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Abstract 

The aim of this study is to realize an analysis of some of the developments that has 

experienced the external sector of the Albanian economy, by taking into consideration some 

indices, like: import coverage index, industrial competitiveness index, the behavior of the 

current account, capital account. Beside this analysis the study is also focused on analyzing 

the determinants of the foreign exchange reserves in Albanian economy context. To realize 

this we have used the time series econometric analysis and have applied different tests. Some 

of the tests used are: Augmented Dickey Fuller Test (ADF), JarqueBera, White and Ramsey 

RESET. The analysis realized revealed that there exists an important statistical relationship 

between the level of inflation (INF), the level of imports (IMP), monetary aggregate M2, 

exchange rate (EXC) and the level of foreign exchange reserves. The analysis also revealed 

that does not exist any important statistical relationship between the level of GDP per capita, 

the level of remittances and foreign exchange reserves. 

 

Keywords: External Sector, Current Account, Capital Account, Balance Of Payments, 
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1. Introduction 

 Albanian economy has experienced very important changes on the last two decades. 

It has faced different challenges in her steps of changing the economic system from the 

centralized system to the trade economy one. This transition period brought out the need of 

undertaking a series of reforms that aimed the liberalization, privatization, but in the same 

time the opening of Albanian economy towards the regional and global economy. Since this 

period till nowadays the Albanian economy has experienced many changes. It has grown, 

transformed and has become a more open economy towards international trades, facing in 

this way a harder competition.  

The favorable geographical position and the numerous natural resources that Albania has, 

have served as an important effort for economic development of the country. Regarding to 
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the external trade, what dominates is the increasing of the trade flows. This indicates the 

opening of the Albanian economy and trade towards foreign trades and economies. External 

trade has experienced a continuous negative balance of trade. Even though export flows has 

improved, still their impact in the balance of trade remains low in report with the impact of 

imports. The greater increase of import flows in comparison with exports is an important 

indicator of the competitive ability of the Albanian production.  

Foreign exchange reserves have attracted the attention of many authors. This because they 

represent a very important instrument used from monetary authorities to cover the external 

imbalances or to influence in the exchange rate. One of their principal functions is to 

maintain the stability of the respective currency. In early ’90 years Albanian reserves have 

not been in high levels and often have been insufficient to cover imports. Albania is a net 

importing country and has always had a trade deficit, but on the last years has accumulated a 

higher level of foreign exchange reserves. 

 

1. METHODOLOGY AND OBJECTIVES OF THE STUDY 

 This study aims to reveal some of the main developments in the external sector of the 

Albanian economy. Some of the objectives of the study are: 

 To analyze the performance of the external sector of Albanian economy. 

 To realize an analysis of some problematic issues regarding to external sector. 

 To develop a regression model to show the relationship between inflation, imports, 

GDP/capita, exchange rate, remittances, monetary aggregate M2 and the level of 

foreign exchange reserves. 

 To show some of the main determinants of the level of foreign exchange reserves and 

to analyze their degree of impact. 

The study is based on a wide range of information resources, like: BOA, ACIT, INSTAT, 

IMF, UNIDO, WB, IFS, etc. For the empirical analysis we used the error correction model. 

We have used time series annual dates for the period 1993-2014. To complete the analysis we 

conducted some statistical tests, like: Augmented Dickey Fuller, JarqueBera, White, LM, 

Ramsey RESET, etc. In the selection of the variables included in the model we were based on 

the theoretical and empirical studies regarding to foreign exchange reserves. The results of 

the studies realized in the context of different countries served as an effort for the selected 

variables. 
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3. DEVELOPMENTS IN THE EXTERNAL SECTOR OF THE ALBANIAN 

ECONOMY 

3.1 Current account 

3.1.1 Balance of trade 

 The external sector of Albania has faced fundamental changes on the last two decades. 

Trade openness has experienced a positive trend, but still in low level if we compare with the 

other countries of the region. In these conditions we can say that the Albanian economy is in 

front of a hard international competition. The balance of trade of the goods (figure 1) is 

characterized by a deficit situation, which has become worse from one year to another. This 

indicates that imports dominate in the home trade and the home production is not able to 

compete with foreign products.  

