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1. Introduction

Starting in the 1990s and continuing in the firstade of the Zicentury, the processes of
democratization and of financial liberalization kaboth accelerated at the world level.
Furthermore, in 2010-2011 a wave of democratizatias spread throughout Northern Africa
and the Middle East, with uncertain outcomes. dgitliof the global financial and economic
crisis that started in 2007, one pressing issuavhether the crisis could determine a
slowdown or even a reversal in the process of Girmdiberalization around the world, and
especially in emerging economies. Previous liteeahas indeed found a significant adverse
impact on financial reform coming from recessiomsl danking crises (Abiad and Mody,
2005) and financial reform experienced a “greatersal” in the aftermath of the great
depression of the 1930s. Nevertheless, an opiompstture arises from recent empirical
literature andde jure reform indicators constructed by the IMF. For agéa sample of
countries,de jurefinancial reform has progressed continuously, widgligible episodes of
backtrack and reversal (Abiad et al., 2008). Furtitoge, democracy is found to positively
and monotonically affect economic reform, includingancial reform (Giuliano et al., 2010)
and thus the continuous progress in democratizamoss the world would suggest little
room for policy reversals. However, in this papersuggest a more nuanced picture.

The political dimension of financial reform has beemphasized in the literature.
Rajan and Zingales (2003) argue that incumbentsfimay block, or even reverse, financial
reform as financial development improves the comag for entry of new firms and thus
increases competition, challenging rents of theunmgents. Incumbents can in turn form
blocking elites and pressure governments to retanctverse financial reform. Full-fledged
democracy might be an antidote to the power of kifag elites, as under full democracy
governments are accountable to the populationvalscde. Less clear is what happens away

from full-fledged democracy. Is the power of blagkielites monotonically increasing, or



there could be a non-monotonic relationship betwdegree of democracy and power of
economic elites? Is it conceivable that the powleeanomic elites reaches its peak in
intermediate regimes, regimes of “partial democtaicywhich economic elites “capture” the
government? By contrast, in autocracies, politieites may have greater power than
economic elites and thus may implement financi@drras if these increase their chances to
maintain (or increase) their political power. Fingh reforms, by benefiting a large share of
the population, may be considered as public goaus thus provide consensus for the
political elites. Moreover, as political elites aahappropriating resources from the economy,
they may have an interest in efficiency-enhancefgrms, which will increase the resources
in the economy. These arguments play a role ina@xiplg the experience of autocracies
capable of implementing efficiency-enhancing refermas in the case of China. Political
science and political economy have approached tbgperiences of efficient autocracies
within the theory of “selectorate” (Epstein and Budorff, 2004, Besley and Kudamatsu,
2007).

Therefore, away from full democracy, democratizatioay in fact slow down or even
reverse economic reforms. We find strong eviderice mon-monotonic relationship between
democracy and financial reform, which suggests thatlowest level of financial reform
tends to occur in intermediate regimes of “partlamocracy”. The non-monotonicity also
implies that during the democratization processthes system travels from autocracy to
partial democracy, financial reform is likely to mough reversals (Figure 1.) The focus of
this paper is on this non-monotonic relationship.

When this non-monotonicity holds, the effects dlitpal regime changes on financial
reforms depend crucially on initial conditions. Yetoss-country analyses involving countries
with highly heterogeneous starting points may gateemisleading results. To tackle the

identification problem and related endogeneity aonhitted variables concerns we



complement the analysis on the full sample of coesitwith an analysis of a specific set of
countries, the transition countries of Eastern par@and former Soviet Union. These
countries provide a unique natural experiment snaThe variation in the level and type of
political competition across these countries ingtating point of the sample, early 1989, is
minimal and the same can be said of financial &bzation. Following such similar initial
conditions, the sample displays significant vaoiatin both political and financial variables
over 1989-2005 as the countries in the sample vigltb radically different economic and
political trajectories (Campos and Coricelli, 2002) addition, we subject our main
conclusions to a number of different estimatore¢djcally, GMM and IV) in an attempt to
minimize concerns about potential endogeneityhla light, it is worth noting that it is not
our intention to give a strong causal interpretatio the main conclusions. Instead we argue,
in line with previous researchfor the existence of important feedback effectsbisth
directions but with the qualification, which is re\and unexplored in previous research, that
this is largely because their relationship may &ite described as U-shaped.

The main contributions of this paper are as follofisstly, the paper brings to light
evidence for an “unconditional” non-monotonic asaten between economic and political
reforms. This obtains using different measuredeftivo reforms, over time, across countries
and in a panel setting. Secondly, it presents @oetric evidence incorporating this U-
shaped relationship into models of financial refothmat have focused on economic
determinants (Abiad and Mody 2005). This strengshdre U-shaped relation (it provides
“conditional” support to this finding) and it impres the fit of previous models as the
estimates of the other variables turn out to baiogntly more precise (once the non-

monotonicity is accounted for). Thirdly, and finglthis is the first papers to our knowledge

! For example, Giavazzi and Tabellini argue thdte‘iming of events indicates that causality isenor
likely to run from political to economic liberalizans, rather than vice versa: many economic
liberalizations are preceded by political liberatipns, while the converse is observed less
frequently—although we cannot rule out feedbackaff in both directions” (2005, p.1299).



to propose and to estimate an econometric modekpexifiesde jurefinancial liberalization
as an input tale factofinancial liberalization. Political regimes sthlave a non-monotonic
effect onde factofinancial reform even after controlling for thelemf de jure measures.
This suggests that the political regime plays ad&mental role in the implementation and
enforcement of legislation rather than solely amltdyislation itself’

Although our focus is on financial reforms, we po®/evidence of the presence of a
U-shaped relationship for other economic refornasnely for trade liberalization. Although
it is beyond the scope of this paper to analyzenele set of possible economic reforms, our
approach suggests that the relationship betweemaeay and economic reforms crucially
depends on the type of economic reforms considdtadh economic reform has different
characteristics in terms of the cost and beneditsdffferent groups of society and economic
elites? Our focus has been on reforms that have somerésati public good, as they benefit
large parts of the population, as in the case effitancial sector, which offers services to
both enterprises and households. Similarly, tragferms may have these features. By
contrast, labour market reform and privatizatiomoag others, involve more narrowly
defined and conflicting interests. For these reasae focus on specific reforms, such as
financial reforms, while providing evidence as whll trade reform. An analysis of the
relationship between democracy and other type®foims is an important topic for future
research.

In terms of policy implications, our results higifit a U-shaped relationship, which

% Yakovlev and Zhuravskaya (2011) analyze the gawédmnde jureandde factoliberalization for
Russian regions and link such gap to different goaece institutions across Russian provinces.

® Although in this paper we stress tlde jure vs. de facto differences in terms of financial
liberalization, we also note that recent studiastrestde factoto de jurepolitical reform (Acemoglu
and Robinson, 2006). Our empirical analysis distisiges between these two aspects but find that the
differences are not strong enough to affect ourltgs

* caselli and Gennaioli (2008) analyze the differpalitical feasibility of deregulation and legal
reform, which improves contract enforcement. Incantb oppose deregulation but can favour legal
reform. This implies that to buy support for derdagjon, governments could implement first legal
reforms.



implies that democratization does not necessaeidyl Ito economic reform, and indeed that
partial or incomplete democratization may leadeadtto economic reform reversals. Another
important policy implication regards the importareég¢he implementation phase: there seems
to be a longer space than previously thought betwlegure andde factoliberalization and
one reason the pressure tools currently favourddtbynational organizations do not seem as
effective is because they ignore the political eyst e.g., trying to implement structural
reforms in partial democracies.

The paper is organized as follows. In section &,data set and different measures of
political and financial liberalizations are presahtin order to assist in the search for the
stylized facts. The main fact that emerges frons tisi the non-monotonic relationship
between political and financial reforms. Sectiodig&usses analytical issues and throws light
on the conditions under which a country falls iatdreversals trap,” that is, a situation in
which not only political and economic liberalizatiaco-exist, but reinforce each other.
Section 4 discusses the econometric evidence éotUtshaped relation between political and
financial reforms and argues that this relationstafols across countries, over time, in a panel
setting as well as within a model of financial mefiodynamics in whiclde jurereform is an

input forde factoreform. Section 5 concludes.

2. Political and Financial Reforms: Stylized Facts

This section presents the data put together totifgiethe stylized facts of the relationship
between financial and political reforms. We condtrobjective and replicable indicators of
financial liberalization as well as of politicalfoem for a yearly panel of 26 countries from
1989 to 2005, using as wide an array of indicaasrpossible so as to reflect the multi-faceted
nature of these two processes.

We first discuss the indicators used to capturevdr@ous dimensions of financial



reforms (see Levine, 2005). In particular, we tryatcount for both the size of the financial
sector and its efficiency (the latter is the faxamlimeasure while the former is the measure
that has been used more widely.) We thus constrditators for each of these dimensions.

The indicator of financial sector depth is basedtloree components: the ratio of
liquid liabilities to GDP,the ratio of credit to the private sector to GIRd the ratio of
commercial and Central bank assets to GPorder to combine these variables into a single
indicator, we normalize them by equating the maxm(for all countries and years) of each
component to one. We calculate the distance froth eauntry-year data point to the global
maximum (normalized to one) by (a) subtracting eaohntry-year data point from the
overall minimum (by overall we mean for all couatriand all years), (b) calculating the
range for each series (that is, maximum minus miniy) and (c) dividing the results from (a)
by those from (b). Notice that this normalizatian used for the political and economic
(financial) reforms measures. In our view, thisugperior to alternatives that use a subjective
yardstick becausénter alia, there are a few countries in the last years efstimple (the new
European Union members) that completed economic poittical reforms and that are
considered full-fledged market economies and lib#eanocracies.

The index of financial sector efficiency is basedtwo variables, obtained from the
BankScope database. The first is the ratio of tweklboverhead costs to total assets. The
second is the net interest margin which is the bagikinterest revenue as a share of its
interest-bearing assets. Because in the two cksgsy values indicate less competition and
“less reform,” for consistency in step (a) of thermalization described above we subtract
each country-year data point from the overall maximWVe argue that the index of financial
efficiency is preferable to the index that captuhesdepth of the financial sector.

