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The 1997 collapse of the Albanian economy caused by the collapse of economy-wide Ponzi schemes contrasts sharply
to its success atus as a post-socidist transition country in the years 1992-1996. In this paper, an attempt is made to
explain this* Albanian Paradox’ . The specific Albanian conditions for the growth of Ponzi schemes are identified.
Theoretically, the Albanian Paradox can be interpreted as one version of the 'Financia Instability Hypothesis
suggested by Minsky. Investigation of the underlying factors that render financid markets fragile suggests that the
Albanian caseis extreme but not rare in the region. In the post-socidist setting, expectations of the population and
other potential investors based on alack of rdiable information on returns may lead to excessive capital inflow. This
trend isreinforced if governments are wesk, and if trangition policiesrely largely on liberal financial market
development, rapid privatisation and external capital inflows, facilitating the tendency to ingtability. Identification of
thistrend is hindered if policy makers and observerslargely rely on macroeconomic indicators in monitoring the

economy.
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“The transition in Albania is likely to be particularly akin to a laboratory experiment”

Anders Adund and Orjan Soberg, 1992

"For the moment, just assume Albania doesn't exist."

Albanian newspaper Koha Joné journalist, March 20 1997

1. Introduction

The am of this paper isan analysis of economic policies applied in post-socidist Albania. Despite
its modest size, the country caught world attention when the Albanian economy and society
collapsed early in 1997. This breskdown was remarkable in the light of Albanias recent economic
history. Following its profound economic reformsin 1992, the country had been celebrated in much
of the literature on the economics of trangition as the classic example of sound post-socidist
economic policy in line with the *Washington consensus (Williamson, 1994). By mid-1993, it
could be claimed of Albaniathat iswas the only country in Central and Eastern Europe that
met every IMF-criterion. In the years 1992-1996 Albania initiated the most free market
policies in Europe, and was considered a model country and a master student of international
institutions (Hall, 1994, p. 276; McAdams, 1997; Albanews, 1997; Lyle, 1997). Such praise
was jusdtified by reference to Albanias macroeconomic indicators. In the years 1993-1996, inflation
was contained, GDP increased, and unemployment decreased considerably.

These trends could be applauded right until the shock of early 1997. Ponzi schemes had
been operating in Albaniafor some time on an ever increasing scale, and their collgpse dragged the
country within weeks into anarchy, widespread violence, plundering, and food shortages. The
popular perception of this event was surprising from an anaytica point of view. While Albanias

IMF-inspired economic reform policies had been extensively credited for its exemplary post-



socidist performance, the sudden collapse of its economy was viewed as merdly aresult of
'Albanians mistaken notion of capitalism' (Wall Sreet Journal, March 24 1997).

In the present paper, an attempt will be made to challenge that explanation. Its point of
departureis what could be called the Albanian Paradox: the curious fact that a post-socidist
country could implement the standard transition 'package’ with unrivaled adherence to the pre-
scribed policies and show an outstanding macroeconomic performance - and smultaneousy move
ever closer towards collapse. Both its policies and its performance were at the extreme end of the
spectrum of Eastern European transition experiences. Albaniamight therefore, as the quote at the
start of this paper suggests, present an instructive case, if not a‘laboratory experiment’. The focus
in explaining the Albanian paradox is on the nature of financial markets in transition economies
from a Post-Keynesian perspective. The argument is that the high incidence of Ponzi schemesand
other financia-market aberrations in the region was no mere idiosyncrasy, but inadvertedly fostered
by the combination of restrictive monetary policies, alack of market regulation, large capitd
inflows, and weak governments. These features have indeed been, to varying extends, typica of

trangition economies.

2. Albaniain Transformation: Policiesand Performance’

Albania, the smdlest and least developed of the Eastern European trangition countries, is located by
the Adriatic Sea, bordering on Greece to the south, Macedonia to the East and rump Y ugodaviato
the north. It has a 3,2 million population, 56 % of which isemployed in agriculture.

Albanian post-socidist history commenced in early 1992, when the first ‘free and fair'
elections were won by the Democratic Party, the one substantial opposition group to the ex-
Marxist-Leninist Labour Party. The previous 48 years of socidist rule under Enver Hoxha and
(snce 1985) Ramiz Alia had isolated the country in every respect, keeping its standard of living the

lowest in Europe. Late compared to other countriesin the region, Albaniain 1991 entered the



international community when it joined the Conference on Security and Co-operation in Europe,
the European Bank for Reconstruction and Development, the World Bank group and the
International Monetary Fund, among others. Hesitant reforms, introduced in 1991, were reinforced
politicaly in 1992 as Democrat |eader Salih Berisha succeeded Alia as President and formed anew
government.

