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Chapter 4 

On the Consistency of the Fiscal Deficit and Inflation 
in Albania: Analysis and Suggestions 

4.1 Introduction 
Over the past 40 years Albania experienced fiscal deficits, which increased 

considerably when the country entered the transformation stage in 1991. The trade 

deficit followed the same pattern with its negative value increasing over time. 

As already mentioned in chapter 2, Albania's authorities began the 

macroeconomic stabilisation reform in mid 1992 in an attempt to keep the two 

macroeconomic imbalances, fiscal deficit and trade deficit under control and indeed, 

although Albania still had large imbalances on the external and internal fronts, they 

achieved their objective up until 1996. In 1995, the Albanian economy was 

characterised by high output growth and a low level of inflation. The fiscal deficit, 

which could be the main source of inflation if financed by monetization, was 

successfully reduced. The government used non-inflationary components to finance 

the remaining deficit. The second macroeconomic imbalance, the huge trade deficit, 

had been controlled through grants and concessional financing and it played an 

important role in the success of the stabilisation process. The current account balance 

was positive when significant transfer flows from workers' remittances were included. 
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In this chapter1 we test the sustainability of the Albanian fiscal deficits. We 

focus on the sustainability of the attained stabilised economic reforms; in other words, 

whether this success was permanent or only a temporary stabilisation process. We 

show first that the fiscal deficit in 1995 is not covered in a sustainable way, and can 

therefore lead to long-run problems. The non-inflationary means of financing the 

fiscal deficit in an unsustainable way could lead to further accumulation of the public 

debt and might induce an unstable process of public debt accumulation, necessitating 

larger monetization in the long-run. Furthermore, despite how deficits are financed, 

the consequences are undesirable for the long-run health of the economy. We also 

show that even though the stabilisation process has been successful until 1996, there 

were weak and very vulnerable points that could turn the situation the other way 

around. The good links among monetary and fiscal policy, long-run growth and the 

financial sector reform are the main factors that can affect the final outcome. In order 

to check the sustainability of the fiscal deficit, we apply the theoretical framework of 

sustainability developed by Anand and van Wijnbergen, (1987) for the Albanian case. 

4.2 The Framework 

This section presents a simple accounting framework linking debt, deficit and 

inflation with an application to the Albanian economy. The objective is not to develop 

a forecasting model assessing a short-term inflation outlook; the focus is on the 

medium-run consistency between fiscal policy, inflation, financial structure and 

reforms, and debt management. A second necessary feature should be the ability to 

capture the type of monetary reform transition an economy is undergoing. 

In the model the primary deficit is taken to be a policy parameter. Debt 

management is summarised by targets for the debt to GDP ratio for foreign and for 

domestic debt. Implicit in this approach is the view that lenders will impose such a 

constraint because the potential of tax revenues, the ultimate source from which debt 

will need to be serviced, is obviously limited as a share of GDP. Base money growth, 

for any given inflation target, is endogenously determined by the path of the primary 

This chapter is based on the paper with the same title written by Sadiraj K. and Sweder van 
Wijnbergen (1996). 
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deficit, debt policy, the real rate of interest, the financial structure, and the growth rate 

of GDP. The model is designed to indicate whether any given inflation target is 

consistent with the other policy parameters and structural characteristics of the 

economy. Alternatively, consistency can be imposed which yields the inflation rate 

consistent with structural stability, other policy variables, and the financial structure of 

the economy. 

To link revenues from the inflation tax and seigniorage, to debt management 

and budget deficits, one needs to examine the government budget identity linking 

expenditure categories to sources of financing. 

4.3.1 Fiscal Deficit, Money Creation, and Debt 
This section is an extraction of the accounting framework developed by Annad and 

van Wijnbergen (1987) and Budina and van Wijnbergen (1996). 

A starting point for the analysis is the government budget constraint: 

D + iB+i*B*E = B + B*E + DCg 

A 'dot' above a variable indicates absolute changes in that variable and a '*' 

represents external variables. On the left-hand side of the equation are given the 

funding requirements: the public sector primary deficit (D) plus the interest payments 

on the domestic and foreign debt. The variable i (i*) is the nominal domestic (foreign) 

interest rate on domestic (foreign) debt B (B*). E stands for exchange rate (Albanian 

lek, per U.S. dollar). The right-hand side gives the different sources of finance: 

domestic debt issue (changes in B), foreign borrowing (changes in B*E) and domestic 

credit to the government (changes in DCg). The non-interest deficit D and the interest 

payments should include the obligations of all government entities: the central 

governments, state enterprises, local governments and extra budgetary funds. 

To make the link between credit growth and base money creation, it is 

necessary to integrate the Central Bank with the fiscal authorities (cf Anand and van 

Wijnbergen (1987)). The integration of the Central Bank is needed because first, the 
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government could easily shift a substantial part of its deficit into the central bank's 

accounts by changes in bookkeeping practices. Second, domestic credit to government 

does not correspond to any asset in private portfolios and bears no obvious link to 

inflation, output growth, and so on. 

After subtraction and addition of the net foreign assets of the Central Bank 

from the RHS of eq. (1), and taking into account that: 

DC x + NFA*E-NW =M ( 2 ) 

and subtracting eq.(3) from eq.(l) 

i*NFA *E = NW (3) 

the budget constraint can be rewritten in the following way: 

D + iB +1 * (B* -NFA*)E = B + (B * -NFA*)E + M (4) 

Eq. (2) is essentially the profit and loss account of the Central Bank. It says 

that the change in the net worth (NW) of the Central Bank is equal to the change in its 

assets (Domestic credit to the Government, DCg, and Net Foreign Assets, NFA* E) 

minus changes in its liabilities (base money, M, equal to the currency plus reserves 

held in the Central Bank). Equation (3) indicates that the Central Bank's profits come 

from the nominal interest it earns on its net foreign assets. The changes in interest 

earnings on the Central Bank NFA due to the exchange rates changes will result in the 

same change in the value in the NFA itself: i.e. this effect will be cancelled out. 

