
UvA-DARE is a service provided by the library of the University of Amsterdam (https://dare.uva.nl)

UvA-DARE (Digital Academic Repository)

Albania; Transition to a Market Economy

Sadiraj, K.

Publication date
1999

Link to publication

Citation for published version (APA):
Sadiraj, K. (1999). Albania; Transition to a Market Economy. [Thesis, fully internal, Universiteit
van Amsterdam - FEE]. Thesis Publishers.

General rights
It is not permitted to download or to forward/distribute the text or part of it without the consent of the author(s)
and/or copyright holder(s), other than for strictly personal, individual use, unless the work is under an open
content license (like Creative Commons).

Disclaimer/Complaints regulations
If you believe that digital publication of certain material infringes any of your rights or (privacy) interests, please
let the Library know, stating your reasons. In case of a legitimate complaint, the Library will make the material
inaccessible and/or remove it from the website. Please Ask the Library: https://uba.uva.nl/en/contact, or a letter
to: Library of the University of Amsterdam, Secretariat, Singel 425, 1012 WP Amsterdam, The Netherlands. You
will be contacted as soon as possible.

Download date:24 May 2023

https://dare.uva.nl/personal/pure/en/publications/albania-transition-to-a-market-economy(10beb120-8551-46de-a815-3f8f53854689).html


Chapter 5 

Ponzi Schemes and the Albanian Crisis 

5.1 Introduction 

The aim of this chapter is to explain what pyramid schemes and Ponzi schemes are 

and how they operate, and to outline their effects on the economic system of Albania. 

There is an attempt to explain why the country was so vulnerable. The chapter begins 

with the information about what Ponzi Schemes are. Then in section 5.3 we give 

information about Ponzi schemes developments in Albania. We provide background 

information on Albania in section 5.4 as a crucial starting point for explaining why the 

reaction of the people was so volatile. Section 5.5 deals with deficiencies of the 

macroeconomic reforms and the existence of the informal market. Here, we try to 

show that the informal financial market provided a fertile ground for the development 

of the pyramid schemes. 

5.2 Ponzi Schemes 

In the summer of 1920, Massachusetts was shocked by a tremendous financial scandal 

that affected thousands of innocent investors. The Italian born immigrant Charles 

Ponzi offered investors a 50% return on their investment in 90 days. He claimed that 
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he himself was making a 400% return on the money. In fact, he was using the money 

invested by others to pay out the interest owed. The system did not collapse before ten 

thousand people invested almost ten million dollar. This fraud lead to a jail sentence 

for Ponzi (who allegedly died owning only 75 dollar) but also made his name 

famous. Nowadays, it is known as a Ponzi scheme. Ponzi schemes are games where 

individuals or companies pay out funds to some parties by borrowing funds from 

others. 

Ponzi schemes existed before 1920 and many have existed since then. 

Bhattacharya (1998) reports on one in France, in 1719. Very famous are the recent 

cases in Albania. In 1997, the Albanian economy suddenly collapsed after four years 

of rapid growth following decades of communist dictatorship and central planning. 

The main reason for the collapse was the unrevealing of a series of what was 

commonly referred to as 'pyramid schemes'. A large number of Albanians invested 

and lost their life savings in funds that went bankrupt. This led to a political and 

economic chaos that is still paralysing the country today. 

Pyramid schemes are a specific kind of Ponzi schemes. A classic pyramid 

operates on the assumption that some individuals (at the 'top') will earn money from 

the investments of others. As time progresses, more and more people are needed to 

support those in the upper levels. These pyramid schemes can be either legitimate or 

illegitimate. In a legitimate pyramid structure, the primary purpose is to sell a product 

(e.g., encyclopaedias, soaps or cosmetics). The returns to the upper levels of the 

pyramid are from both the sale of the product and the recruitment of new salespersons. 

The return is generated from both one's own commission on sales and the 

commissions on sales of those one recruits. In an illegitimate pyramid, the return is 

typically derived from investments by others and not from sale commissions. They 

offer investment returns, which sound better than what is offered in the marketplace. 