Drastic economic reform was seen as inevitable as Albaniafound itsdf in the trough of
recession, with argpidly contracting economy, waves of poverty-induced emigration, athird of
consumption coming from humanitarian aid, nearly athird of the labour force unemployed, a
budget deficit of haf the GDP, and inflation peaking to 45 per cent monthly in August 1992 (see
table one for more figures). In mid-1992, the government introduced | M F-advised wide-ranging
reforms. These included the liberalisation of price controls and of trade, tight fiscal and monetary
policies and, starting July 1992, a floating exchange rate. Agricultura land was completely
privatised, as were many smal and medium-sized industries. With the introduction of
unemployment benefits and pensons asocia safety net was ingtaled. With the commerciaisation of
various specialised state bank branches atwo-tier banking system was established. The Albanian
currency, the Lek, was made internally convertible, and brought into line with black market
exchange rates, depreciating from 50 to 110 to the US Dollar.

By the end of 1992, macroeconomic circumstances stabilised. Microeconomic restructuring
by then a so began to show results. The number of private businessesin the capital had increased
from just 398 in March 1991 to 8,321 in December 1992. Tax revenues, which had falen from 42
per cent of GDP in 1990 to 28 per cent in 1991, began to risein Tirana Digtrict by the end of 1992,
sgnalling both an increase in private sector activity and the start of functioning of the tax
adminigtration, upon which the government now depended for revenues. With World Bank
support, the government started the preparations for privatising 30 weak and large state enterpris-

es. At the start of 1993, many economidts read the beginning of an economic recovery inthemain



economic indicators. In the subsequent four years, this recovery continued. Albanian GDP rose
dramaticdly (although from avery low base), officia unemployment nearly haved, inflation was

brought to single-digit levels, and foreign direct investment came in (seetable 1).

Table1

The break in these positive trends came in February-March 1997. Ponzi® (or pyramid) schemes had
been operating on an ever larger scale since 1992 (Albanews, 1997). In February they collapsed,
swalowing alarge share of the population's savings. Social unrest spread rapidly as masses of
demonstrating Albanians demanded compensation from the government and strong suspicions
existed about its involvement in the schemes. These protests, six weeks of looting, the
plundering of army arms depots and the emergence of irregular, armed bands caused the
government to loose control over the larger part of Albanian territory. The ex-socialist
political opposition joined in and politicised rebel demands.

A wave of refugees attempted to flee, mainly to Italy. In response to the unrest, PM
Aleksandr Meks was replaced by Bashkim Fino. President Berisha, staying in office despite
widespread misgivings, invited a World Bank/IMF team in order to investigate the Ponzi schemes
issue and help restructuring the banking sector. In April, Albanias disma Stuation led EU leaders
to discuss the formation of amilitary intervention force. This 6,000 Itaian-led force arrived in mid-
April to carry out 'Operation Alba, designed to assist in humanitarian aid operations. In early July,
election results - dubious but accepted - brought the Sociaist Party (formerly the Labour Party) to
power again. A new Parliament was formed, and Rexhep Mg dani succeeded Berisha as President.
Peacekeeper forces started leaving the country and new economic reforms, especidly inthe
privatisation process and the banking sector, were initiated. In 1997-1998, Albania suffered heavily

from the aftermath of the crisis. Significant parts of Albanian territory remain controlled by



irregular, armed bands, the economy shrank to alevel unprecedented in a decade, the incidence of

random violence increased, and poverty rose dramatically.

3. Recongtructing the Crisis®

Obtaining and assessing the relevant information on the Ponzi crisisis problematic because of the
informa and politically sengitive nature of the development and collapse of Albanian Ponzi
schemes. A recongtructing of the Ponzi period , however, suggests that schemes could prosper
through a combination of circumstances. restrictive monetary policies, large capital inflows, and
financia-market policiesthat were very drict for officid banks but extremely lenient for informal

financid intermediaries.

Prelude

In the period from mid until end 1992, the economy was stabilised and inflation decreased dramati-
cdly. The main objectives of the financid system reformsin 1992-1996 included inflation
monitoring, minimisation of the budget deficit, a solution to the foreign debt problem, and the crea-
tion of atwo-tier banking system. In order to redlise these priorities, the Bank of Albania commit-
ted itself to redtrictive monetary and fisca policies. Over the years 1992-1995, these included a
consderable declinein officid credit expanson and in government expenditures and broad money
relaive to GDP (table 2). In addition, reform policies limited the emergence of officiadly recognised
financid intermediariesin severd ways, facilitating the rise of an informal financia sector.