Therefore, the integration of the Central Bank requires a switch to a net concept of 

foreign debt, foreign debt minus net foreign assets of the Central Bank. 

With debt policy defined in terms of target debt output ratios, real increases in debt 

are tied to the growth rate of real GDP, n: 
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B^nB 

Y~ Y 

(B * -NFA*)E _ n{B * -NFA*)E 

~ ~ (5) 

The dot above a variable indicates the absolute change in the expression that 

follows. Y is real GDP. 

Using some standard identities linking nominal changes to real changes and 

inflation, dividing by Y, and collecting terms, allows us to derive a measure of the 

difference between funding requirements and funding sources given the target debt-

output ratios. We label this difference, expressed as a percentage of GDP, RDR for 

Required Deficit Reduction: 

rdr = [d + rb + (r* +ê)(B * -nfa*)e] - [nb + n(b * -nfa*)e + nm + Ton] (6) 

r and r* stand for domestic and foreign real interest rates respectively, and e is the real 

exchange rate P/(EP*). Lower case variants of variables already defined as upper 

cases, indicate the corresponding ratios to GDP. For instance, b is the ratio of 

domestic debt to GDP, B/(PY). The first term between square brackets represents the 

actual public sector deficit, inclusive of real interest payments on domestic and (net) 

foreign debt. The second term stands for the financeable deficit using the two 

constraints for the growth rate of the domestic and foreign debt (it should not grow 

faster than the growth of the real resources available for its servicing) plus the 

resources collected through the increase in the monetary base (seigniorage). The real 

growth rate of the economy and the target inflation rate are respectively denoted by n 

and 7i. (n+p)m equals the real value of the nominal increase in base money. 
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4.3.2 Revenue from Monetization and the Structure of the 
Financial Reform 

Seigniorage revenues (n + xc) m in turn are a function of the inflation rate, reserve 

requirements, liquidity requirements, and asset demands2. The monetary base m 

equals all interest free net public sector liabilities, i.e. currency in circulation and 

commercial bank reserves held in the Central Bank minus any claim the Central Bank 

has on the non-government sector. Under a fractional reserve system, demand for 

monetary base equals: 

PY PY jf, • PY 

(7) 

MO is the monetary base, P is the price level and Y is real income (GDP). Di are 

commercial bank deposits against which reserves have to be held at the Central Bank 

(demand, time and foreign currency deposits). RRDi are the respective reserve 

requirements against these deposits. Cu is currency in circulation. 

To evaluate the monetary base as a function of the variables mentioned, we 

have used a portfolio choice model of the demand for Currency (Cu), Demand 

deposits (DD), Time deposits (TD), and Foreign currency deposits (FD). In standard 

portfolio theory fashion, these asset demands are a function of interest rates on the 

various deposits and inflation: 

(8) 

where D: for i from (1) to (5) are CU, DD, TD, and FD. 

2 See Ritu Anand and Sweder van Wijnbergen, "Inflation and the Financing of 
Government Expenditure: an Introductory Analysis with an Application to Turkey" 
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Furthermore, we have used a simple financial sector model (eq.7) incorporating 

reserve requirements, and other bank regulatory policies to derive the demand for 

reserves by commercial banks. The total demand for base money is then equal to: 

M0 Cu . ^ , D 

fy t>y ,=1 PY ( 9 ) 

The demand for reserves is then added to the estimated demand for currency, to obtain 

an estimate of total demand for base money, used to calculate the seigniorage 

revenues for different inflation rates, real output growth rates, interest rates, and for 

different regulatory policies. Seigniorage revenues are derived as: 

„„ , ^ M 0 f ( n , i T D , i F D RR n ) 
SR = (n + n ) 

PY 
(10) 

4.3.3 Estimation of Base Money Demand 

As in Budina (1997), we start with an econometric estimation of the demand functions 

for currency in circulation, demand deposits, time deposits, and foreign deposits for 

the Albanian case. The sample period includes monthly data for the period 1992 -

1995. The variables are transformed in log terms; therefore, we assume log-linear 

functions for asset demands. Formula (8) will now be expressed as: 

Log—j- = cc + ßu Log{\ + n) + ß2 ,.Log(l + i) + ß, ,Log(l + i*) + e 
PY (11) 

i and i* are respectively the domestic and foreign interest rates in nominal 

terms. The rest of the notation is explained in formula (8). 

The method used for the estimation of the log-linear assets functions is the one 

step error correction method. The first difference of the dependent variable is 

regressed on its lagged values, on lagged and first differences of the exogenous 

variables, and on time and dummies. The dummies are used to cover the different 

phases of the price liberalisation reform. First the lag structure is used and then the 

equation of the following form is specified3: 

The algorithm suggested by Boswijk is employed in working with these regressions. 
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Ay, = Ay,_, + <5z,_, + 5 0 A z , _ , + r ? , 

(12) 

The unit root test is equivalent to a Wald test on the joint hypothesis that X=0 

and 5=0. Then the Wald statistic is calculated as ^=nF, where F is the F-statistics from 

the test equation and n is the number of restrictions. These statistics are then 

compared with the critical values which can be found on tables provided by Boswijk 

(1996). Through this test we check for the existence of cointegration. If the "no-

cointegration" hypothesis is rejected, then the long run coefficients for different 

exogenous variables can be calculated as shown in the following expression: 

Ay, =Hy,-i - 0 z , _ , ) + <5oAz, +T], 
(13) 

9 = -5/À. gives the long run value of exogenous variables and the t-statistics of 

8 can be used as a test for its significance. The regression results are given in Table 

4.1. 
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Table 4.1. The Estimates of the financial sector portfolio model for the Albanian 
economy. 