The investors are encouraged to reinvest the profits rather than take a payoff. 

The distinguishing feature of the pyramid type of Ponzi schemes is that old 

victims are paid back with funds received from new victims. As long as the pyramid 

continues to grow, the investors are not usually aware that their money has been 

For more information about Charles Ponzi, see the web site 'The Ponzi Scheme' by Mark C. Knutson 
(www.usintemet.com/users/mcknutson/pscheme.htm). 

http://www.usintemet.com/users/mcknutson/pscheme.htm
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misappropriated. Most of these schemes unravel when new 'investors' can no longer 

be found. Generally, illegal pyramid schemes' collapse of their own weight. The 

schemes often are not reported and, therefore, not prosecuted because individuals are 

embarrassed to admit that a con artist fleeced them. The illegitimate recruiter can be 

anyone: a friend, relative, neighbour, work peer, church member, academic economist, 

journal editor, or someone unknown. 

As mentioned, Ponzi schemes are more general than only the pyramid type. 

All share some of the characteristics of the pyramid schemes but also have some 

different dynamics.2 The kind of Ponzi scheme observed in Albania, is characterized 

by the promotion of what starts out to be, or appears to be, a real investment 

opportunity. Therefore, contrary to common understanding, the Albanian schemes 

were not pyramids but another kind of Ponzi scheme.3 From here onward, we will use 

the term 'Ponzi scheme' to refer to the non-pyramid type of scheme observed in 

Albania. The important thing that all Ponzi schemes have in common, however, is that 

to survive, they need to use invested funds to pay other investors. When there is 

insufficient money left (e.g., because investors start to withdraw), they collapse. 

The Ponzi schemes under consideration often involve the development of a 

valuable resource such as oil, gas, minerals or real estate. What is being promoted 

often actually exists. In this case, the promoter does own a mine, or some investment 

property. However, the promoter typically grossly overvalues its worth. In other cases, 

the asset or resource, which is the basis for the investment opportunity, is a figment of 

the promoter's imagination. In either scenario, the promoter convinces investors that 

the asset can be further developed with more capital, and the promoter will share the 

profits with the investors. 

In these Ponzi schemes, substantial dividends are paid out to the investors 

See Gerald P. Nehra's web site: mimstartup.com/articles/Ponzi.htm. 
There are several distinctions between the Albanian type of Ponzi schemes (like the one developed by Ponzi 

himself) and pyramid schemes. First, a pyramid scheme involves a person making an investment for the right to 
receive compensation for introducing new participants. There is a clear understanding that the success of the 
opportunity is dependent upon attracting additional participants. A Ponzi scheme participant believes that the 
investment is dependent upon the successful development of a productive asset such as a mine or real estate 
complex. Second, pyramids must fail because, by their nature, they depend upon endless exponential participation 
growth to succeed. Ponzi schemes eventually fail because the underlying asset upon which the investment was 
based either never existed, or was grossly overvalued. Contrary to pyramid schemes, Ponzi schemes can flourish 
even with passive investors. Finally, pyramid scheme participants 'go for gold' by attracting others to the scheme. 
Ponzi scheme participants 'go for gold' by increasing their investment and hopefully their share of the profits from 
the successful development of the productive asset. 

http://mimstartup.com/articles/Ponzi.htm
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early on. The representation is that these dividends are 'profits' coming from the 

successful development of the investment assets. What is actually happening is that 

the promoter is merely returning a portion of the investors' money to them. These 

early and substantial dividends induce early investors to increase their share of the 

operation, while additional investors are attracted to the scheme. The driving force for 

the scheme to survive is that the amount of money invested must always be higher 

than the amount of money needed to be paid out. The process of paying dividends 

continues and (sometimes) more investors come forward until the fraud is uncovered 

because investors want to withdraw more money than is available or the promoter 

disappears with the investment proceeds.4 

5.3 Ponzi Schemes in Albania 

In October 1997 Albania was facing its period of crisis for almost one year since the 

introduction of the market oriented economy in 1992. As earlier mentioned, Albania 

was generally hailed internationally as one of the most successful transition 

economies. From 1993-1995, GDP rose by close to 10% per annum and the budget 

deficit was falling to sustainable levels. The lek was stable, inflation fell to single 

digits in 1995, and foreign investment began to arrive in significant amounts, relative 

to the country's size and wealth. A debt reduction deal containing the forgiveness of 

the commercial foreign debt removed the foreign debt problem that the Albanian 

authorities were experiencing. 

