implementation. The activities planned in 2023, 2024, 2025 would need
to be reviewed and updated with regards to Skavica, Karavasta PV Power Plant and the Offshore Wind
Auction.

Key structural challenge 3: Increase competitiveness, in particular by improving business support
services, funding research and innovation, continuing to address the informal economy and
implementing reforms to facilitate the digital transition

Albania’s micro- and small- businesses still often struggle to access finance due to a lack of business
know-how and skills and low financial inclusion and literacy. They continue to account for a far
higher level of employment and added-value than the EU average - yet many SME:s still do not have bank
accounts and cannot prepare financial reports to obtain funding. Several steps have been made to tackle
informality, including the authorities’ fiscalisation programme, along with measures to encourage online
banking, is expected to increase financial inclusion and level the playing field in the medium term.
Despite some progress, diversification of production and exports is still low. Albania could improve
competitiveness by addressing some of the weaknesses identified in the 2022 OECD SME policy index.
These include digital skills, infrastructure performance, collateral execution and property titles. Skills
investment in particular is key, as described under key structural challenge 1, as firms’ readiness to
innovate is closely linked to the availability of staff with the right skills. AIDA has launched a new digital
platform aimed at informing firms of the available financing opportunities. (https://e-albania.al/). The
country should also develop insolvency prevention policy measures, including a fully-fledged early
warning system, and stimulate digitalisation and the adoption of e-commerce.

On research and innovation funding, budget increases have been planned until 2025. However, there
was little progress in 2022 and the target remains very optimistic. Further sustainable efforts to increase
public funding of research and Innovation (R&I) are needed, alongside incentives for businesses to
increase their R&I expenditure and to cooperate with universities. Reliable statistics and data on science
and technology are welcomed, as is a clear methodology to define the indicator on gross domestic
expenditure on Research and Innovation are planned for 2023. Albania has also made good use of its
participation in the Horizon programme, where 2022 marked the best year of Albania’s participation in
EU Research and Innovation Framework Programmes. However, on the European Research Area,
Albania should improve its linkage with European partners to engage in international cooperative
research. There was good progress in 2022 on innovation new Start-ups Law and public funds for start-
ups financing for up to 10 EUR million over the following 4 years, however there is no mention of smart
specialisation (S3) in the 2023-2025 ERP.

The informal economy is seen as an obstacle to business development and competition, which make
Albania’s business environment challenging. The introduction of fiscalisation has helped to combat
this, in particular by comparing VAT data against profit and employment data. Furthermore, informal
activity often occurs due to exclusion factors, where those with lower skills and education in less
productive sectors rely on subsistence income, notably in agriculture and sectors where enforcement is
weaker. The 2023-2025 ERP includes a useful analysis of the impact of measures used to date to tackle
the informal economy, although it does not include a sectoral analysis. Such a sectoral analysis could
have been useful in order to set out more targeted, sector level, anti-informality actions in the ERP, and
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justify why they are needed. Also, continued efforts to decrease the cash in the economy should continue
as a way of fighting the informal economy.

Contracting authorities need to continue to build capacity to manage public procurement processes in line
with the new law on this, by training more officials. While businesses with an annual turnover up to
ALL 30 million benefit from simplified bookkeeping rules, some policy measures may be a barrier to
formalisation. In Albania SMEs that want to voluntarily register for VAT face restrictions that could
increase compliance costs, resulting in a very high tax burden for low-income entrepreneurs.
Nevertheless, the 2023-2025 ERP includes useful measures to continue and expand the fight against the
informal economy.

Albania scores below the regional weighted average in the 2022 OECD SME policy index for its
legal frameworks for survival and bankruptcy procedure regulations. The country has made
marginal progress since the OECD’s 2019 SME policy index, despite Commission recommendations for
transparent and well-defined legislation in line with EU and UN requirements. Like all other Western
Balkan economies, Albania does not provide any training to bankruptcy administrators, bankruptcy
judges, appraisers or creditor associations. It also collects very little bankruptcy data, which hinders
effective and regular monitoring of how insolvency measures are implementation.

Some business services have improved. According to the OECD, Albania (with Serbia) made more
progress than any other economy in the region on adopting and implementing policy measures to ease
SMEs’ access to public procurement. The business investment and development strategy (2021-2027) is
now being implemented. It includes specific support measures for SMEs to develop a dynamic and
sustainable entrepreneurship environment, and communication to SMEs on what support is available to
them has improved. However, the 2023-2025 ERP seems to have postponed the plans for the
establishment of a training sector for SMEs at AIDA, as envisaged in the BIDS 2021-2027. Business
licensing practices are quite advanced as applications for all business licences can be made on a portal,
whose operator receives business licences and submits them to the relevant authorities as needed. Albania
is the only economy in the Western Balkans that has introduced electronic distribution and nomination of
licensing officers. However, Albania’s skill levels remain below the regional average in the OECD SME
policy index for entrepreneurial learning (it had the second-lowest score).

Albania’s legal and regulatory framework on access to finance is weaker than other regional
counterparts, according to the OECD. The financial literacy of Albanian SMEs also remains low. To
help address these challenges, an access to finance portal, a one-stop shop to assist SMEs to expand and
develop their businesses, was launched in 2021 and had 965 registered users by the time of the
publication of the OECD 2022 SME policy index. Nevertheless, the 2022 business barometer shows that
businesses still see access to finance as a problem when trying to scale up.

Albania has made some progress on the digital agenda strategy and e-government. Driven by the
COVID-19 pandemic, e-learning, digital training services and, to some extent, e-commerce has become
more prevalent in businesses. However, as mentioned above, Albania still needs to create an environment
that supports SME digitalisation and e-commerce adoption as the country lags behind regional peers in
these areas. While Albania has a solid and well-designed e-commerce policy framework, despite the fact
that the actual use of e-commerce is rather limited compared to neighbouring economies. Low use of
credit and debit cards and high use of cash, as well as low capacity of telecommunication operators and
Internet providers, are among the reasons why e-commerce has not bloomed even during the COVID-19
pandemic. More public and financial services are being made available online, and the government aims
to offer 95% of public services online. However, there is a risk that this rapid shift could be made at the
expense of delivery, accessibility, and there may also be cybersecurity risks.

There has been mixed progress on digitalisation. In June 2022, the government adopted a digital
agenda with a corresponding action plan for 2022 — 2026. Digital infrastructure continued to improve and
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the share of businesses with faster network connections (>10MB/s) increased from 79.8 % in 2020 to 90.5
% in 2021. However, there has been only a small rise in internet use and business websites. Fixed
broadband penetration also remains an issue, notably in rural areas where 40 % of the population live but
which have four times fewer subscribers connected to fixed broadband than urban areas. Investment in
digital infrastructure is also needed in schools - many lack computers and have poor internet connections;
currently there are about 0.2 computers per pupil, and this remains an obstacle to using digital
technologies in schools and beyond.

As part of its new regulatory framework, in January 2021, Albania strengthened the guidelines for
reporting, monitoring and evaluation of public-private consultations (PPCs) conducted by line ministries.
The overall PPC process is monitored by the Council of Ministers. However, the lack of meaningful a
public consultation on the 2022 ERP, signals that businesses are not consulted enough on government
initiatives and are not yet ready to do so purely online (the consultation was only carried out online
through a platform that civil society was unaware of at the time). The public consultation on the mid-term
revenue strategy was also suspended in early 2022.

In the ERP, the analysis of the main obstacles to digital transformation and a digital economy is
rather complete. It underlines the importance of the issue, updates the data on broadband usage, and
notes the discrepancy between urban and rural areas. It highlights a lack of investment in rural areas due
to a lack of or low return on investment. The ERP also goes on to note that the development of digital and
broadband infrastructure requires large investments, synergies between infrastructure projects and
digitalisation projects at central and local levels. Furthermore it points out that affordability of both fixed
and mobile broadband remains an issue especially in rural and low-income areas.

Reform measure 03: Improving institutional, financial and human capacities for research and
innovation

This measure is carried over from the 2021 and 2022 ERPs. It remains relevant and could help Albania
strengthen its innovation and research capacities. The measure was initially ambitious, providing for
R&D to be doubled as a percentage of GDP in 3 years (from 0.1% in 2022 to 0.2% in 2024). However,
there have clearly been delays, as the 2023 ERP pushes the first benchmark to 2023 and now sets the
0.2% target for 2025, not 2024. In addition, the measure also no longer mentions the completion and
implementation of the smart specialisation strategy (S3). However, it does provide for legal and support
initiatives to be put in place over 2023-2025, including a legal framework for science, innovation and
technology.

Some progress on this measure was made in 2022 with the establishment of the Interinstitutional Working
Group for monitoring the implementation of the 2017-2022 national strategy for scientific research,
technology and innovation. However, very limited progress was made in the implementation of the
important ongoing smart specialisation strategy (S3) process, leading to a backlog of tasks. In January
2023, the political responsibility for S3 was moved from the Ministry of education to the Deputy Prime
Minister’s Office. Cooperation across ministries and governmental bodies will need to be strengthened to
ensure that the Albanian S3 is drafted and adopted by mid-2024 as planned.

Budget increases are planned in these areas until 2025; however, the possibility of meeting the target
increase in % of GDP is remote. Further sustainable efforts to increase public research and Innovation
(R&I) funding are necessary, as well as incentives for businesses to increase their R&I expenditure and
cooperate with universities. The EU therefore welcomes that reliable statistics and data on science and
technology and a clear methodology to set an indicator on gross domestic R&I expenditure are both
planned for 2023.

The EU welcomes that Albania has joined and participates in the EU’s Horizon Europe programme and
notes that in 2022 the country had its participation highest rate in EU R&I framework programmes.
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However, Albania should try to increase private sector participation in Horizon Europe. The country
should also improve its links with European partners in the European Research Area (ERA) to become
more involved in international cooperative research, as it has not joined any of the 20 ERA actions so far.
As this aspect is not properly addressed in this ERP, Albania should rapidly identify the ERA actions
most relevant to it and then actively itself engage in them.

Reform measure 06: Strengthening the fight against informality

This is a worthwhile measure that builds on the work already done in 2022. However, in the description
of the measure, it would have helped to assess the extent of the informal economy and the sectors in
which it is most prevalent. It would also have been useful to include more information on the measures
planned in the MTRS to tackle the informal economy (the MTRS was still a draft document at the time of
writing despite its adoption being part of the 2022 policy guidance). The creation of a cross-sectoral anti-
informality unit is welcomed; however, further reporting on the unit’s action plan would have been
useful. The measure should also have contained a summary of the monitoring reports prepared by the
unit’s secretariat. This would have shown the added value of the new anti-informality structures even
more clearly.

Reform measure 07: Developing a legal framework to support innovative start-ups

The description of this measure, which is carried over from the last ERP, focuses heavily on the drafting
of the law on start-ups. However, this law has now been adopted, making parts of the text mostly
historical. Furthermore, it does not explain why there was a need to amend the law (is it, for example to
add elements to the legal framework on the digital nomad and legal instruments of financing of start-ups
(for example venture capital, business angel investments)). The text also neglects to mention that the
government has already set up a fund (equivalent to EUR 10 million) over 4 years to provide free advice
to start-ups. This operational information is arguably more important than the legal issues on which the
text focuses. Furthermore, the result indicators need to be revised.

Reform measure 08: Support measures to MSMEs

This is a potentially useful measure, however, in the description part of the information on the overall
amount of assistance provided for the sector is missing. Only fragmented information about two donor-
funded programmes is provided, which does not provide a complete picture of the full amount of
assistance available or planned for MSMEs. The description of the measure would need further
elaboration, in order to see a gradual matching with the planned activities. Although an export strategy is
very much needed, the process of its drafting could be better explained, perhaps as component of BIDS,
and followed up in the list of activities. Furthermore, in the result indicators, there is no mentioning of the
export strategy, export promotion actions, or agreements signed between companies.

Reform measure 12: Development of the broadband infrastructure for digital economy

This measure is carried over from the last three ERPs. The information on the reform has been updated,
supplemented with new developments in the sector, and it highlights the European Green Deal. In
addition, the measure is analysed in light of the green transition. The reform seems well-prepared, it will
have a clear impact on the economy, and it is in line with the EU strategy for the digital agenda in the
Western Balkans. Albania has patchy broadband penetration, particularly in rural areas, and the proposed
measure clearly addresses this. The text also links the measure to reform measure 8 (access to finance),
which includes digitalisation and ICT access for SMEs. It also flags that the measure on digital skills is
also relevant (though this is under education and reform section). That measure is specifically aimed at
the development and empowerment of teachers’ digital skills.
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OVERVIEW OF THE IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED AT THE ECONOMIC

Every year since 2015, the Economic and Financial Dialogue between the EU and the Western Balkans and Tiirkiye
has adopted targeted policy guidance for all partners in the region. The guidance represents the participants’ shared
view on the policy measures that should be implemented to address macro-fiscal vulnerabilities and structural
obstacles to growth. The underlying rationale of the policy guidance is similar to that of the country-specific
recommendations usually adopted under the European Semester for EU Member States. Implementation of the policy
guidance is evaluated by the Commission in the following year’s ERP assessments. The following table accordingly
presents the Commission’s assessment of the implementation of the 2022 policy guidance jointly adopted by the EU
and the Western Balkans and Tiirkiye at their Economic and Financial Dialogue at Ministerial level on 24 May 2022.

Overall: Partial implementation (47.2 %) (‘%)

2022 policy guidance (PG)

Summary assessment

PG 1:

If needed, use the available fiscal space in the 2022
budget to cushion the potential adverse shocks through
targeted support to vulnerable households and firms
provided the economic recovery is well entrenched,
plan in the MTBF a gradual reduction of the public
debt ratio and a return to a positive primary balance by
2024 while lowering general government arrears
below 2.5% of total expenditure in 2022.

Restrict budget revisions to the regular revision
process set out in the Budget Law and use the regular
legislative process should an amendment of the Budget
Law become necessary.

There was partial implementation of PG 1:

1) Substantial implementation: According to the ERP,
ALL 20 billion or 1% of GDP was allocated to support
households and companies to cushion the impact of inflation
and energy prices. This support was targeted to a large
extent at vulnerable households (around ALL 14 billion or
0.7% of GDP), but the figure also includes general fiscal
policies that are unrelated to the price shock. In addition,
1.4% of GDP (ALL 28 billion) went to the state-owned
energy companies so they could keep electricity prices
stable for all households and SMEs, but not in a targeted
way.

In 2022, public debt is expected to have been reduced to
about 68.8% of GDP from 73.2% in 2021. It looks set to
further decline to around 67.5% in 2023. Under the ERP’s
baseline scenario, public debt is expected to fall to about
64.2% in 2026 and about 54.9% by 2031. The ERP expects
the primary budget balance to turn positive already in 2023.

By November 2022, arrears had accumulated to 3.7% of
total expenditure but were reduced to 2.2% of GDP in
December. The one-off clearance of a part of the arrears via
reallocation in the end -of -year budget amendment is not
the spirit of the PG. This is because arrears still increased in
the second half of the year, and no systematic approach has
been observed that sustainably prevents arrears that do not
arise due to a lack of funds.

2) No implementation: In 2022, four normative acts (two
less than in 2021) to amend the budget were adopted with no
regular amendment process. There was no amendment to the
budget law. Unexpected circumstances could possibly have
justified the use of normative acts for two of the

(') For a detailed description of the methodology used to assess policy guidance implementation, see Section 1.3 of the
Commission’s Overview and Country Assessments of the 2017 Economic Reform Programmes. This is available at
https://ec.curopa.eu/info/publications/economy-finance/2017-economic-reform-programmes-commissions-overview-and-

country-assessments _en
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Assess the fiscal risks from state owned enterprise and
develop proposals for their mitigation

amendments, but not the amendment of 27 December. The
fact that the regular revision process was not used at all
cannot be justified either.