Let us turn to the measures of political liberatian. The aim was again to put

®Data are from the electronic version of the IMB&inational Financial Statistics.



forward various measures capturing different agpetpolitical reform. The first measure is
political rights from The Freedom House. This vhaléais coded in a 1 to 7 scale (with 1
indicating highest level of political rights andh® lowest level of political rights) and covers
three main areas: the electoral process, polif@ticipation, and the functioning of the
government. The Freedom House civil liberties measises the same scale and reflects
freedom of expression and association, organizaitioghts, rule of law and individual rights.
Notice that in the cases of political rights andilcliberties, higher values of the index
indicate less rights and liberties. We collectedther, finer, democracy variable from the
Nations in Transit report also published by Freedblouse. The Nations in Transit
democracy variable is coded in a scale of 1 toith(vhighest and 7 lowest) and reflects four
dimensions the electoral process, civil society, independeatlia and governance. Finally,
we also use a measuredsf jurepresidential powers, the Presidential Power Irfdex.

We generate a composite index of political refouming the same normalization
applied to the financial reform measures, and cambiFreedom House’s Civil Liberties and
Political Rights, Nations in Transit Democracy ahd Presidential Power Index. In similar
fashion, we conduct the analysis using both thexrahd its individual components.

Figure 2 shows evidence of the presence of a Uesheglationship across countries
between political and financial reformsrigure 2 displays the “between” panel estimates
focusing on the simple, bivariate, relationshipwesn political and financial liberalization.

They are obtained by regressing the various mesfrgolitical reform on the preferred

® The index is based on whether 29 powers arelis$tat by the constitution and coded as follows: 1
— if the president holds exclusively a given pow@§ — if the president is sharing a power with
another body; and 0 — if the president does nadl lleeé power under question. The data are from
Careja et al. (2006).

" Annual series data on financial reform is avadalolr all transition economies, except for Taji&ist
and Turkmenistan. Guergen et al. (1999) note tlwh lwountries have announced widespread
financial reform packages in 1997-1998. Politicaform, on the other hand, is still extremely
restricted in Tajikistan until today and was sd’irkmenistan until the death of President Niyazov i
late 2006. We predict the values of the finanafbmm indexes for these two countries using data on
other reforms, such as price liberalization, tradorm and unemployment rates (to reflect one
important aspect of labour market reforms).



measure of financial reform (the one reflectingogfhcy, not depth or size of the financial
sector). More specifically, Figures 2 plots thediceed and actual values from a regression of
the country average political rights on linear anpdhdratic terms of the index of financial
efficiency. The fit of the quadratic specificatiam better than that of the linear for every
measure of political reform. As it can be seeniguFe 2, the relationship between financial
reform and political reform is clearly U-shapedtwd turning point (in this case a minimum)
approximately at the value of 5. This is a valuetltd index that corresponds to partial
democracy, and has Russia, Georgia and the Kyrgpzlitic as examples of countries whose
political regime can be well characterized by triscepf

The figure also shows each country in the econ@ndt political reform space. It is
important to keep in mind that the figure has agesaover the whole period for which data is
available (it generally starts in 1989 for Centialropean and in 1991 for former Soviet
Union countries.) It can be seen that countrieh sas the Czech and Slovak Republics and
Hungary have high levels of financial and politicaform, while at the other extreme for
countries such as Uzbekistan, Azerbaijan and Aranéhishows high average levels of
financial reform but little in terms of politicaibleralization. In between, there are countries
that have made limited progress on each of thergfmrms, with some having made more
inroads in political than in economic reforms (gelgomania and Georgia) and others that
made relatively more progress in terms of econdiman in terms of political reforms (e.g.,
Albania and Russia).

Figure 3 focus on reform reversals. For compétapthe two reform indices are
normalized to 0-1 and re-scaled so that higheresheflect more reform. We define reform
as the changes in levels of the two indicatorstfilifferences), measured on a year-to-year

basis. We associate a reversal to the case whermline of this change is negative. Using this

® Notice that this obtains for the whole range dftjpal reform measures, that is, for the casesiwif
liberties, political rights, two democracy indexand press freedom.



definition, based on the 337 country-year celtswbich data on the two reforms is available,
we identify political reform reversals in 48% okthases, we detect financial reform reversals
in 35% of the cells, and joint political and fingcreform (“twin”) reversals in 17% of all
possible cases. As it can be seen in Figure 3ysalgein political or in financial reforms are
detected in every single country in the sample. édwer, in only 4 countries we do not
observe joint reversals (namely, Estonia, Kyrgypudic, Moldova and Romania.)

Regarding the size of reform reversals and keepingind that both reform indices
are on a 0 to 1 scale, the magnitude of the averhgege is 0.008 (for political reform) and
0.02 (for financial reform) with respective stardiaeviations of 0.09 and 0.07. In terms of
ranges, the largest advance in a single year anéilal reform (0.56) was for Croatia towards
the end of the war in 1994 and in terms of politredorm, the largest increase (0.77) was for
Czechoslovakia in 1990. We find the largest revdrsa single year in terms of financial
reform was for Russia in 1995 (-0.34) while in terof political reform it is observed for
Tajikistan in 1992 (-0.33). These suggest that n&ale are more common than previously
thought and that they tend to be rather severeeiRals are at the root of the non-monotonic
relationship among structural reforms. Box 1 démsihow the experience of Russia provides
support for our hypothesis on the U-shaped relatign between democracy and financial

reform.



Box 1: Russia and the U-shaped relationship betweatemocracy and financial reforms

The evolution of democracy and financial refornRinssia provides an interesting example of
the U-shaped relationship between democracy arahdial reform that we emphasize in the
paper (Figure | below).

The Russian transformation which occurred during #990s was an attempt [to
rapidly introduce a private economy and establisttemocratic system breaking with the
legacy of the communist period. President Yeltsaswn office from 1991 to 1999. He was
liberal both on economic and political issues awtlofved a policy of dialogue and

cooperation with Western advanced countries. Sumimnaicators of political and economjc
reform confirm such ambitious transformation. Hoeevdespite Yeltsin’s ideas and
approach,de factg the equilibrium achieved was far from ideal deracg and market
economy. Privatization of the large natural resewector put in the hands of a small group
of people, the so-called oligarchs, a large partRoksian wealth. This economic eljte
controlled de factothe political sphere, through what has been ddfiag “state capture”
(Hellman, 1998). Economic reform and actual dewelept in main economic areds,
including financial sector development, stallede&vhough in 1999 Putin was selected as
prime minister, and acting president, by Yeltsim&elf with the objective of political
continuity, he represented a significant break umsd$tan politics. Elected President of the
Russian Federation in 2000, Putin introduced twann@hanges, both relevant for our
analysis: first, he established the authority awdvgr of the political executive over the
oligarchs (i.e., economic elites); second, he edimgd the political power away from the
regions and from the state bureaucracy. These elamgtermined a switch of power away
from economic elites to the state, or the politiedle associated with Putin. According |to
measures of political freedom, there was a shift tnore authoritarian system, reflected|by
several political measures and by our indicatqraditical reform.
In spite of the setback in political freedom, ficah reform sharply accelerated.
According to EBRD economists (Berglof and Lehmad09®), financial reform progressed
quickly during the 2000s and became a fundamewiaice of economic growth in Russja.
EBRD indicators suggest that during the 2000s firelrsector reform showed the sharpest
progress among all different reform areas. During period of acceleration of financial
reform, other reforms, such as privatization anchgetition policies stalled or even reversed,

as in the case of large scale privatization (Fidhre
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Figure I. Russia: Democracy (vertical axis) amduficial reform
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3. Explaining the U-shape
The non-monotonic relationship between degree ofadeacy and economic reforms implies

that in intermediate regimes, regimes of so-cgtladial democracy, obstacles to reforms are
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at their peak. Analytically, two approaches candaatified in the literature. One relies on the
blocking power of economic elites, which perceiattreforms would reduce their rents. The
other focuses on the role of “political rents”, winiare associated with maintaining political
power. Although in the real world the distinctibetween economic and political rents is
likely to be blurred, differentiating economic apalitical elites is crucial for our analysis.

Within the “economic rents” approach, potentialeiestry to defend their economic
rents and lobby the governments to impede refoldepending on the monopoly rents
threatened by reforms, there are different potemtiecking interest groups. Parente and
Prescott (2002) have formalized such idea, prelyoagvanced by various authors (Kuznets,
1968, Mokyr, 2000). The blocking power of interegtoups operates as well under
democracy. In fact, such blocking power could ke gtrongest in democracy and autocracy
could thus be a mechanism to reduce the powertefest groups and allow reforms to go
through. Preszworski (1991) has used this appraadescribe the reform process in Central
and Eastern Europe.

Analyzing the transition process in Central andt&asEurope, Hellman (1998) has
advanced a different view, arguing that the netners of transition, rather than the losers,
blocked completion of reforms. “These net winndid not oppose the initiation of the
reform process, nor have they sought a full-scalensal of reform. Instead, they have
frequently attempted to block specific advancestha reform process that threaten to
eliminate the special advantages and market dstsrtupon which their own early reform
gains were based. Instead of forming a constituencgupport of advancing reforms, the
short-term winners have often sought to stall t@nemy in a partial reform equilibrium that
generates concentrated rents for themselves, winilesing high costs on the rest of society.”

(p. 204).
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This view goes under the heading of “state captumadi suggests a dynamic
relationship between political and economic refotimat could give rise to an intermediate
equilibrium trap of partial reforms. From the pigigtl perspective, if one defines a situation in
which the state is captured as one of partial deawy¢ this approach is consistent with a U-
shaped relationship between democracy and specidicomic reforms.