Firg, there were few official banks because of the gtrict requirements for the founding of
banksin Albania. Except for afew former branches of the state bank and an Italo-Albanian bank
(which did not engage in lending, only in administering a payment system), no licenseswere
granted to Albanians wishing to set up a bank, since 'no one showed the financia capacity to

sustain a private bank' (ACER, 1996). Another potential capital source, the Tirana stock exchange,



did not open until May 1996, and then proved unable to attract capital for business growth.
Second, the banks that did operate were severely handicapped in two ways. both the defective pay-
ment system and the 'bad loan' problem |eft officia bankswith too little liquidity for adequate
lending. Third, strict monetary and budgetary policies limited the official supply of money to the
economy. Enterprise subsidies decreased from 16 to 2 % of GDP in 1992-1993 and tight credit
control on public enterprises was introduced in 1992. Broad money growth decreased from a high
of 182 % p.a. in early 1992 to lessthan 45 % p.a. in 1994. Between early 1992 and mid 1993, redl
wages decreased by 26.6 % -increasing by only around 4 % annualy in 1994 and 1995-, while
public sector employment decreased by two thirds (Haderi et d., 1999, p 131,133). Table 2 shows

the impact of tight monetary and fiscal policies and prudent bank legidation in 1990-1995.

Table2

While dl thiswas very effective in containing inflation, official money market operations were thus
limited to the point where this came to be a main constraint on the mobilisation of savings for
investments and for growth of productive activities (Sadirgj, 1999, p 45) as officid nomind interest
remained far below inflation levels until 1995 (see table 5 below). In the absence of well-developed
stock and real estate markets, thisinduced people and firms to revert to transactions on informal
markets. The demand for financia intermediaries was especially large because of a consderable
cash flow to the population in the trangition years, which came from three sources.

The first was the Albanian workforce abroad, mainly in Italy and Greece. They numbered
300-400 thousand in the years 1992-96, which is over 10 % of the domestic population, or about
15 % of the labour force. Income from remittances amounted to 15-20 % of annual GDP in 1992-
1996, totalling an estimated USS 1 billion in these years (Mancdlari et d., 1996, p 478; Elbirt,

1997; Frank and King, 1997; Albanian Times, December 1996: Lyle, 1997; Haderi et d, 1999, p



134). The second source of inflow was the blockade imposed on the warring Y ugodav successor
dtates by the international community, which crested opportunities for lucrative smuggling, mainly
of fuel and cigarettes, for the Albanian neighbours. Third, over haf the 1992 GDP and about a third
of 1996 budget revenues was provided by various foreign sources. Albaniareceived the highest per
capitaleve of EU aid of any East European state in this period (Lyle, 1997). Although much of it
was provided in the form of food and commodity aid, there still was a large positive effect on
savings (McNeilly and Schiesser-Gachnang, 1998, p 22). Table 3 presents details from the current
account in the years 1992-1995 that indicate the relevance of foreign investments, emigrant wages

and aid inflow relative to GDP. Note thet this excludesillegd, possible sizesble, inflows.

Table3

Asaresult, household savings rose from virtualy zero in the last pre-reform year to US$ 350
million in 1995, US$ 600 million in 1996 and US$ 700 million in 1997 (Elbirt, 1997). Meanwhile,
both access to investment credit for firms and access to deposit accounts for the population were
severdly congrained in the officia market. These circumstances drove first business people, later
many more non-entrepreneur citizens to the informal markets, where Ponzi-like firms and foun-

dations had started to operate.

Ponz Schemes. Strategies and Environment

Among the first schemes were the prominent Albanian company 'Vefd and the foundation 'Sude,
which both reportedly started banking with Ponzi methodsin 1992. The schemes operated earliest
and mainly in the south-west of Albania, which is the region where most emigrant workers
come from, and which generated the largest per capital emigrant wage inflow. It is aso the

areawhere |ater protests were most violent and which long remained incompletely controlled



by central authority. Table 4 presents some of the features of these and other organisations

running Ponzi schemes.

Table4

Thisinformal financia sector was not considered problematic by the economic authorities. The
money-borrowing firms did not have to report on their sources of capital, and loans were not
recorded in their balance sheets. They could use the accounts of the officiad Savings Bank and
National Commercia Bank to place and withdraw their deposits without any account monitoring.
Their loans were considered to sustain normal business activities, and were, in a February 1996
publication of the Albanian Center for Economic Research, mentioned neutrally as 'mutua
agreements between the borrower and lender’, as provided for in the new Civil Code. Hence, these
transactions were subject to the Civil Code rather than to the strict banking law, and licensing was
not required (Elbirt, 1997). The banking activities of, notably, the well-known firms 'Vefa and
'Gjdlica wereinterpreted as conducive to the mobilisation of savings for investment in ex-state
properties (ACER, 1996).

Thisview was partly justified: these firms, in contrast to schemes presenting themselves as
‘charity foundations, made up for a sizesble part of the Albanian economy. 'Vefa undertook
businessin trade, tourism, trangport and food processing. It operated more than 200 businesses and
employed 10,000 people. The 'Vefd and 'Gjdlica organisations acquired red assetsin Albania
Likewise, 'Kamberri' operated in agriculture, food processing and tourism and 'Gjalica owned
enterprisesin trade, medicine and tourism. In addition, aso the ‘foundations carried out some redl
investments, financing the construction of supermarkets, office complexes and gas sations. Over
the years 1992-1996, productive activities were increasingly funded by 'Ponzi money' (Elbirt, 1997;

McAdams, 1997, Albanews, February 28, 1997).