3) Substantial implementation: The Fiscal Risk Unit
(FRU) in the Ministry of Finance and Economy extended its
monitoring of state-owned enterprises. It also proposed
additional financing in form of budget support to public
electricity providers in 2022 and 2023 to mitigate risks from
international price increases. In addition, the FRU issued an
order that requires all public bodies to report on their fiscal
risks and include proposals for their mitigation.

PG 2:

Implement the activities outlined in reform measure 10
of the ERP on Public Strategic Investments and in the
PFM strategy to improve the management of public
investments including PPPs

Adopt the medium-term revenue strategy following an
intensive public consultation, and complement it with
a budgeted, operational implementation plan to guide
tax policies in the coming years

Continue to increase the shares of spending on
education, health, social protection and R&D in total
expenditure

There was limited implementation of PG 2:

1) Partial implementation: Since 1 January 2023, a new
Decision of the Council of Ministers (DCM) has been in
force requiring all investment project proposals of a certain
volume to be included in the strengthened National Single
Project Pipeline and to be subject to an improved appraisal
process, regardless of their source of financing, that is
including PPP proposals. The principles for the
identification, proposal, prioritisation and evaluation of
investment projects have been improved. However, the
DCM still needs to be operationalised, and additional legal
amendments are necessary to fully integrate PPPs into the
process.

2) No implementation:: The public consultation of the
draft MTRS was suspended, earlier comments were not
taken into account, and there appears to be no budgeted
operational plan for its implementation. The formal adoption
also seems to have been abandoned. Selected measures
proposed in a preparatory International Monetary Fund
technical assistance report for the MTRS were included in
the 2021, 2022 and 2023 fiscal packages but not to the
proposed extent and without a meaningful public
consultation.

3) Limited implementation: The shares of spending on
education and health in total expenditure are not planned to
increase in the coming 2 years (in 2025, 10% to 11% on
education). However, social protection expenditure is
expected to increase its share from 28% to 32% in 2025.
Public expenditure on R&D has not been reported.
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PG 3:

Carefully assess and analyse price developments and
stand ready to tighten monetary policy, if needed, to
preserve price stability in the medium term.

Ensure a transparent and accurate reporting of asset
quality and adequate provisioning, further reduce
remaining obstacles to NPL resolution, particularly by
resolving the bailiff deadlock, and reduce data gaps in
particular as regards the real estate sector

Foster the implementation of measures aimed at
promoting saving and borrowing in national currency
and at limiting the use of foreign currency in the real
economy, including through measures in the remit of
the government in line with the Memorandum of
Cooperation.

There was partial implementation of PG 3:

1) Full implementation: The Bank of Albania began
normalising monetary policy, ending the provision of
unlimited liquidity to banks and raising the policy rate. The
Bank of Albania has continually communicated that the
policy rate will continue to increase in the future, while the
normalisation pace will be data dependent.

2) Substantial implementation: The Bank of Albania
made efforts to ensure a transparent and accurate reporting
of asset quality but has not conducted an asset quality
review of the five major systemic banks as previously
recommended. There was progress on the resolution of the
bailiff impasse with the ruling of the supreme court at the
end of 2022. The Bank of Albania has prepared a draft
regulation to improve data collection on the exposure of the
banking system to the real estate sector, and this is currently
under consultation.

3) No implementation: While the Bank of Albania
implemented measures taken in line with the Memorandum
of Cooperation earlier, the government made no progress
and has no plans to introduce measures to increase the use of
the national currency.

PG 4:

Provide enhanced business support services to improve
access to finance and entrepreneurial know-how.

Assess the effectiveness of the consultation
mechanism and then revise it with input from
businesses and social partners in order to make the
process more comprehensive, practical and
transparent.

There was partial implementation of PG 4:

1) Substantial implementation: There has been good
progress in: i) adopting legislation on micro, small and
medium-sized enterprises and its by-laws, ii) in developing
an e-commerce guide and a self-assessment tool for e-
commerce and iii) continuing business support services by
AIDA. The ‘access to finance’ platform has been upgraded
and new functionalities were introduced for grants, other
financial schemes, and consultants. Calls on innovation,
technology and education have generated higher interest
from SMEs. Further efforts are needed in developing
AIDA’s training capacity

2) Limited implementation: No assessment on the
effectiveness of the consultation mechanism has been
reported on. Although not mentioned in the document, the
Investment Council, led by the Minister of Finance and
Economy, held a dedicated meeting on business consultation
At this meeting participants addressed concerns related to
the consultation process with social partners and business
associations. It was confirmed that such consultations need a
different approach than the one currently used by state
institutions. This is why the publication of certain draft laws
and strategic documents on the online platform
konsultimipublik.gov.al has not yielded any relevant
comments.
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Design a strategic and coordinated action plan for
implementing anti-informality policies, based on, but
not limited to, the medium-term revenue strategy.

3) Partial implementation: Efforts have been made to
address the informal economy in a coordinated way through
establishment of the ‘special anti-informality unit for
revenues from employment and services’. The unit is made
up of representatives from the Ministry of Finance and
Economy, the General Directorate of Taxation, General
Directorate of State Police, the General Directorate of
Prevention of Money Laundering, the State Cadastre
Agency, and the State Labour Inspectorate. The unit
operates based on an action plan. Progress in fiscalisation is
noted. Further analysis of the results of cross-checking data
from the fiscalisation process would have helped to assess
the implementation of this PG. A recommendation would be
to continue coordinated actions in tackling fiscal evasion
and the informal economy, as well as the ongoing
widespread usage of cash in the economy. The use of
fiscalisation data in risk management and by inspectors
needs to be improved

PG 5:

Finalise, in co-operation with all relevant ministries,
their agencies and stakeholders, a Youth Guarantee
Implementation Plan, adopt it and initiate its
implementation

Conduct the regional labour market analysis in all
regions, institutionalise the national skills needs
analysis and utilise these tools together with the
Labour Market Observatory to improve the labour
market relevance of initial and continuous vocational
education and training for young people and adults and
to target the use of active labour market measures.

Encourage cooperation between innovative businesses
and academia as foreseen in the Strategy on Business
and Investment Development 2021-2027, by
continuing to increase science and research funding,
and by creating the conditions for the development of
business incubation programmes

There was partial implementation of PG 5:

1) Partial implementation: The Youth Guarantee plan has
been drafted with a wide consultative process and in
alignment with the new 2023-2030 national strategy on
employment and skills. The national implementation plan
for the Youth Guarantee scheme has been adopted in
March 2023 as part of the 2023-2030 national strategy on
employment and skills. .

2) Partial implementation: A Labour Market Information
Observatory has been developed, as the primary mechanism
for fetching and disseminating labour market information
and intelligence. The labour market analysis was completed
for two regions: Elbasan and Durres. A recommendation
would be to complete the labour market analysis for the
other regions and consolidate capacities for regular
publication of datasets and findings as well as use them in
policy making, particularly education, training and ALMPs
planning.

3) Partial implementation: As reported in the previous
PG, spending on science and research remains limited.
Albania has made good progress in boosting its participation
in EU Horizon Europe programme, in which it has absorbed
more than 65% of funds compared to the previous year.
Nevertheless, further efforts are needed in this area
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PG 6:

Finalise the assessment of adequacy of ‘Economic
Aid’ benefits, increase their adequacy as of 2023, and
establish a mechanism for their annual indexation.

Increase allocation to the National Social Fund to
ensure coverage, provide additional support to
municipalities with limited resources, and improve the
sustainability of newly established social services
through continued contribution beyond the third year
under a condition that municipalities establish a Local
Social Fund with sufficient budget.

Redesign reimbursement policy for outpatient
medicine to reduce financial hardship, particularly
among persons with disabilities and chronic disease,
poor households, people aged 65 and over, and
minorities.

There was partial implementation of PG 6:

1) Limited implementation: Ad hoc increases of funds for
economic aid benefits occurred in several stages during
2022, partly as a result of the two energy crisis resilience
packages that the government adopted. However, a
permanent mechanism of annual indexation is needec. It
should be based on an impact assessment of the adequacy of
the current benefits, and on benchmarks that take into
account the cost of living.

2) Partial implementation: There has been some positive
progress on the Social Fund, in particular the continuation of
financial support of social services beyond the third year
after their establishment. However, the mechanism requires
further consolidation and improvement to ensure the
sustainability of services, equity in distribution and
procurement of services to third parties. Furthermore,
municipalities need to start increasing their local budget
allocation to fund social services at the local level. The EU
is providing technical assistance to improve the overall
operational arrangements of the Social Fund.

3) Substantial implementation: Significant steps have
been taken to ensure higher reimbursement rates and free
treatment for patients with chronic diseases and cancer
patients. New medicines have been added to the
‘reimbursement medicines list’. A new measure was adopted
to start reimbursing costs of medical devices. It is limited to
diabetes strips for now, but it is important to expanded it.
Other packages for treatment and care have been expanded.
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THE POLICY GUIDANCE

JOINT CONCLUSIONS OF THE ECONOMIC AND FINANCIAL DIALOGUE BETWEEN THE

EU AND THE WESTERN BALKANS AND TURKIYE
The Economic and Financial Dialogue between the EU and the Western Balkans and Tiirkiye

Brussels, 16 May 2023

[...]

In light of this assessment, Participants hereby invite Albania to:

L.

Achieve as envisaged a non-negative primary balance in 2023 while providing targeted support to
vulnerable households and firms if needed to cushion the impact of high energy prices and,
thereafter, implement the medium-term budgetary plan aiming to reduce the public debt ratio and
increase the primary surplus while using the regular revision process for budget amendments. Keep
general government arrears in each quarter of 2023 at maximum 2.5% of total expenditure and below
2.4% of total expenditure at end-2023. Inform decisions about new state guarantees and on-lending to
public entities by a systematic risk assessment.

Continue measures to increase tax revenue as share in GDP in a growth-friendly way while taking
into account the results of a broad public consultation on tax policies. Complete procedures to fully
establish the National Single Project Pipeline (NSPP) and advance the necessary legal amendments
to fully integrate PPPs into the NSPP. Increase spending on education, social protection and health as
a percent of total expenditure and issue instructions for data collection on public expenditure on
R&D.

Continue to carefully assess and analyse price developments, including by publishing additional
indicators of underlying price pressures, and ensure a sufficiently tight monetary policy stance to
preserve price stability in the medium term, including by further tightening monetary policy, if
needed. Strengthen further the reporting and risk management frameworks across the banking system
to ensure an accurate reporting of asset quality, to further reduce obstacles to NPL resolution and to
reduce data gaps in particular as regards the real estate sector. Continue the implementation of
measures aimed at promoting saving and borrowing in domestic currency, limit unhedged lending
and the use of foreign currency in the real economy, with all signatories of the Memorandum of
Cooperation taking appropriate action.

Develop business support services to create a business environment to nurture SMEs’ greening
transition, further accelerate SME digitalisation and e-commerce, offer robust insolvency prevention
policies to SMEs at risk, and ensure a coherent and predictable application of the property law.
Enhance energy resilience and diversification towards green energy transition to implement the
Green Agenda, notably the electricity, energy efficiency and climate acquis. Implement within 2024
the adopted climate and energy targets based on the National Energy and Climate Change Plans, as
part of the 2030 decarbonisation roadmap, and ensure that the Renewable Energy Operator is
operational by end 2023, in line with the renewables law that was adopted on 23/3/2023.

Encourage cooperation between innovative businesses research organisations, and academia, as
foreseen in the Strategy on Business and Investment Development 2021-2027, by continuing to
increase science and research funding, and by creating the conditions for the development of business
incubation programmes. Conduct a Youth Guarantee pilot and analyse its performance, and in
parallel review and adjust the functioning and operational structure of the National Agency for
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Employment and Skills (NAES) to accommodate the service delivery of the Youth Guarantee and
develop a set of quality offers. Use the outputs of the Labour Market Observatory to improve the
labour market relevance of vocational education and training (VET), invest in its quality and ensure
cooperation with the private sector; focus on building skills of youth and adults, with a particular
focus on digital skills to support the expanding communications and technology sector.

By 2024, establish a mechanism for the annual indexation of the ‘Economic Aid’ benefits to ensure
their adequacy based on the assessment carried out. Ensure sustainability of the newly created
services and encourage the creation of new services within the increase of the allocation to the
National Social Fund, especially in the municipalities offering the least number of social services and
with lower resources. Continue the cooperation with NAES on the ‘Economic Aid’ Exit Strategy to
refer beneficiaries to the services offered by NAES, and in particular analyse and address the reasons
for refusal to take on offers of employment or training.
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ANNEX A: ASSESSMENT OF OTHER AREAS AND STRUCTURAL REFORM MEASURES INCLUDED IN THE
2023-2025 ERP

The 2023-2025 ERP analyses areas where Albania has identified the biggest obstacles to its economic
development. These areas include the business environment, education and skills, labour and
employment, the informal economy, and research and development. It also continues to address the
negative impact of the COVID-19 pandemic and Russia’s war of aggression against Ukraine. It provides
a general assessment of the current reforms towards formalisation of the economy, while acknowledging
that informal economic activity remains a significant concern, as illustrated by the high number of cash
transactions and non-declared workers. However, the analysis of the sectors where informal activity is
most prevalent is largely missing, as are the challenges encountered when trying to tackle the issue. The
text describes the challenges in the education system and the reform measures proposed, in particular
inclusiveness of education, investment in teacher training, reform of pre-university curricula to match
labour market and investment in ICT skills for teachers and students. However, there is no analysis of the
problems leading to low educational attainment and results.

Although there is now a good analysis of some green transition challenges, related waste and water issues
were not included in this analysis. The low level of business digitalisation, innovation, and research and
innovation capacities, which generate the increased demand for both new services and improved
infrastructure and knowhow, were also largely absent in the analysis, even though the ERP includes
reform measures to address these obstacles. The level of foreign direct investment, product
diversification, and exports all affect the country’s competitiveness and growth and its ability to create
jobs, but these are also not analysed. Furthermore, issues with the rule of law, corruption, unclear
property titles and the proper functioning of the judiciary system still hinder businesses and reduce
Albania’s attractiveness for foreign investments.

Public financial management (PFM)

The analysis of this area is short and focuses almost exclusively on managerial accountability. However,
PFM is far wider than this specific topic. Furthermore, a comprehensive approach to managerial
accountability is incomplete if it is not linked to the delegation of decision making, internal control and
external auditing. The analysis should have covered the al the obstacles on PFM, as many were already
identified and some were addressed under Albania’s 2019-2022 PFM Action Plan. The risk analysis is
also incomplete as most of the mitigating measures are missing.

Reform measure 09: Public Strategic Investments

This measure is carried over from the previous ERP. The actions planned for 2023 are relevant as they
focus on implementing the single project pipeline, which are useful and necessary. The assessment of
obstacles and challenges in public investment management is realistic and is based on the International
Monetary Fund’s (IMF) 2016 Public Investment Management Assessment (PIMA) findings. The
proposed measure, implementing the public investment management process, continues to address PG
recommendations on assessing and approving all investments that involve public funds and PPPs through
the same approval process. The measures could be more specific since the DCM on the National Single
Project Pipeline has now been adopted. The adoption of the PPP law in 2023 could also have been
included in the list of activities.