DLCUY DLDDY DLTDY DLFDY 

c -0.21 (-2.33) -0.17 (-2.11) -0.97(-7.53) -0.11 (-0.83) 

P(-1) 

P(-2) 

-0.24 (-1.63) -0.29 (-1.24) 

-0.23(-4.44) 

-0.49 (-2.71) 

-0.39 (-2.61) 

DP -0.57 (-4.96) -0.61 (-3.71) -0.54 (-16.0) -0.46 (-4.45) 

LITD12(-1) 

LITD12(-2) 

-0.36 (-2.41) -0.18 (-1.0) 

0.05(1.0) -0.43 (-2.04) 

DLITD12 -0.33 (-1.71) 0.52(1.98) -0.38 (-4.56) -0.55 (-2.21) 

LIFE(-2) 0.34(1.62) 

DUM1 -0.07 (-2.04) 

DUM2 0.05 (1.51) 

TIME 0.002 (5.32) -0.001 (-1.45) 

Y i ( - l ) 

Y, (-2) 

-0.14 (-2.75) -0.08 (-2.71) 

-0.41 (-7.84) -0.08 (-1.45) 

R2 0.63 0.62 0.91 0.63 

DW 2.13 1.93 2.40 2.01 

T-statistics are given in parentheses. 

P gives the inflation rate. 

DP is the serie of the first difference of inflation rate 

DLCUY is given as the first differences of the logarithms of currency over nominal 

GDP. The log of currency is calculated as ln(CU/(PeY))=ln(Cu/PY) - Vi P, where with 

CU we denote the currency and with PeY we denote the value of nominal GDP at the 

end of period. Therefore, we correct the ratio of currency to the GDP rate for the end 

of the period inflation rate. 
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DLDDY is given as the first differences of the corrected (as in the case of currency) 

logarithms of demand deposit over GDP, log (DDEP/PY). 

DLTDEP is given as the first differences of the corrected (as in the case of currency) 

the logarithms time deposit over GDP, log (TDEP/PY). 

DLFDY is given as the first differences of the corrected (as in the case of currency) 

the logarithms of foreign deposit over GDP, log (FDEP/PY). 

LITD12 and DLTD12 are respectively the log of the nominal interest rate of 12 

months time deposit and its first differences. 

LIFE is the log of the foreign interest rates plus the log of exchange rate depreciation. 

DUM1 and DUM2, capture the first and second phase of price liberalisation in 1994. 

TIME stands for the time trend. 

Yi(-l) and Y:(-2) are the lag dependent variables. 

We next give the results from the tests for the presence of cointegration. 

Table 4.2. Wald tests for H0: 'no-cointegration' 

DLCUY DLDDY DLTDY DLFDY 

N, number of 3 3 3 4 

restrictions 

F-statistics 6.248178 7.417573 21.04531 7.175442 

(0.001585) (0.000597) (0.000000) (0.000284) 

Ç = nF 18.74 22.25 63.12 28.70 

Critical Values* 4^=17.18 ^=17.18 E,T=19.81 £,=22.47 

T h e critical values are taken from Boswijk (1994) 

Table 4.2 presents the results of the Wald test for H0: 'no-cointegration' 

hypothesis for estimated equations shown in Table 4.1. In all cases we reject the null 

hypothesis which allows us to use the coefficients in front of lag explanatory 

variables, from the estimated error correction equations, for calculating the long-run 

elasticity coefficients of inflation and domestic and foreign interest rates. 

The signs of the nominal differential between interest rate on domestic time 

deposits and foreign interest rate are as expected: a negative impact on demand 
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deposits, currency and foreign deposits, and a positive impact on time deposits. 

Further, we find a positive relation between foreign interest rate and foreign demand 

deposit. The coefficient of the annualised inflation rate is negative for all the assets-

currency in circulation, demand deposits, time deposits, and foreign currency deposits. 

The results from the regression are reasonable with the exception of the sign of the 

inflation in the regression of the foreign deposit. The negative sign of the inflation 

could be explained from the fact that in Albania the reduction of inflation during the 

reform was accompanied by the reform in the financial market, which is related to the 

permission given to individuals to open deposits in foreign currency. 

4.3.4 Money Demand, Seigniorage, and RDR 

The long run coefficients from the estimations of the base money demand are 

calculated as the value of the coefficients corrected by the coefficient of the lagged 

endogenous variable4. Using these coefficients we calculate the demand for base 

money, the inflation tax and the seigniorage. The values are all given in the percentage 

of the GDP, for given different rate of inflation, and are calculated by using the 

method of simulation. In the first column of Table 4.3, we give the different inflation 

rates we use for our simulations. In the second column we list the demand for 

currency, demand deposits, time deposits and foreign deposits. The latter are used to 

calculate the demand for base money as a function of reserve requirements that is 

given in the third column. In the next column, inflation tax revenue for different levels 

of inflation is presented. The final column lists the total revenues from monetization 

(n+Jt) m. In other words, the last column assesses potential revenues from seigniorage 

and the inflation tax for various inflation rates. 