Although Hellman’s approach may offer an interptietaof the U-shaped relationship
between democracy and economic reforms, an expanétased solely on the role of
economic rents is likely to be incomplete. As ajbg Acemoglu and Robinson (2006b), the
relationship between political regime and econoraform is best understood by considering
the role of political rents, rather than econoneicts’

Acemoglu and Robinson (2006b) model the non-monotoelationship between
political competition and economic reform (innowatj and find that “The impact of political
competition on blocking is non-monotonic. Both editthat are subject to competition and
those that are highly entrenched are likely to adhaw technologies” (2006b, p. 116.) The
mechanism underlying the non-monotonicity restshanpolitical “replacement effect”. With
high political competition governments tend to imate to avoid to be replaced. With low
competition but high entrenchment incumbents inte\@cause there is very little risk of
being replaced. Blocking of reforms takes placantermediate regimes, whereby there is
some competition and some entrenchment. To relaEmAglu and Robinson view to our
approach, note that systems with high degree ofigallcompetition can be defined as fully
democratic, whereas entrenchment tends to be higlautocracy. The novelty of the
Acemoglu and Robinson approach is that innovat®rblocked not because it implies

destruction of economic rents, but because it ira®the destruction of political power.

° We present a simple formalization of these idadheé Appendix.
19 An analogous result is obtained by Bueno de Méaguid Smith (2004) in their study of the effects
of different degrees of concentration of propenrycorporate behavior.
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In the political science literature, Epstein et(@006) emphasize the central role of
partial democracies in the dynamics of politicajimees. Such intermediate regimes can be
associated to what Gates et al. (2006) defined imastitutionally inconsistent political
systems”. These systems differ both from full-fledgor “ideal”, democracies and strong, or
“ideal”, autocracies. Such intermediate systems draracterized by the struggle among
different elites for the control of political powewith the objective of maximizing elites’
short term benefits. These systems are unstablelamgrun objectives of maintaining
political power do not play a key role. Economiayeo is sufficiently concentrated to induce
elites to try to grab power and control governmastin the state capture literature. However,
the concentration of power is limited and theraaspolitical authority and/or consensus that
can provide stability for such regime.

In summary, although the distinction between thitipal and economic rents is not
very strong in practice, the political approach bagizes the presence of a political elite
capable of appropriating political rents. This idistion is crucial for our view, as it may
happen that there is less power for economic eiitesitocracy than in partial democracy, a
situation in which economic elites can capturestate.

A non-monotonic relationship between economic aolitigal liberalization requires
the presence of at least three political regimidee introduction of a regime of partial
democracy, an intermediate regime between auto@adyull-fledged democracy, is the key
element of the non-monotonicity.Only in a full-fledged democracy, the majority tife
population determines the decisions of the govermim&way from full-fledged democracy,
economic elites exert a dominant power. Traditignautocracy has been defined as the

regime in which the elites have the absolute malitipower. However, non-democratic

1 We exclude cases of military dictatorship andeegion, and focus on regimes based on universal
voting rights and elected governments. This assiomiinplies that all regimes can be considered de
jure democracies, defined as systems based onrsaiweting rights.

14



regimes may be highly heterogeneous. Heterogengdty characterize both the distinction
between political and economic elites and the misitbn between different economic elites.
This heterogeneity allows the presence of multime-democratic political equilibria. Until
recently, elite heterogeneity has received littergion in the political economy literature.
One reason might be the difficulty in reaching gaheconclusions in models with
heterogeneous elite. Indeed, in such a case @ba@monomy equilibria depend on the
specific nature of heterogeneity and on the spediimensions of the political contest and
economic reform areas.

A possible equilibrium under autocracy is one inichsome elites form a coalition
with the population in order to support a strondoaratic government that opposes the
interests of other elites. We explore the poss$ybilif emergence of a coalition between
reform-oriented elites and the population to suppastrong government capable to resist the
pressures for blocking reforms by other elifeSuch coalition may support an autocratic
government, in which an independent political efié¢éains power. By contrast, we define
partial democracy as a regime in which the govemrisefully captured by economic elites.
The objectives and constraints of the governmenthé two non-democratic regimes are
sharply different. A strong autocratic governmeeedas support in order to maintain its
power. This support comes both from some elitesfiaamd the population. The preferences of
the supporting elites and the population have tadi@n into account by the autocratic
government. By contrast, in partial democracy, #gwmnomic elites fully control the
government. Therefore, the preferences of the damielites are the only ones that are taken
into account in the decision making. This is thasmn why this regime has been defined as

“captured democracy” (Acemoglu and Robinson 2068).

12 Elite heterogeneity plays an important role als@\cemoglu (2008), who analyzes the emergence
of coalitions between the poor population and thekivard (low-skilled) elites.

3 The following quote from Epstein et al. (2006)eefively summarizes the relevance of partial
democracy: “We also learn that the frontier of tivie of inquiry has shifted away from the study of

15



The definitions of the three political regimes egkevant to define the nature of policy
reversals (Figure 1.) We can indeed define a tlotdslevel for an intermediate regime. To
the right- hand-side of this threshold, there region in which economic elites interfere with
the political system and fully control the politigarocess:* Moving left and crossing the
threshold, there is a region in which the State megain power against the economic elites
by strengthening the position of the political it In this region, the political system relies
on a coalition between some elites and the popmafiherefore, depending on the relative
position with respect to the threshold, a lowerelesf democracy may reflect two different
configurations of power of economic elites. Thighe hypothesis that we try to empirically
verify in this paper.

In summary, the non-monotonicity between politicedime and economic reforms
arises because the power of interest groups mayvdskened either in a full-fledged
democracy or in a more autocratic regime. To mairtteir power, autocratic governments
may favour efficiency-enhancing reforms becausesehwill increase consensus in the
population and, at the same time, the resourcdspbsal of the political regime to buy such
consensus. Such efficiency-enhancing reforms magufaas well certain economic elites,
which participate in a coalition with the populatito support the autocratic government.
Lacking support by some economic elites, the aata@cgovernment will be overthrown by
opposing elites. Heterogeneity of elites is a dgiishing feature of our analysis and helps to
explain why autocratic governments tend to implemimdamental economic reforms

concentrated in specific areas, rather than rangimy a broad spectrum as in democracy.

autocracies and democracies and toward the studyaxial democracies. As we show here, the
behavior of these systems largely determines e, leate, and properties of democratization. While
thus influential, partial democracies, being highgterogeneous, are poorly understood. The study of
democratization, we therefore conclude, shouldegpthem at its focus” (p. 552).
' This is the region that Rajan and Zingales (20@8) studied in connection with the role of interes
groups in opposing financial development.

Our approach has also some similarities with Rg2009), although our characterization of
different political regimes is different.
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The financial sector is one of the areas in whiatberatic governments have carried out
significant reforms.

Although it is likely that there is a positiveroglation between different economic
reforms, such correlation is far from perfect. bctf in autocracy, and even more in the
intermediate region of partial democracy, there rhayless convergence between different
areas of reform&> Economic elites may block reforms in specific areshereas reforms can
proceed in areas where there are not strong vitests-’ The functioning of the financial
sectors may affect asymmetrically different elifEse presence of heterogeneous elites seems
to be a useful assumption to understand the palliéiconomy of financial sector reform.

We see the link between the financial sector arldiga reforms working through
two distinct channels. One can be thought as tifiende of rent-seeking through barriers to
financial development (in line with Rajan and Zilega 2003). One elite benefit directly from
blocking financial sector development. The othearoiel has to do with government
revenues, as financial repression can be an imptosiay for the state to raise reverifie.

While one elite benefit from financial repressitme other elite and the population are
negatively affected. The elites controlling finaalcinstitutions have a direct interest in
expanding their activities. Similarly, large mareitaing firms may need significant external
finance and thus a developed financial sector.Ilinahen the banking system is controlled
by the State, political elites can use the bankiector as a powerful economic lever in their
own interest.

From the above, it is apparent that we expechtirzd sector development to be faster

® For instance in Russia, during the shift towardsremauthoritarian government under Putin,
financial sector reform improved markedly, while ngeetition policy stalled and large scale
privatization reversed as a result of major reemalizations. Braga de Macedo and Olivera Martins
(2008) analyze the complementarity of reforms.

" This phenomenon may be reinforced by externalspres arising from increased international
integration of the economy. With economic integnatthere is less scope for barriers to reform and
thus protection of monopoly rents tend to be cotreggd in a smaller set of sectors.

'8 High reserve requirements or ceilings on depasiés increase bank margins and thus taxable
income from banks.
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(ceteris paribu¥in dictatorships than in partial democracies.rBatitocratic and democratic

governments tend to foster financial developmergvdrsals in financial liberalization,

however, are more likely in the transition from antocratic regime towards a more
democratic regime. Full-fledged democracy seemietdhe best antidote against reversals.
However, power groups may gain strength even incdeacy and push for reversals of
financial sector reform, in order to create bagi¢éo entry and protect their monopoly
positions as incumbents (Rajan and Zingales, 20B@)thermore, the nature of financial

sector reform in dictatorships is likely to be diftnt from the one in democracies. Rather
than financial reform geared towards increasing etition in the system, dictatorship may
aim instead at financial sector reforms that inseethe power and the revenue of political

elites in the economy’.

4. Econometric Evidence on the Relationship betwedpolitical and Financial Reforms

This section presents and discusses economettiltsréisat help to shore up and evaluate the
existence of a non-linear relationship between tigali and economic (financial)
liberalization. The discussion is organized in ¢hreain parts: (1) fixed-effects estimates
focusing on the cross-country, over time relatigmsbetween the two reforms, (2) a
structural model of the determinants of financibétalization (Abiad and Mody, 2005), and
(3) instrumental variables panel estimates accogrfor the relationship betweele jureand

de factodimensions of financial liberalization.

4.1 Fixed-Effects Estimates

Table 1 presents fixed-effects panel estimatesttier relationship between political and

% An interesting area for future research is thelysim of the different nature of financial sector
development in connection with democracy, econaopigortunity and more open societies. Recent
work in the finance literature (Demirguc-Kunt andvine, 2007) has emphasized the importance of
the formal financial system in affecting the degteavhich economic opportunities are defined by
talent rather than by parental wealth and sociaheotions.
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financial reforms. The first column shows the res@ibr the measure of financial depth and
the second has the results for the index of firarefficiency, while the right-hand side has
just the composite political liberalization indeké latter covering four different components
as described in Section 2 above.) As it can be,gbere is strong evidence for a U-shaped
relationship between financial and political libderations with the turning points being
reached at the area we call partial democracy. diilate the minimum values for financial
depth and for financial efficiency occur when thaitcal reform indexes are at 0.31 and
0.37, respectively (recall the political reform éxdis normalized to a 0 to 1 scale, with 1
indicating high levels of political liberalizationlt is worth illustrating these results by noting
that the value of the political reform index in B9%or instance, is .39 in Russia and .36 in the
Kyrgyz Republic. One may think these values areesgat “too low” but this may largely be
due to the possibility of omitted variables. Inde#te results presented in the rest of this
section confirm this suspicion and help place threihg points closer to the .5 value, which
may provide a better characterization of a situatibpartial democracy.