Reform measure 10: Strengthening managerial accountability in general government units
This measure is welcome as this is an important issue. However, the list of activities requires further

development as they are just repeated for each of the 3 years of this ERP. The measure lacks specific
verifiable targets on the expansion of managerial accountability. While it is clearly desirable to strengthen
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managerial accountability in public services, the focus of this measure seems to focus on making
managers accountable. It does not look at the wider internal control processes linked to public service
standards, internal control and internal audit. Albania should ensure that this reform takes all these aspects
of internal control into account. The country should also follow the principles of public administration
reform for the Western Balkans, as laid down by OECD/SIGMA ('7), which it has agreed to. The targets
set for this measure are only outputs and do not show the results, which somewhat obscures the potential
added value.

Economic integration reforms

The analysis in the ERP is largely a list and short summary of public policies fostering trade integration
of the country at regional, EU and global levels. While the text lists many measures and provides updates
on the state of play, it does not analyse the issues and potential benefits. While this is to some extent
informative, overall it is not analytical. However, there is a short analysis on conformity assessment, the
export of animal by-products and trade relations with Kosovo. Even then, this analysis is undeveloped or
missing for many other areas that this section should cover.

Reform measure 13: Deepening economic integration

This measure is rolled over from the previous years. Its description could explain in more detail why this
specific measure has been drawn up and what is the expected impact in the medium term, rather than just
describing the activities. The government should focus on aligning national legislation with EU acquis
under Chapter 29. One activity planned in 2023, a possible customs union with Kosovo, seems optimistic
as the parties are still assessing its feasibility, which will then be followed by negotiations. This measure
is relevant to Albania’s active involvement in regional trade integration, particularly through the Central
European Free Trade Agreement (CEFTA), and the text provides most of the relevant information.
Albania continues to take steps to open its market and to ensure deepening economic integration within
the region. The follow-up of CEFTA work, such as the process of mutual recognition of authorised
economic operators, are actions that will support Albania’s EU integration process. However, some
activities described in the measure are not well defined. For 2023-2025, this measure focuses on four
actions: a possible customs union between Albania and Kosovo, CEFTA actions, the Open Balkan
initiative, and cross-border trade projects. A possible customs union between Albania and Kosovo is
mentioned for the first time in an ERP, and it only seems to cover a feasibility study of the scenario - the
text does not go into detail about what it might cover. The rest of the measure is largely a continuation of
existing actions

Transport market reforms

The analysis is well developed in identifying the main obstacles facing the transport sector. It states that
further reforms are necessary in this area; Albanian companies in the World Bank 2019 Enterprise Survey
identified transport as one of the main obstacles to improving the business environment. The 2021-2025
National Transport strategy, which includes building the intermodal railway connection linking the new
Port of Durrés in Porto Romano with the energy park, in line with the national transport plan. This
transport strategy is now ongoing in principle though this is not mentioned in the ERP. The ERP admits
that work has been sluggish so far, but expects that it will now pick up pace. The text states that
impediments, notably land expropriation, have been identified and are being resolved.

Reform measure 15: Rehabilitation and construction of the railway segment Durrés-TIA-Tirana

This measure has been rolled over from several previous ERPs. Upgrading and extending the Durrés-
Airport-Tirana railway will increase intermodal transport, and should double the speed of passenger and

(') See Master doc - Principles of Public Administration (sigmaweb.org)
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freight transport between Tirana and Durrés, boosting traffic and reducing road congestion. A contract for
upgrading the Tirana-Durrés railway was signed in February 2021. This strategic investment also benefits
from EU funding under the European Economic and Investment plan. It forms part of Rail Route 2,
linking the capital of Albania, Tirana with the capital of Montenegro, Podgorica, and is extended to the
port of Durrés. This is a key project for the region. Project-level indicators are used and need to be further
developed to better measure the implementation of reform, which includes information on electrifying the
railway line, although there is little indication on when this will take place. New information has been
added about the link between investment and the revised national transport plan.

There has been little progress on this measure and the proposed activities were all postponed by a year.
Most of the comments in the previous ERP assessment are still valid. Progress has been slower than
expected. The document admits that delays have been caused by several factors: (i) a lack of ex-ante
evaluation of possible environmental effect of the disputes; (ii)(a lack of) experience with the
technologies; (iii) issues with the expropriation of land, and (iv) difficulties with the implementing
legislation in the transition phases and legal provisions for the setting-up of the relevant structures and
agencies. The risks and mitigating measures are well presented, as is the impact on job creation (including
the impact on the gender balance) and the environmental and energy efficiency considerations.

The ERP also flags that this measure should enable Albania’s rail system to move toward alignment with
the EU rail system and that it will be relevant to the green agenda. As mentioned above, unlike the
previous ERP, the 2023 ERP mentions urban planning and land acquisition and the potential risk of land
expropriation. This issue was introduced in this ERP, and it is elaborated upon. However, the ERP does
not include the reasons preventing it from being fully addressed. The issue has resulted in all dependent
activities being delayed. Furthermore, the measure should reflect the impact of the planned relocation of
cargo activities from the Port of Durrés to a new port which is to be constructed near Porto Romano. The
timeline of the activities for 2023 and beyond need to be revised taking into consideration delays in the
project so far.

Agriculture, industry and services

The analysis of the main obstacles in the 2023-2025 ERP focuses almost entirely on the agriculture and
tourism sectors (as did the previous ERP). It largely fails to address obstacles in the industrial sector or in
other service sectors, apart from a list of issues (without any analysis) at the end of the section. This limits
the ERP’s usefulness as a document for economic policy coordination and prioritisation, and the
consistency of economic policies is not ensured.

The Albanian agriculture sector is not very competitive compared to EU-27. Land fragmentation and
small agricultural holdings discourage investments in mechanisation and automation and prevent any
economies of scale. The main obstacle in addressing land fragmentation is the lack of property reform,
such as an integrated land management policy and how it would subsequently be enforcement.
Furthermore, the availability of cheap, skilled labour is the main factor that contributes positively to the
sector’s competitiveness is. However, this is under pressure, and statistical trends suggest that fewer
workers are available. This is mainly due to internal migration from rural areas to urban areas and to
external migration. Moreover; the educational system (in particular vocational education) continues to be
disconnected from the industry needs of the and fails to equip the young generation with the skills
demanded by the market. The analysis of the agricultural sector is long but incomplete as it fails to
mention the impact of EU IPARD support. The analysis in the previous ERP on this area seemed more
realistic. The sector remains prone to structural problems such as land consolidation, land fragmentation,
and property ownership issues, some of which are mentioned in the ERP. Another issue poor access to
finance for economic operators in the sector. Despite agriculture making up 18 % of GDP in 2021, banks'
lending to the agricultural sector made up just 1.4 % of all lending to the private sector in Albania in
2022, as the sector is seen as risky by banks, land is highly fragmented, and producers often lack the
collateral necessary
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Besides the issues listed as obstacles in the 2023-2025 ERP, Albania should also consider the following:
i) consolidating the food-safety system following an integrated approach by ensuring cross-compliance
along the entire food chain; i) exploring new market opportunities related to food product exports ; iii)
enforcement of registration and approval of establishments operating with products of animal origin; and
iv) the classification and upgrading of existing operating establishments in line with EU requirements.

Obstacles and opportunities regarding maritime tourism are well defined, highlighting some potential for
expansion. However, apart from that there is almost nothing is mentioned of other services, even though
this is a major economic sector.

As regards industry, this ERP does not provide any analysis for this significant sector, as was the case in
the last two ERPs. This is a significant shortcoming.

Reform measure 16: Better marine and maritime governance and services

This was a new measure in the 2021 ERP. The same comments then and in 2022 apply — the reform is
small in scale and seems to be an isolated initiative, based on some legal reforms. The measure should
ideally have been treated as part of a larger reform, where relevant policies/plans regarding marinas/ports
should be also considered. The description of the measure has clear references to strategic policy
documents, and other sectoral reforms, such as those related to the blue economy and the financial
approach to incentivise maritime tourism. Within these constraints the activities are well planned and
detailed. They seem feasible and are relevant to the proposed measure, however, some baselines are still
not included.

Reforms in the tourism sector are welcome, as it is an sector with high untapped potential for economic
development. However, this measure does not seem to be integrated into the overall sectoral development
policies and plans. Furthermore, although the text presents the legal framework for marinas (and legal
clarity is certainly really important for such investments), the text does not examine the environmental
effects of building and running them The overall description of the measure has improved from last year,
and concrete results are reported. However, the activities are very generalised and repeated for each of the
next three years, which will make their monitoring very difficult.

Education and skills

Skills, VET and reform measure 1 are analysed in section 4 of this document, under key structural
challenge 1.

Investment in education continues to be lower than in the EU — 3.1% in 2021 compared to 4.8% in the
EU. This is reflected in the quality of education and lower results and levels of attainment: a significant
proportion of 15-year-olds still lack basic reading and numeracy skills. The share of early leavers from
education and training (17.4% in 2021) is also much higher than in the EU (9.7%).

University education in Albania is of low quality and largely disconnected from the labour market. In a
list of 400 higher education institutions (HEIs) (QS — World University Ranking 2021), the University of
Tirana is ranked 351-400, behind its regional peers. There are 40 HEIs in Albania, with more than 1 300
study programmes. These programmes are often multiplied across different HEIs , which is a clear
indicator of the lack of structural planning and education development strategies. This results in poor
content and a lack of alignment with labour market needs. There is a theory-practice gap, with limited
internships opportunities, mostly in the public administration. Even EQF level 5 professional programmes
are mostly theoretical and lack practical content. Inter-disciplinary study programmes are also not
promoted. The 2021-2026 national strategy for education plans to partly address this issue through
increasing the offer of professional programmes, promoting career offices, and interdisciplinary and
Science, technology, engineering, and mathematics (STEM) programmes. However, cooperation with the
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private sector is still very weak, and this needs to be strengthened to prioritise the provision of
programmes based on labour market demand. The ERP does not include any reform measure to tackle
issues in higher education.

The ERP presents a good overview of the measures taken in the area of pre-university education.
However, an analysis of the problems that result in these low levels of attainment and comparatively low
performances in international assessments would have been useful.

Reform measure 17: Support the implementation of pre-university curricular reform and teacher
training

The measure is carried over from the previous ERP and focuses on a reform of the curricula to align them
with labour market needs (one of the most crucial areas in the pre-university education area). and
investment in teacher training. If implemented completely, the measure has the potential to significantly
improve the development of skills in the education system and the quality of investments in human
capital.

A particular emphasis is placed on teacher training and a professional network to empower and encourage
teachers. This serves as a mechanism to support the professional development of teachers and improves
the quality of the curriculum implemented in schools. This reform measure is supported closely by the EU
Programme on Social Inclusion.

The reform measure contains many activities needed to improve the education system, but their
effectiveness depends on the quality of implementation. In particular, planning international assessments
is welcome; however, these assessments should not just be carried out: it is even more important that their
results are used to inform further policy decisions. The teacher training plan could have been much more
ambitious considering the number of teachers in the country. In the estimated cost of activities, teacher
training is also noticeably under-prioritised. In addition, teachers are already required to have 3 days of a
training every year, which is insufficient to adapt their teaching methods and content fully to the changes
in curricula.

Reform measure 18: Inclusiveness and equality in education

This reform measure is carried over from the previous two ERPs and is a priority in the country’s
education strategy. It aims to: (i) ensure inclusive education for all vulnerable groups by providing free
textbooks and transport; (ii) further increase the number of assistant teachers for children with disabilities
in mainstream public schools; (iii) support deinstitutionalisation; and (iv) set up resource centres to offer
daily support for persons with disabilities. The planned budget increase from 2023 to 2025 presents a
good foundation for the success of the measure. This increase demonstrates the government’s
commitment in addition to the support from the EU programme on Social Inclusion and other
development partners.

Albania has made progress in setting up a professional network of assistant teachers and training heads of
the network and assistant teachers. However, it is necessary to put in place an integrated approach that
combines the investments in physical environment and accessibility, curriculum and assistive
technologies, as well as more training of general teachers.

The planned action t transform special education schools and institutions into resource centres is a
comprehensive investment that goes through several stages. It brings changes to the structure,
management, teaching, specialised staff, curriculum, and infrastructure. However, it is also crucial to
ensure that these new centres do not prevent children with disabilities from attending mainstream
education if it is possible. As mentioned above, this requires a continued comprehensive investment in all
aspects of the education environment.
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The continued support to students from Roma and Egyptian minorities, such as scholarships, free
transport and textbooks, are positive. However, educational outcomes of Roma and Egyptian students
remain among the lowest in Albania, and their school dropout rates are close to 50%. This shows that a
further analysis of the barriers is needed, together with corresponding support measures.

The measure sets indicators on the number of assistant teachers and psychological services staff.
However, would have benefited by including an indicator on the number of children with disabilities who
are integrated in the mainstream schools.

Reform measure 19: Development and empowerment of digital competency of teachers

This reform measure is carried over from the previous ERP and is a positive step to tackle and adapt to
new labour market developments. Focusing on ICT skills as a key part of the digital transition — it not
only supports the EU priorities in that direction but also reflects a reference to EU and international
competency frameworks for teachers. The measure also includes investment in infrastructure and
equipment, which is essential for its success. Ensuring that everyone has access to a high-quality internet
connection should also be one of the prerequisites so that digital skills become part of everyday
schoolwork.

Employment

The employment of vulnerable groups and reform measure 2 are analysed in Section 4 of this document,
under key structural challenge 1.

Wages are not featured in the 2023-2025 ERP. However, they are a significant factor in the country’s
economic situation. Wages are closely related to other issues, such as the informal economy, social
protection contributions, the number of people living in poverty and social exclusion, and brain drain.
Wage growth has continued increasing, with the average wage having increased by 5.8% between Q1-
2021 and Q1-2022, although that increase does not match current inflation. In addition, there is no
mechanism for revising and updating the minimum wage. And even though minimum wage increases
should usually be discussed and approved by the National Labour Council, there was no proper
consultations on the two increases adopted in 2022.