Ay= a + Xy,_, + 5x,_, + 80 Ax, + n; 
the long-run coefficient for X is given as 6=-ô/À 
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Table 4. 3. Assets demand, Inflation tax and Seigniorage revenues to GDP for 
various inflation rates. 

Inflation 

Rate 

DEMAND FOR Base 

money 

Inflation 

tax 

Monetiza 
tion 

Inflation 

Rate 

Currency Deposits 

Base 

money 

Inflation 

tax 

Monetiza 
tion 

Inflation 

Rate 

Currency 

Demand Time Foreign 

Base 

money 

Inflation 

tax 

Monetiza 
tion 

0 14.45 5.44 12.93 5.94 16.88 0.01 1.46 
7 12.94 4.21 12.44 5.73 15.18 1.00 2.35 

20 10.73 2.72 11.65 5.38 12.71 2.23 3.43 
40 8.35 1.52 10.67 4.95 10.06 3.24 4.27 
70 6.08 0.72 9.55 4.45 7.55 3.82 4.67 
90 5.07 0.47 8.96 4.19 6.43 3.93 4.70 

100 4.66 0.39 8.70 4.08 5.98 3.95 4.68 
125 3.85 0.25 8.13 3.82 5.07 3.91 4.57 
150 3.24 0.17 7.66 3.61 4.38 3.82 4.42 

The total demand for base money, as shown in the table, falls from 16.88% of GDP at 

0% level of inflation to 4.38% of GDP at the level of 150% of inflation. The next 

column clearly indicates that higher inflation leads to higher revenues from inflation 

taxes or monetization, but at a declining rate. The inflation tax reaches its maximum 

point at 90% (the Laffer Curve) and then begins to decline. 

The analyses up to now covers one source of financing the deficit. There are 

additional two sources: domestic debt issue and foreign borrowings. For domestic and 

foreign debt we assume that debt issue is restricted to whatever is compatible with 

maintaining the debt-output ratio constant at the ratio of year 1995: i.e. the growth of 

debt should not be higher than the growth of output because of the future debt-service 

costs. Assuming an 8.6% output growth rate (which is the level of growth rate for year 

1995) and a 10% level of reserve requirements, we calculate the RDR for a different 

level of inflation. The derived results are shown in Table 4.4. 
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Table 4.4. RDR for year 1995 for different inflation rates 

Inflation Financ. def. Actual def. RDR RDR(6Y) 

0 6.77 11.81 5.04 4.84 

7 7.66 11.81 4.15 3.99 

20 8.74 11.81 3.07 2.95 

40 9.58 11.81 2.23 2.15 

70 9.98 11.81 1.83 1.76 

90 10.01 11.81 1.80 1.73 

100 9.98 11.81 1.82 1.75 

125 9.88 11.81 1.93 1.86 

150 9.73 11.81 2.08 2.00 

The Required Deficit Reduction (RDR), is the necessary reduction of the deficit for 

achieving consistency of the corresponding inflation rate and is calculated as a 

difference between the actual deficit at the end of 1995 and the financeable deficit. 

The actual deficit represents the primary deficit plus the interest rates paid on 

domestic and foreign debt, and is corrected for the inflationary component (see 

Appendix). The financeable deficit is calculated as the sum of the three resources of 

financing, monetization, domestic debt issue, and foreign borrowing. 

As shown in Table 4.4, the RDR never reaches the zero value: i.e. for any level 

of inflation the financeable deficit never becomes equal to the actual deficit. Taking 

into account that the annualised inflation level in 1995 was 7%, only 7.66% of GDP 

from the total fiscal deficit is covered in a sustainable way. This means that in 1995 

there was an inconsistency between fiscal and monetary policy. Having 7.66% of the 

deficit covered in a sustainable way is a relatively high percentage for an inflation rate 

of 7%. This is primarily attributable to a very high rate of growth of real output 

(8.6%), which permits a fairly rapid expansion of both interest-bearing and non-

interest-bearing debt without recourse to inflationary finance. From Tables 4.3 and 

4.4, we can see that, at 7% inflation rate, revenues from the monetization cover only 

2.35% from 7.66% financeable deficit. 

In Table 4.4, 7% level of inflation, out of 11.81% of the Albanian actual 

deficit 4.15% is not covered in a sustainable way. This shows that the Albanian 
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government had been pursuing the monetary policy necessary to sustain a very low 

inflation rate (7% in 1995), but had not yet made the required deficit reduction and 

covered the resulting gap through debt issue and external borrowing. The issue of 

domestic debt does not lead to a long-run debt service cost problems yet under the 

assumption that the long run output growth rate was higher than the real interest rate 

paid on the domestic debt, n > r. There are however, two potentially profound 

problems. The first is that the issue of domestic debt can continue as long as n > r. If 

the long run growth reduces to a level of 5% or even lower, which turns out to be the 

case of the Albanian economy in the coming years, then there are other implications. 

To look at long-run implications of the model we need to consider the steady state 

value of the output growth. The second problem is the remaining possibility of the 

reduction of the external financing transfers5. This can bring the economy to 

instability through exchange rate distortions. Then the trade deficit would no longer be 

covered by inflows of transfers. 