However, during 1996 signs of disequilibria began to accumulate. The budget 

deficit widened, inflation rose to 17%, and the current account deficit grew as exports 

recovered only slowly to pre-transition levels while imports surged. The worst signs 

of the disequilibria were the high interest rates offered on deposits by foundations 

operating at Ponzi schemes. 

There were two types of companies offering high interest rates on deposits 

during 1996: (a) companies with productive activities such as supermarkets, hotels, 

Not a]] Ponzi schemes start out as frauds. Sometimes a promoter really believes the asset will prove profitable. 
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etc; and (b) 'foundations' operating solely at Ponzi schemes. The companies with 

productive economic activities had been established only four to five years before 

1997 when the country lacked a functioning banking system. During those years the 

majority of financial transactions were conducted through informal channels, which 

encouraged the use of money laundering schemes. The foundations, or pure Ponzi 

schemes, developed only during 1996. The companies with economic activities 

offered lower interest rates on deposits than the foundations. However, competition 

among companies in attracting deposits drove up the interest rates. As a consequence, 

the interest rates offered by productive companies reached 6-12% per month for a six 

month investment in 1996, while those offered by the foundations were as high as 50-

100% per month for three and six month investments. 

Owners of many small businesses ceased operations and, instead, inverted 

their capital in Ponzi schemes. The Ponzi schemes provided high rates of interest, 

competing with and paralysing the development of the banking system, and drowning 

and blocking the profits of the new business sector. "The lost funds were the funds 

that should have gone into creating small businesses or paid for stakes in companies 

being privatised. They should have been captured in savings accounts or gone into 

new housing".5 

The schemes expanded dramatically after the elections of May 26, 1996. 

Uncertainty about the election results had previously prevented many people from 

investing in these schemes. It was known that the current government and the political 

party in power, the Democratic Party (DP), supported the schemes prior to the 

elections. The DP supported the schemes in order to gain votes and also because some 

members of the party could make fortunes out of them. Meanwhile, in the name of 

regional stability, and anticommunist neo-liberal triumph, the European Union and the 

United States fully supported the Democratic Party and president Berisha, as the only 

democratic force in the country. They turned a blind eye to the distortion of the 

political and economic development in Albania. 

The inability of the foundations to make principal and interest payments on 

5 Financial Times Survey, January 30, 1997 
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time was first seen at the beginning of 1997. The heads of the various foundations 

claimed they had enough money deposited in the banks to pay off the investors, but 

the commercial banks (where these foundations had their capital) prevented them 

from withdrawing more than a fixed amount of money per day. At the beginning of 

January the amount of money that they were restricted to use per day was insufficient 

to meet the demand. A Central Bank official reportedly said: "If we had not put the 

limit of 30 million leks per day on withdrawals, these companies would not have 

lasted more than 30 days. The bank accounts of these companies were unable to meet 

the extraordinary debts they owe to their clients"6. 

The amount sunk into Ponzi schemes ($ 2 billion) was almost equal to the 

country's annual national product, four times the state's annual budget, and twice its 

entire bank deposits. It was six times the foreign currency reserves of the Albanian 

State7. 

5.3.1 Background information 

Unlike some other Eastern European countries such as Hungary, the Czech Republic, 

and Bulgaria, Albania never carried out reforms aimed at the liberalisation of the 

economic system during the 45 years before 1992. On the contrary, Albania's policy 

making aimed towards absurd centralisation. Hence, the transition to a market 

economy was drastic and difficult. 