Albania has taken steps to improve social dialogue, and the National Labour Council is finally
operational. However, the Council does not meet frequently enough (only two meetings in 2022), which
does not allow for meaningful discussion and participation. Updating the trade unions law would also
strengthen collective bargaining. It is essential to develop stronger cooperation on and discussion of
policies, including the draft budget, at the highest level with both employers and employees. This is
crucial for ensuring a strong link between economic and labour market development. Furthermore,
stronger social dialogue is necessary to help ensure healthy and safe working conditions, adequate
minimum wages and decent work.
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ANNEX B: OVERVIEW OF THE MAIN INDICATORS PER AREA/SECTOR OF THE ECONOMY

Area/Sector 2017
Energy

Energy imports

dependency (%) 38.2%

Energy intensity:
kilograms of oil
equivalent (KGOE) per
thousand euro

Share of renewable
energy sources (RES)
in final energy
consumption (%)
Transport

219,15

35.90%

Railway network
density (metres of line
per km? of land area)
Motorisation rate
(passenger cars per
1000 inhabitants)
Agriculture

11.62"Y

146.8™

Share of gross value
added (agriculture,
forestry and fishing)
Share of employment
(agriculture, forestry
and fishing)

Utilised agricultural
area (% of total land
area) 40.8%
Industry (except construction)
Share of gross value
added

Contribution to
employment (% of total
employment)

Services

21.8%

382%Y

12.8%

12.5%"

Share of gross value
added

Contribution to
employment (% of total
employment)

54.9%

42.4%v

Research, development and innovation

R&D intensity of GDP

(R&D expenditure as

% of GDP) N/A
R&D expenditure —

EUR per inhabitant N/A

2018

21.1%

209,44

36.84%

11.62"Y

159.9v

21.1%

37.4%Y

40.8"V

14.1%

12.7%"Y

54.5%

42.9%v

N/A

N/A

2019

31.5%

204,16

38.04%

5.88"

174.1%

21.0%

36.4%"Y

40.8

13.8%

14.4%

55.4%

43.5%"v

N/A

N/A

2020

35.82%

196,31

45.02%

7.79%

191.3"Y

22.0%

N/A

40.5

12.5%

N/A

55.3%

N/A

N/A

N/A

2021

N/A

N/A

41.39%

7.80

N/A

20.3%

N/A

N/A

22.0%

N/A

57.7%

N/A%

N/A

N/A
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EU-27
Average

(2021 or most recent
year)

55.6%

110.35

21.7%

N/A

N/A

1.8%

4.3% 020

40.6% 020

19.9%

16.1%

79.2%

70.9%

2,26%

EUR 734,5



Digital economy

Percentage of
households who have
internet access at home

Share of total
population using
internet in the 3 months
prior to the survey
[NB: population 16-74]
Trade

Export of goods and
services (as % of GDP)
Import of goods and
services (as % of GDP)
Trade balance (as % of
GDP)

Education and Skills

Early leavers from
education and training
(% of population aged
18-24)

Young people not in
employment, in
education and training
(NEET) (% of
population aged 15-24)
Children aged less than
3 years in formal
childcare (% of under
3-years-olds)
Individuals who have
basic or above basic
overall digital skills (%
of population 16-74)

N/A

N/A

31.6%

46.6%

-22.7%

19.6%"Y

26.9%

N/A

N/A

Employment and labour market

Employment rate (% of
population aged 20-64)
Unemployment rate (%
of labour force aged
15-74)

Long term
unemployment rate (%
of labour force aged
15-74)

Gender employment
gap (Percentage point
difference between the
employment rates of
men and women aged
20-64)

Disability employment
gap (Percentage points

63.9%"

13.7%"Y

8.9%"

16.5 pps™

84%

62.6%"

31.6%
45.3%

-20.2%

17.4%"Y

28.9%

N/A

N/A

65.6%"

12.3%"Y

8.3%"

16.5 pps ™

85%

68.6% "

31.3%
45.0%

-20.7%

16.3%"Y

26.5%

N/A

21%

67.1%"

11.5%"

7.3%"

15.0 pps ™

87.2% 90.9%
72.24% N/A
22.7% 30.6%
37.9% 43.9%
-20.1% -22.9%
15.6%" 17.4%
25.5% 24.0%
N/A N/A
N/A 23.8%
66.3% " 63.3%
11.8%"Y 11.6%
7.0%v N/A
152 pps™ 16.3 pps
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92.5% (2022)

90%(2022)

50.4%
46.7%

N/A

9.7%

13.1%

36.2%

53.92%

73.1%

7%

2.8%

10.8 pps
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difference in
employment rates
between people with
and without a
disability)

Real gross disposable
income of households
(Per capita increase,
Index =2008)

Social protection system
At-risk-of-poverty or
social exclusion rate
(AROPE) (% of
population)
At-risk-of-poverty or
social exclusion rate of
children (% of
population 0-17)

Impact of social
transfers (other than
pensions) on poverty
reduction

Income inequality -
quintile share ratio
(S80/S20) (Comparison
ratio of total income
received by the 20% of
the population with the
highest income to that
received by the 20%
with the lowest
income)

Housing cost
overburden (% of
population)

Healthcare

Self-reported unmet
need for medical care
(of people over 16)

Out-of-pocket
expenditure on
healthcare (% of total
health expenditure)

18.1 pps

N/A

58.5%

62.0%

12.55%

7.47

9.2%

13.1%

44.45%

16.9 pps

N/A

53.9%

57.7%

11.03%

6.98

6.0%

14.8%

44.58%"

18.7 pps

N/A

50.8%

53.9%

11.88%

6.38

5.5%

14.6%

N/A

13.3 pps

N/A

46.2%

51.0%

12.10%

5.86

3.8%

10.6%

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A
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23.1 pps

110.27

21.7%

24.4%

37.08%

4.97

8.3%

2.0%

14.39%2020)

w: data supplied by and under the responsibility of the national statistical authority and published on an "as is" basis and without

any assurance as regards their quality and adherence to EU statistical methodology’

z: data from the World Health Organisation

Source of data in Annex B: EUROSTAT, unless otherwise indicated
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ANNEX C: PROGRESS WITH STRUCTURAL REFORM MEASURES FROM THE 2022-2024 ERP

Progress was made in implementing the measures from last year’s ERP (average score: 3.3 out of 5).
Activity reports provide a fairly accurate description of the level of implementation of the measures that
were reported on. However, two measures were not reported on. These were measures on i) the quality
and coverage of VET; and ii) access to healthcare. The Commission therefore had to independently
evaluate the extent to which these two measures were implemented in the reporting period. The scoring
was slightly imprecise for the measures related to addressing the employability of the most vulnerable
unemployed jobseekers, improving capacities for research and innovation, increasing social care, support
measures to MSMESs, broadband, liberalisation of the energy market, maritime governance, and pre-
university curriculum reform. Only text assessment, rather than numerical values, were provided on
deepening economic integration. Some of the activities related to broadband and inclusive education were

not reported on, so also had to be estimated.

45%

40%

35%

30%

25%

20%

15%

10%

5%

0%

Graph I1.1.2: Albania - Implementation of the structural reform
measures of the ERP 2022-2024

42%
32%
16%
11%
0% 0%
no implementation implementationis initial steps have implementation  implementation is full implementation
being prepared been taken ongoing with some advanced
initial results

no implementation implementation is being prepared
= initial steps have been taken = implementation ongoing with some initial results
= implementation is advanced = full implementation
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ANNEX D: COMPLIANCE WITH PROGRAMME REQUIREMENTS

Coordination of Albania’s ERP is led by the Ministry of Finance and Economy. In 2022, the overall ERP
coordination task was delegated from one deputy minister to another. However, the Ministry of Finance
and Economy continued to lead the coordination process.. There was limited consultation with private
stakeholders. No consultation with Parliament or with local/regional authorities took place during the
drafting process. The document was published for consultation in the government portal
www.konsultimipublik.gov.al, and on the Ministry of Finance and Economy’s website. No comments
were registered there by the social partners/private stakeholders. Only the national Agency on
Information Society, the Data Protection Commissioner, and one Embassy provided comments on, the
document.

The Ministry made some additional efforts were made this year to draw the attention of business
associations to the ERP, by sharing the invitation for comments on the draft document through the
Investment Council network. Decide just publishing documents online, the requirement to discuss and
engage in dialogue with social partners and business associations on important documents, such as the
ERP, needs to be formalised. Some business associations requested additional time for comments, beyond
the 6 January deadline. The responses from these bodies are well documented in the Annex to the ERP.

The structure of the section on structural reform priorities follows the guidance note. However, there is
room for improvement in the format and content. For example, Section 2 on implementation of the policy
guidance (PQG) is about 16 pages long, exceeding the four-page limit set in the guidance. In some cases,
the reporting on PG implementation was mixed with actions planned for the future, and in two cases (PG
3.2- in part and PG 3.3) the information was missing altogether. While there are 19 reform measures,
below the limit of 20, the page limit was not observed (it was 20 pages more than the maximum limit).

Macroeconomic framework

The programme is in line with the medium-term budgetary framework and the Budget Law of Albania. It
was submitted on time on 1 February 2023 and adopted on 1 March 2023. It describes the past economic
developments based on the available data and includes an updated medium-term macro-fiscal framework.
Both were published on the Ministry of Finance and Economy’s website, but no information about the
public consultation and its results is included. Projections for growth in 2023 and beyond lack a detailed
explanation, particularly projections for the balance of payment. However, overall, the revised projections
are more in line with international estimates than in earlier ERPs. Information on the level of
implementation of policy guidance 3 is incomplete. The ERP does not provide an analysis of labour
productivity, skills shortages, migration, brain drain and the investment environment. There is also no
assessment of the impact of the shrinking size of the population on social insurance and growth.

Fiscal framework

The data in the ERP and the medium-term macro-fiscal framework are consistent, and the fiscal planning
is based on latest outturn data. These are both significant improvements compared to last year’s ERP.
However, data on central government capital investment in the GDP tables does not tally with the data in
the fiscal tables. The information about discretionary measures planned for 2023 and 2024 is still
rudimentary and fragmented, and there is still no data on the long-term sustainability of public finances
(demographic developments, pensions, health expenditure), including past data. However, there is more
information on contingent liabilities / use of sovereign guarantees and discretionary measures. The
calculation of functional expenditure still needs to be improved. It is still difficult to link policies
mentioned in the ERP with the macro-fiscal and budget tables or make comparisons over time. This is
because various expenditures are aggregated under one budget heading, and the use of budget headings
for the same kind of expenditure varies from one budget to another. Additionally, new headings are
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introduced every year, which complicates matters. The headings used to record the treasury’s outturn data
do not fully correspond to the headings used in the budget and fiscal tables.

The ERP does not make clear a link between the analysis of the challenges the economy faces, the
proposed reforms, and the corresponding budget allocations. It lacks details on the expenditure plans, in
particular plans for capital expenditure. It remains unclear if policies are sufficiently financed because the
structural reforms costs presented in the ERP cannot be linked to the budget. There is only limited
information on: (i) contributions to the coverage of social insurance benefits and entitlements; and (ii) the
deficit of the social insurance schemes to be covered by the budget. Information is missing on: (i) arrears
and repayments from public entities (although it is set out to be included in the fiscal framework tables);
and (ii) local-government expenditure. Fiscal data do not yet meet ESA 2010 requirements. Albania
regularly sends EDP notifications to Eurostat on a best-effort basis and strives to improve them and align
its fiscal statistics with EU requirements (with the support of Eurostat). Government finance statistics are
not yet aligned with international standards.
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2. BOSNIA AND HERZEGOVINA

The economic reform programme (ERP) was submitted with a nearly 7-week delay on 20 March 2023.
This significantly reduced the time available for analysing and assessing the authorities’ projections and
policy plans to address the significant economic challenges the country is facing.

2.1. EXECUTIVE SUMMARY

The economic reform programme (ERP) anticipates that economic growth will slow in 2023 before
a moderate, investment-driven rebound in 2024-25. After a post-pandemic rebound in 2021, a
deteriorating international environment and increasing inflationary pressures led economic growth to slow
in 2022. Still, output growth was solid at 4%, largely driven by domestic demand. The ERP expects GDP
growth to moderate to 1.7% in 2023, before accelerating again in the last 2 years of the ERP period,
benefiting from an improving international outlook, strengthening domestic demand and, in particular,
increasing private and public investment. Inflation is projected to fall to close to 2% by 2025. Despite a
domestically driven growth acceleration in 2024-2025, the programme forecasts a reduction in the current
account deficit. A key domestic downside risk to economic growth is the continued lack of reform
momentum due to sustained political stalemates, which would impede investment. Externally, stronger-
than-expected negative effects from Russia’s war of aggression against Ukraine could dampen economic
growth prospects.

The ERP expects rising revenues to lead to sizeable fiscal surpluses while public investment is set to
remain low, contrary to the country’s needs. After higher-than-expected inflation boosted the country’s
revenue performance in 2022, the programme envisages a balanced budget in 2023 and fiscal surpluses of
around 1.5% of GDP in 2024 and 2025. The main contribution to fiscal consolidation is set to come from
increased revenues, in particular from social contributions and taxes. Total expenditure is projected to
remain largely unchanged as a percentage of GDP, with low growth in investment making room for larger
increases in social transfers and government consumption. The planned reduction in investment spending
in 2024, presented in the fiscal framework, is in conflict with the macroeconomic framework’s
assumptions and is not in line with the country’s needs and the jointly adopted 2022 policy guidance.
From 2024 onwards, significant primary surpluses are expected to reduce the debt ratio, to close to 28%
of GDP by 2025. Key fiscal risks stem from over-optimistic assumptions about revenue growth and
insufficiently specific expenditure measures. The reliability of the fiscal framework as presented is
diminished by weak alignment with EU public sector accounting standards and incomplete reporting on
contingent liabilities. As a result, both the deficit and debt ratios may be higher than reported. Overall,
despite the relatively low level of public debt, the fiscal scenario as presented does not appear to
correspond to the challenges the country is facing, in particular the moderate growth outlook, high
investment needs and challenges involved in moving towards EU accession.

The main challenges facing Bosnia and Herzegovina are the following:

e Country-level policy formulation is strongly impeded by highly fragmented competences and a
lack of cooperation among the country’s stakeholders. The high degree of institutional
fragmentation, a lack of cooperation among key stakeholders and excessively politicised decision-
making processes continue to undermine the country’s ability to formulate consistent short- and
medium-term fiscal strategies. As a result, the ERP continues to lack a countrywide perspective, and
suffers from an insufficient medium-term orientation and inconsistencies between the various
programme elements. This is partly a reflection of the country’s insufficient central administrative
capacity. Furthermore, the economic analysis is negatively affected by the lack of accurate and
timely empirical data.

65



66

Part I

Country analysis, Bosnia and Herzegovina

The quality of public spending and revenue collection remains low. Public spending focuses
strongly on public consumption and poorly targeted social transfers, clearly neglecting medium-term
investment needs in areas such as education, infrastructure and environment. At the same time, the
overall quality of health services remains inadequate. Social spending is still not properly targeted,
partly as a result of the country’s fragmented administration. The level of public investment is low in
view of the country’s needs and its implementation appears to be uncoordinated, insufficiently
prioritised and slow. Public investment would need a substantial and sustained boost to move the
economy onto a higher growth trajectory. Revenue collection is negatively affected by a significant
informal economy and insufficient transparency of taxable income. Given the continuing high
uncertainty about the impact of Russia’s war of aggression against Ukraine, a readiness to provide
targeted support to vulnerable households and firms, if needed, seems appropriate.

A difficult business environment and weaknesses in the country’s single economic space are key
factors driving poor labour market outcomes, holding back improvements in competitiveness
and living standards and impeding preparations for the green and digital transitions. A
persistent issue is the insufficient political ambition to tackle regulatory burdens and corruption. The
country’s high degree of institutional and regulatory fragmentation and low level of coordination
among all levels of government are also major obstacles. The ERP acknowledges problems related to
the business environment and regulatory burden. However, it does not include measures capable of
meeting the scale of the challenge, nor does it recognise the underlying issues relating to lack of
coordination among the various levels of government. Targets for renewable energy and energy
efficiency have still to be adopted, as has key legislation at the State-level on opening gas and
electricity markets to ensure the green transition and facilitate the necessary investment, including by
the private sector. Delivering on commitments to gradually phase out coal subsidies and introduce
carbon pricing instruments will be particularly challenging. Digital transformation is lagging behind
in both business and in the public administration. A more focused, urgent approach is needed from
the authorities on the green and digital transitions.

The still-oversized public administration and poorly performing state-owned enterprises
(SOEs) put a significant burden on taxpayers and adversely affect the business environment.
SOEs are a heavy burden on the country’s public finances and undermine competition. Many of these
companies have low productivity while at the same time offering significantly higher wages than in
comparable private industries. Many public companies rely on state support and sometimes delay
payments to the social security systems or to private suppliers, creating substantial liquidity
imbalances in other areas of the economy. Whereas legislation partially provides for open and
transparent selection procedures, in practice appointments to SOE boards are highly politicised. The
ERP acknowledges the need for and potential benefits of improved governance of SOEs, but reform
efforts are slow. Plans for the first steps of reform (to establish central SOE oversight units in both
entities) are still at an early stage and SOE registers are still incomplete in terms of coverage and
information available.