Our model recommends the reduction of the gap between the financeable 

deficit and the actual deficit to the zero level. We test whether by postponing the 

required deficit adjustment in six years time (under the assumption of the 

continuously 8.6% growth level), can be a solution. This means that instead of making 

the required deficit reduction, the government issues interest bearing debt to cover the 

remaining financing gap. The result we find is that under the same inflation rate 

postponing the reform in six years, the RDR would be smaller than today's because, 

assuming the output growth of 1995 as the long run growth, the output grows faster 

than the interest rates paid on debt issue i.e. r-n < 0. Therefore, for the Albanian 

authorities in 1996, this could have been a temporary solution as long as the growth 

rate exceeded the real interest payments on debt issue. Fig. 4.1 shows that the level of 

RDR today is higher than the level of RDR in case of no adjustment in six years time. 

The gap would not increase in six years time, but would not significantly decrease 

either. The difference between the interest rate and the growth rate is very small, 

therefore it will not have a large impact in decreasing the gap over the long-term; it 

would only sustain this gap for some time. Obviously this is not a sustainable solution 

The level of remittances can fall dependent on the political stability. 
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because it assumes that the long run growth is higher that the interest rate and a long 

run growth of 8.6% was not sustainable as it is shown in the previous chapter. 

The Postponement of the Adjustments for 6 Years 
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Figure 4.1. RDR if the adjustment will be postponed for six years 

4.4 The Effect of Different Growth Rates on Necessary 

Deficit Reduction 

We can now run an experiment by using the simulation method. We aim to discover 

what will happen to the RDR if the growth rate slows to 5% and then further to 0%. 

The 5% growth can be seen as the optimistic view of the future growth of the 

Albanian economy, while 0% growth and possibly negative growth is a pessimistic 

view. These two different views come as a result of political and economic crisis that 

Albania experienced in the beginning of 1997 which was caused by the failure of the 

pyramid schemes. The RDR for different levels of inflation and growth are given in 

Table 4.5. 
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Table 4.5. The effect of different growth rates on RDR. 

Infi. RDR RDR RDR RDR6Y RDR6Y RDR6Y 

growth8.6% growth 5 % growth 0% growth8.6% growth 5 % growth 0% 

0 5.04 7.44 10.92 4.84 8.85 17.27 

7 4.15 6.51 9.93 3.99 7.75 15.71 

20 3.07 5.36 8.70 2.95 6.38 13.76 

40 2.23 4.46 7.68 2.15 5.30 12.16 

70 1.83 3.98 7.10 1.76 4.73 11.24 

90 1.80 3.91 6.99 1.73 4.66 11.06 

100 1.82 3.92 6.98 1.75 4.67 11.04 

125 1.93 4.00 7.01 1.86 4.76 11.10 

150 2.08 4.12 7.10 2.00 4.91 11.24 

The first conclusion to be derived from Table 4.5 is that a high level of output growth 

is very important and has a very crucial role on the value of the part of the actual 

deficit that can be covered in a sustainable way. The RDR for growth of 5% and 0% 

are much higher compared to the ones where growth was assumed to be 8.6% for any 

given inflation rate. The lower the level of growth the higher the level of RDR for a 

given level of inflation. Since the revenues from the monetization are derived as a 

sum of inflation tax and seigniorage ((n+7i) m), lower output growth will make the 

financing constraint for the deficit stronger, as the revenues from seigniorage decrease 

and less foreign debt accumulation becomes allowable. Under the assumption of 8.6% 

output growth, the revenues from nm (seigniorage) for 7% inflation are 1.35% of the 

GDP, which makes it possible for greater size of deficits to be covered at this rate of 

inflation, while under the assumption of 5% growth it reduces to 0.79% of GDP. It 

reduces to 0 when the growth rate is assumed to be 0%. If the long-run growth (steady 

state value) is 5% (the optimistic view of the long-run Albanian growth), then the 

RDR will still be at a high level and, as earlier, never reach 0 level for whatever level 

of inflation. If instead the output stagnates, the perspective of the entire economy 

worsens. The RDR increases dramatically to 9.93% of the GDP. 

To give a clearer picture of the relation between the output growth and the 

revenue from seigniorage, we present it in a graphical way in Figure 4.2. Higher 
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output growth shifts the seigniorage curve upward and therefore increases the value of 

financeable deficit for a given level of inflation. 

The Relation Between Growth and Seigniorage 

Revenues 

0,00% 

-Growth 0% 

•Growth 5% 

•Growth 8.6% 

c * * . # . * „ # A * *» » * 

• ^ nP ^ 

Inflation 

Figure 4.2. The relation between growth and seigniorage. 

We should also mention that growth influences not only the financeable deficit, as 

shown in Table 4.5, but also the value of the actual deficit itself due to a decrease in 

the production growth on which government taxes are based. The government will 

collect fewer taxes resulting in higher fiscal deficit and therefore, part of the required 

adjustment no longer takes place automatically when growth slows. 

The second conclusion derived from Table 4.5 is that with n=5% and 0%, the 

r-n becomes positive, indicating that postponing the adjustment for six years is at the 

sacrifice of long-run debt issuing costs. The policy of substituting monetization with 

interest bearing debt today will no longer be successful because the difference 

between real interest rate paid on debt issuing and real growth is already negative, (r-

n<0). This means that the RDR after six years is going to be higher than the RDR is 

now for the same level of inflation. This will cause long-run debt services costs 

problems. This is shown more clearly in Figure 4.3, where the RDR line of postponing 

adjustment for six years is above the RDR line of today. When the growth rate is 
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assumed to be 0, the gap between the two RDRs becomes even larger and this brings 

forward a real risk for future hyperinflation. 