It should also be mentioned that these simplerlteesibtain irrespective of which
financial reform index we may concentrate on, peztive of which individual component of
any of the two financial reform indexes, and iredjve of which components of the political
reform index we us& These econometric results are equally strongifdk liberties and for
the Nations in Transit'slemocracy indexas they are fopress freedomFor these three
aspects of political liberalization, a strong U-4séd relationship emerges whether we focus
on any of the aggregate financial reform indexesoar any of their five individual
components. The results for th@esidential power indexand for political rights are
somewhat not as strong. For the presidential pomdex, the U-shape relationship obtains

only for the case of the Index 2 of financial refgithe one capturing efficiency. For political

%2 These are not shown for the sake of space, banaitable from the authors upon request.
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rights, the U-shaped relationship actually obtaims the two aggregate financial reform
indexes, but it is weaker for index 1 than for kdein that it fails to materialize for two

individual components of index 1 (financial depth).

4.2 Reform Reversals in the Abiad-Mody Model

A critic may argue that the results above only psup an “unconditional U-shaped”

relationship between political and economic refamwersals. “Unconditional” because it
does not depend on any other potentially imporéxiplanatory variable. Yet one concern is
that the omission of other important determinaritany of the two reforms may unduly bias
these results. In order to minimize this concerre use an influential model of the
determinants of financial liberalization.

The main objective of Abiad and Mody (2005) is tietd: to create an index of
financial liberalization across countries and otigre, and to study how different political
economy theories of reform succeed in explainirg dignamics of such indicatét. Their
financial liberalization index is constructed fob &developing and developed) countries,
annually from 1973 to 1996. The components of tka@mancial Liberalization Index are as
follows: credit controls, interest rate controlsirg barriers in banking, operational restriction
on banks (e.g. branching regulations), privatizgtend restrictions on international financial
transactions (e.g., multiple exchange rates.) Fmhedimension in each year, a country
receives a score on a graded scale, with zero Beilhg financially repressed,” one “partially
repressed,” two “largely liberalized” and three IlIfuliberalized.” It is clear that while the

index from Abiad and Mody is @ juremeasure, ours isde factomeasure of reforrff

I Notice that the sample in Abiad and Mody (2005¢simot include any transition economy so
unfortunately there is no overlap between theirg@arand ours.

2 This is a crucial distinction in the financial ditalization literature (Kose et al, 2009). The rex-
section investigates how these twie jure and de facto dimensions relate and whether their
relationship affects the finding of a non-linedati®nship between economic and political reforms.
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The empirical model from Abiad and Mody (2005)tsdke main hypothesis from the
political economy of reform literature. They arghat the various determinants of reform fall
into the following categories: (8hockssuch as crises of various types; légrning about the
effects of previous reforms, (@eologyof those in charge of setting the agenda, negugiat
political support and implementation, and (d) fiaitical and economic structureshich
conditions the decision to embark in a given refpnogramme.

Their baseline econometric specification has forsnreform as a function of a
learning term reflecting the initial level of reform andetltonvergence effect between actual
and desired level of reform. Moreover, Abiad anddyl¢2005) also include various factors to
reflect the role of shocks, namely balance-of-paynugises, banking crises, recessions and
high-inflation periods. The influence of internatad financial institutions is assessed through
a dummy variable for participation in an IMF progrand that of global factors is proxied by
the U.S. interest rate. For the political oriematiof the government, they include dummy
variables for left-wing and right-wing governmerftsenter” being the omitted category).
The political and economic structured is proxied thg degree of trade openness of the
economy.

In this paper, we tried to replicate their modectosely as possible. We collected data
on all the explanatory variables in Abiad and M@ihd measure them in exactly the same
way as they did. There are only two main differendéey include a dummy variable for the
political honeymoon period, the first year of a ngewernment in office. During this period,
the implementation of painful reforms is said to éasier because the newly elected
government has political capital to spend. We contit include this variable in our
specifications because, unsurprisingly, it turnatito be correlated with our political reform
index. The second change was that Abiad and Mosly atld a regional element to their

learning story (i.e., countries learn about refdrom their regional “neighbours.”) In our
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case, all countries are from the same region smuinmodel we assume learning only takes
place over time (that is, it does not happen dediht speeds within different regions.)

Abiad and Mody find that while banking crises rendbalance-of-payment crises
foster financial reform. They find the initial ldvef reform matters. Declines in global
interest rates exert a positive effect on domefatiancial liberalization, but there is little
evidence to suggest that recessions and highionilapisodes are systematically associated
with financial liberalization. Similar conclusiomse reached with respect to participation in
an IMF program. Finally, there is little evidencer fthe honeymoon political effect, for
whether the government is left or right-wing andtfee role of trade openness.

Table 2 presents our estimates of the Abiad-Modyehmf the determinants of
financial reform. First we report the tobit panstimator because our financial reform index
(the left-hand side variable) is constrained to @t 1 interval. We report results for our
financial efficiency index and our overall politiggform index. In order to minimize obvious
concerns about reverse causality, we lagged albblas by one-period (except political
reforms, although we find that also lagging thesées the estimates even more precise.)

As it can be seen in Table 2, our findings are Igimto those from Abiad and Mody
(2005). Debt crises help financial reform, whilenkiag crises hinder it. Lower U.S. interest
rates boost domestic financial reform, while remessand high-inflation show a systematic
negative effect on financial reform. The resultsoashow that the coefficients on IMF
program, left-wing and right-wing are not statiatlg significant different from zero.

Yet the more important result from Table 2 is the two terms for political reform are
significant throughout and carry the same signs dable 1 above. These results suggest that
the relationship between financial and politicaforms is indeed U-shaped. Moreover,
minimizing potential omitted variables contributedbetter placing the turning points inside

the partial democracy zone. For example, whilealumn 1 the minimum is reached for the

22



value of .39 of our 0-1 index of political reformhigh is not substantially different from the
values obtained in Tablel, in the latter columrmashg the complete Abiad-Mody model the
minimum is reached at .45 (e.g., in column 5) whicbvides a better fit to the situation of
partial democracy that is central to the explamatiowe develop in Section 3 above.

Table 3 uses the same specifications but now ®fided-effects panel estimator. As
it can be seen, there is no main qualitative changde main conclusions. We replicate
Abiad and Mody main findings and show that incogtimg political reform is important to
improve the predictive power of the model. Onceiragee estimate the turning point in the
simplest specification (column 1) to be approxirhatél while the minimum in the complete
model is reached at .52, that is, well within tlaetial democracy zone.

Table 4 contains some important changes. Chieflgreg them is that now the left-
hand side variable ishangein the levels of reform (that is, the first-difégrces of the
financial reform index). Moreover, we now clustke tstandard errors at the country level in
order to account for country-specific errors. Ascén be seen, compared to the original
Abiad-Mody results these are slightly worse thaonvabin that a few important variables
loose statistical significance (although most of #igns are still consistent). Among the
results which remain, debt crisis spurs while rsigs dampens financial reform.
Interestingly, left-wing governments are, cetermsilpus, more likely to implement financial
reforms than right-wing and centre governments. eMorportantly, political reform is still a
powerful variable explaining the evolution of fir@a reform across countries and over time,
and that this relationship seems indeed to be \geshdn this case, the turning point seems to
be reached at exactly .5 (in columns 4, 5 and @hefpolitical reform index, and at .52 in
column 7, all pointing towards well within the arafgpartial democracy.

The central claim of this paper is that the relaiup between political and financial

liberalizations follows a U-shaped pattern. In ortke assess the strength of this claim, we
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focus our attention on the experience of the Ewang®eriphery, more precisely on the group
of countries known as the transition economies. @fllthese countries emerged from
communism between 1989 and 1991 and as a groupptbegide a good setting to test these
ideas because their levels of political and finahdevelopment were practically identical and
effectively zero. Under communism, there was aatiicship and hence no political rights and
also there was very little financial developmenthywifor example, no individual access to
bank accounts. In this paper we have provided aegmnal account of this relationship and
presented supporting econometric evidence. Yeitia oray charge that our findings may not
be generalizable and that the U-shaped relatienpiarticularity of the transition process. For
these reasons, in Table 5 we report results showiag the U-shaped relation between
financial and political liberalizations also obtdor a much larger sample of developing and
developed countries, using panel data with yeaeguency from 1973 to 2005.

The sources for the data set we assemble foer@rcise are essentially the same as
above but the time coverage is more extensivejrggan year 1973 and ending in 2005. The
largest number of countries for which we have aetgoolitical and financial liberalization is
134 and this unbalanced panel gives us 1463 olig@rsaThe data covers 23 industrial and
111 non-industrial countries. The regional disttib of the developing countries sample is
as follows: the data covers 16 countries in Aséir?Central Asia, 35 in Sub-Saharan Africa,
24 in Latin America, and 12 in the Middle East &tth Africa.