The main labour market indicators highlight a worrying lack of dynamism with, in particular, a
high inactivity rate and low employment rate. Indeed, it is worth noting that more than half the
working-age population are neither employed nor looking for work. These figures reflect not only a
lack of employment opportunities, especially for young people, women and most vulnerable, but also
a large informal economy and societal norms that do not favour a functioning labour market.
Clientelism is widely practised. Discrimination can take various forms, reflected in education and
consequently in the labour market. The country is facing an enormous ‘brain drain’ and employers
have difficulties in finding the skills they need. This worrying situation is mainly due to disagreement
between different levels of the state structure, on policies that should attract a broad consensus.
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The implementation of the policy guidance set out in the conclusions of the Economic and Financial
Dialogue of May 2022 has been limited. Some effort has been made to use the fiscal space to cushion
the impact of external shocks, but the measures are not properly targeted. Steps have been taken to
increase public investment, but measures to improve investment management have remained very limited.
No action has been taken to improve the efficiency of tax collection or to clarify the constitutional
competences for establishing a central registry of private individuals’ bank accounts. No progress has
been achieved on reporting contingent liabilities related to the COVID-crisis response. Efforts to improve
the analytical capacities of governmental institutions have remained limited, including in the field of
statistics. The currency board arrangement and central bank independence have been maintained,
although the smooth functioning of the central bank was impeded by delays in appointing its governing
board members. No further progress was made on simplifying business registration, licensing and
permitting procedures and harmonising them countrywide, nor was there any progress in adopting a law
on electronic identity and trust services, though substantial progress was made on customs policy. While
the country did adopt a comprehensive, countrywide public finance management strategy, work on
reforming the governance of SOEs is still at an early stage and is advancing only slowly. No progress has
been made in strengthening coordination mechanisms on employment policies at country level, and only
one of the two entities was able to adopt a new employment strategy, which thereby undermines the
development of a countrywide approach. Almost no progress has been made on introducing a Youth
Guarantee in the country. Some progress was achieved at entity level to improve access to early
childhood education and care for vulnerable groups, even though the closure of many pre-schools resulted
in a lower rate of enrolled children.

The ERP identifies reform challenges that are partly in line with those identified by the
Commission. Macroeconomic analysis is strongly impeded by low quality and out-of-date countrywide
statistics. The fiscal framework is overly optimistic with respect to revenue projections, while spending
policy is not sufficiently growth- and investment-oriented, especially given the country’s investment
needs. The measures to promote employment, social policies and education are not sufficiently detailed
and lack a fiscal underpinning. Reform measures that would plan the implementation of Youth Guarantee
are missing. Given the aim of fostering a common internal market in the country, more specific references
should have been made to identifying and addressing the structural weaknesses burdening the business
environment. Many of the measures in the ERP are not countrywide and often lack consistency and
coherence. Adopting a whole-of-government approach is a prerequisite for addressing these challenges.
Bosnia and Herzegovina should set up a well-functioning coordination and consultation mechanism for
the ERP process and integrate it better into wider budget and economic policymaking processes.

2.2. ECONOMIC OUTLOOK AND RISKS

After a strong rebound in 2021 from the pandemic-induced crisis, economic activity slowed down in
2022, reflecting a deteriorating international environment and accelerating inflation. Annual output
growth slowed from 7.2% in 2021 to 4% in 2022 ('®), which is a better outcome than the ERP estimate of
2.7%. To some extent, this slowdown reflects a base-year effect after the strong rebound in 2021, which
also led to increasing price pressures as early as late 2021. Russia’s invasion of Ukraine further
contributed to inflationary pressures by pushing up prices for imported energy and primary commodities.
At the same time, external demand declined, though from a high level. The main drivers of growth in
2022 were exports, gross investment (in particular inventories) and private consumption. The labour
market remained resilient in 2022. Registered employment was 2.3% higher than in 2021, while the
unemployment rate - as measured by the labour force survey (LFS) - dropped to 15.4% in 2022,

("®) Macroeconomic and fiscal estimates and forecasts covering the period 2022-25 have been taken from the ERPs themselves; if
available, preliminary macroeconomic and fiscal outturn data for 2022 have been taken from the relevant national sources
(national statistical office, ministry of finance, central bank).
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compared to 17.4% in 2021. Youth unemployment (age group 15-24) returned to pre-COVID-19 levels,
dropping to a still high rate of 36.1% in 2022.

The programme expects economic growth to decelerate in 2023, mainly reflecting sluggish external
demand and weak growth in disposable income due to high inflation, but to regain momentum in
2024 and 2025, driven mainly by domestic demand. Compared to last year’s programme, the baseline
scenario forecasts significantly weaker growth in 2023 (1.7% instead of 3.5%). For 2024 and 2025, the
programme projects a more dynamic growth profile, with output growth increasing to 2.7% and 3.0%,
respectively. This brings average output growth during the programme period to 2.5%, compared to 3.5%
expected in the previous programme. The more moderate growth profile reflects weaker export demand,
higher inflation negatively affecting disposable income, and less benign monetary and financial
conditions. As in previous programmes, the main sources of growth are seen to be private consumption
and higher fixed investment and inventories. Investment is expected to benefit from increased public
spending on transport and energy. In terms of the economy’s cyclical position, the ERP expects the
negative output gap of the previous years to turn positive in 2023. The programme again anticipates
mainly indirect effects from Russia’s invasion of Ukraine, such as lower export demand in the main
trading partners and significant increases in energy and food prices, eroding disposable income. The ERP
estimates the country’s growth potential to be around 2'2%.

The programme also presents an alternative macroeconomic scenario, which assumes less
favourable external demand and higher inflation. This would reduce average annual GDP growth by
about half a percentage point, compared to the baseline scenario, to 1.9% on average during 2023-2025,
mainly as a result of lower exports and investment and slightly higher inflation in 2023. With respect to
internal risks, the programme points to complex decision-making and the slow reform implementation as
potential downside risks, which could lead to lower investment but also a bigger brain drain. However,
the alternative scenario does not quantify the potential impact of those risks on GDP growth. As last year,
the alternative scenario briefly discusses the key risks to the benchmark scenario in a qualitative way, but
unfortunately does not quantify the underlying assumptions. Given the multitude of potential risks, the
estimated annual impact of half a percentage point on overall GDP growth appears to be on the low side.

Table 11.2.1:
Bosnia and Herzegovina - Macroeconomic developments

2021 | 2022 : 2023 | 2024 | 2025
Real GDP (% change) 7.6 2.7 1.7 2.7 3.0
Contributions:
- Final domestic demand 4.9 1.4 0.9 1.1 2.1
- Change in inventories 4.0 1.4 0.5 1.1 0.8
- External balance of goods and services -1.4 -0.1 0.3 0.5 0.2
Employment (% change) -1.9 0.6 0.5 1.0 14
Unemployment rate (%) 174 | 15.7 | 153 | 144 | 13.1
GDP deflator (% change) 4.7 7.3 4.5 2.6 24
CPl inflation (%) 2.0 13.1 6.7 3.1 2.2
Current account balance (% of GDP) -20 | -4.0 -3.0 | -2.2 -1.6
General government balance (% of GDP) 1.8 0.3 0.0 0.7 1.6
Government gross debt (% of GDP) 32.0 | 30.5 : 30.2 | 29.5 | 28.4

Sources: Economic Reform Programme (ERP) 2023.

The ERP’s overall baseline scenario is largely plausible, although the projected strong growth
contribution from inventories is questionable. The main risks are seen to be related to weaker-than-
expected international demand, weaker investment and a further substantial brain drain. Key upside and
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downside risks are related to the international uncertainty, partly due to Russia’s invasion of Ukraine,
which could lead to weaker external demand in 2023 and significantly higher inflationary pressures. This
would reduce household spending, which the programme sees as a key growth driver. Unfortunately, like
the previous programme, the ERP does not provide information on the impact of structural reforms or of
ongoing or planned recovery measures. Overall, the baseline macroeconomic scenario is largely plausible,
expecting weaker output growth in 2023 and a strengthening of the economic dynamics in 2024 and 2025.
International institutions expect annual GDP growth of some 2% to 3% in 2023 with some acceleration in
the following years.

The programme expects a swift drop in inflationary pressures. After annual average inflation of 2%
in 2021, inflationary pressures started to mount during 2022, especially after Russia’s invasion of
Ukraine, which resulted in higher energy and food prices. Consumer price inflation reached a peak in
October 2022 with a year-on-year increase of 17.4%, which moderated to 12.9% in February 2023. On
average, consumer price inflation was 14.0% in 2022. The programme expects a rapid decline to 6.7% in
2023 and then to 3.1% and 2.2% in 2024 and 2025, respectively. The main factors behind this rapid
disinflation are lower import prices, in particular for energy. Bosnia and Herzegovina’s currency peg to
the euro has served the country well so far, but also limits the central bank’s ability to influence price
developments. The country has a track record of relatively low inflationary pressures, which to some
extent might reflect the country’s below-potential growth performance. Nevertheless, there are also some
upward risks to the programme’s inflation scenario. Recent, relatively generous wage agreements not
only reflected rapidly rising energy and food prices, but also election-related public sector wage hikes.
Another inflationary factor might be the increasing scarcity of qualified labour, resulting from a
substantial brain drain, especially among the young and educated. Finally, inflation is measured using a
relatively old consumer basket by an under-resourced national statistics agency.

External competitiveness and current account
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Source: Economic Reform Programme (ERP) 2023. Source: Economic Reform Programme (ERP) 2023 and ECB.

The current account balance projection is based on expected stable workers’ remittances and
tourism revenues but also moderate growth dynamics and low investment, which keeps import
growth down. After a drop in the current account deficit to 2% of GDP in 2021, the programme expects a
marked, but temporary increase to a deficit of 4% of GDP in 2022, mainly due to much higher spending
on energy imports. During the programme period, the ERP projects a sustained reduction in the deficit, to
3% of GDP in 2023 and 1.6% of GDP in 2025. The programme expects that the deficit in the balance of
goods and services will be largely financed by current transfers, primarily consisting of workers’
remittances, accounting for more than 10% of GDP. Foreign direct investment inflows are relatively low,
expected to be just under 2% of GDP in 2023-2025, and mainly consisting of reinvested earnings. The
inflow of investment into new companies has been quite limited in recent years, which, to some extent,
might reflect the cumbersome business environment, the country’s fragmented internal market and
political uncertainty resulting from persistent political stalemates. The country’s external competitiveness
deteriorated recently as a result of an appreciation of the real effective exchange rate, but also reflecting
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strong wage increases. The expected reduction in the current account deficit appears to rely largely on an
increasing service balance surplus, which, however, is not explained in the programme. While last year’s
programme forecast a slight increase in the current account deficit, from 2.5% of GDP in 2022 to 2.9% in
2024 in line with the expected acceleration in output growth, the current programme expects a slight
decline in the current account deficit, from 4% in 2022 to 2.2% in 2024 and 1.6% in 2025, against a
background of slightly weaker, but still accelerating growth. Unfortunately, the programme does not
provide a sufficient explanation for this more favourable development. The effect of the war in Ukraine
on the country’s external balances is not explicitly discussed. Arguments used in the programme, such as
weaker external demand and higher import prices due to the fallout from Russia’s invasion of Ukraine,
would actually suggest increasing external imbalances. As far as the financing of the current account
deficit is concerned, the financing needs so far were to a large extent covered by (rather limited) foreign
direct investment inflows and loans from international financial institutions at relatively favourable rates.
The gross external debt ratio remained moderate, at some 58% of GDP in 2022, while the net
international investment position remained stable in nominal terms, but improved in relation to nominal
GDP, from -35% of GDP in 2020 to about -28% in 2022. Partly as a result of international, COVID-
related support, such as the additional special drawing right (SDR) allocations by the International
Monetary Fund (IMF), the country’s foreign exchange reserves are relatively high. At the end of 2021,
the reserve would cover 9.3 months of imports, which, due to higher spending on energy imports,
dropped to some 8 months in the third quarter of 2022.

Table 11.2.2:
Bosnia and Herzegovina - Financial sector indicators

2018 2019 2020 2021 2022
Total assets of the banking system (EUR million) 15264 16621 16824 18121 18628*

Foreign ownership of banking system (%) 84.8 84.7 83.1 82.2 73.9*
Credit growth (aop) 6.6 5.7 11 1.7 4.2
Deposit growth** (aop) 11.3 9.3 5.6 10.1 5.9
Loan-to-deposit ratio*** (eop) 91 89 83 77 76
Financial soundness indicators (%, eop)
- non-performing loans to total loans 8.8 7.4 6.1 5.8 4.5
- regulatory capital to risk-weighted assets 17.5 18.0 19.2 19.6 19.6
- liquid assets to total assets 29.3 29.2 28.6 30.7 30.5
- return on equity 8.5 9.1 5.6 9.6 12.0
- forex loans to total loans 56.7 53.9 53.9 50.2 43.3
*Q3

** Total deposit growth
*** Non-interbank loans to customer deposits
Sources: Central Bank, Supervisory banking agencies, CBBH calculation.

The country’s financial sector has remained stable and so far has weathered the impact of Russia’s
invasion of Ukraine well. The banking sector benefited from a solid capital endowment and government
measures to support the economy. A few days after Russia’s invasion of Ukraine, the two entity-level
banking agencies had to take over the subsidiaries of Russia-based Sberbank when their liquidity
deteriorated rapidly as a result of quickly accelerating deposit withdrawals. In 2022, credit growth slowed
to 4.3%, which is especially low given the underlying double-digit inflation rates. Deposit growth has
also slowed, reflecting the deteriorating liquidity situation of households and businesses. So far, the
banking sector has managed to avoid a marked deterioration in financial soundness indicators. The non-
performing loans (NPL) ratio decreased further to 4.5% end of 2022, and the ratio of foreign-denominated
loans to total loans has also continued to decline. However, in some smaller, domestically-owned banks,
NPL ratios appear to be significantly higher. There appears to be scope to increase the financial sector’s



Part I

Country analysis, Bosnia and Herzegovina

role in reaching climate and energy targets in line with European and international commitments by
adopting policy measures in the area of sustainable finance (such as sustainability disclosures, sustainable
finance taxonomies etc.).

2.3. PUBLIC FINANCE

Fiscal performance in 2022 benefited from stronger than anticipated revenue growth. Official data
on the country’s fiscal performance in 2022 is not available yet. However, based on provisional data, the
programme anticipates that total revenue will have risen by 10.3% in 2022, compared to the 2.9%
anticipated increase in the previous programme. Total spending is estimated to have increased by 14.5%
in the current programme, compared with last year’s 1.5% estimate. The 2023 programme estimates a
surplus of 0.3% of GDP, while the 2022 programme expected a deficit of 0.2% of GDP in 2022. Thus the
current programme anticipates a 0.5 pp improvement in the country’s fiscal position, compared with last
year’s estimate. However, according to the central bank estimates, which try to align with the European
system of national accounts (ESA) standards, the general government registered a deficit of 0.3% of GDP
in 2021. Official fiscal data for 2022 is expected by November 2023. The main factor behind the better-
than-expected revenue performance was the strong increase in tax revenues (+16%), compared to a
nominal GDP increase of 10.2%. On the spending side, the main driving factors were strong increases in
social transfers (+14.3%) and collective consumption (+12.6%), accounting for some 70% of the total
spending increase. In addition to COVID-19, the higher spending probably was also related to the general
elections in October 2022. The public debt ratio declined from 32% of GDP in 2021 to some 30.5% at the
end of 2022, mainly benefiting from a 10.2% increase in the level of nominal GDP. There is a significant
degree of non-alignment with EU public sector accounting standards, particularly with respect to publicly
owned enterprises, which strongly impedes the assessment of the country’s actual fiscal position. As a
result, both the deficit and debt ratio could be significantly higher than reported.

