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Summary of Conclusions 

We now summarise the main conclusions derived from this book. When comparing 

East with West, in chapter 2, we conclude that there are diminishing differences 

between macroeconomic fluctuations between advanced Central European economies 

and Western European economies as well as significant differences between pre-

transition and transition periods for the Central European economies. A direct 

implication of the empirical study is that, the increasingly similar macroeconomic 

regularities in the Central European transition economies and Western European 

developed economies provide a strong support for using western theoretical models 

such as the estimation of money demand for the Albanian case during the transition 

period.. However, significant differences between macroeconomic regularities in pre-

transition and transition periods for Central European countries as well as between 

Central European and Western European countries in the pre-transition period still 

show the existence of pre-transition distortions. The analysis is then reduced to 

Albania. 

Albania gained remarkable successes abating inflation, from high triple-digit 

rates in mid-1992 to single digit inflation by mid-1995, and achieving a positive 

economic growth exactly one year after the stabilisation reform began. This stands in 

sharp contrast to the experience of many transition economies, where the initial price 

liberalisation was followed by prolonged periods of high or moderate inflation and 

stagnation of the output. There are several factors that made this success possible: 

(a) An early, almost complete price liberalisation, which helped bringing out 

the monetary overhang inherited from the previous regime. 

(b) An early, complete privatisation of the agricultural sector, the retail and 

external trade, which encouraged competition and helped the price 

liberalisation to result in price competition rather than in an opportunity for 

state enterprises to exploit their previous monopoly power. 

(c) Official and private external transfers supported the financing of the fast 

recovery of the domestic production. 
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(d) Tight fiscal and monetary policies pursued by the government, which 

helped reducing and maintaining low levels of inflation. 

The main sectors which showed remarkable growth were agriculture, 

construction, and services. The growth however, experience consisted more of level 

changes than of productivity increases. The fragmented structure of farming and the 

very low level of productivity indicate that the growth rate could not be sustained in 

the long run. The issue was the one of achieving macroeconomic stability and quickly 

shifting factors of production to the most efficient uses. 

The stabilisation reforms did succeed in reducing inflation, but the low 

inflation coexisted with internal and external imbalances. Fiscal deficits and trade 

deficits were still high for the size of the economy. The application of the theoretical 

model developed by Van Wijnbergen and Anand (1988) for the Albanian case shows 

that the fiscal deficit in 1995 was too high to be covered by sustainable sources. The 

fast economic growth in 1993-1996, made the financing of a large part of the fiscal 

deficits possible by issuing debt without extensive reliance on the inflation tax and 

without rising the debt output ratio. A potential decline in the growth rate could 

weaken the existing macroeconomic situation. Through our experiment in chapter 4 

we showed that a 5% output growth, instead of the observed 8,6%) put Albania in a 

much worse situation, where the required deficit reduction reached quite high values 

for any given level of inflation. This means that the Albanian macroeconomic 

stabilisation process was successful, but vulnerable to a slackening in its growth rate. 

The fiscal situation was not the cause of the crisis which followed, although it did 

leave Albania vulnerable to adverse shocks. 

Albania's macroeconomic stability appeared to depend greatly on its capacity 

to attract external resources, which leave much room for uncertainty. Private transfers 

are the first source of uncertainty, since they depend on the settlement of emigrants 

abroad. Official transfers represent temporary financing and have the tendency to be 

reduced over time in the hope that in the long run the country itself will be able to 

sustain stability with its own resources. 

In the financial sector the accounting standards and the supervision systems 

were too far behind in their development to be able to follow the changes in the 
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already established modern regulations. Further, the reform of the financial sector was 

moving too slowly to cope with the rapid development of the economy. The 

institutional uncertainties became more important as the transition was ending, and 

Albania slowly approached more "normal times", and the development of the private 

sector became central. In other words, once a certain degree of macroeconomic 

stabilisation has been accomplished, the institutional environment becomes the more 

important determinant of growth in transition countries. The absence of a properly 

functioning banking system was one of the key institutional deficiencies that led 

Albania to the crisis. The overriding importance of rapid financial reform for the 

transition process was not understood at the outset. The reform sequencing did not 

give top priority to financial market reform and this has been the most important 

sequencing error. Stabilisation of the macroeconomy is necessary, but not sufficient 

for a successful systemic change. 