Table 5 shows panel estimates supporting the dexheelationship between financial
and political liberalization for this large sampld# countries. One difference worth
mentioning between these results and those focusirgpe transition countries above is that
the turning points (minima) for the former, whil@lswvithin the partial democracy zone, are
reached at somewhat larger values. Specificallylevdimilar specifications for the transition

economies support turning points at about .52 @afl those for the larger sample of
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countries indicate turning points at around .64b(&&). One possible explanation for this is
that these larger samples are much more heterogertban the transition economies, in
particular regarding the levels of political refofmote that the sample starts in 1973 with a
“democratization wave” starting in the early 1980Regarding the other results of the
original Abiad-Mody study, one observes the someévelaprising finding that the roles of
debt and banking crises have now inverted. Thecetiethe former is for the larger sample
never statistically significant while that o thétém tends now to be positive (suggesting that
banking crises propel financial liberalization, @lée the same). It is also interesting to note
that the role of the U.S. interest rates for theyda sample of countries since 1973 is
significant and now carries the expected negatige, svhich is closer to the original result
from Abiad and Mody than to the results presentethe main body of this paper for the
transition economies. In any case, the main messaghat the U-shaped relationship
between political reform and financial liberalizatidoes not seem restricted to the European
periphery. Evidence for this important non-monotitgi also obtains for a much larger
sample of developing and developed countries, aoyer substantially longer period of time.

Returning to the “transition” sample, the estimatesTable 4 are our preferred
estimates. GMM estimates are widely used becaudbedf ability to deal with potential
endogeneity concerns but more recently they haea lbeéticized, inter alia, because of the
somewhat mechanic process of instrument selecliahle 6 report GMM estimates of the
same specifications as above. As it can be seersupport for the hypothesized relationship
between political and financial reforms is undirshred. Turning points are reached at around
.38 (e.g., column 7), still within the partial decnacy zone. These GMM results also support
the contrasting effects of banking and debt crifies,negative effects of U.S. interest rates,
high-inflation and recessions, and the role of laftd right-wing governments.

An additional issue we address is whether this momotonicity is exclusive to the
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relation between political reform and financialdiblization. That is, whether other economic
reforms also reveal a similar relationship. Tablpr@sents GMM estimates which support a
U-shaped relationship between political arade liberalizationfor a sample of more than
100 developing and developed countries with yedaha since 1973.

In the discussion above, we justify the focus oraticial liberalization on conceptual
and practical grounds. Conceptually, financial nefdhas large, widespread and long-lasting
economic impacts. There are many other reformscon& analyse (such as privatization or
labour reforms) but few could justify the expeatatof similar impacts. The 2007 crisis has
added a great sense of policy urgency to underisigiride dynamics and consequences of
financial regulation. In practical terms, financraform is arguably the one for which the
quantity and quality of available empirical measuige greatest. Despite these important
reasons, one may question whether the U-shapedtredaip between political and economic
reforms obtains exclusively for the case of finahdiberalization. In other words, it is
desirable to present evidence supporting the view this non-monotonicity is more general
in that it can be also observed for other imporwodnomic reforms. Which reform to chose
becomes an important question. We decided to igatsttrade liberalization because this is
an equally important structural reform, it has r@daliterature evaluating its impacts, and also
because using the same reform data as we do isebt®n, Christiansen et al. (2009) find
that the two reforms which generate the most subataeffects on economic growth are
financial and trade liberalization. IMF (2008) Hasther details of the construction of this
indicator of trade liberalization (which isde factomeasure based on information on tariffs)
as well as details on the sample of developing degeloped countries for which it is
available. The largest number of countries for Whiee have data on political and financial
liberalization is 135 and this unbalanced paneégius 943 observations. We chose to use a

similar set of determinants as in the case of fir@nreform (all are the same with the
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exception of the US interest rate) because thiddvallow a clearer comparison of the main
results of interest (i.e., those for political nefs.)

Table 7 below reports our main results. It is enidfrom the table that there is strong
support for a non-monotonic, U-shaped relationgbgbween political reforms and trade
liberalization. Interestingly, the estimated tugnimoints in this relationship are comparable to
those obtained above for financial liberalizationd afall again well within the partial
democracy zone, with calculated minimum values irapgrom about .44 in column 1 to
about .46 in column 7. It is also evident that dfi@er determinants that have been identified
in previous research for financial liberalizatiom bt perform as well in this case. Ideological
orientation of government policies (whether right left leaning) and a broad array of
economic crises show little effects on the dynamafstrade reform once political
liberalization is taken into account.

The main message from this exercise is that adpesth relationship between political
liberalization seems to occur not only with respectfinancial liberalization but also with

respect to other important structural reforms, saskrade liberalization.

4.3 Instrumental Variables Estimatesiié JureandDe FactoFinancial Liberalization

This sub-section presents another way of assesbmgeverity of endogeneity concerns
regarding the U-shaped relation between politicel aconomic reforms. One of the central
distinctions in the literature on financial libaration is that betweede jure andde facto
measures (Kose et al, 2009e jure measures reflect changes in the legal framewavks,|
rules and regulations that affect the financiateys whilede factoindexes capture the size
and actual workings of the financial system. Thaemdeveloped and used above is therefore
a de factoindex, while Abiad and Mody’s is @ juremeasure. Kose et al. (2009) argue that

many discrepancies in the literature on the impattinancial liberalization can be traced
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back to this distinction.

One natural extension would be then to ask whetheresults hold if instead ale
facto we usede jure measures. However, instead of just substitutifferaint types of
measures, we investigate an issue that has begelylannexplored, namely howe jure
affects de facto liberalization. This issue can be thought of inpeoduction function
framework. Specificallyde factofinancial liberalization may be driven by two cooments:
one is changes in laws and regulation (inputs) taedother is changes in the quality of the
enforcement of these laws (“technology”). The gesin this sub-section is whether the
non-monotonic relationship between political andoremmic (financial andde factQ
liberalizations obtains even once the role of thgal inputs is taken into account in this
process.

The original index by Abiad and Mody (2005) hasrbapdated by Abiad et al. (2008)
and extended to more developed and developing Gesnil6 of which are in our transition
sample. The revised Financial Liberalization Indeptures seven factors: (a) capital account
restrictions, (b) interest rate controls, (c) ceipn (entry barriers in banking), (d) banking
supervision, (e) privatization (and state involvainia the financial system), (f) capital flows
restrictions, and (g) policies to develop secwsitiestock markets. One main source of data is
the IMF’s Annual Report on Exchange ArrangementsExchange Restrictions (AREAER).

Table 8 presents instrumental variable estimateag)ubese data. Panel A of Table 8
contains the second-stage regression in which @saimgthede factomeasure of financial
liberalization is regressed on, as before, laggeellof de factoliberalization, linear and
square terms for political liberalization and, nadded, the variables reflecting Abiad et al.’s
financial liberalization reforms. The latter enteme-by-one (results for each of the seven
components are presented). Columns 1 to 7 contach ene of the seven components

described above, while column 8 contains the residt the aggregatde jure index of
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financial liberalization. Panel B at the bottomTable 8 contains the first stage results for the
de jure measures, using the Abiad and Mody specificati®nnasection 4.3. For example,
column 1 in panel B shows the first-stage resuttschpital controlsas the endogenous
variable: column 1 shows our IV results for theecas whichcapital controlsenters thede
factoreform equation (Panel A), wittapital controlsinstrumented using the original Abiad
and Mody model (Panel B).

As expected, the variables in the Abiad and Modydehas a whole are strong
predictors of the inputs ate jure measures of financial liberalization. Table 8 mpdhe F
statistic for the excluded regressors, which isificant in all cases. The Hansed statistic
according to which the null hypothesis that thdrumsents are valid, uncorrelated with the
residuals and thus correctly excluded from the s@®bage regression is also supportive.

There are four main results from Table 8. The fgghat there is further corroborating
evidence for a non-monotonic relationship betweelitipal and economic reforms. The two
coefficients on political reform, linear and squaaee statistically significant in all but one
case (column 7, for the stock market policies comemb). Moreover, their magnitude is
strikingly similar to that obtained above. Indeéarning points are calculated to be in the
range from .53 (column 2) to .67 (column 3), agamil within the range of values of the
index of political reform that correspond to oution of partial democracy.

The second important result is that the exogenougponent of thele jurefinancial
liberalization index is a strong predictorde factofinancial liberalization in all cases but one
(namely, competition policies in the banking segtdrhis suggests that actual financial

liberalization seldom takes place without firsteege in the relevant laws and regulatiths.

2 \We stress that to understand the dynamics of lafmaacial liberalization, in addition to the eéfis
from financial reform inputsde jureindexes), it seems imperative to also take intmant political
reforms.
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The third result worth mentioning is related tcsttast one: political reform has a first-
order, direct impact owle factofinancial liberalization and, more importantlyetk is no
evidence of any confounding indirect effect of poél reforms on actual financial
liberalization through changes in the laws and lagns that govern the financial sector.
Our evidence shows that the main role of politiefbrms is to affect the enforcement of
those regulations, and not the regulations theraselv

The fourth noteworthy result is that the Abiad &anddy model seems to work much
better for explainingde facto(as discussed above) thde jure liberalization (Panel B of
Table 8). For instance, it is difficult to find &ngle variable in the Panel B of Table 8 that
shows a consistent effect across columns 1 tot8, thwe sole exception of trade liberalization.
In the case of debt crisis, depending on the comptoofde jureliberalization, it can have a
statistically significant, positive or negative iaw.

In summary, we find that there is strong evidermeafU-shaped relationship between
political and economic reform in our data. Thisutesseems robust to a wide array of
estimators, a strong identification strategy, aadous measures of the two reforms, with the
relevant linear and quadratic terms almost alwataistically significant and always
supporting turning points well with the range ofues of the political reform index that we

identify as partial democracy.

5. Concluding remarks and policy implications

This paper presents novel theoretical motivatiot mrbust econometric evidence for a non-
monotonic, U-shaped, relationship between finantia¢ralization and political reform,
which stresses the previously neglected yet crumbd played by reform reversals. We
believe this to be a main contribution of the papdrich is supported by an identification

strategy based on a selected group of countriegghwéhared remarkably similar initial
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conditions, characterized by extremely low levelspolitical and economic liberalization
(thus with the pre-reform periods acting as coninothe analysis of the reform periods).
Furthermore, it introduces a new perspective orrétaionship betweede jureandde facto
financial liberalization. Rather than choosing @ighe two measures, we used the jure
liberalization as an input for thde factoliberalization. It turned out that political reges
play a crucial role in affecting the implementatstage, namely the effectiveness with which
de jurereforms are transferred intle factofinancial liberalization.