The ERP’s medium-term fiscal strategy envisages a balanced budget in 2023 and targets increasing
primary surpluses in 2024 and 2025. This underlying fiscal stance is surprising given the country’s
moderate growth, high investment needs and low public debt levels. During the ERP period, total
revenues are set to increase by 1.1 pps of GDP, while total spending is set to fall by 0.2 pps of GDP. Both
the budget balance and the primary balance are set to remain in surplus and improve by 1.4 pps and
1.7 pps respectively. Revenues are expected to rise by 6.7% on average in 2023-25, compared to nominal
GDP growth of 5.7% during this period. According to projections, this is to be partly driven by the 9%
average annual increase in social contributions, which is surprisingly high given projected employment
growth rates of below 1.5%. Property tax income is also expected to be almost 20% higher than last year,
although this is not explained further in the ERP. On the spending side, the slowdown in total expenditure
growth is mainly the result of decelerating increases in collective consumption and social transfers, albeit
from a high base, due to COVID-19 and the energy crisis. However, by 2025, social transfers will still be
nearly 1 pp of GDP higher than in 2022, and 1% pps higher than in 2021. At the same time, investment
spending is projected to remain below nominal GDP growth, with a 0.4 pp fall in investment in 2022-
2025, to just 3.4% of GDP. The neglect of public investment is not in line with the country’s needs and is
also in conflict with the jointly agreed policy guidance. Another feature of the country’s fiscal position
that would have merited more explanation is the increasing surpluses for local government and social
security funds.

For 2023, the ERP projects balanced general government accounts, as the surpluses for local
governments and social security funds are set to largely compensate the expected central
government deficit of 0.6% of GDP. The fiscal data provided for 2023 is based on the country’s
medium-term fiscal framework, and not on actual budgetary proposals, even though these were already
available when the programme was submitted. The programme expects an 8% increase in total revenues,
mainly driven by higher revenues from social contributions and taxes, increasing by 9.4% and 7.7%
respectively, compared to nominal GDP growth of 6.3%. On the expenditure side, the overall increase is
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Table 11.2.3:
Bosnia and Herzegovina - Composition of the budgetary adjustment (% of GDP)
2021 | 2022 | 2023 | 2024 | 2025  Chanee
2022-25
Revenues 40.4 40.4 41.1 41.3 41.5 11
- Taxes and social security contributions 355 36.7 37.5 37.8 38.1 1.3
- Other (residual) 4.9 3.7 3.6 3.5 3.5 -0.2
Expenditure 38.6 40.2 41.1 40.7 39.9 -0.2
- Primary expenditure 37.9 39.5 40.2 39.7 39.0 -0.6
of which:
Gross fixed capital formation 3.3 3.8 3.8 3.4 3.4 -0.4
Consumption 16.5 16.8 17.3 16.9 16.5 -0.3
Transfers & subsidies 16.3 16.8 17.4 17.8 17.7 0.9
Other (residual) 1.9 2.0 1.7 1.5 1.4 -0.7
- Interest payments 0.6 0.6 0.9 1.0 1.0 0.4
Budget balance 1.8 0.3 0.0 0.7 1.6 14
- Cyclically adjusted 2.5 0.6 -0.3 0.3 1.5 0.8
Primary balance 24 0.9 0.9 1.7 2.6 1.7
- Cyclically adjusted 31 1.2 0.6 1.2 24 1.2
Gross debt level 32.0 30.5 30.2 29.5 28.4 -2.1

Sources: Economic Reform Programme (ERP) 2023, Commission calculations.

The relatively low debt level suggests that there is fiscal space to support stronger investment and
growth. According to the programme, the country’s debt ratio rose to 32% of GDP in 2021, partly
reflecting higher borrowing due to COVID-19. For 2022, the programme expects the debt ratio to have
fallen to 30.5%, benefiting from a primary surplus of 0.9% of GDP and from a favourable snowball effect
due to strong nominal GDP growth. The increasing primary surplus is set to drive the continuing fall in
the debt ratio to 28.4% of GDP by 2025. Interest payments are expected to rise moderately but only to
about 1% of GDP in 2024-25, reflecting both the relatively low level of debt and the favourable
borrowing costs due to the country’s strong reliance on financing from the IMF, the World Bank and the
European Investment Bank. The decomposition of the debt dynamics points to significant debt-increasing

component from the stock-flow adjustment, which is not further elaborated on in the programme.
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Box I.2.1: Debt dynamics

Bosnia and Herzegovina
Composition of changes in the debt ratio (% of GDP)
2021 2022 2023 2024 2025

Gross debt ratio [1] 32.0 305 30.2 295 28.4
Change in the ratio -20 -15 -0.3 -0.7 -1.1
Contributions [2]:
1. Primary balance -2.4 -0.9 -0.9 -1.7 -2.6
2. “Snowball” effect -31 -23 -09 -05 -0.6
Of which:
Interest expenditure 0.6 0.6 0.9 1.0 1.0
Growth effect -2.3 -0.8 -0.5 -0.8 -0.8
Inflation effect -1.4 -2.1 -1.3 -0.7 -0.7
3. Stock-flow adjustment 3.5 1.7 1.5 1.5 2.1

[1] End of period.

[2] The snowball effect captures the impact of interest expenditure on accumulated
debt, as well as the impact of real GDP growth and inflation on the debt ratio
(through the denominator).

The stock-flow adjustment includes differences in cash and accrual accounting,
accumulation of financial assets and valuation and other effects.

Source: Economic Reform Programme (ERP) 2023, Commission calculations.

Risks to the programme’s fiscal scenario are significant, primarily because of the optimistic
revenue assumptions, the possibility of another domestic political stalemate and uncertainties
relating to Russia’s war of aggression against Ukraine. Despite the country’s track record of an overall
solid fiscal position, there is a significant risk that the optimistic revenue expectations will not materialise.
A further risk, in view of upcoming municipal elections in 2024, is that public spending will further
intensify the country’s focus on transfers and public consumption, at the expense of much-needed public
investment in infrastructure, education and the development of a well-functioning country-level
administration. Furthermore, there are significant upcoming fiscal financing needs in the Republika
Srpska entity, which, in view of the currently high uncertainty on global financial markets, could become
costly to cover.

The quality of public finances and budget planning remains low. The country’s public finances
continue to be plagued by substantial payment arrears, particularly in the health sector, which are likely to
have increased further during the COVID-19 pandemic. In addition, significant budget guarantees have
been provided and the fiscal situation of many publicly owned companies is far from transparent. The
programme does not present sufficient plans to improve spending structure and, as in previous years,
lacks a sustained pro-growth orientation. This approach is not in line with the policy guidance jointly
adopted in the last 6 years, which called for higher investment and a more growth-oriented fiscal policy.
Transparency and governance of the public sector are very limited, leading to major governance issues
particularly in the health sector and in publicly owned companies.

The country’s fiscal framework continues to be beset by institutional fragmentation, low-quality
fiscal data and a lack of cooperation among the various stakeholders. Alignment with EU reporting
standards and budgetary frameworks is still very limited. There are also significant weaknesses in
consolidating and aggregating fiscal data from lower levels of government, in particular on the
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countrywide level but also within the Federation entity. So far, only one entity has adopted fiscal rules,
and there is no independent fiscal council to monitor countrywide fiscal performance. The effectiveness
of the medium-term fiscal framework is also very limited. Finally, the availability and quality of fiscal
data suffers from a number of issues, including lack of cooperation among the various budget users, and
political resistance that impedes alignment with the ESA. As a result of these deficiencies, there is a risk
of significant fiscal under-reporting.

2.4. KEY STRUCTURAL CHALLENGES AND REFORM PRIORITIES

Substantial structural weaknesses in Bosnia and Herzegovina’s economy are preventing the
country from catching up faster. Sustained reform measures are needed to significantly improve
the living standards of its people. Drawing on Bosnia and Herzegovina’s own ERP but also using other
sources, the Commission has conducted an independent analysis of the economy to identify the key
structural challenges to boost competitiveness and inclusive growth. While there are a number of
obstacles, especially in the context of the economic fallout from Russia’s invasion of Ukraine and the
related energy crisis, the key structural challenges identified point to the areas with the biggest potential
for fostering economic resilience as well as boosting inclusive growth and competitiveness if the
challenges are properly addressed.

High structural unemployment and consistently high emigration are clear consequences of those
weaknesses, rather than merely the result of an insufficient functioning of the country’s education system.
It also points to a poor business environment resulting from the country’s institutional and economic
fragmentation, a weak rule of law as well as an inadequate and inconsistent legal framework.
Furthermore, the economic activities of the public sector negatively affect the economy due to their
inefficient management.

High structural unemployment and consistently high emigration are clear consequences of the structural
weaknesses, rather than merely the result of a poorly functioning education system. They also point to a
poor business environment resulting from the country’s institutional and economic fragmentation, weak
rule of law and an inadequate and inconsistent legal framework. Furthermore, public sector activity has a
negative effect on the economy due to the inefficient way it is managed.

The main challenges for boosting competitiveness and long-term and inclusive growth are therefore to:
(1) increase employment, particularly of young people, women and people in vulnerable situations

(i1) improve the business environment and strengthen the country’s internal market and readiness for
the green and digital transitions

(iii) improve the performance, transparency and accountability of public enterprises.

A thread common to all three challenges is the need for Bosnia and Herzegovina to tackle corruption,
improve the rule of law and strengthen institutions, including independent institutions, in order to
promote competitiveness. Addressing these fundamental concerns is a prerequisite for successful
economic development. The Commission is closely following aspects relating to strengthening the rule of
law and fighting corruption in its annual country report on Bosnia and Herzegovina.

Furthermore, the country should proactively implement the Energy Community’s Decarbonisation
Roadmap to achieve the agreed climate and energy targets, and strive towards establishing a carbon
pricing instrument compatible with the EU ETS.
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Key structural challenge 1: Increasing employment, particularly of young people, women and people
in vulnerable situations

A large portion of the population is facing social exclusion in Bosnia and Herzegovina, with some
18.9% estimated to be living below the income poverty line. Over the past two decades, Bosnia and
Herzegovina’s human development index score has increased from 0.667 in 2000 to 0.780 in 2021,
indicating that the country has reached high levels of human development. However in spite of steady
economic expansion in recent years, a large proportion of the population are unable to exit poverty
because of the labour market. This vulnerability is due to a number of factors including quality of
education and lack of economic opportunities for all, in particular for women, young people and people in
vulnerable situations. In addition, it is recognised that the widespread patronage system
disproportionately affects vulnerable groups ('°) as they often depend on public services. In this context,
the hypertrophy of the public service should be highlighted: it accounts for 29.2% (2018) of total
employment, compared with 23.7% in the OECD-EU region ().

The main labour market indicators reflect a limited dynamism and a significant gender gap, with
women’s activity and employment rates around 25 pps lower than those for men. A report (?') by
UN Women on gender equality in Bosnia and Herzegovina highlights that women in rural areas face
greater challenges in accessing education, healthcare, and employment opportunities, compared to their
urban counterparts. The report also highlights the prevalence of gender-based violence in rural areas,
which further exacerbates the gender gap. The latest figures from the labour force survey published in the
third quarter of 2022 (??), indicate that 1 521 million working-age people — more than half the total
number — are neither employed nor looking for work, while the total number of people who are employed
or looking for work is 1 366 million, of which 1 163 million (85.2%) are employed and 203 000 (14.8%)
are unemployed. Unsurprisingly, the high inactivity rate is not accompanied by a very high
unemployment rate. It reflects widespread discouragement given the lack of employment opportunities,
especially for young people, women and minorities, but also conceals a large amount of informal labour
and societal norms that do not favour a smooth functioning of the labour market. Out of the total labour
force, 846 000 (61.9%) are men and 520 000 (38.1%) women. In addition, women account for just 36.1%
of those employed compared to 49.6% of those unemployed. Moreover the gender pay gap in the country
is estimated at around 18% compared to 12.7% in EU (2021). Among the unemployed population,
unskilled and low-skilled workers predominate. According to the labour force survey, 57% of the
unemployed have been looking for a job for 2 years or more (third quarter 2022). One in four young
people (15-29) is not in employment, education or training (NEET). The employment rate of recent
graduates (56.2%, 2021) remains one of the lowest compared to the regional peers and EU average
(79.6%). This persistent situation holds these people permanently back, in a spiral of unemployment and
precariousness. Discouraged by a labour market that cannot meet supply and trapped in inactivity, many
young people seek a way out through emigration. The shift towards an older population is also
challenging: in 2019, 17% of people in Bosnia and Herzegovina (**) were over the age of 65), with
projections for this percentage to increase dramatically by 2050 (*4)

Bosnia and Herzegovina is still facing major challenges in achieving gender equality both in the
economic sphere and in daily life. The country has made significant efforts to improve its
comprehensive policy framework for eliminating discrimination against women and promoting gender

(") According to the U4 Anti-Corruption Helpdesk Overview of corruption in Bosnia and Herzegovina, The most vulnerable
groups susceptible to social exclusion and poverty in Bosnia and Herzegovina include returnees and internally displaced people,
persons living in distant rural areas, Roma, youth, women, victims of gender-based violence, older people, those living with
HIV/AIDS and tuberculosis, and people with disabilities. Roma women, in particular, face multiple forms of discrimination due
to their ethnic as well as gender identity.

(*) Governement-at-a-glance, Country fact sheet, Western Balkans 2020, OECD.

(*') Country Gender Equality Profile of Bosnia and Herzegovina, UN Women (2021).

(*) Labour force survey, 3rd quarter, 2022.

() World Bank database.

(**) European Health for All database.
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equality (**). However, disparities remain in the implementation of legislation on gender equality owing
to the decentralised structure of the state, the overall modest human and financial resources and the
absence of systematic and mandatory initial and in-service training for relevant professionals (staff of
social work centres, teachers etc.) Nevertheless, the evaluation report (%) from the Group of Experts on
action against violence against women and domestic violence (GREVIO) mentions that several initiatives
have been taken to secure gender equality including, for example, the introduction of gender-sensitive
budgeting in ministries at state and federal entity level and the establishment of contact persons for
gender equality in state and entity institutions. Effective monitoring of the legislation on gender equality
and on prohibition of discrimination is unsatisfactory.

Domestic work, lack of accessible care services and other obstacles restrict women from taking up
paid jobs, pursuing advanced education and skills training and participating in public life. The
traditional division of roles within the household persists despite social and economic transformations.
More than half of Bosnians favour a traditional family arrangement where the man works and the woman
takes care of the family, while 34% think a woman should do the household chores even if her husband is
not working (*”). Bosnia and Herzegovina is ranked 76" out of 146 countries in the Global Gender Gap
Index 2022 (*%). On economic participation and educational attainment, the country is ranked respectively
116" and 100%. Gender-based discrimination is reflected in education and consequently in the labour
market. Occupational profiling results in highly qualified women not being treated the same way as
highly qualified men.

Although the number of female students and professors has increased significantly, some academic
disciplines and activities are still predominantly male or female. While gender parity has been
achieved in primary and secondary education, women exceed men in higher education in Bosnia and
Herzegovina (*°). Women mostly choose social sciences and humanities, as opposed to natural sciences,
technology, engineering, and mathematics. These gender stereotypes in the choice of academic fields lead
to loss of economic and human potential and reinforce gender pay gaps (*°). Gender equality principles
are not sufficiently mainstreamed in teaching curricula and textbooks. In this way, knowledge of students
on gender equality remains limited, allowing room for gender stereotypes to persist and further
perpetuating inequalities.