Some of the factors that have influenced in this level of the competition are: insufficient 

financial resources for investment, inappropriate entrepreneurship culture and insufficient 

regarding to orientation towards market and exports; insufficient knowledge regarding to 

modern production methods. The level of exports per capita (figure 2), which is an indicator 

of the competitiveness, is very low if we compare it with the other countries of the region 

(1236$/capita). The highest difference is with Greece, which has the highest level of it 

(7146$/capita). 
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Figure1: Import, Export, Balance of trade (of goods) flows during 1994-2015 
Source: INSTAT  

Figure 2: Exports/capita in the countries of the region for 2014 

Source: IMF, Respective Central Banks 
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Industrial Competitiveness Index (figure 3) measures the ability of the countries to produce 

and export the goods produced in a competitive way, and also the structural changes of the 

intensive technology and high value added. The values of the index show that the 

performance of the exporting Albanian industry is in the lowest level in comparison with the 

countries of the region. 

Industrial Competitiveness Index (figure 3) measures the ability of the countries to produce 

and export the goods produced in a competitive way, and also the structural changes of the 

intensive technology and high value added. The values of the index show that the 

performance of the exporting Albanian industry is in the lowest level in comparison with the 

countries of the region. 
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Figure3: CIP index in the countries of the region during 2004-2012 Source: UNIDO 

Figure 4: Index of import coverage in the countries of the region during 2006-2014 Source: 

Respective statistical institutes 

Import coverage index (figure 4) has increased from one year to another. From 24.4% in 

2009 it has reached 40.3% in 2012 and 47.6% in 2013. The two following years the index has 

experienced a decrease, and has reached 44.7% in 2015.Even though the index has in general 

a positive trend, it remains in low levels. Combined this with the high level of trade deficit, it 

reflects the low level of competitiveness of the Albanian economy. While the value of this 

index for Albania was 44.7% in 2014, for Serbia which has the highest value this index was 

72%. 

The trade deficit in a continuous way occupies a high % of GDP, which shows that the 

amount of the currency spent for importing goods is considerable. The high level of the 
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external trade deficit and its deterioration represent a serious concern for the maintenance of 

the equilibrium of the national economy development. While the import increasing holds also 

positive tendencies that are showed in the reallocation of the financial sources in the 

economy, exports continue to remain in low levels, indicating the low scale of the economy 

restructuring.   

3.1.2 Service imports and exports 

 The trade of services began to increase significantly especially after the year 2000. The 

export of services has increased from 53 million $ in 1994, in 585 million $ in 2002. The net 

value of exports during the period 2004-2014 has been mainly negative, but in low values. 

The services exports are having a greater weight in the balance of payments. They have 

reached the highest value in 2015 with 1906.5 million euro. The service categories that have 

the main weight are the services of transport and the travel ones.  
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Figure5: Imports, Exports and Balance of Services during 2004-2015Source:Bank of Albania, 
Ministry of Finance 

Figure 6: Factor income and transfers during 2004-2014 Source: Bank of Albania (BOA) 
 

3.1.3 Factor income and transfers 

Factor income has been unstable during years. A negative net factor income is as a 

result of greater outflows from the investments than the inflows. The decrease of inflows 

from work has been one of the principal factors that have maintained the net factor income in 

low levels in the last years. Regarding to the transfers composition, those related to 

remittances are the principal group. From 2008 transfers have experienced a decreasing trend. 
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Remittances have had the greatest influence in this decrease and the principal factor that has 

caused this is the financial crisis in the origin countries of these incomes. 

 

3.1.4 Current account 

 Current account has been characterized by a deficit situation. Regarding to the components 

that compose this account, the principal determinant of the account is firstly the balance of 

trade (of goods). If we see the trends of the current account and also of the balance of trade of 

the goods, we understand that current account has followed the same trend as the balance of 

trade (because it is the principal determinant).Transfers represent the second most important 

component of the current account. They have helped in the reduction of the deficit of this 

account. The factor income and the balance of services have a low influence in this account. 

 

Figure7:Capital and financial account during2004-2014Source: INSTAT, Bank of Albania             

Figure 8: Capital and financial account during 2004-2014Source: Bank of Albania 

 

3.2 Capital and financial account 

 Capital account has been sustainable. It is represented mainly by capital transfers from 

financial, non-financial corporate and a part from capital government transfers. While 

financial account is not sustainable. Foreign direct investments (FDI) represent one of the 

principal channels of foreign capital inflow in the country. An important role in this has 

played the privatization process of the state companies, especially in strategic sectors of the 

country, like: energy, gas, telecommunication, and financial intermediation.  
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Regarding to the liabilities of the financial account, the most important are those related with 

the FDI-s in Albania, and mainly those related to the capital and reinvested earning. The 2d 

most important group is the other investment one, and the main components of them are 

currencies and deposits, and loans. Regarding to assets, the main component is the other 

investment, and in this group currencies and deposits. What characterizes this group and as a 

result currencies and deposits is the high level of fluctuation. There are years in which we 

have capital inflow, but there are also years with capital outflow. 