What are the main policy implications from thessuits? A U-shaped relationship
implies that democratization does not necessagidyl Ito economic reform, and indeed that
partial or incomplete democratization may lead twr®mic reform reversals. The key
challenge in the initial phases of democratizaitoto reduce the power of economic elites. A
second implication regards the importance of thplementation phase: there is a long way
from de jureto de factoliberalization and one reasons the pressure molently favoured
by international organizations are not as effectsvbecause they ignore the implementation
phase in partial democracies. Last, but far froastiethere is some agreement between our
results and those in Giavazzi and Tabellini (20@b}he sense there is some indication that
sequencing matters and that there seem to be payoffy to implement as much economic
reform as possible before opening up the poliforakess. However, our results suggest that
any conclusions on the optimal sequence shoulchtderatood very carefully because even in
a relatively homogenous group of countries at theset, we find difficult evidence for one
direction of causality or the other. We envisdgeé¢ main directions to extend the analysis:
towards a deeper understanding of the nature gidghtecal and of the economic reversals, on
how complementarity among reforms (or the lackadfgcts the occurrence and severity of
reversals, and the impact that financial and ecandbreralizations have on overall economic

performance (taking into account the role of reaksrsn defining their joint dynamics). On
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the nature of reversals, we are interested in ssgpsvhether their size and duration
systematically vary across political regimes angksyof economic reforms. In addition, the
analysis should be carried out more systematidaliya larger set of economic reforms
(including for instance privatization and regulgtoreforms) and study as well the
complementarity between different reforms. Our eofyre is that different political regimes
may not only imply different depth of specific refzs but also a different range or choice of

reforms.
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Financial Reform Index (Efficiency)

Figure 1: Dynamics of political and economic reforrs
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Table 1 Panel evidence
Fixed-Effects Estimates, 1989-2005

Financial Financial
Depth Efficiency
Political reform -0.330* -0.556**
[0.174] [0.222]
Political reform square 0.533*** 0.754***
[0.170] [0.226]
Constant 0.454*** 0.709***
[0.0444] [0.0536]
Observations 300 360
Number of countries 19 23
R-squared 0.071 0.043

Notes: Standard errors in brackets: *** p<0.01, **
p<0.05, * p<0.1. Turning points (minimum) in the

partial democracy zone, at 0.31 and 0.37, respagtiv
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Table 2

AMitetal

Political reform
Political reform squared

Banking crisis

Drebt crisis

IMF Programume

U5, interest rates

Becession

High inflation
Trade liberalization
Lefi-wing government

Right-wing government

Constant

Observations
Mumber of countries

Panel Tobit Estimates (all EHS variables lagged one-period, except political reform)
Dependent variable is level of financial reform

[1]
0.0148
[0.17]

_.U_Eq_':.# =
[0.24]

1 _D_I.'D.** *
[0.22]

0.742%+=
[0.073]
353
23

[2]
0.0725

[0.17]

-0.B59%®=*

[0.24]
1 ﬂﬂq* *k
[0.21]

-0.0BE2F**

[0.028]
0.118%*
[0.055]

D._ ?45# #ak
[0.072]
353
23

[3]
10.0931
[0.14]
0.611%**
[0.23]
0.717*==
[0.21]
_0.0552%*
[0.023]
0.131*==
[0.044]
0.0213
[0.021]
_0.0200%*=*
[0.0043]
L0.140%==*
[0.016]

0.011%*=
[0.066]
345
23

MNote: Standard errors in brackets, %% p<0.01, ** p=0.05, * p=0.1

[4]
0.0667
[0.14]
_0.652%*=
[0.23]

D._ _." 14 ==
[0.20]
_0.0533%=
[0.022]
0.120%*=
[0.044]
0.0127
[0.021]
_0.0190***
[0.0046]
_0.0908***
[0.022]
_0.0695%**
[0.022]
0.0623
[0.043]

0.003%+*=
[0.074]
345
23

[5]
_0.088
[0.14]

L0.644%==*
[0.23]
0.710%*=*
[0.20]
L0.0578**=*
[0.022]
0.126***
[0.044]
0.0133
[0.021]
0.0199%*=*
[0.0047]
L0.0931**=*
[0.022]
_0.0693%*=*
[0.022]
0.0509
[0.044]

0.0314
[0.023]
ﬂ_gﬂﬂ* S
[0.074]
345
23

[6]
L0.0737
[0.14]
0.614**
[0.24]

D._ 635 ]
[0.21]
0.0552%=
[0.022]
0.121%*=
[0.044]
0.0116
[0.021]
_0.0190***
[0.0046]
_0.0906%**
[0.022]
_0.0700%**
[0.022]
0.0576
[0.044]
10.0102
[0.019]

0.001%*=
[0.074]
345
23

[7]
0.0877
[0.14]

_.D . 54_..'# &3k
[0.24]
0.713%+==
[0.21]
L0.0577%*
[0.023]
0.126**=*
[0.044]
0.0134
[0.021]
L0.0190%*=
[0.0047]
L0.0931%*=
[0.022]
L0.0692%*=
[0.022]
0.0512
[0.044]
0.000833
[0.021]
0.0318
[0.025]
0.008+*=*
[0.074]
345
23



Table 2

U.S. interest rates
Recession

High inflation

Trade liberalization
Left-wing government
Right-wing government
Constant

Observatuods
Number of countnes

Panel Fixed-Effects Estmares (all RHS variables lagged one-period, except political reform)
Dependent variable is level of financial reform

(1] [2]
0.192 0.193
[0.24] [0.24]

-0.869%* -0.883%*
[0.38] [0.38]

1 _mlt## 1 _ﬂ?l#t#
[0.31] [0.31]
{0.0813%**  _0.0909%**
[0.022 [0.023]

0.111*=
[0.046]
0.745%**  0.747%**
[0.13] [0.13]
353 353
23 23
0.09 0.1

(3]
0.00418
[0.19]
0.607*
[0.31]
0.611%*
[0.25]
-0.0591%**
[0.020]
0.127%%=
[0.036]
0.0262
[0.017]
_0.0206%**
[0.0047]
___ﬂ_ l 45_# L k3
[0.017]

0.942%=*
[0.100]
345
23
0.4

[4]
0.0239
[0.19]
0.641%*
[0.31]
0.608==*
[0.25]
0.0572%%*
[0.019]
0.117%%=
[0.039]
0.0168
[0.017]
0.0104%*+
[0.0048]
-0.0880%*=
[0.022]
_ﬂnm- e
[0.025]
0.0683
[0.043]

,u_-p:j---
[0.11]
345
23
043

Note: FRobust standard ermors m brackets, ¥ p=0.01, ** p=0.05, * p=0.1

[>]
0.00216
[0.19]
0.636%*
[0.32]
0.612%=
[0.25]
006 . 3 -
[0.019]
0.123%=
[0.039]
0.0172
[0.017]
10.0201%**
[0.0049]
-0.0898**=
[0.022]
-0.0700%%*
[0.025]
0.059
[0.045]

0.0285
[0.022]
u-gz Thew
[0.11]
345
23
0.43

[6]
0.0143
[0.19]
0.574*
[0.33]
0.554%=
[0.26]
-0.0600*
[0.019]
0.119%%*
[0.040]
0.0154
[0.017]
10.0104%*=
[0.0048]
aﬂ'.ﬂﬁ??" E
[0.022]
0.0711%%*
[0.025]
0.0615
[0.043]
-0.0153

[0.019]

'3.91'9“"
[0.11]
343
23
043

[7]
0.000686
[0.19]
-0.609*
[0.34]
0.500%*
[0.27]
-0 06 l Qe
[0.019]
D_ 1 B EEE
[0.039]
0.0165
[0.017]
_0.0200%**
[0.0049]
-0.0895%*=
[0.022]
-0.0704%%*
[0.025]
0.0572
[0.044]
-0.00626
[0.022]
0.0252
[0.025]
0.924%==
[0.11]
345
23
0.43
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Table 4

Dependent variable is change in financial reform

1]

AMitetal D.133%==
[0.019]

Political reform -0.106
[0.070]

Political reform squared 0.113*
[0.057])

Banlki .

Debit crisis

IMTF Programme

U.S. interest rates

Recession

Trade hberalization

Left-wing government

Right-wing government

Constant 0.128***
[0.020]

Observations 353

Number of counines 23

2]

A 136%**

[0.019]
-0.117
[0.073]

0.124%*
[0.060]

10.00299
[0.013]

0.0234%*

[0.010]

0. 131%**
[0.021]
353
23

[3]

D 174%==

[0.023]
0.107*=*
[0.047]

D.117***

[0.043]

-0.000304

[0.013]

0.0330%*

[0.013]
0.00495
[0.0074]

-0.00306*

[0.0017]

-0.0328%%*

[0.0093]

0. 1T78***
[0.022
345
23

(4]
D.176%*=
[0.025]
-0.119%*
[0.055]
0.119==*
[0.050]
_0.000661
[0.013]
0.0328%**
[0.012]
0.00285
[0.0076]
-0.00248
[0.0017]
-0.0192%*
[0.0097]
-0.0133
[0.012]
0.0229
[0.015]

u_ 1 H X E
[0.028]
345
23

HNote: Fobust standard emrors m brackets, ™ p=0.01, ** p=0.05, " p=0.1

[5]
-0.176%==
[0.025]
-0.119%*
[0.055]
0.119%*
[0.050]
-0.000665
[0.013]
0.0328%%*
[0.012]
0.00284
[0.0080]
-0.00248
[0.0017]
-0.0192%*
[0.0098]
-0.0133
[0.012]
0.0228*
[0.014]

200000192
[0.0054]
Q. 172%**
[0.028]
345
23

[s]
-0.176%*=

[0.025]
0.112%=
[0.056]
0.112%*
[0.050]
-0.0037
[0.013]
0.0356%**
[0.013]
0.00324
[0.0078]
-0.00327
[0.0021]
-0.0217%*
[0.010]
-0.0139
[0.012]
0.0107
[0.015]
0.0193*
[0.010]