The COVID-19 pandemic had a drastic impact on those who were already vulnerable. The
international Labour Organisation (ILO) estimated that 170 000 jobs were lost in Q3 2020 (*') and
245 000 workers were at immediate risk because of the type of jobs they did. A UNDP/Unicef survey
suggests that the financial situation of women has worsened more than that of men. Women appear to
have been more affected by job losses and salary cuts. Young people who are already experiencing the
greatest difficulties in finding work are seeing their opportunities diminish further. According to various
assessments, Roma people (of whom an estimated 46 000-76 000 live in Bosnia and Herzegovina,
accounting for 1.7% of the population) are facing greater difficulties than other groups, due to the
complexity of their situation. Data from governmental and non-governmental reports and documents
point to a persistent pattern of exclusion of Roma pupils from compulsory and especially post-
compulsory education (32). The Balkan Barometer (2022) indicates (a strong reluctance on the part of

%) Committee on the Elimination of Discrimination against Women: Concluding observations on the sixth periodic report of
g
Bosnia and Herzegovina.
() Evaluation report of the Group of Experts on action against violence against women and domestic violence (GREVIO)
published on 8 November 2022.
%7) Social Impact Assessment of COVID-19 in Bosnia And Herzegovina - 3™ household survey, UNDP, 2022
p
(*®) Global Gender Gap report 2022 , World Economic Forum.
(®) In the 2021-2022 academic year, 39 177 women and 26 384 men were enrolled in higher education schools and universities,
Agency for Statistics of Bosnia and Herzegovina (BHAS).
3%) How to achieve gender equality at universities in Bosnia and Herzegovina, UNDP, 2022.
g quality
(*") COVID-19 and the World of Work, Bosnia and Herzegovina, ILO and EBRD, 2021.
(**) Education of national minorities in Bosnia and Herzegovina: a case of Roma people, Anita Lukenda and Slavica Pavlovic,
University of Mostar, Article in Pedagogika, - December 2018.
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employers to recruit employees of Roma origin. Only 11% of Roma participate in employment, compared
with 29% of non-Roma Bosnians Roma also have worse outcomes in access to healthcare, housing and
education (*%). High levels of informal work (about 30.9% of total employment in 2019) further limit
social security coverage. Among self-employed workers (24.9% of total employment), about 53.1% were
estimated to be working informally in 2020.

Even among the most highly educated group in the workforce, the high level of youth
unemployment (including those not in employment, education or training (NEETS) is a result of the
patronage system and a lack of coordination between the institutions. Bosnia and Herzegovina is
considered the least competitive and worst-governed economy in the Western Balkans and also one of the
most poorly governed in the broader European Bank for Reconstruction and Development regions (3%).
Lack of cooperation among the various levels of government hampers the possibilities for change and
fuels political and socio-economic instability. For example, the country struggles to adopt a credible
countrywide employment strategy due to the constitution, which distributes responsibilities for
employment amongst all levels of administration. With some delay, the country started on the preliminary
studies for implementation of the Youth Guarantee (*°). With some technical assistance and coordinated
involvement of relevant stakeholders, the scheme has the capacity to initiate a comprehensive reflection
on tackling youth unemployment, to identify the blocking points and to boost the necessary reforms.
However, the youth guarantee implementation plan has not yet been adopted: the different levels of the
state structure are unable to agree on an issue on which there should be broad consensus. Difficulties in
accessing lucrative jobs for individuals who are highly educated but without political connections are
causing an enormous ‘brain drain’. It is estimated that about 100 000 young Bosnians and Herzegovinians
left the country between 2018 and 2020 in search of greener pastures. Around 30% of workers in Bosnia
and Herzegovina are undeclared, around 30% of households report additional informal incomes while
around 40% approve of tax evasion practices to some extent.

The country faces a paradox: companies cannot find the talent they need in the labour market
despite the high level of unemployment and inactivity. The OECD report Labour Migration in the
Western Balkans (2022) highlights that 38% of surveyed firms identify applicants’ lack of skills as a
reason for unfilled vacancies. The President of the Union of Construction and Industry complains that
there are almost no trained carpenters, locksmiths, tilers or painters (*°). In the Banja-Luka region,
employers had difficulties finding close to 1 400 workers (*7). The IT industry is facing a severe skills
shortage (*®). The brain drain is becoming a worrying phenomenon. Trained and qualified personnel are
seeking better employment and living conditions abroad, notably in Slovenia. According to the Union for
Sustainable Return and Integration, 40 000 people migrated (*°) to other countries in 2018. All sectors are
affected including education, healthcare and information technology. An ‘employment observatory’ is
being set up, capable of identifying employment opportunities and anticipating current and future needs
on the basis of reliable data. Monitoring and evaluation of employment policies with the participation of

(*®) Fostering social cohesion in Bosnia and Herzegovina, Multi-dimensional Review of the Western Balkans; From analysis to
Action, OECD, 2022.

(**) European Bank for Reconstruction and Development’s 2021 assessment of transition qualities.

(**) Western Balkans Declaration on ensuring sustainable labour market integration of young people at the Brdo EU-Western
Balkans Ministerial meeting on employment and social affairs in July 2021.

(**) Bosnia-Herzegovina facing with shortage of construction workers, Sarajevo Times, 21 Feb. 2020.

(*’) Labour market research in Republika Srpska 2021/2022, Thematic Report Banja-Luka-Region, for Public Institution
Employment Service of the Republika Srpska, 2021.

(*®) Skill Mismatch Assessment: Example of Software Industry in Bosnia and Herzegovina. Journal of Economics, Finance and
Management Studies. Halilbasic, Muamer, 2021.

(**) In accordance with the law, the Labour and Employment Agency collects foreign requests for domestic and foreign labour and,
in cooperation with the Entity Employment Services and Brcko District Employment Service, implements them within its area
of responsibility. Slovenia is the most important partner in terms of labour mediation and employment, and it is estimated that
over 44000 workers have gone to work there through official labour exchange channels since 2013. (Analysis of
announcements for mediation of workers in the Republic of Slovenia collected by the Agency for Labour and Employment of
Bosnia and Herzegovina during 2020.
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social partners is still at an early stage, but there is a persistent lack of funding to face the almost
insurmountable challenges.

Reforms to make the public employment service (PES) more client-oriented are ongoing but budget
and human resources are scarce. Substantial efforts have been made to improve job-counselling and
mediation processes in recent years in both entities. Labour market policies may include employment
mediation, reskilling and upskilling, and employment subsidies. However, funding remains limited given
the level of inactivity and unemployment (*°) and depends on an annual budget and contributors. The
financing of active labour market Policies (ALMPs) is mainly directed towards employment subsidies.
ALMPs suffer from many weaknesses, including insufficient personalisation of the programmes, lack of
transparency of public calls and an insufficient focus on upskilling and reskilling to improve
employability. The PES’s capacity is limited, measured against the sheer scale of unemployment. For
instance, in 2019, the ratio of PES officers to beneficiaries in the Federation entity stood at 1:2023 ().
Administrative tasks limit their availability to engage in counselling, intermediation, jobs searches and
other services. Among the problems highlighted by a plethora of reports are: weak coordination
mechanisms at all levels of the country, a mismatch of education curricula and a gender gap in addition to
an unfavourable and complex environment for job-creating investments, high tax-burden, high proportion
of informal work, corruption and finally lack of national financial means are. However, political
instability plays a major role in this situation.

Reform measure: 5.1.1.1. Increase the efficiency of the labour market through effective
employment policies and strengthen the role of mediation

According to the authorities, the measure is focused on solving the main socio-economic challenges that
BiH is facing, including solving the high unemployment as explained in the ERP, i.e. mainly by aligning
legislation with EU legislation and international commitments, implementing effective employment
policies and strengthening the mediation role of public employment services. While the diagnosis is
correct, it is followed by statements of faith and good intentions that are not really translated into concrete
action. For example, the ERP announces the intention to continue preparing the youth guarantee
implementation plan, which is significantly behind schedule, as highlighted in last year’s Financial
Dialogue and sign the agreement to participate in the EU programme for employment and social
innovation (EaSI) programme (ESF+). The ERP also says that relations with the social partners will be
intensified, services for key beneficiaries will be improved and better interaction between employers and
employees will be facilitated. While these are laudable intentions, it is not clear how this will be put into
practice. The lack of a national employment strategy is very evident.

Dialogue and to sign the agreement to participate to the EaSI programme (ESF+). It is also planned to
intensify the relations with the social partners and to improve services to key beneficiaries and facilitate
better interaction between employers and employees. While these are laudable intentions, it is not clear
how this will be translated. The lack of a national employment strategy is very evident.

Key challenge 2: Improving the business environment and strengthening the country’s internal market
and readiness for the green and digital transitions

A difficult business environment and weaknesses in the country’s single economic space are key
factors driving poor labour market outcomes and holding back improvements in competitiveness
and living standards and preparations for the green and digital transitions. Some progress was made
in previous years at the entity-level towards simplifying administrative procedures. However, insufficient
political ambition to tackle regulatory burdens and corruption and to face the challenges of the green and

(*) European Committee of Social Rights, conclusions 2020, Mars 2021.
(*) Federal employment institute, 2021.
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digital transitions remains an issue, but the country’s high degree of institutional and regulatory
fragmentation is also an obstacle, as is the low level of coordination among all levels of government.

Businesses that wish to operate across the entire economy still face technical and administrative
obstacles and must frequently obtain the same licenses or permits in each entity or local
government area and pay a range of different taxes and fees, hindering the operation of an effective
single economic space. This increases the costs of establishing a company, protects incumbent
companies from competition and deters investors. Over half of businesses in Bosnia and Herzegovina
identify burdensome procedures, paperwork and cost as a major obstacle to obtaining licenses, a higher
proportion than in any other country in the region and well above the regional average of 35%.
Businesses in Bosnia and Herzegovina were also more likely than in any other country in the Western
Balkans to cite the lack of a fully digitised process for applications and approvals of licenses as a major
obstacle, with 76% of businesses citing this as at least a ‘moderate’ obstacle, compared with a regional
average of 49% (Balkan Business Barometer 2022).

Cooperation and coordination among the country’s various levels of government must be
significantly improved to strengthen the single economic space and prepare for the green and
digital transitions. Internal political disputes block or delay decision-making, hindering progress on
much-need reforms, such as strengthening the rule of law, the fight against corruption and the functioning
of countrywide supervisory and regulatory institutions.

The ERP acknowledges problems related to the business environment and regulatory burden.
However, it does not include measures capable of meeting the scale of the challenge, nor does it
recognise the underlying issues related to lack of coordination among the various levels of
government. There was no progress over the last year in implementing the policy guidance in this area.
The measures in the 2023-2025 ERP include changes to the tax regime in the Federation entity to reduce
the burden of taxation on lower income levels, a longstanding ambition. However, it is notable that these
changes are not likely to bring any further harmonisation of the regimes for businesses that operate
countrywide. Further measures relating to fiscal devices and support for entrepreneurship do not tackle
the main structural challenges identified, are likely to be limited in impact and scope, and do not seem
intended to bring about any reduction in the administrative burden for businesses that operate across both
entities. None of the reforms comes with a detailed list of actions or a timeline, and none has been
adequately costed.

Key enabling legislation has still to be adopted at the state-level related on opening gas and
electricity markets and setting targets for renewable energy and energy efficiency. This is needed to
ensure the green transition and facilitate investment, including by the private sector. The absence of
a fully-functional energy market in Bosnia and Herzegovina, with slightly differing legal frameworks and
implementation practices across the country, hampers the sector’s development. Bosnia and Herzegovina
still needs to make significant efforts in creating a single regulatory framework and market space to
ensure a reliable and secure energy supply and to attract investment in a low-carbon energy sector.
Adopting laws on renewable energy and energy efficiency should be a priority, as should state-level
legislation on electricity and natural gas with which the entities must comply. The country should also
design and implement a comprehensive building renovation strategy at all levels of authority to improve
energy efficiency and demand reduction measures, including required legislation and incentives for
private sector and houscholds. Bosnia and Herzegovina should ensure timely transposition and
implementation of the Energy Efficiency Directive following its adoption as part of the Clean Energy
Package by the Energy Community in November 2021. Lack of progress in these areas contributes to the
poor business environment in the country and will prolong the path to decarbonisation, transition to
renewables and improved energy efficiency that the current energy crisis has made even more urgent.

Delivering on commitments to gradually phase out coal subsidies and introduce carbon pricing
instruments will be particularly challenging. The country remains heavily reliant on lignite coal, and
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the level of emissions from coal-fired power plants is of concern. Any future plans to prolong or increase
its energy generation based on fossil fuels will jeopardise its commitment to decarbonisation and climate
neutrality by 2050 and prolong and increase the socio-economic risks of an eventual transition from coal.
The ERP mentions a deadline of December 2022 for finalisation of the draft national energy and climate
plan (NECP); it will now be important for the country to stick to its commitment of providing the Energy
Community Secretariat with the draft no later than 30 June 2023 and to adopt it in 2024.

The ERP refers to a number of these measures but without the required urgency. For instance, while
the ERP acknowledges the necessity of state-level legislation on electricity and natural gas, there remain
clear disagreements among the levels of government on this. There is a clearer analysis of the
implications of the energy transition for coal, but some of the measures were included in last year’s ERP
and have simply been rolled over, unimplemented. As part of the energy support package for the region,
Bosnia and Herzegovina is receiving EUR 70 million in budget support from the EU. To fully benefit
from this package, the country adopted an action plan that includes urgent support measures for
vulnerable consumers, urgent energy efficiency measures for households, and micro-businesses and small
and medium-sized enterprises (SMEs), and long-term measures with the setting-up of energy-resilient and
green transition strategies. The action plan should be used as a starting point for the country’s green
transition, including by the country’s businesses (via diversification of energy sources, renewable energy
projects and energy efficiency measures, and upgrading of energy transmission systems). A more
focused, urgent approach is needed from the authorities on the green transition.

Political leaders and judicial institutions have failed to tackle widespread corruption and have even
actively blocked progress in this area over the past year. Transparency International again ranks the
country 110" out of 180 countries in its 2022 annual Corruption Perception Index making it the worst
performer in the Western Balkans after 6 years of declining performance. Just 14% of businesses
surveyed in Bosnia and Herzegovina say that the fight against corruption in the country is effective, a
lower proportion than any other country in the region, and a higher proportion of businesses said that they
had to make irregular payments than in any other Western Balkans country. There has not been progress
on necessary reforms to strengthen legislation on anti-money laundering and countering the financing of
terrorism, and the country risks being listed as a jurisdiction under increased monitoring by the
international standard-setting body in this area, the Financial Action Task Force.

Bosnia and Herzegovina is lagging behind in the digital transition. Businesses in the country are the
least satisfied of any in the Western Balkans with the digitalisation of public services. Only around 60%
of small businesses have a webpage and only 18% are active in e-commerce. In line with the Digital
Agenda for the Western Balkans and the Economic and Investment Plan, improvements to the
administrative environment for firms would include the digital transformation of government services for
businesses, including e-signature, e-registration of businesses and e-construction permits. Economy-wide
implementation of service digitalisation is still hampered by the lack of political ownership and
coordination between different levels of the government, which also leads to the allocation of insufficient
budgetary resources for implementation. The lack of interoperable information systems across entities and
different levels of government in Bosnia and Herzegovina is a major obstacle to developing economy-
wide digital government services (OECD, 2021). Countrywide harmonisation of e-signature and the
related coordination, cooperation and data exchange between different administrations is still needed. The
country has yet to adopt a new law on electronic identification and trust services for electronic
transactions with a single supervisory body for the whole country in line with the EU acquis. This would
accelerate the digital transformation and allow for easier integration into regional and international
markets.