 

3.3 Balance of payments (BP) 

 BP of the Albanian economy (figure 9) has been characterized by the existence of a 

negative balance of the current account and the existence of net positive flows of the capital 

account. BP has remained in relatively low levels, but has not experienced high fluctuations 

(in exception of 2009 and 2011, in which we have a negative balance). During years with a 

positive BP, capital inflows have been sufficient to finance the current account deficit. 

Regarding BP we have taken into consideration the external debt/ value of goods and services 

exported report and external debt/GDP report, which indicate about the sustainability of the 

BP. 

 Based on BOA dates, the external debt/value of goods and services exported report has not 

over passed the value 200%, and the external debt/GDP report has not over-passed the value 

of 50% of the recommended limit. The BP/GDP report for Albania (figure 10) is very low if 

we compare it with the countries of the region, and especially with Macedonia, which has the 

highest report. What is to be emphasized is the high decrease in 2009, which is a result of the 

impact of the financial crisis of 2009. 
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Figure 9:BP during 2004-2014Source: Bank of Albania           

Figure 10: BP as % of GDP in the countries of the region during 2007-2014Source: World 
Bank 
 

4. ANALYSIS OF FOREIGN EXCHANGE RESERVES IN ALBANIA 

 This part of the study is focused on the analysis of foreign exchange reserves in the context 

of the Albanian economy. To realize this we have used the annual dates for the period 1993-

2014 for these variables: foreign exchange reserves (% of GDP, Yt), remittances (% of GDP, 

REM), GDP/capita (in thousand $, PPP), imports (% of GDP, IMP) exchange rate lek-$ 

(EXC), inflation (INF) and monetary aggregate M2. The dates were taken from different 

resources, like: WB, IMF, BOA, INSTAT, IFS, etc. The hypothesis tested, base and 

alternative are:  

 H0:The model is not important statistically (Ytis not depended from PPP, IMP, EXC, 

REM, M2 and INF). 

 Ha: The model is important statistically (Ytis depended from PPP, IMP, EXC, REM, 

M2 and INF). 

To determine the factors that influence the foreign exchange reserves is realized a regression 

analysis and are tested three regression models (linear). The method used is the least squares 

one. The tested models are: 

1. Model A 

This model measures the effects of PPP, EXC, INF, IMP, REM and M2 in foreign exchange 

reserves. 
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2. Model B 

This model measures the effects of EXC, INF, IMP, REM and M2 in foreign exchange 

reserves. 

3. Model C 

This model measures the effects of PPP, EXC, INF, IMP and M2 in foreign exchange 

reserves. 

4.1 Findings and analysis 

4.1.1 Time series stationarity 

To test the stationarity of the variables we have used the ADF (Augmented Dickey Fuller) 

test. By using E-Views program we applied ADF test and then ADF with one lag for all the 

variables taken into consideration. The results showed that for each series exists at least one 

unit root. From the series analyzed six of them are stationary in the model with one lag.While 

the PPP series resulted stationary when we applied ADF with two lags. 

ADF at first level (α=5%) ADF at first difference (α=5%) 

Variable t-Stat. Critical value Decision t-Stat. Critical value Decision 

PPP 1.1808 -3.0199 Non-station. -1.9700 -3.0294 Non-station.
IMP -1.2926 -3.0199 Non-station. -4.1810 -3.0294 Stationary 
EXC -2.0909 -3.0199 Non-station. -3.2520 -3.0294 Stationary 
INF -2.8908 -3.0199 Non-station. -6.5300 -3.0294 Stationary 

REM -0.9292 -3.0199 Non-station. -5.8881 -3.0294 Stationary 
M2 -1.6306 -3.0199 Non-station. -3.5396 -3.0294 Stationary 
Yt -1.5729 -3.0199 Non-station. -4.2714 -3.0294 Stationary 

Table 1: Results of ADF test for the stationarity of PPP, IMP, EXC, INF, REM, M2,andYt 
Source: Calculations with E-Views 

Even if the time series of all the variables included in the study are stationary with one or two 

lags, it is possible that a linear combination of the series of all the variables to be stationary. 

So a regression model that includes all the variables may not be false. That is the reason why 

we have to see if the time series taken into consideration co-integrate and have a long-run 

equilibrium. To test this we have used ADF test. The hypotheses tested are: 

 H0:The time series of the error has a unit root 

 Ha: The time series of the error does not have a unit root 

If H0 is not affirmed, this means that all the variables taken into consideration co integrate. 

The results of ADF test showed that the error time series is stationary, so the variables co-

integrate, showing in this way a balanced long-run relationship (because the actual value of 
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the test (-5.438137) was greater than the critical value for an importance level of 5% (-

3.0199)). 