The main advantage that Ponzi schemes offered to savers was, naturdly, high interest rates.
In late-1996 Albania, the reported 'profit’ was up to 50 per cent monthly (Albanian Times,
December 1997). Interest rates differed widely between funds. In consequence of the more
extensve real sector activities of the companies, the interest rate they paid was ‘only’ eight per cent
monthly, in contrast to the 60 per cent of, for example, the 'Populli Foundation' scheme. Table 5
compares formal to informal (probably Ponzi) interest ratesin the 'Ponzi period', demonstrating that
the latter were indeed the only agents that could offer attractive interest rates, given the high inflati-
on inthe early trangtion years, and aso that the nomind interest they offered decreased asinflation

was contained over time.

Table5

In addition to offering high interest rates, Ponzi firms and foundations employed effective
marketing and advertising strategies with full use of the state television (Nivat, 1997), extracting
much of Albanian household money from under the proverbia mattress. starting 1993, a shift from
consumption to savings occurred (McNeilly and Schiesser-Gachnang, 1998, p 22). Importantly, the
absence of warnings from the government, the frequent appearance of pyramid managers and
government officials Sde by side at public meetings and on television, and the association of
pyramid managers with the Democratic Party lent state credibility to the schemes. Not only much
of the population's savings and (domestic and external) income were ‘invested', so many people
took loans and mortgages on their house or land in the expectation of quick gains. Asaresult, by
the last quarter of 1996, the schemes had accumulated more than US$ 250 million in their

accounts, a sum representing only 40 % of their liabilities. By early 1997, the total vaue of received
deposits reached USS$ 1.2 hillion, or 50 % of GDP, excluding accrued interest at the time of

estimation (Elbirt, 1997).



Thelong period (and hence large size) of Ponzi operations turned the detrimental side-
effects of schemesinto thrests to the economic system even while the schemes were operating.
Given an average monthly salary of US$ 70 in 1997, astronomical Ponzi gains competed with wage
income. One interviewed entrepreneur in afew months time saw hiswork force of 130 dip to just
70. Another cost was that money that could have been invested in sustainable growth was now

swallowed by the funds (McAdams, 1997; Frank and King, 1997; Financial Times, 1997).

Collapse

The end to large-scale Ponzi operations came in January-February 1997. In the last quarter of

1996, interest rates had risen from 30 to 50 % monthly, with some foundations offering 100 %
monthly. By October 1996, the IMF had realised the dangerous proportions that Ponzi schemes
had assumed, and warned the government against them, as the World Bank had been doing publicly
snce mid-1996 and earlier in government circles (Albanian Times, 1997; Reuter, 1997; Elbirt,
1997). On January 10, the Nationa Bank of Albaniaunder IMF pressure ruled that the ‘money
firms were limited to daily withdrawa s of US$ 300,000 from their officia accounts. Funds
protested, claiming that they could only meet interest but not principal claims under this condition
(ACER, 1996).

In the next week, first 'Gjdlica, then the smaller fund 'Sude' set dates to repay principa, but
faled to do so. At January 18, the 'Sude' top manager wasjailed. 'Vefa and 'Kamberri' announced
they would stop repaying principal for the next 3 to 6 months. At January 19, public disorder broke
out in Tirana, which was subdued by the police. The government froze the foundations bank
accounts. 'Xhafferri* and 'Populli' turned out to have atotal of 25 billion Leks (US$ 250 million).
Open protests in the south started on January 21 in Shkodér, and spread to other citiesin the
subsequent days. On January 22, the public prosecutor announced that "Xhafferri' and 'Populli’ were

Ponzi schemes, and their presidents were jailed. The presidents of 'Vefa and '‘Kamberri' were



interrogated by the police. One'Gjallica president was imprisoned on February 7, another fled
Albania. On February 5 and 6, these companies were aso labelled Ponzi schemes. Meanwhile the
Savings Bank had started to distribute what was |eft of the funds of former 'Populli* investors, while
protests spread further through the south and turned into uncontrolled violence. In April, more than
a hundred government officials were sued for using their position to foster the schemesfor private
enrichment. Over 1997 and 1998, atota of 17 schemeswere dismantled or (if they were owned by
companies like Vefa) monitored by auditing firms, and part of their assets sold (Albanews, 1997,
1998). The crisis brought down the President and the government, and induced new reform

policies, with afocus on the financial sector.

Causes

Although many economies have Ponzi schemes, nowhere el se were they observed to crush the
economy and temporarily dissolve society asthey did in Albania. Among the features of the
Albanian experience described above, the following can be identified as specific causes for the
dramatic impact of Albanian schemes.