RDR if no adjustments in 6 years assuming output growth 5 % and 
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Figure 4.3. The RDR if no adjustments in six years assuming output growth 5% and 

0%. 

The growth rate is a very vulnerable point for insuring the stability of the future 

reform. Judging from the above analysis, relaxing the monetary policy and suffering 

the consequences from present inflation will only lower the required deficit reduction, 

but it will not manage to reach 0. The maximum seigniorage revenues are reached at 

90% inflation rate and even with 8.6% growth rate the total financeable deficit is 

lower than the actual one. On the other hand, continuing to keep a tight monetary 

policy for its fiscal burden will not decrease this gap in the future, and in case of lower 

long run output growth, it will bring a real risk of hyperinflation in the future when 

debt services pressure becomes extremely high. Therefore the choice left to the 

Albanian authorities was to continue to further lower the actual deficit by raising tax 

revenues and lowering government expenditures. The fiscal deficit of 1995 was of 

such value that it was impossible to be financed in a sustainable way for whatever 

level of inflation. 
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4.5 The Macroeconomic Effects of the Debt Relief 

The Albanian external debt output ratio at the end of 1995 (net of NFA) was 29.39%. 

During 1995 the Albanian external debt decreased tremendously due to the debt relief 

deal Albania received on its external commercial debt. Its value was US$420 million 

and represented the unmet obligations to commercial banks and cumulated interest 

from failure to clear the arrears with commercial creditors on spot foreign exchange 

purchases, money market transactions, and letter of credit liabilities that had been 

authorized in 1989-1991. We can measure the impact of the debt reduction by first 

looking at the values of RDR before the debt relief deal and compare them with the 

original results where the debt reduction is taken into account. In Table 4.6 we give 

the simulation results of RDR with and without the debt reduction deal. 

Table 4.6. The RDR calculated for the external debt before and after the debt 

reduction deal in case of 8.6% and 0% growth rate. 

Inflation RDR with RDR without RDR without debt RDR with debt RDR 

debt debt reduction reduction corrected reduction without 

reduction 

growth 8.6% 

growth 8.6% growth 8.6% growth 0% 
debt 

reduction 

growth 0% 

0 5.04 3.65 5.33 10.92 11.05 

7 4.15 2.76 4.45 9.93 10.06 

20 3.07 1.68 3.37 8.70 8.83 

40 2.23 0.84 2.53 7.68 7.82 

70 1.83 0.44 2.13 7.10 7.23 

90 1.80 0.41 2.10 6.99 7.12 

100 1.82 0.43 2.12 6.98 7.11 

125 1.93 0.54 2.23 7.01 7.15 

ISO 2.08 0.69 2.38 7.10 7.24 

The values of RDR with the debt reduction taken into account are given in the second 

column of Table 4.6 given while in the third column there are the values of RDR 

without the debt reduction deal. One can see that in the case when debt relief is not 

taken into account (higher external debt/output ratio), the RDR improves compared to 
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the RDR when the debt relief is taken into account. There are two opposite effects 

occurring simultaneously. The minus effect is that the higher external debt to GDP 

ratio used in the model increases the value of the actual fiscal deficit for different 

inflation rates due to the need for higher interest payment. The plus effect emerges 

from the assumption that external debt to GDP ratio is constant. The higher value of 

external debt increases the value of the constant, which gives more room to the 

allowing foreign borrowings, and raising the level of financeable deficit for different 

inflation rates. High output growth results in a larger plus effect. The increase of b* 

should equal to the output growth level in order to be sustainable. Thus, the increase 

of the financeable deficit for a given level of inflation is higher than the increase of the 

actual deficit for the same level of inflation, making it possible for the RDR to be 

improved when there is no debt relief deal. By removing the plus effect (the increase 

of the financeable part of the deficit borrowings as a result of higher foreign debt is 

eliminated), we calculate the RDR for the external debt before the debt reduction. The 

only effect remaining is then the effect of the interest payment on the fiscal deficit. 

These results are given in Column 4 of Table 4.6. We see that a higher external debt 

worsens the RDR for a given level of inflation. At a 7% level of inflation the RDR 

increases compared to the one in the second column in which the debt relief is taken 

into account. 

The effect of the debt relief on the RDR is more obvious when we run the 

same experiment in the case of 0% growth. In Columns 5 and 6 of Table 4.6 we give 

the results received in this case. A 0% growth level makes the positive effect smaller; 

therefore, without the need for correction we can clearly see the impact of the external 

real interest burden on the RDR. 

The debt relief deal put the Albanian economy in more favorable position in 

1995 both externally and internally. From the macroeconomic point of view, the debt 

reduction deal had promoted the indicators of the economic situation for the following 

reasons: the unpaid external liabilities conflicted with export expansion and economic 

growth because of the credibility with trade partners. Furthermore, it discouraged 

foreign direct investments, which were seen as crucial point for the future 

development of Albania. Internally, the government would not serve the commercial 
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debt, which would have reduced the fiscal deficit even further. The debt overhang 

could also discourage investment, since an improvement in the economic performance 

of Albania benefits the creditors in the form of higher (expected) repayments. 

Moreover, the debt reduction could also be seen as a capital gain that increases the 

wealth of the economy. Finally the Central Bank would no longer need to cover 

foreign exchange losses which improved dramatically its NFA position. 

Another effect we want to examine is the effect of a switch to the market 

interest rate on external debt. Albania's external debt was acquired at concessional 

terms on a bilateral basis and therefore contains a grant element. Thus, interest paid by 

Albania on external debt was much lower than international interest rates (LIBOR) 

during this period. Therefore, we cover the effect of transition to the market interest 

rate on foreign debt by calculating the RDR for the real interest rate paid for foreign 

borrowings being 5%. 