4.1.2 Regression results 

Model A 

Yt = -5.121 - 0.0002*PPP + 0.152*IMP + 0.065*EXC - 0.056*INF - 0.008*REM + 

0.159*M2 

The results of the model showed that IMP,EXC, INF and M2 resulted statistically important, 

while PPP and REM resulted not important statistically. The model resulted important 

statistically (from Fisher test). The coefficient of determination (R2)=91.8%, what means that 

the variation of the explanatory variables taken into consideration explains around 91.8% of 

the variation of the depended variable. 

Model B 

Yt = -5.646 + 0.135*IMP + 0.067*EXC - 0.053*INF + 0.044*REM + 0.146*M2 

Model B resulted important statistically, because Prob (F) was lower than the importance 

level of 5%. In this model REM and INF did not resulted important statistically. The 

coefficient of determination of this model was 94%. 

Model C 

Yt =  -5.074 + 0.148*IMP + 0.069*EXC - 0.057*INF + 0.134*M2 

Model C (table 2)resulted important statistically because Prob (F) was lower than the 

importance level of 5%. All the coefficients were important. The coefficient of determination 

of the model was 94%. This means that 94% of the variation of Yt is explained by the 

variation of INF, EXC, M2 and IMP. R2 of the three models was almost the same. To 

compare better these models we used the Akaike and Schwartz criterions. The lowest value 

of them was in model C, what shows that model C is the best. But to reach in the conclusion 

that this is really the best model that shows which are the factors that determine the level of 

foreign exchange reserves, we have used some other tests. 

Variable Coeff. Std. Error t-Stat. Prob. Test results Value 

C -5.0740 2.3440 -2.1650 0.0450 R^2 0.9420
IMP 0.1480 0.0360 4.1430 0.0010 Akaike criterion 2.9150
EXC 0.0690 0.0120 5.5770 0.0000 Schwarz criterion 3.1620
INF -0.0570 0.0260 -2.1860 0.0430 Durbin-Watson stat 2.5500
M2 0.1340 0.0180 7.3800 0.0000 Prob(F-statistic) 0.0000

Table 2: Regression results for the relationship between IMP, EXC, INF, M2 andYt 
Source: Calculations with E-Views 
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4.1.2.1 The importance of the Model C 

 Normality distribution 

A condition for a model to be considered as important is the normality of the error time 

series. If the condition is not satisfied, the conclusions taken, based on the model may be 

wrong. The hypotheses tested are: 

 H0:The error time series has a normal distribution 

 Ha: The error time series has not a normal distribution 

For testing the hypotheses we have used Jarque-Bera test. The value of JB test can be 

calculated as below: 

 

In this equation, A represents the asymmetry (Skewness), E represents Kurtosis and n the 

volume of the dates. The probability of the test is greater than the importance level of 5%. 

This means that the base hypothesis for the normality of the distribution of the error time 

series is affirmed, so the error series has a normal distribution. 
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Figure 11: Results of JB test for the normality of the error time series 

Source: Calculations with E-Views 

 Constant variance of the error time series (Heteroskedasticity) 

To test the existence of the constant variance of the error time series, we have used the White 

test, without multiplying terms. The hypotheses tested and the results are shown in table 3. 
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White Heteroskedasticity Test: 

H0:The error time series has a constant variance F-statistic 0.4183 Prob. 0.8901 

Ha:The error time series has not a constant variance Obs*R-squared 4.5034 Prob. 0.8091 

Table 3:  Results of White test regarding to the constant variance of the error time series 

Source: Calculations with E-Views 

The probability is 0.8091, so greater than 5%. This means that the base hypothesis for the 

constant variance of the error time series is affirmed: the error time series has a constant 

variance(does not exist heteroskedasticity). 

 Autocorrelation of the error time series 

To test the lack of autocorrelation in the error time series, we have applied the LM test. The 

hypotheses tested and the results of the test are shown in table 4. We have applied the LM 

test for the first level autocorrelation in the error time series. 

Breusch-Godfrey Serial Correlation LM Test 

H0:The error time series does not have autocorrelation F-statistic 1.7829 Prob. 0.2005
Ha: The error time series has autocorrelation Obs*R-squared 2.2057 Prob. 0.1375

Table 4: Results of the White test for auto correlation in the error time series 

Source: Calculations with E-Views 

The results of the test showed that the probability is greater than 5%, what means that we are 

in the conditions of the lack of autocorrelation of the error time series. The base hypothesis is 

affirmed. In the same conclusion we would reach even by using Durbin-Watson statistic. 