The installation of the free market economy in Albania turned out to be 

distinguished by the absence of industrial production, flourishing trade and relatively 

expanded service network. During transition, social relations were characterised by 

thorough carelessness, stimulated by a tendency to liberalise working and family 

relations. The transition was also distinguished by a spirit of passiveness of common 

people living in urban areas cultivated by the absence of a clear perspective. What was 

noticed was an adventurous spirit and tendency to take risks for high profits, 

arbitrarily not recognising or respecting the rule of law (Shala 1997). 

6 Source: "Koha Jone", 7 Feb. 1997, Tirana, in Albania 
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The political powers were very polarised. Two main political parties were in 

opposition. The introduction of only two alternatives increased the chances of shifting 

between extremes. The harassment of the opposition and the revengeful spirit that 

dominated Albanian politics prevented the development of a liberal culture or a new 

liberal political class. Therefore, at the beginning of 1997, the financial crisis caused 

by the collapse of the Ponzi schemes was used, via media, as a tool against the 

political party in power by the main opposition political party. The financial crisis 

caused, therefore, the political crisis. 

The financial system in Albania had started on a very poor footing. There were 

a very limited number of financial institutions at the beginning of transition. In 1990, 

there were only three banks functioning in Albania, while in the other Eastern 

European countries, their number moved to double digits per country. 

Finally, an important fact to be mentioned is that after opening borders, south 

Albania was more exposed and linked to western countries than north Albania. This 

factor created the possibility for south Albania to have a greater amount of money in 

circulation, and in people's hands, and therefore to develop faster. However, it was 

also this part of Albania that was hit hardest by the financial crisis caused by the 

pyramid schemes. This explains the fact that the disruptive movement started from the 

south rather than from north Albania. 

5.3.2 The Existence of the Informal Financial Sector 

Despite the fact that the budget deficit was reduced from 45% of GDP in 1992 to 11% 

of GDP in 1995, the last figure is still high for naming an economy in transition as a 

healthy one. Rapid economic growth was the main feature from 1992-1995. However, 

the monetary policy of a credit ceiling, and the inability of banks to expand credit to 

the right investors, became a burden for financing the expansion of private growth. At 

first, different business activities could borrow from the three commercial banks -

Savings Banks, Commercial Banks and the Rural Bank. Then, due to a lack of 

experience and incompetence and weak supervision, in 1996 the banks found 

themselves with more than 30% of their loans not being paid in a timely fashion. 

7 Source: "Koha Jone", 8 Feb. 1997, Tirana, in Albania 
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Additionally, as a result of rising inflation in 1996, the annual interest rates on 

deposits increased to more than 40%, while the interest rates on loans grew to the 

level of 46%. These problems, along with diminished household savings, put the 

banks in a difficult situation, and thus lowered the amount of available credit to 

businesses. Although grants and inexpensive credit were available from German, 

Italian and American funds, they were still not enough to fulfil the borrowing needs of 

the business community. The only joint-venture bank, between the National 

Commercial Bank and Banka di Roma, dealt only with money transfers and payments. 

On the other hand, despite many requests and applications from different 

firms, no license was granted to establish an Albanian-owned private bank. The 

authorities stated that no one showed the financial capacity to sustain a private bank. 

In May 1996, the Tirana stock exchange was opened, but it was unable to attract 

capital for business growth. The stock exchange could not attract any funds from 

households' savings or excess capital from business. Its activity was reduced only to 

trading Treasury Bills, and the second level banks were its only clients. 

As earlier discussed, progress in the course of reformation of the financial 

system became too sluggish and could not adequately supply financial services to the 

private sector of the economy. These conditions precipitated the emergence of the 

informal financial sector. The growth of the private sector began to be financed by this 

sector, which contained decentralised inflow of income from abroad and which could 

not be controlled by the banking system. 

The informal sector had the quickest development in the two following 

economic activities: the informal money market activities and the informal market for 

credit. Their activity made possible the rapid provision of credits and the fulfilment of 

a considerable part of the country's foreign currency transactions. This was favoured, 

as mentioned earlier, by the fact that the formal financial institutions were 

underdeveloped. 