First, instead of fighting Ponzi scheme operators, Albanian government officids lent State
credibility to them. Second, alack of palitical diversity in Albania precluded serious opposition to
and checking of government members self-enrichment. It also | eft foreign governments, the EU
and monitoring ingtitutions with no aternative political partner, a circumstance which increased the
discretion of Albanian government officids. Third, a (partly 'black’) money inflow into the schemes,
largein relation to the Size of the economy, and originating in smuggling gains, emigrant wages and
foreign aid, allowed schemes to connect their fate to that of the economy, and drew alarge fraction
of the domestic population into the schemes. Fourth, the explicit informalisation of financia
markets alowed 'money firms and ‘foundations of every sort to start and operate without require-

ments (e.g. concerning management, capital reserve or investment strategy). The striking contrast is



that, while the authorities imposed very gtrict conditions on growth of the official financia sector,
there were no regulatory impediments for those 'banking’ with Ponzi methods.

Two additional impacts of the Albanian schemes on the economic system relate not to their
functioning, but to their collapse. The schemes did not die with awhimper, but collapsed suddenly.
There wasllittle effort by or opportunity for operators to protract their functioning; this caused
maxima redistribution and impoverishment. Findly, the political consequences (anarchy and
random violence) of the Ponzi collapse were caused by the aready polarised politica scene and the
ready availability of armsin the many army depots throughout the country - an inheritance resulting
from Hoxhas fear of aforeign invason. The Ponzi problems were eagerly exploited by the ex-
socidist opposition to win the population's support. It supported rebel clamsfor a'political
solution'’ to the problems, i.e. the remova of Berisha as President and new eections (McAdams,
1997). These circumstances allowed a sudden and widespread economic problem to turn quickly

into apalitical and (Amost immediately) aso aphysicd, territoriad battle,

The Welfare Effect

The economic impact of the Ponzi period on the Albanian economy was certainly large and
disastrous, but inherently difficult to estimate. Direct indications of the welfare effects of the
episode include 1500 victims of the continuing violence (as of February 1998), much materia
damage during the protests, alarge amount of savings and income lost, and serious reductionsin
income and employment. The share of the population involved at the moment of collapseis
estimated at between one sixth and one half. Estimates of the amount of money swallowed by
the schemes run between 300 million, 0.5 billion, 1.2 and 1.5 billion US Dollars. The latest
figure, 1.2 billion Dallar, is roughly equal to total wage remittances from overseasin 1993-
1996, or to half the average annual GDP in those years. The figures on the volumes of

schemes are, however, problematic both because of the informal nature of schemes and



because people tended to include the virtual interest on their money in reported losses. Only an
inggnificant part of investments (11 million US Dallars as of June 1997) has been returned
(Gomez, 1997; McAdams, 1997; Albanews, 1997; World Bank, 1997). Hence, the longer run
impacts of the Ponzi period include the burden of debts, mortgages and loss of jobs that many
citizenswill have to cope with.

Asadirect conseguence of the crisis, the Lek depreciated by 25 % to the US dollar over
thefirst six weeks of 1997. GDP decreased by around 10 % through 1997 and the annual rate of
inflation shot up from 13 % to over 40 %, averaging 32 % in 1997. 150,000 families were newly
registered for unemployment assistance between March and August 1997, and the average monthly
income of the unemployed sank to US$ 18. After the collapse, urban and rurd pensioners received
US$ 25 and US$ 8 monthly, respectively, while the corresponding incomes for 1996 had been US$
38 and US$ 10 (Albanews, 1998). The observation that Albania, after four years of seeming
growth and the Ponzi criss, 'was shrinking to lessthan itssizein 1990 (Lyle, 1997) seems entirely
plausble. Maost important, if trust isthe magjor asset of an economic system, Albaniahas ahuge
liability to pay.

Crucid to the real-sector impacts of the financid criss are the large opportunity costs that
Ponzi schemes have: they immobilise money that could have been used (more) productively. In the
extreme, capitd inflowsin a Ponzi-dominated economy have no effect on welfare, but merely
increase the amount of money in circulation, driving up nomina wages and prices at constant real
incomes. In contrast, increases in red welfare can be redlised either through domestic production or
through imports. One important question therefore is. how did the presence of Ponzi schemesin
Albania affect investments, trade and real incomes?

Ponzi money istypically concentrated in the hands of afew. This reduces both investments
and demand. Much of Ponzi money islikely to be channelled to foreign bank accounts or

consumed, given the short time horizon of Ponzi operators, while also domestic money will



trandate into low effective demand if held in concentrated ownership. Still, the Albanian Ponzi
schemes had limited but positive spin-offs as some of the largest were managed by domestic firms
which were active in business, trade, and (margindly) in production.