Q. 1T7**=
[0.029]
345
23

[7]
‘_D_ 1 ?’?tt*

[0.025]
-0.120%*
[0.056]
0.115%*
[0.051]
-0.00261
[0.013]
0.0361%%*
[0.014]
0.00467
[0.0082]
-0.00345
[0.0022]
-0.0227%*
[0.0099]
-0.0128
[0.012]
0.0139
[0.014]
0.0230%*
[0.011]
0.0076
[0.0055]
0.176%*=
[0.030]
345
23

Panel Esaomates (all EHS variables lagged one-period. but political reform: s.e. clustered at couniry)
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Table 5

1]
Lag financial liberalization 0.273%0n
[0.0311]
Political reform 0.0767***
[0.0206]
Political reform squared 0.0603**
[0.0246]
Banking crisis
Dbt crisis
LI5S, interest rates
Recession
High inflation
Trade hiberahization
Left-wme govermment
Bight wing governiment
Constant D027
[0.00333)
Obzervations 1463
Number of countres 134

[2] 3]
0.279%** -0.250%**
[0.0316] [0.0320]
0.0751***  .0.0665%**
[0.0206] [0.0219]
0.0581** 0.0521%*
[0.0246] [0.0258]
-0.0187* 0.0172
[0.00992] [0.0109]
0.0124 -0.0177
[0.0247] [0.0413]

-0.000640
[0.000734]
0.00725
[0.00742]
0.0220***  _00164%**
[0.00339] [0.00441]
1.463 1.097
134 107

Note: Robust standard errors in beackets, *** p<0.01, ** p<0.035, * p<0.1

[4]
0.156%+=
[0.0268]
0.0453%%
[0.0165]
0.0350*
[0.0204]
-0.0190
[0.0152]
0.0122
[0.0419]
-0.00181**
[0.000822
0.00352
[0.00827]
0.00310
[0.00786]
0.00640
[0.00589]

000621
[0.00412)]
563
o7

1

-0.156%**

[0.0266]

0.0464%+*

[0.0164]
0.0353*
[0.0203]
0.0189
[0.0153]
0.0121
[0.0419]

-0.00178**
[0.000830]

-0.00391
[0.00822]
0.00361
[0.00780]
0.00657
[0.00585]
-0.00209
[0.00273]

000533
[0.00423]

o7

[s]
0.1 j?# ik

[0.0277]
0.0452%**
[0.0165]
0.0347*
[0.0207]
00190
[0.0152]
00124
[0.0418]
0.00181**
[0.000818]
0.00343
[0.00815]
0.00301
[0.00797]
0.00632

[0.00586]

0.000669
[0.00364]
0.00606
[0.00416]
668
o7

Panel Estomates (all RHS variables lagged one-period. but political reform: s.e. chastered at conniry)
Dependent variable is change in financial reform; Sample s Whole World

[
_u] 5311#

[0.0276]
0.0468***
[0.0163]
0.0345*
[0.0206]
00188
[0.0152]
00127
[0.0417]
0.00174%*
[0.000830]
-0.00380
[0.00814]
0.00355
[0.00782]
0.00641
[0.00589]
-0.00300
[0.00333]
0.00208
[0.00429]
0.00446
[0.00448]
668
97
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Table &

AMtetal

Political reform
Political reform squared
Banlking crisis

Dbt crisis

IMF Programmme

ULS. inferest rates
Becesszion

Trade hiberalization
Left-wmg govermmnent
Right-wing govermment
Constant

Observabons
TNumber of countries

GAIA Esomartes (Instrmments: GMDM is polidcal reform and irts sguare, IV is vear

Dependent variable is level of financial reform

[1]
L0.543%%=
[0.055]
0.565%%
[0.062]
:}_El _I|"-I= E o 3
[0.054]

D_??E-‘I: E o o
[0.018]
353
23

[2]

_D__d_ﬁ'?' L 3

[0.060]

0.619%**

[0.067]
0.874%*+
[0.058]

-0.0961***

[0.013]

0.138%**
[0.022

u_ TT‘T## E 3
[0.019]
353
23

[3]

L0, 754%=e
[0.071]
-0.403 %"
[0.080]
0.610=**
[0.069]
-0.0430%=*
[0.014]
0.149%%=
[0.025]
0.00876
[0.012]
-0.0201*=*
[0.0024]
0.149%%*
[0.0091]

0_943 FakE
[0.024]
345
X3

[4]
06775
[0.071]
0.456%%*
[0.078]
u_ﬁ_:ﬂ_'lr* k. 3
[0.067]
0.0276%*
[0.014]
ﬂ_ ] 24 LR
[0.025]
-0.00307
[0.012]
0.0225%*=*
[0.0025]
-0.0808***
[0.013]
0.111%*=*
[0.013]
0.00182
[0.022]

0SGo+*E

[0.026]
345

23

Mote: Robust standard ervors m brackets, *** p=0.01, ** p=0.05, *p=0.1

[5]
_E_Mg**#
[0.071]
-D.465%%"
[0.078]
0.632%**
[0.067]
_0.0253*%
[0.014]
0.124%e
[0.025]
-0.00184
[0.012]
_D.0225%%+
[0.0025]
-0.0815%**
[0.013]
-0.110%>=
[0.013]
0.00694
[0.023]

0.00761
[0.0094]
0.965%+=
[0.026]
345
23

(6]
_ﬂ_ﬁg? o
[0.072]
.43 7%ew
[0.079]
0.604% ==
[0.068]
_0.0395%*
[0.014]
0.133%ee
[0.025]
-0.0027
[0.012]
_0.0244%%*
[0.0025]
-0.0846%**
[0.013]
01125
[0.013]
00231
[0.023]
0.0541%%*

[0.012]

n__g F

[0.026]
345

23

dummies )

[7]

0.6T1*=
[0.072]
"u. m" L L
[0.079]
0.616%**
[0.068]
_0.0335%*
[0.014]
n_ 13 3.- L]
[0.025]
0.00222
[0.012]
_0.0250%**
[0.0025]
D.0882%**
[0.013]
-0.109%*=
[0.013]
001
[0.024]
0.0693%=*
[0.013]
0.0299%*»
[0.010]
0.072%*s
[0.026]
345
23
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Dependent variable is trade liberalization, sample is whole world

Table 7
[1]
Lagged Trade Lib -0.0008***
[0.0129]
Political reform -0.0654**
[0.0292]
Political reform squared 0.0738**
[0.0361]
Banki .
Debt cnisis
Recession
High inflat
Left-wing government
Right-wing government
Constant 0.0246%**
[0.00555]
Observations 043
Number of countries 135

[2]

-0.0888%**

[0.0128]
-0.0687**
[0.0292]
0.0770**
[0.0360]
0.0107***
[0.00704]
0.0221*
[0.0126]

0.0238***
[0.00550]
043
135

[3]

-0.0951%**

[0.0149]
-0.102%**
[0.0372]
0.116**
[0.0463]
0.0247***
[0.00664]
0.00880
[0.0108)
-0.00190
[0.00759]

0.0304*=*

[0.00669]
702
103

[4]

-0.0982***

[0.0158]
-0,103%**
[0.0385]
0.114**
[0.0485]
0.0254%*
[0.00706]
0.00004
[0.0112]
-0.00105
[0.00798]
0.00136
[0.0157]

0.0313%*=

[0.00691]
676

100

Note: Robust standard emrors in brackets, *** p<0.01, ** p<0.05. * p<0.1

[5]

-0.0081***

[0.0155]
-0.104%**
[0.0383]
0.115**
[0.0481]
0.0255%**
[0.00720]
0.00934
[0.0115]
-0.00137
[0.00807]
0.00199
[0.0150]
-0.00226
[0.00803]

0.0325%=*

[0.00860]
676
100

[6]
-0.0907***

[0.0162]
01024+
[0.0384]
0.113**
[0.0484]
0.0253***
[0.00697]
0.00790
[0.0110]
-0.000338
[0.00806]
0.000807
[0.0157]

-0.00468
[0.00706]
0.0333%*
[0.00801]
676
100

GMDM Estimates (Instruments: GMM is political reform and its square, IV is vear dummies)

M
_ﬂ_m?t#*
[0.0161]
-0.105%**
[0.0382]
0.113**
[0.0480]
0.0256***
[0.00723]
0.00803
[0.0115]
-0.000681
[0.00807]
0.00194
[0.0147]
-0.00544
[0.00979]
-0.00724
[0.00884]
0.0370***
[0.0117]
676
100
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Table 8

Panel Data Instrumental Variables Estimates

Endogenous variables are changes in de facto fedareéorm and de jure financial reform measures
Standard errors in brackets and clustered at oplevel, robust to heteroscedasticity

(all RHS variables in first-stage lagged one-persdept political reform)

[1] [2] [3] [4] [5] [6] [7] [8]

Financial reform -0.17**  -0.145%** -0.116** -0.19** -0.178** -0.162***  -0.201*** -0.169***
[0.057] [0.053] [0.046] [0.055] [0.051] [0.053] [I66] [0.053]
Political reform -0.374** -0.358**  -0.275*  -0.378* -0.351**  -0.395*** -0.25 -0.337*
[0.18] [0.18] [0.15] [0.19] [0.17] [0.15] [0.16] 0[17]
Political reform squared 0.313** 0.332* 0.201* 0131 0.233 0.341** 0.102 0.262*
[0.15] [0.17] [0.12] [0.16] [0.15] [0.15] [0.13] 0[14]
De jure financial reform 0.0896* 0.0829** 0.0973 0625*** 0.0699*** 0.0623***  (0.114*** 0.0973***
[0.047] [0.038] [0.081] [0.024] [0.023] [0.023] [1B9] [0.038]
Endogenous de jure financial Capital Interest Compe- Supervi- Privatiza-  Capital Fin. Lib
reform controls rates tition sion tion flows Securities Index
F test of excluded 8.240 9.06 5.17 16.12 32.43 8339. 12.59 38.18
instruments [0.0002] [0.0001] [0.002] [0.0000] [0.0000] [0.0000] [0.0000] [0.0000]
Hansen] statistic 9.590 6.993 7.902 6.127 4.619 5.578 3.774  5.269
[0.295] [0.537] [0.443] [0.633] [0.797] [0.694] Br69] [0.7285]
Observations 237 237 237 237 237 237 237 237
Number of countries 16 16 16 16 16 16 16 16

Note: Standard errors in brackets, *** p<0.01, ®®05, * p<0.1
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Appendix: Modelling the U-Shaped Relation betweefinancial and Political Reforms
In this appendix, we present an extremely simpdengwork to account for the nonlinear
relationship between political regime and financgibrm. The model is a simple extension of
the Acemoglu and Robinson (2006a) workhorse modkbich focuses on redistributive
politics. One extension of this model is that weuase that the government, in addition to
determining tax rates and transfers, also selbettet/el of financial reform. Financial reform
produces efficiency gains but at the same timeaesigovernment revenue per unit of output.
The other extension is given by the presence @rbgéeneous elites, associated with different
sectors of the economy. We assume the economympased by two sectors, a “modern”
sector and a “traditional” sector, for instancesatsr based on natural resources or traditional
technologies. We call capitalists in the formerntgeas the “modern” elite and the owners of
the firm in the other sector as “traditional” elit&orkers form the majority of the population
and are employed in both sectors. Population isméor byN°®, members of the “traditional”
elite, N%, members of the “modern” elit]", workers in productive sectdr;, workers in the
“traditional sector.” Total populatiolN, is normalized to be equal to 1.