The informal credit market supplied the credit which went (through non-

banking channels) to meet high demands for credit by the new private sector. The 

privatisation process helped in creating and fast-developing this private sector. The 

restrictive monetary policy of the Albanian Bank, as well as the inherited deficiencies 
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of the commercial banks, caused the private sector to shift towards the informal credit 

market. During 1991-1995 the informal credit sector in Albania can be considered as 

one of the main sectors of the informal economy. Its activity passed through the stages 

of the economic development. This blooming activity was growing in time. The 

following table shows the large gap between the interest rates offered by the official 

and informal credit markets: 

Table 5.1 - Interest rates of formal deposits and credits and informal credits (in 

percentages) 

Year Quarterly 

deposit 

interest 

6 month 

deposit 

interest 

Annual 

deposit 

interest 

Short-term 

bank loan 

Medium-

term bank 

loan 

Long-term 

bank loan 

Informal 

credit 

1992 18 25 32 22 32 39 240 

1993 12 17 23 20 26 30 144 

1994 7 12 14.5 14 17 20 120 

1995 10 12 13.5 18 18 17 72 

The informal money market is the market where transactions in money 

exchange are occurring. The development of the private sector, the liberalisation of 

trade, and the illegal employment of a large number of Albanians in other European 

countries caused a rapid increase of transactions in monetary exchange. Hence, 

simultaneously with carrying out the monetary exchange transactions from the banks, 

the informal money market was created and continued to function. The massive 

amount of cash flow in the country generated by emigrants and the high number of 

transactions in some main currencies such as USD, DM, Lireta, Dhrahmi, etc., 

occured in this market. The high volume of transactions in the informal market also 

resulted from the other weakness of the banking system, which was the inefficiency of 

the banking system to operate and serve quickly this group of customers. Another 

source that helped this market expand even more was the type of privatisation system 

used for privatising medium and large enterprises. The privatisation model was 

constructed by the use of vouchers. The vouchers distributed to people were freely 

tradable. Quite a substantial number of voucher owners (the majority of them being 

8 Source: Albanian Centre for Economic Research 
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retirees) participated in the informal market by trading their vouchers for cash. 

Despite the positive influence the informal market had on the development of 

the private sector of the economy, the existence of the informal credit market was 

accompanied by difficulties in the design and implementation of macroeconomic 

policies. Not having the character of a financial institution, the informal market, with 

its spontaneous and uncontrolled competition, minimised the role of the formal 

market in 1996. 

The informal sector created and developed through the before mentioned 

sources was concentrated in the hands of a few private companies. This concentration 

was also helped through other factors such as the reduction of the profit rate of various 

firms due to the increase in competition, the increase of budget tax income and the 

setting up of the legal framework of the market economy. The concentration of this 

capital in the hands of a small number of operators was furthered by the advertisement 

that these companies had developed with their competitive interest rates and the safety 

they offered to their customers. This promise of safety was actually not legal or 

institutionalised. 

5.6 Conclusions 

Ponzi schemes are games where individuals or companies pay out funds to some 

parties by borrowing funds from others. To survive, they need to use invested funds to 

pay other investors. When there is insufficient money left (e.g., because investors start 

to withdraw), they collapse. The kind of Ponzi scheme observed in Albania, is 

characterised by the promotion of what starts out to be, or appears to be, a "real 

investment opportunity" but then it turns itself to a Ponzi scheme type. 

The Albanian macroeconomic situation was put on stability but the weak basis 

on which the financial sector was built, and the existence of the uncontrolled 

decentralised capital movements in the country created space for the creation of an 

informal financial market, manipulation and fraud. 

The informal sector had the quickest development in the two following 

economic activities: the informal money market activities and the informal market for 
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credit. Their activity made possible the rapid provision of credits for the private sector 

and the fulfilment of a considerable part of the country's foreign currency transactions. 

The fully polarised political system caused the social and political movements, which 

ended in catastrophe and chaos for the nation. While the Socialist Party leaders were 

fully aware of the coming catastrophe and were biding their time when they could 

blame the government for its incompetence in financial matters and use popular 

frustration to regain power, Berisha was consciously risking everything, including the 

national unity of the country. 