However, what growth in welfare was achieved in 1991-1996 in Albania derived mainly
from imports, largely financed with the sizeable capita inflows of the period rather than by
increased exports. One obvious setback of such growth isthat it isinherently temporary: welfare
will fall as soon as cash inflows and related imports cease. Thereis growth but not devel opment.
Table 6 shows the trade balance for these years, indicating the divergence between exports and

imports.

Table6

In line with this observation, the welfare level as measured by red wages did not change materidly.
IMF data show that while indexed nominal wages rose from 100 in the base month December 1990
to over 6500 index pointsin January 1996, real wages remained roughly stable during the whole
period. Also andysis by Sadirg (1999, p 47) indicates that Albanian growth consisted of ‘level
changes rather than productivity increases . Together with the depicted declinein exports, the
gpparently voluntary decrease in employment during the Ponzi period reported in casud
observation (Frank and King, 1997) and the sharp increase in unemployment after the collapse, this
suggests that increased imports may have balanced a decreasing share of domestic production in
GDP. In thisinterpretation, Ponzi schemes damaged the economy in two ways. Not only did they
facilitate imports at the cost of domestic production whilein operation, they aso implied ablow to
the real sector when ‘financid markets collapsed because of the increasing dependence of what

domestic production there was on Ponzi finance.



4. The Albanian Paradox Reconsidered

The theoretical problem posed by the * Albanian paradox’ is how an economy could seem sound in
terms of macroeconomic figures (GDP, unemployment, inflation and budget balance), while
moving ever closer towards serious distress or collgpse. That definition of the problem is actually
relevant to more Centra and Eastern European countries than Albaniaonly. Albaniawas the only
nationa economy in the region to suffer so serioudy from Ponzi schemes; but Ponzi schemes were
prominent features of most Central and Eastern European economies for some time during the
1992-1996 period. This suggests that they were no mere idiosyncrasies, but rather aresult of the

one common factor of these economic systems:. their post-socidist reform stuation and policies.

Ponz Financein Eastern Europe

Verdery (1996, p 169) reports schemesin the Czech Republic, Slovakia, Bulgaria, and former

Y ugodavia (notably Serbid). Most prominently, ‘Caritas in Romaniaand 'MMM' in Russia became
congpicuous parts of the respective economies.

Caritas, opened in April 1992, reached its heyday in the autumn of 1993. According to the
most frequent estimate, 4 million Romanians, or roughly 20 per cent of the population, deposited
money. Caritasis said to have handled 1.4 trillion Le atogether (compared to 1993 government
expenditures of 6.6 trillion Le&). In autumn 1993 it held athird of the country's banknotes. After
over one and a hdf year of operations, Caritas collapsed in early 1994 - but dowly, sinceits
initiator attempted to restructure the fund, meanwhile continuing to pay obligations. Caritas did not
fdl, but died with awhimper, a circumstance that decreased investor's losses considerably, and
softened the destructive impact of the collapse of this scheme (Verdery, 1996, p 168-204).

The Russian fund'MMM' was set up in the early trangition years. Initsinitid year of
operation, MMM managed to attract 5 million investors. It advertised on televison with share

prices increasing twice every week, and MMM shares were traded in the stock market. When the



scheme collapsed in the summer of 1994, its 'share price fell from US$ 62 to US$ 0.50 within one
week. MMM was the largest, but not the only scheme operating in the Russian economy. The
collapse of other 'investment companies like Tibet, Ruski Dom Selenga, and Khopor Invest
resulted in many more millions of Russians|osing their money (Spicer, 1996; Federd Commission,
1996).

Thefind disfunctioning of the Albanian funds had even more destructive impacts, for
reasons given above. If the high incidence of Ponzi schemesin trangtional countries suggest a
common, systemic background, they are not to be viewed asidiosyncratic hypes, but as symptoms
of specific shortcomingsin the financial sde of the economic system in trangition countries. In this
view, Albaniaisthe extreme, and thus ingtructive, case for analysing non-sustainable financia
market developments in the region.

Theoretically, the interesting issue is why such non-sustai nable devel opments were not
halted, not how financia market ingtability and seeming macroeconomic success could combine,
The latter question can be answered straightforwardly by inspecting the definition of the relevant
variables - unemployment, inflation, GDP, budget deficit and exchange rate. Given substantial
capitd inflows, thereisfinancia room for stable or risng employment. Inflow of foreign currencies
may aso sustain the domestic money base and finance the imports necessary to redise ared
welfare increase as well as the wages that provide the matching purchasing power. Moreover, as
GDP mesasures the va ue added in both the financia and real sector, GDP figuresrise even if the
boom in financia markets has no spill-over effectsin the red sector. Since GDP growth increases
the tax base, while none of the above developments in themsalves necessitate large government
spending, the budget deficit may be sustainable or actudly decrease. All thiswasredised in 1991-
1996 in Albania, asshownin table 1.