Output in the productive sector can be producett Wb technologies, an advanced
and a traditional one. The advanced technology iresjua sufficient level of financial
development. Thus, output in the productive seistgiven by:

Y™ =F(K,L")1(2) for 2> 7*
or
Y™ =Lm fat < z*

whereZ represents the level of development of the firglre@ctor and with
1(2)>1 for 2> Z*.
Workers earnw™l (Z) for Zz>2z* or w" for Z<Z*.

In this specification, financial development appgeas a public good. The elite and
workers in the good sector favour financial deveiept.

In the “traditional” sector, output is produced lapour and a natural resourBe If
labour falls below a given threshold, output canbetextracted in the sector. Therefore,
owners of natural resources have to pay the sange \wa in the productive sector. As a
result, workers in the natural resource sector fiteae well from financial development.
However, financial reform reduces government reesnand in particular those generated by
financial repression. We define such revenue co€{(3).

Incomes of the different groups are taxed withsame tax rate. Income taxes lead
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to inefficiencies, measured by a loss funct®) y , with C'(z)>0, and y denoting average

income in the economy. The government uses taxnumgeto redistribute income through
transfers,T in per capita terms, which we assume are the samossagroups. In autocracy
part of the transfers are directly appropriated‘goabbed”) by the government.

Given these assumptions, there are three possipdibeia in the model: (i)
democracy, with the preference of the workers (ttagority of the population) determining
policy outcomes; (ii) autocracy, with a politicdite in power that wins a political contest
against the “traditional” elite. The autocratic gavment is based on consensus from the
“modern” elite and from the worker-population; Xipartial or captured democracy, with the
“traditional” elite dominating the political scensuch regime is unstable as it has no
consensus on any parts of the population.

The worker-population prefers high redistributidircome, thus high tax rates, as its
income is lower than average income. It also fagdumancial reform. The “modern” elite has
a preference for low income taxes and it favounaricial reform. The “modern” elite cannot
form a coalition with the “traditional” elite assiincome crucially rests on the presence of
financial development. However, the “modern” elgeaverse to redistribution and thus has a
preference for an autocratic regime that can delivencial reform and lower taxation. In
contrast, democracy will ensure financial refornd will imply high tax rates.

Full democracy and partial democracy are relativedygy to characterize, as they
reflect the preference of the worker-population ahthe “traditional” elite, respectively. The
equilibrium in autocracy is more complex, as th&egoment has two objectives: one, is
retaining its power, which requires sufficient cemsus from the heterogeneous groups; the
other, is the appropriation of resources (“grabbhmnds”). We will characterize three
different political equilibria, related to differemeform policies. First, we will define the
objective functions of the four players (governméwb elites and the worker-population).

The indirect utility of thedifferent players are as follows

VP = (1- )MINP+T 1)(

for the “traditional” elite (with m=M/N® rents per rentier in the natural resource sector).
VI=[(1- 1) (1-0) F(K,L™)I(Z)]IN+T 2

for the modern elite.

V=[(1- 7)aF(K,LMI(Z)(A+LO)]/(L™L)+T 3)

for the worker-population.

Assuming that per capita transfers are the sanwssdifferent population groups, transfers
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are obtained from the government budget constraint:
T=[z- C(2)-C)] ¥ ) (4

The payoff of the autocrat has two components,reteged to the consensus motive,
which involves the utility of the different partd the population, and the other to the
appropriation motive of part of tax revenues:
VA= 1 VP (L+ )] VO V' + BT (5)

The two elites and the worker-population have d#ife preferences overand Z,
derived from the maximization of their utility. Thiesired tax rate for the “traditional” elite is

obtained by maximizing the indirect utility withgect tor. The first order condition is
-m+(1-C'(x)) y=0 (6)
Under the assumptions thatm>y , andC'()<1, the optimal tax rate for the

“traditional” elite is =0, as the LHS is always negative (this is the saeslt as in
Acemoglu and Robinson, 2006a). Furthermore, aantiral reform affects negatively the
“traditional” elite, through the increase in wagests and through the overall negative effect
on budget revenue, the optimal valuedfor the “bad” elite iZ=0.

The optimal tax rate for the “modern” elite is algsero, again because per capita
income of the “modern” elite members is higher thhe average per capita income.
Regarding financial reform, the “modern” elite walbviously support it and thus its optimal
value ofZ is Z= Z*. Moreover, the “modern” elite does not face aaraff between income
tax rate and financial development, as lack ofrfaia development implies zero income for
the “good” elite, irrespective of income taxes.

Finally, we solve for the optimal tax rate and oyl financial reform for the worker-

population. The optimal income tax rate desiredhgypopulation satisfies:
((BV")(22)=0: -W"™+(1-C'(z)) y=0 (7)
Given thaw™< y then >0.

The population desires redistribution, given thatincomes are lower than those of
the elites. The optimal choice of development @& fimancial sector is the same as for the
“modern” elite, Z= Z*. Thus, the worker-population demands redistrdsutand favours
financial development.

In democracy, the preference of the population daminate and the outcome will
thus be a positive tax rate and financial sectforne. By contrast, under partial democracy,
the equilibrium reflects the preferences of onehef elites. We assume that the “traditional”

elite will prevail because it possesses more ressuto be spent in the process of controlling
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the government. This assumption implies that ilytithe level of financial development is
low, and thus the total amount of profits of thedthern” elite is low as well. Another way to
look at the two elites is thinking in terms of imehients and entrants. The “resource” sector
can be seen as representing the incumbents, wifertanufacturing” sector new entrants.

An additional assumption is that under partial deraocy the government is weak and
it is not able to counteract the pressure of tite.dh other words, the government is simply a
“puppet”, executing the mandate of the “traditiénalite, and therefore under partial
democracy=0.

Under autocracy there are equilibria with financeefiorm. These equilibria arise for
two main reasons. The first is the “consensus refjtias the autocrat needs consensus to
maintain its power. As the utility of the “moderalite and of the worker-population enters its
objective function, the autocrat has incentivemiplement financial reform. The second is the
“grabbing motive”, as financial reform may increabe tax base from which the autocrat
derives its income (the effect through the appaimn component of the objective function).
This effect depends on the net outcome of the asmen manufacturing output and the
adverse effect on loss of reven@4)). Therefore, financial reform may help the autticra
government to maintain its power and protect itd egopropriation.

Under autocracy, there are two possible sets oflliega: one in which the
government bases its power on the “traditionalteglthe other in which the base for the
government power is due to a coalition of the “nradelite and the population. Given our
assumptions on the technology in the manufactusgxgor, if the government gets support
from the “traditional elite” (thug=1), Z=0 and output in the economy comes solely from the
resource sector. Thus, the indirect utility of oernment becomes:

VA= \P+ T (5"
or
V2 = (1- 7)MINP+(L +)[7- C@)] y
And
y =(M/NP)(N°/N)
whereN is the total population.

The tax rate that maximizes the above indirecttytis obtained from the following
condition:

-1+(1 +4)[1- C'(9)] (NP /N)=0

If (1+B) (NP/N)<1  thent=0, otherwisez>0. If the “grabbing hand” objective
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is high (highp), tax rates can be positive. However, considetivagN Pis a small proportion
of total population, positive tax rates imply thfahas to approach, an unlikely scenario. In
the more likely scenario of zero tax rate, the gonent does not appropriate any resources,
and at the same time faces high risks of losing ggpwiven the opposition of the large
majority of the population. Thus, this equilibriusconsistent only with a situation in which
the “traditional” elite captures the governmentother words, the political elite is powerless.
This is of course always a possible equilibrium ema@utocracy and may well reflect
backward autocratic regimes, as illustrated by Aaglonand Robinson (2006b). The outcome
in autocracy resembles the result obtained by Goshd Proto (2008), who model the
autocratic regime as one in which the governmemsujgoorted by a coalition between one
elite and the population.

The second set of equilibria implies financialorefi. The “traditional” elite opposes
such outcome and thus the consensus base is givdmeld'modern” elite and the worker-
population. Such situation corresponds to the casdich x=0.

The objective function of the government is:

VA =Vo+ VBT

Or

VP=[(1- 7)(1-a) F(K,L™I(Z*)]/N ®2+[(1- 2)aF (K, L™I(Z*)(1+L °))/(L ™+L°)+

(2+p)[-C(Z)-C@)] y
The condition for the optimal tax rate is:
C'@)=1-[F(K,L™I(Z*)((1- a)/N®*+ a(L+LO)/(L™+LO)]/[(2+ B) ¥ ]

The tax rate is always positive in this case. Thhs, government can appropriate
resources and, at the same time, it has a brogabdufpom one elite and the population.
Financial reform is a key element for such consengti the government cares about
consensus, the equilibrium supported by the coalitif the “modern” elite and the population
dominates.

In sum, the discussion so far has illustrated thet that financial sector reform
decreases during the shift from autocracy to dadfeanocracy, whereas it increases with the
shift from partial to full democracy. The model giets a non-linear relationship between

democracy and financial sector reform.
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