The ERP acknowledges the importance of these reforms but does not provide a credible response to
the challenges. The ERP contains no path forward yet for the electronic ID and trust services legislation,
and the measures on e-government are exclusive to the Republika Srpska entity rather than countrywide.
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While the measure on supporting the digital transformation of industry and SMEs identifies the priority in
that area, the measure seems limited to one part of the country and is not convincingly costed.

Key challenge 3: Improving the performance, transparency and accountability of public enterprises

The still-oversized public administration and poorly SOEs put a significant burden on taxpayers
and adversely affect the business environment. State influence on the economy is significant, and
countrywide public spending remains relatively high, while people’s overall perception of public services
is very poor. Business perceptions that taxes are too high and public services unsatisfactory are stronger
in Bosnia and Herzegovina than in the other Western Balkan countries (Balkan Business Barometer
2022).

Efforts to rebalance the country’s current public sector-led growth model and move to a more private
sector-led model are not sufficient, given that, according to official statistics, public spending accounts for
more than 40% of GDP. Ineffective service delivery, poor human resource management and
accountability have major implications for efficiency, quality and access to public services. Public
procurement plays an important role for the private economy, but procedures are complex and
administrative capacity and competition remain low. The public sector’s payment arrears are substantial,
creating a considerable burden for private companies, but also a high degree of uncertainty for other
public services because of unpaid contributions to health and pension funds.

Oversized, non-transparent and inefficient SOEs continue to have a large economic footprint.
Legislation defines public enterprises as companies that are either public corporations or companies that
would otherwise be part of the general government (IMF, 2020). According to estimates (IMF 2019),
there are over 550 SOEs employing around 80,000 people, thus accounting for around 11% of total
employment (about a quarter of public sector employment). They control assets worth an equivalent of
100% of GDP. Among all SOEs, entity-owned SOEs (including the entities’ electricity companies, coal
mines in the Federation entity, the Republika Srpska entity forest company, highway companies and
railways) have the largest operations and account for most employment in SOEs. Despite lower
productivity (*?), the average salaries of SOE employees are 40% higher than in private companies.

SOEs are undermining competition, damaging the country’s overall competitiveness. Productivity is
low in many large SOEs, and many are not profitable. SOEs and public enterprises dominate key sectors
of the economy, including energy and telecommunications utilities (World Bank, 2018). In the OECD’s
2021 Competitiveness Outlook, the county has a below average score on ensuring a level playing field
with private companies. While most SOEs in both entities are incorporated under general company law,
the presence of a separate legal form (‘public enterprises’) for some SOEs raises concerns about their
operational treatment. The authorities should also consider fully corporatising SOEs that undertake
primarily commercial activities but are still organised under the separate legal form of ‘public enterprise’
(OECD, 2021). Subsidies give SOEs a competitive advantage over the private sector, and in so doing
harm efficient resource allocation and the country’s fiscal performance. As for the interaction of SOEs
with the private sector, the poor-quality and fairly high-cost provision of inputs to private companies
diminishes the private sector’s competitiveness. Liabilities to suppliers (4% of GDP according to the
IMF) have negative repercussions on the private sector.

SOEs are a significant burden on the country’s public finances. Many of the country’s SOEs are in
poor financial shape and close to half experience shortfalls in liquidity and require both explicit and
implicit budgetary support. Monitoring and managing fiscal risks in ministries of finance is not sufficient.
About three quarters of the largest (20) SOEs face considerable financial risks. The cost of supporting
public companies and guarantees, which often translate into substantial contingent liabilities, is a heavy
burden on public finances and thus the country’s taxpayers. Many public companies rely on state support

(**) Average revenue per worker (measuring productivity) is considered to be around 8% lower than in the private sector.
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or delay due payments to the social security systems or to private suppliers, in order to remain in
operation. This creates substantial liquidity imbalances in other areas of the economy. Potential investors
are required to assume these debts and maintain the existing workforce. Some of the SOEs requiring
subsidies are no longer operating, but still maintain workers. SOEs’ total debts (including approximately
4% of GDP in tax and social contribution arrears) are around 26% of GDP (IMF, 2019). While the precise
numbers have not yet been determined, total public sector debt is likely to be approximately 55-60% of
GDP.

As a result of weak ownership arrangements and underperformance, Bosnia and Herzegovina has a
relatively low score in terms of governance and efficiency in the OECD’s 2021 Competitiveness
Outlook. In the Federation entity, an SOE registry is now in place and publicly available, but further
steps are needed to oblige SOEs to upload all the required information. In the Republika Srpska entity,
there are three separate registers of public enterprises depending on the type of company. Not all public
enterprises are in one of the registers, and not all public enterprises submit the required information. The
Republika Srpska entity has set up a central oversight unit with three employees as of March 2023 and the
Federation entity has announced its intention to do so, but so far the necessary human resources have not
yet been allocated in either entity.

The planned centralised SOE oversight units (coordinating government efforts to monitor
performance in order to strengthen the sustainability of the SOE sector) should separate oversight
from policy and from the regulatory functions of the line ministries. In addition, both entities will
need to assign ministries of finance responsibility for monitoring and assessing fiscal implications relating
to SOEs. Plans for this are underway in both entities, and in the Republika Srpska entity the ministry of
finance has allocated one staff member to these tasks. The Supreme Audit Institutions (SAlIs) have only
limited powers to carry out financial audits of SOEs, and the implementation of SAI recommendations is
low (IMF, 2020).

Whereas legislation partially provides for open and transparent selection procedures, appointments
to SOE boards are highly politicised in practice. Major gaps exist, both in the legal framework and in
implementation. There are no established criteria for promoting independent and professional boards in
SOEs (OECD, 2021). SOE performance and board decision making are insufficiently separated from the
political cycle. Vested interests are largely responsible for the slow privatisation process and attempts to
sell shares in public companies earmarked for sale have been largely unsuccessful.

Both entities should adopt much-needed ownership policy documents outlining the rationale for
government ownership of SOEs. There is a problematic absence of any overarching policy explaining
why the government owns companies and what it expects those companies to achieve. Ownership
responsibilities are often exercised in a decentralised manner by various line ministries, subject to almost
no central co-ordination. While entity governments have identified ‘strategic companies’, the rationale for
public ownership is not based on clearly-defined policy objectives. Privatisation (accompanied by a
thorough restructuring where appropriate) may be considered when there is no policy rationale for
continued public ownership. Solid and operational registries of SOEs at all levels are a precondition for a
proper categorisation in terms of policy relevance and economic viability.

The privatisation process is still not complete and restructuring efforts have made little progress.
Due to the COVID-19 crisis, measures to restructure or dissolve public enterprises remained very limited.
Strategic sectors such as transport and energy are still dominated by poorly-managed and often inefficient
state-owned companies. The Federation entity aims to privatise public enterprises in the processing and
mining industry and some mining companies are subject to bankruptcy procedures, though the most
recent privatisations took place in 2016. The Republika Srpska entity is continuing to restructure its
railways. The setting up of a central restructuring facility as a central source of standards, analytics,
technical assistance, and public financing for SOE restructuring and resolution may be considered, to
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ensure that the process of company-level reform and restructuring — which can also accelerate the green
and digital transformation — is transparent, systematic and predictable.

The ERP acknowledges the need for and potential benefits of improved governance of SOEs and contains

rolled-over plans to set up central oversight units in both the Federation entity and the Republika Srpska
entity but, though work on this began in 2020, the plans remain at an early stage of implementation.
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Box I1.2.2: Monitoring performance in light of the European Pillar of Social Rights (43)

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European Parliament, the Council and the European Commission,
sets out 20 key principles and rights on equal opportunities and access to the labour market, fair working conditions, and social protection and
inclusion for the benefit of citizens in the EU. The European Pillar of Social Rights Action Plan, adopted on 4 March 2021, aims at rallying all
relevant forces to turn the principles into actions. Since the 20 principles provide a compass for upward convergence towards better working and
living conditions in the EU, they are equally relevant for candidate countries and potential candidates. The new reinforced social dimension for the
Western Balkans includes an increased focus on employment and social reforms through greater monitoring of relevant policies (EC, 2018). The
Western Balkans Ministers’ Declaration on improving social policy in the Western Balkans (6 November 2018) confirms that they will use the

Pillar to guide the alignment of their labour markets and welfare systems with those of the EU.

Relative to the EU-27 average, there is scope for improvement in most available indicators of the Social Scoreboard

supporting the European Pillar of Social Rights.

BOSNIA and HERZEGOVINA

Early leavers from education and
training (% of population aged 18-
24)

Better than EU avg.,
improving

and inclusion

Disability employment gap

Equal Individuals’ level of digital skills | Worse than EU avg.,
op](Jiortumtltes (basic or above basic) trend N/A
altlh eﬁ;;:)e(flslro Youth NEET (% of total Worse than EU avg.,
market population aged 15-29) improving
Gender employment gap Worse than EU avg.,
deteriorating
Income quintile ratio (S80/S20) Worse than EU avg.,
trend N/A
. Employment rate (% of population | Worse than EU avg.,
Dynamic aged 20-64) improving
labour Unemployment rate (% of Worse than EU avg.,
markets and population 15-74) improving
fair working -
conditions Long term uncmploymcnt rate (% Worse than EU avg.,
of population 15-74) no change
GDHI per capita growth N/A
At risk of poverty or social Worse than EU avg.
exclusion (in %) (proxy), trend N/A
At risk of poverty or social N/A
exclusion rate for children (in %)
Social Impact of social transfers (other Worse than EU avg.
protection than pensions) on poverty (proxy), trend N/A

N/A

Housing cost overburden N/A
Children aged less than 3 years in Worsc Fhan EUavg.,
improving
Self-reported unmet need for Worse than EU avg.,
medical care trend N/A

The employment and activity rate in Bosnia and
Herzegovina remains very low, particularly for women,
young people and the most vulnerable. A large proportion of
unemployed people are long-term unemployed. Job creation is
localised and the low mobility of workers limits the allocation
of labour resources to emerging needs. The gender employment
gap is more than twice as high as the gap in the EU-27
(11.0 pps.). This gap is widened by the low availability of
elderly care and early childhood education and care.
Discrimination in hiring is numerous and multiple.

Education continues to be of low quality, and the country
suffers from a continuing skills mismatch. Average
achievements of students in mathematics, reading and natural
sciences in BiH are below the OECD average (Pisa 2018).
There has been little change in levels of educational attainment
in recent years. This indicates slow structural change in both
the labour market and the education system. It is positive that
the share of early school leavers is very low at 4.7% in 2020,
much below the EU-27 average (9.9%). However, there is a
large share of low-skilled people in the population. Upskilling
strategies to increase the skill levels of the workforce are not
sufficiently developed. Participation in early childhood
education and care (ECEC) is significantly lower than in the
EU and elsewhere in the region. Although it is improving, in
2019/2020 ECEC only covered 7.3% of children under 3,
compared to the EU average of around 35%. Most children
enrolled in ECEC come from urban families where both parents

are employed, while children from rural areas or whose parents are unemployed very rarely attend. 23% of women and 20.3% of
men (aged 15-24) are not in employment, education or training (NEET).

Social transfers have a limited impact on reducing poverty. Means-tested social assistance does not cover basic living needs.
Other non-contributory social benefits insufficiently target low income vulnerable segments of the population. The reduction of the
at-risk-of-poverty rate by social transfers is estimated at 9.16%, significantly lower than the EU-27 average (32.68% in 2019).
Based on 2015 data, self-reported unmet need for medical care was 5.1%, which was higher that the EU-27 average of the same
year (3.3%).

Further efforts are needed to collect timely and reliable data. The availability of indicators is limited, particularly in the area of
social protection and inclusion, with missing Statistics on Income and Living Conditions, which were planned for 2019, but were
not published. A lack of data also holds back the development of evidence-based policies and measures. As of 2020, the Labour
Force Survey is published on a quarterly basis, but there has been a long publication delay.
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() The table includes 16 headline indicators of the Social Scoreboard, used to compare performance of EU Member States
(https://ec.curopa.cu/eurostat/web/european-pillar-of-social-rights/indicators/social-scoreboard-indicators). The indicators are
also compared for the Western Balkans and Turkey. The assessment includes the country’s performance in relation to the EU-
27 average (performing worse/better/around the EU-27 average; generally 2020 data are used for this comparison) and a review
of the trend for the indicator based on the latest available three-year period for the country (improving/deteriorating/no change).
For data see Annex B. NEET: not in employment, education or training; GDHI: gross disposable household income.
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OVERVIEW OF THE IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED AT THE ECONOMIC

Every year since 2015, the Economic and Financial Dialogue between the EU and the Western Balkans and Tiirkiye
has adopted targeted policy guidance for all partners in the region. The guidance represents the participants’ shared
view on the policy measures that should be implemented to address macro-fiscal vulnerabilities and structural
obstacles to growth. The underlying rationale for the policy guidance is similar to that of the country-specific
recommendations usually adopted under the European Semester for EU Member States. Implementation of the policy
guidance is evaluated by the Commission in the following year’s ERP assessments. The following table accordingly
presents the Commission’s assessment of the implementation of the 2022 policy guidance jointly adopted by the EU
and the Western Balkans and Tiirkiye at their Economic and Financial Dialogue at Ministerial level on 24 May 2022.

Overall: Limited implementation (33.3%) (*)

2022 policy guidance (PG)

Summary assessment

PG 1:

If needed, use the available fiscal space in the 2022
budget to cushion the potential impact of adverse shocks
through targeted support to vulnerable households and
firms; provided the economic recovery is well
entrenched, return to a debt-stabilising fiscal policy as of
2023 and foresee a gradually improving primary balance
in the medium-term fiscal plans.

Increase the share of government capital spending in
GDP, by measures to improve public investment
management and through an accelerated implementation
of those investment projects that have been subject to a
clear positive cost-benefit assessment.

In order to improve the efficiency of tax collection,
ensure an effective exchange of taxpayer information
amongst the country’s tax authorities, and in particular,
clarify the constitutional competence for establishing a
central (i.e. countrywide) registry of bank accounts of
private individuals, in line with the EU acquis.

There was limited implementation of PG 1:

1) Partial implementation: During the last year, the
authorities adopted significant increases in public
spending, largely for social purposes However, little effort
was made to properly target the funds and certain measures
appear to have been primarily oriented towards securing
public support in the 2022 general elections.

2) Partial implementation: In 2022, spending on public
investment appears to have increased. (though countrywide
data are not yet available for 2022). Both entity budgets for
2023 envisage a substantial increase in investment, largely
related to infrastructure investment (Corridor Vc).
However, the authorities intend to reduce public
investment again in 2024.

3) No implementation: No progress was made on
improving the efficiency of tax collection or with
improving data exchange between the four tax
administrations in BiH during 2022. There were also no
steps taken to clarify the constitutional competence for
establishing a central (i.e. countrywide) registry of bank
accounts of private individuals

PG 2:

Prepare a report on contingent liabilities, with a
particular emphasis on those related to the COVID-19
crisis response, and prepare a strategy on how to contain
the emergence of new contingent liabilities and manage
risks related to existing ones.

There was limited implementation of PG 2:

1) No implementation: No such report was

prepared/published. No related strategy was prepared.

(*) For a detailed description of the methodology used to assess policy guidance implementation, see Section 1.3 of the

Commission’s

Overview and Country Assessments of the 