This accounting perspective, as mentioned, leaves unansvered a number of questions asto

the why of financia market deformationsin trangtion countries. Why did the authorities not



recognise the danger in time, or in any case not implement policies designed to halt scheme
growth? Why did the population participate on alarge scale? At issue here is how the economic
system is perceived both by policy makers and economic agents, how that information is processed,
and what actionsfollow. Thetheoretica perspective on financid market instability developed by

Minsky (1972, 1977, 1978, 1980, 1982a,0) ishdlpful & this point.

The Financial Fragility Hypothesis

Ponzi schemes are located at the extreme end of a spectrum of financia markets, classified
according to their ‘fragility’ (Minsky,1978). Fragile financial markets are prone to a non-sustainable
boom, ending in financia distress or even arecesson. The explanation of that periodic ingtability in
financial markets builds on Keynes notion of money as afinancing ‘vell' between the redl asset and
the wedlth owner, which explains why capitalist economies are 'so given to fluctuations (Keynes,
1952 ed., p 169). In this view, the monetised economy is inherently dynamic, since the key
economic transaction is the exchange of money today (current goods) for money tomorrow
(financial assts).

Financid commitments on capital markets reflects such transactions, and have to be made
in the face of intractable uncertainty (as opposed to calculable risks). Thisimplies that views about
the future can undergo marked changesin short periods of time, generating ingtability (Minsky,
1977, p 60,62; 1978, p 102). At any point in time, commitments break down into three categories.
Firgt, 'hedge finance' includes assets with cash flow revenues equa to or larger than cash flow
commitmentsin both the short and long run. Second, capita assets held in 'speculative finance' have
short-term cash flow revenuesthat fall short of short-term commitments. These are met instead by
rolling over or refinancing debtsin the expectation that long-run revenues will be large enough to
meset outstanding commitments. Thisistypical for banking activities. Third, 'Ponzi finance' assets

are characterised by cash flow commitmentsthat are larger than cash flow revenuesin both the



long and short run, and hence need perpetud rolling over, which is naturaly not sustainable. Over
time, the market share of speculative and Ponzi finance tends to rise through a shift in risk
preferences due to agradual decrease in the vaue of insurance that the holding of money provides.
A consequent shift in portfolios towards the more rewarding, and more risky modes of speculative
and Ponzi finance sets off aboom.

During the boom, expectations grow optimistic to the point of euphoria. (An economy that
isruled by expectations of perpetua expansion is characterised as euphoric.) Hence, lenders accept
assets that would previoudy have been (risk-corrected) low-yield. The demand for money can be
met either by an increase in the money quantity by the monetary authorities, or by banks money
creation, which will be larger asfinancial markets are more sophisticated. As these are both limited
sources, financing needsinevitably raise interest rates, lowering the value of long-term debt. When
thisfal initiates doubts on the vaidity of euphorical expectations, areconsderation of investment
programs occurs and portfolios are hedged. This as well astheindasticity of aggregate supply in
the redl sector yield ashortfal of the investing units below the more optimistic profitability levels of
the euphoric expectations. The result isa combination of cash flow commitments from the burst of
euphoriaand of cash flow recei pts based on lower-than-expected income: an untenable debt
structure.

Depending on the dominance of Ponzi/speculative finance and on financia policies, the
unwinding of euphoriamay occur with little trouble, and a new boom may be entered; but it may
aso involve financia ingtability, and become the source of deep depression and stagnation.
Financid crisis occursif units need or desire more cash than is available from their usua sources
and resort to unusua ways to raise cash, such asliquidating positions. To the extent that businesses
are funded by financia assets, every position on the financia market thet is liquidated cuts off
businessesin the real sector from investment channels. Thus financia instability may cause serious

declinesin production and employment.



Post-Socialist Financial Instability

Before gpplying thismodd of financia fragility to the nature of Ponzi finance in Central and
Eastern Europe, its relevance should be considered. The modd includes assumptions on the
financid system, the nature of the real sector in the economy and the stock market which originally
characterised Western, not post-socialist countries. However, the smilarities are more striking than
the differences. Consder this claim in the Albanian context.

Firgt, there was no sophidticated financia system, which isthe type of economy Minsky
writes about. Thisimpliesthat it is not possible to finance investment in the short run by portfolio
transformations in which money is created in the financia market independent of monetary policy;
yet thisis the motor of asset price increases. The dternative route, an exogenousincreasein the
quantity of money, is not part of the standard model. However, it modifies the model but not its
results, as Minsky (1972, p 134) points out. Thisroute was taken in the Albanian money market.
Investment opportunities largely depended on cash inflow in the national market rather than money
cregtion by intermediaries. In addition, after the initiad stage of establishment the schemes started to
form afinancial market of their own, where many citizens choose to create more 'money’ by re-
investing astronomical gains on earlier investments. Both real and such 'virtual' money quantities
increased dramaticaly, financing the continuing shift towards and increase in high-yield, high-risk
Ponzi finance.