The existence of uncontrolled, decentralised, capital movements in the country 

created room for manipulation and fraud. Ponzi schemes, which appeared in Albania, 

are pure market speculation and they flourish in countries where the financial 

supervision is inefficient. They do exist in western markets, but there the government 

interferes and bans them when the size of the scheme becomes of some significance. 

In Albania the government representatives not only let the games run, but even 

supported them. This explains the tremendous amount of people involved in the 

schemes in Albania and the huge consequences after the collapse. The fully polarised 

political system caused the social and political movements, which ended in 

catastrophe and chaos for the nation. 

Ponzi games, as run in Albania and other Eastern European countries, can be 

seen as classical, non-rational Ponzi schemes, where the population growth was lower 

than the interest rates offered by theses schemes. If information is perfect, people 

cannot be misled about the true nature of the scheme and thus will not invest. 

Backward induction reasoning ensures zero Ponzi participation in an environment of 

well-informed, rational individuals. Albanian reality can best be approached by 

assuming a population where all agents have rational expectations, but only some 

agents are informed about a relevant piece of information. The assumption of the 
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existence of two types of agents, "informed" and "uniformed", i.e. the asymmetric 

information, is the force that ensures the start of the game, while the search model, by 

providing noisy information, is the driving force behind the development of the 

scheme. 

We develop two models which give two different predictions. The differences 

between the two models are the assumptions made about the type of uninformed 

individuals. In the first model the uninformed investors follow the movements of 

informed ones, while in the second model the uninformed investors are treated as 

rational. 

In case of one investor the strategy chosen by the informed investor in the first 

model, knowing that the uninformed will just follow his move, is that, he will get out 

one period before there is enough money in the scheme for him to get the principal 

out. When there are two informed investors the NASH equilibrium will be that one 

leaves two periods before the time of collapse and the other stays one period longer 

and shares the profit with his partner. 

In the second model there is a strategic interaction between the informed and 

the uninformed. The prediction derived from it is that the uninformed investors will 

choose their strategy at the beginning of the game and will stick to this strategy 

regardless of the strategy followed by the informed investors. 

When studying these Ponzi schemes in laboratory settings we find that the 

uninformed investors (common people) follow the movements of the informed 

investors (influential people who support these schemes) and therefore the informed 

can take advantage of them. The uninformed fail to rationally consider that it is in the 

interest of the informed to mislead them. The fact that the uninformed can be misled 

in this way is often considered as a major reason for the occurrence of these schemes. 

The behaviour of, especially uninformed, investors is affected by the interest rate and 

the number of informed. The latter provides a dilemma to the informed people who 

want to start such a scheme. On the one hand, they would like to restrict the 

information to a 'happy few'. On the other hand, the analysis of the experimental data 

shows that an increase in their number will make the uninformed more susceptible to 

their behavior and therefore will increase the potential for making money out of the 
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uninformed. The prediction of the second model is supported by the results from one 

out of the sixteen sessions. 

In conclusion, eliminating corruption and laying strong foundations on the 

transformation reforms are the main factors that would bring stability to Albania and 

make the transition economical reforms a success. The lack of a well-organised 

institutional sector, the weak and uncontrolled financial sector, the lack of financial 

supervision control, the political instability and the government corruption rather than 

the the common people led the country to chaos. The international institutions such as 

IMF or the World Bank should first make sure that the given government is serious 

before they support it. 

In 1997 the structural reforms made no progress with, as governmental and 

parliamentary activity came to a standstill during the collapse of the Ponzi schemes 

and the ensuring social unrest. But, in its early stage of reform, the Albanian economy 

showed a strong capability to reflect fast and give positive responses and results on the 

economic reforms. Therefore, only if a resolution of the political stability and social 

unrest is achieved and a careful set of economic reform packages, similar to the one 

which already existed but with putting more emphasis on the financial reform is 

established, can the Albanian economy continue to show progress and join in line with 

the advanced transition economies. 