Table 4.7.The effect of switching to market interest rates for external debt on RDR. 

Inflation RDR (r*=1.6) RDR(r*=5%) 

0 5.04 6.01 

7 4.15 5.13 

20 3.07 4.05 

40 2.23 3.21 

70 1.83 2.81 

90 1.80 2.78 

100 1.82 2.80 

125 1.93 2.91 

150 2.08 3.06 

A switch to a market real interest rate on external debt deteriorates the fiscal situation 

and worsens the RDR, which is clearly shown in Table 4.7. When the foreign interest 

rate is r*=5%, the RDR reaches its minimum value again at 90% inflation but the 

value of the RDR is now 2.78. The switch to the market interest rate increases the 

burden of the foreign borrowings in the economy through higher interest payments. In 

other words, the debt service cost increases due to higher interest payments and causes 

a further increase of the actual deficit. 
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4.6 The Effect of Different Exchange Regimes on RDR 

The inflow of the transfers from abroad has two different impacts on the economy and 

depends on the type of the exchange rate policy followed by the government. In the 

case of a fixed exchange rate regime, the prices of domestic goods and services 

increase. Inflow of transfers can be seen as an increase of the domestic money supply. 

Therefore, the domestic prices will be higher than the foreign prices. In the case of a 

floating exchange rate regime, the inflow of transfers from abroad will cause the 

domestic currency to appreciate, or when there is a trade deficit, prevention of the 

currency from depreciation will occur. 

Albania followed the floating exchange regime, and in 1995 the exchange rate 

appreciated by 1% on an annual basis. The appreciation of the currency has a negative 

effect on exports6 on the one hand, but on the other hand it has served to decrease the 

value of the interest payments on the foreign debt which assists in improving the value 

of RDR for a given level of inflation. 

However, the remittances and other transfers will not continue forever. The 

experiences of other developing countries7 have shown that the remittances from the 

emigrants decrease as time passes. A continuous contraction of the remittances will 

lead to currency depreciation because of the huge trade deficit Albania had been 

having for a long time. 

Another shock that eventually had a big impact on the exchange rate of the 

Albanian currency in 1997 has been the "Pyramid schemes behind Lek's new gains". 

Numerous Albanian companies offered high returns per month on funds lent to them 

for a period of up to three months. This caused the currency to be over evaluated due 

to the reaction of the people selling dollars for leks in order to participate in these 

schemes. In the beginning of 1997 this system collapsed which gave a shock to the 

economic and political situation and also caused a huge depreciation of the exchange 

rate. There was a high possibility for people to lose their confidence in the domestic 

currency and they had the tendency to substitute for hard currency. 

Export goods become more expensive. 

Latin American Countries 
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Therefore, there were two options for the Albanian government in 1996: either 

continue to follow the floating exchange rate regime and let the domestic currency 

depreciate without any control, or switch to a fixed exchange rate regime and use the 

foreign reserves, which had increased considerably to stabilise the exchange rate. 

Trying to see the effect of such policies we calculated the RDR for different levels of 

depreciation. 

Table 4.8. The effect of a 5% exchange rate depreciation on the RDR. 

Inflation RDR RDR RDR 

- 1 % 0% 5% 

0 5.04 5.30 6.65 

7 4.15 4.42 5.76 

20 3.07 3.34 4.68 

40 2.23 2.50 3.84 

70 1.83 2.10 3.44 

90 1.80 2.07 3.41 

100 1.82 2.09 3.44 

125 1.93 2.20 3.54 

150 2.08 2.35 3.69 

The results given in Table 4.8 show that by moving to a higher level of depreciation, 

the RDR worsens for a given level of inflation. The minimum value of the RDR 

increases as the exchange rate depreciation increases. Ceteris paribus, depreciation 

will increase the ratio of foreign debt to the GDP, and since the foreign debt to output 

ratio should be constant, this decreases the level of sustainable external borrowing. 

The depreciation raises the cost of servicing the foreign debt as well. If the 

depreciation continues every year, it will add to the cost of external finance and will 

have implications for external debt accumulation. Until 1996 the exchange rate had 

remained stable, without the need for government interference due to high remittances 

and other transfers Albania had been receiving. Thus, in case of a potential 

depreciation (decrease of remittances on a considerable level), and if CB has build 

high levels of reserves, moving to fix exchange rate policy would be a long-run 
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solution for the government to reduce at by a maximum amount the gap between 

financial and actual deficit for a low inflation rate. 

4.7 The Effects of the Financial Reform 

Another experiment worthy to examination, is the effect of the financial sector 

reform on the RDR through the effect of indexing the interest rates paid on time 

deposits for inflation which are currently not indexed. In this case, the elasticity of 

currency, demand and foreign deposits with respect to the interest rate on time deposit 

becomes extremely high. The public will use indexed deposits to hedge against 

inflation, thus leading to a huge decrease of the monetary base as a percentage of the 

GDP and consequently a decrease of the revenues from monetization. As a result of 

such high elasticity, the value of the inflation rate where inflationary revenues reach 

the maximum point, lowers to 20% (the Laffer Curve). So the government can no 

longer derive high revenues by increasing inflation to higher levels. On the contrary, 

the gap between the financeable deficit and the actual deficit becomes extremely high 

for any level of inflation. 

Table 4.9 Indexing the interest paid on time deposits. 