Second, there was no capital-intensive economy in the physica sense. In Minsky's account,
physica capital generatesingability by attracting money asinvestmentsin capita assets. These then
become overvalued and precipitate financia criss. However, insofar a break in the link between
redlised profits and financial commitments on capital assets generates an unsustainable debt
gructure, Albaniafits the mode: in the end, the expected return on Ponzi ‘assets fell inevitably
short of available 'profits. Money was not attracted to real investment opportunities but to Ponzi

schemes which just made a pretence of investing money; but that did not ater the money



accumul ation mechanism from the perspective of the investor.

Third, the end to euphoria came not as aresult of falling stock prices, but asaresult of the
announcement of the non-sustainable nature of schemes. This dissemination of information played
the role that faling stock prices play in norma financia markets, spreading doubt about investment
profitability and inducing areconsderation of financia positions. In financia marketsthis meansa
portfolio shift to safer assets; in the Albanian setting it meant masses of citizens besieging banks and
firmsin order to get their money back.

Having argued the relevance of the modd for post-socidist financid aberrations, itisaso
important to stressits systemic nature. After acrissit will aways be possible to construct plausible
arguments -by emphasising the triggering effect or ingtitutiond flaws- that accidents, mistakes, or
eadly corrected shortcomings were responsible for the disaster (Minsky, 1972, p 118). The popular
reaction to the Albanian crisis provides an example. In contrast, in the view elaborated above,
ingability isan inherent feature of the interplay of investment and financid intermediation, causing
the salf-degtructive tendency of financid tranquillity (Minsky 1978, p 111; 1972, p 144). Ingtability
isdriven by ever-changing expectations, which are controlled by the available information and the
way it is processed. One extension of this gpproach therefore is to investigate the perception and
processing of information and consequent actions by economic agents and policy makersin
trangition economies. In addition, it must be noted that this approach does not imply strict
determinism with respect to the actual materialisation of potentia instability or its red-wefare
effects. Both can be influenced by policy and through the ability of ingtitutions to modify the
behaviour in the economy (Minsky, 1978, p 112).

Essentid to the Minsky framework is aso that there are common tendenciesin al financia
markets, be they Ponzi schemes or conventiona stock markets. The difference isin the strength of
the tendency to ingtability, not in the existence of that trend or in the mechanism by whichiit is

generated. Hence, in the next section aberrations on post-socidist financia marketsin generd are



considered, of which Ponzi schemes are the extreme, but not the only example.

5. Information, Expectations, and Policy

As an gpplication of Minsky’s modd, three factors can be suggested which tended to foster
unreglistic expectations on returns to financial assets, cresting a climate in which market aberrations
like Ponzi schemes could thrive. These are both related to the central role of expectations and

information in financial markets and typical of the post-sociaist setting.

Experience, Expectations and Information
Thetraditional view on the microeconomics of investment behaviour asserts that peopleinvest in
search for the highest risk-corrected pay-off. However, the risk-corrected profitability of Ponzi
investments is negative for the larger part of participants. Crucia to understanding why alarge
share of the population participated in schemes nevertheless is therefore an account of how people
asses profit and risk. Plausibly, the experience-based ability aswell asthe inclination of economic
agents to assess pay-offs depend on the nature and history of the relevant economic system. After
al, Ponzi schemes appear to offer huge gains. It takes calculation and, most of al, either experience
or information on previous experiences to redise that such gains only materiaise when the scheme
lasts long enough, that they are made at the cost of others, that the chances of abreakdown during
onée'sinvolvement are consderable, and that such collapse implies atota |oss of the investment.
The habit of caution and ca culation when dedling with financid intermediaries may be
something that is acquired over time and by experience, asdl habits are. It may therefore be a
typica trait for economic agentsin mature market economies, but not necessarily in post-socidist
trangition economies. Specific for the latter set of economies, especidly in the early transition years,
was people'strust in ‘the market’, fostered by hazy, and primarily rosy notions of what capitalism

was. This misplaced trust was the breeding ground for schemes that Kindleberger (1978, pp 79-80)



characterised as relying on 'misrepresentation or violation of an implicit or explicit trust'. Ponzi
schemesfit perfectly into the mideading picture of capitaist countries, were “the Streets are paved
with gold and everyoneisrich” (Verdery, 1996, p 176) - aperception of the new economic system
that was only too general among the population in the early trangtion years, and one which may
have dictated investment and risk-assessment norms for many citizens.

Oneindication of the relevance of this usive factor is the fact that stories explaining the
high and continuing profitability of schemes circulated widdly wherever Ponzi schemes were
prominent features of the economy, rationaising trust in the schemes. Characteridicdly, the
Romanian Caritas success was commonly explained by profits made in private foreign trade, that
novel symbol of capitalism. The unusud high ‘interest rates of Albanian schemes were explained by
their operators as resulting from high profits from a Californian hotel, or from operating non-