 

 Multi co-linearity between explanatory variables 

 Multi co-linearity (the relationship between the explanatory variables in the model) is very 

important. If it exists the model may not be important. In our model all the explanatory 

variables and the model are important. This shows that multi co-linearity between the 

explanatory variables does not exists. 

 The test for bad-specification of the model 

To verify that the mathematical form of the model is not wrong, what means that we do not 

have to do with a bad-specification of the model, we have used Ramsey RESET test. The 

hypotheses tested and the results of the test are shown in table 5. 

Ramsey RESET Test: 

H0: The model is not bad specified F-statistic 1.8056 Prob. 0.1978
Ha: The model is bad specified Log likelihood ratio 2.3523 Prob. 0.1251

Table 5: The results of RESET test for the specification of the model 
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Source: Calculations with E-Views 

The results show that we have to do with a well specified model, so the mathematical form of 

the model is the right. We understand this from the probability, which is lower than the 

importance level of 5%. This shows that the base hypothesis is affirmed. 

 Testing the lack of variables in the model 

 To be sure that two explanatory variables that are included in the model A and B, should 

not be excluded from the model, we have conducted LM test for lack of variables. The test is 

realized for the PPP and REM variables. The hypotheses tested and the results are shown in 

table 6: 

Omitted Variables: PPP 

H0:  Non including PPP in the model is not wrong F-statistic 0.6373 Prob. 0.4364 
Ha: Non including PPP in the model is wrong Log likelihood ratio 0.8592 Prob. 0.3540 

Table 6: The results of LM test for the lack of including PPP in the model 

Source: Calculations with E-Views 

 The results of the LM test showed that PPP is not excluded from the model without right, 

so it should not be included in the model. We can see this from the probability, which is 

greater than the importance level of 5%. This shows that the base hypothesis is affirmed. 

The other variable tested for the lack of including in the model is REM. The hypotheses 

tested and the results of the test are shown in table 7: 

Omitted Variables: REM 

H0: Non including REM in the model is not wrong F-statistic 0.2822 Prob. 0.6026
Ha:Non including REM in the model is wrong Log likelihood ratio 0.3846 Prob. 0.5352

Table 7: The results of LM test for the lack of including REM in the model 

Source: Calculations with E-Views 

  The results of the test showed that REM is not excluded from the model without right. 

Probability (0.5352) is lower than the importance level of 5%, what means that the base 

hypothesis tested is affirmed, so REM should not be included in the model. 

 

 CONCLUSIONS 

 Something that this study revealed is related to imports, which make the main part of trade 

exchange of our country with the other part of the world. The facts showed that imports 

dominate the home trade, which is an indicator of the weakness and lack of competition of 

the home production. Regarding to exports we can mention: 
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 The tendency of Albanian economy to export is very low. This means that the Albanian 

economy actually has not exploited the advantages in special segments of the economy, 

that can have as destination the export. 

 Foreign direct investments, which are valuated as one of the greatest opportunities to 

increase the indicators of the exports and the level of competitiveness of the economy, 

during these years, have been in relative low levels. 

 An important effect in increasing the level of exports have the reforms undertaken in 

the economy, regarding to business and  the production of the Albanian economy, and 

many other improvements related to the infrastructure and different services, different 

incentives that aim the increase of production, etc. The level of exports shows that these 

reforms have been insufficient to make possible an improvement of export 

performance. 

Some factors that have influenced in the low level of the Albanian exports competition, are: 

 Insufficient production capacity 

 Low quality of production 

 Insufficient marketing effort 

 The lack of managerial capacities and abilities to position the products in foreign trades 

 Insufficient financial resources for investments 

 Insufficient knowledge in the modern methods of production 

 The slow rhythm of following the modernization and technology development  

The high level of trade deficit is a serious problem for maintaining the equilibrium of the 

development of the national economy. This level indicates about the low level of the 

competitiveness of the Albanian economy. What is concerning is related to the uncertainty of 

having the necessary means for facing the high volumes of imports. 

Based on the econometric model analyzed, that represents the best relationship between the 

variables taken into consideration, the main results were: 

 When PPP increases with 1%, the level of foreign reserves increases with 0.1478%, 

with the condition that the other variables taken included will remain unchanged. 

 When EXC increases with 1lek, the level of foreign reserves increases with 0.0687%, 

with the condition that the other variables included will remain unchanged. 

 When INF increases with 1%, the level of foreign reserves decreases with 0.0568%, 

with the condition that the other variables included will remain unchanged. 
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 When M2 increases with 1%, the level of foreign reserves increases with 0.1343%, with 

the condition that the other variables included will remain unchanged. 
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