Inflation RDR without indexation RDR indexed RDR6 indexed 
0 5.04 4.78 4.60 

7 4.15 4.15 3.99 

20 3.07 3.83 3.68 

40 2.23 4.05 3.89 

70 1.83 4.53 4.36 

90 1.80 4.77 4.58 

100 1.82 4.86 4.67 

125 1.93 5.02 4.82 

150 2.08 5.12 4.92 
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6,00% 

The Effect of Pos toning Adjustments 

Figure 4.4. The postponement of the adjustment for six years time. 

As is clearly shown in the Figure 4.4, the trade-off between current and future 

inflation does not improve the situation substantially. The necessary deficit reduction 

becomes insignificantly smaller. Therefore, postponing the adjustment under this 

scenario would not change the situation either. 

The final experiment we undergo is to study the case if the Albanian Central 

Bank decides to keep the reserve requirements of foreign deposits in domestic 

currency rather than in foreign currency. 

Table 4.10. The effect of different policies on the two types of currency within the 
Reserve Requirement. 

Inflation RDR (foreign currency) RDR(domestic currency) 

0 5.04 5.05 

7 4.15 4.12 

20 3.07 2.98 

40 2.23 2.08 

70 1.83 1.60 

90 1.80 1.54 
100 1.82 1.54 

125 1.93 1.62 

ISO 2.08 1.75 
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From Table 4.10 we can see that the RDR is lower (improves), for a given inflation 

rate, in the case when the reserve requirements for foreign deposits are kept in 

domestic currency. Keeping the reserves in domestic currency increases the possibility 

for the government to increase the revenues from the inflation tax. In other words, the 

fact that the reserve requirements for foreign deposits in commercial banks kept in 

domestic currency, will be included in the base money (their value changes as 

inflation rises) increases revenues from monetization compared to the case when the 

reserve requirements for foreign deposits are kept in foreign currency. The base on 

which the inflation tax is levied is higher in the case when the reserves are kept in 

domestic currency. In this case the banks are insured from the movements of the 

exchange rates but they are exposed to the fluctuations of the inflation rate. 

4.8 Conclusions 

A distinguishing feature of Albania's macroeconomic adjustment process up to 1996 

was the relatively good macroeconomic performance of the country despite, by 

international standards, high fiscal and trade deficits. The possible reasons for the low 

level of inflation in reconciliation with a large deficit are: 

First, the economy grew very rapidly from 1993-1996, which made possible 

financing a large part of fiscal deficits by issuing debt without extensive reliance on 

the inflation tax and without rising debt output ratio. A potential decline in the growth 

rate can weaken the existing macroeconomic situation. Through our experiment we 

showed that a 5% growth put Albania in a much worsened situation where the RDR 

reaches quite high values for any given level of inflation. This means that the 

Albanian macroeconomic stabilisation process was successful, but vulnerable to a 

slow-down in its growth rate. 

Second, remittances played an important role in balancing the current account, 

which made possible for the exchange rate to remain stable without the need for the 

Central Bank to intervene in the exchange market. A continuous and severe 

contraction in worker remittances from abroad would aggravate the situation through 

the exchange rate depreciation, and would exacerbate the RDR for different values of 
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inflation. The exchange rate was subject to changes by the failure of the pyramid 

scheme which was to follow. 

In this chapter we have elaborated upon the notion that the debt relief deal has 

had positive macroeconomic effects on the economy and the actual fiscal deficits. 

Lower external debt reduces the value of the RDR for a given level of inflation due to 

the necessity for fewer interest payments to be paid. On the other hand, having a 

special deal on the interest rate charged for the foreign debt requires considering — 

within this framework- the impact of a transition to market rates of interest on the 

foreign debt when analysing the inflation-deficit reduction trade-off. We find out that 

this transition would increase the gap between the financial and actual deficit. As a 

matter of fact, Albania paid only a very small fraction from the total amount of foreign 

debt relief under market rates of interest and therefore the net effect of the debt relief 

on reducing RDR was positive. 

Next, we looked at possible financial instruments used for bridging the gap 

between financeable and actual deficit. The policy decision for keeping reserve 

requirements on foreign deposits in domestic currency rather than in foreign currency 

improves the RDR by giving more room for the allowable deficit. 

We also discussed the question of delaying the required deficit adjustment for 

later periods. The outcome is that as long as the difference between the real interest on 

domestic debt and the long run real output growth rate is negative, one can benefit 

from delaying the adjustment. In the Albanian case we show that even though the 

country experienced during 1993-1995 high output growth rates, this was not going to 

be sustainable in the long run. In case of a low growth rate, postponing adjustment 

worsens the macroeconomic situation of the country. 

The fiscal deficit level of 1995 is the lowest one experienced but we show that 

it was still not low enough to be covered in a sustainable way. The fiscal situation was 

not the cause of the crisis which was to follow however, although it did leave Albania 

vulnerable to adverse shocks. 
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Appendix 

The actual real deficit is measured by the operational deficit calculated as the sum of 

the primary deficit plus the real interest paid on the domestic and foreign debt. 

OD D b fc * , . . 

PY PY y y 

where b/y is the real domestic debt as a ratio of real GDP corrected for the inflationary 

component. 

b B B 1 2 B 1 
(2) 

y PJ PY(\ + P) GDP{\+P) 

The interest payments on domestic debt are calculated as: 

(1 + i) 
l + rr = - f- (3) 

(1+P) 

The interest payment on foreign debt is calculated as the ratio of the total interest 

payment on foreign debt over the foreign debt both expressed in domestic currency. 
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