Crises, What Crises?
New Evidence on the Relative Roles of
Political and Economic Crises in Begetting Reforms

Nauro F. Campos Cheng Hsiao Jeffrey B. Nugent
Brunel University, Department of Economics Department of Economics
CEPR and IZA University of Southern Californibniversity of Southern California
nauro.campos@brunel.ac.uk chsiao@usc.edu nugent@usc.edu
January 2010

Abstract: Crises beget reforms is a powerful hypothesist, Bdnich type of
crises — economic or political - are the most intgatr drivers of such structural
reforms? To seek an answer to this question, wdgoward measures of labor
market and trade liberalization as well as of thesetypes of crises for a panel
of about 100 developed and developing countriewdxsst 1960 and 2000. Our
findings reveal significant differences in the efteof the two types of crises on
these reforms across regions over time. Ratherstendly, we find that political
crises are more important determinants of structefarm than economic crises.
This finding is robust to the inclusion of inter@eplencies between the types of
crises, feedbacks between the types of reform,udee of a large number of
alternative measures of crises, and whether odawat are pooled across regions.

Keywords: labor market reform, trade liberalisatienonomic reform, economic
crisis, political crisis

* We thank Ari Aisen, Mustapha Nabli, seminar papants at the Annual Congress of the
International Economic Association (Marrakech), tacific Development Conference (San
Francisco), and the Eighth Conference of the latigonal Society for the New Institutional

Economics (ISNIE), the Editor (Oliver Morrisseyndatwo anonymous referees for valuable
comments. Kannika Damrongplasit, Ladan Masoudie Raail Srivastava provided excellent
research assistance. The dataset constructed ifopaper is available on-line and from the
authors upon request. All remaining errors arecoun.



1. Introduction

In the last two decades or so, massive changesanoeiic policy orientation have been
implemented around the world, key elements of wiaighprivatization, trade liberalization and
labor market reforms. Usually such changes haven beiiated in the interest of either
efficiency or equity, but only rarely for both atet same time. Since efficiency-increasing
reforms often raise concerns about equity, and db aome with built-in compensation
mechanisms, clearly these reforms have to be ulmdersn a political economy context. This is
especially true since recent experience has swEgydsd some at least) that the efficiency
benefits of these structural reforms may have lseealer and more concentrated than initially
thought. Not surprisingly, therefore, success iplamenting these reforms has varied greatly
across space and time. In some countries, refbawe been rapid and comprehensive but in
others extremely slow, partial or even non-existéiite aim of this paper is to provide a
relatively comprehensive assessment across a angder of countries of both the extent of
these reforms and their main determinants.

Although the literature on political economy of agh is large, prominent and fast-
growing, it remains largely theoretical. Indeedptvecent book-length authoritative reviews
(Drazen, 2000, and Persson and Tabellini, 2000)aandnportant review article (Acemoglu,
Johnson and Robinson, 2006) show that the empigMdience on such reforms is still scanty.
Although one would have expected research to quigkbvide the necessary empirical
evidence on determinants of reform in developingintoes, to date arguably the most
comprehensive studies of this type (e.g., Inteomali Monetary Fund, 2003) are limited to
reforms in industrial countries.

Seminal theoretical papers on the determinantefofm by Drazen and Grilli (1993)
demonstrated a potentially beneficial role of @ifer reforms. Tommasi and Velasco clearly

indicate how influential these results have bedinat economic crises seem either to facilitate



or outright cause economic reforms is part of te& conventional wisdom on reform” (1996 p.
197). The intuition is that a crisis increases thest of waiting for an agreement (or inversely
decreases implementation delays of any such agrde@ong the different social groups on
the distribution of the costs of reform.

Given the aforementioned trade-offs between efficyeand equity in reforms, to us this
highlights the need for an essentially politicatesmentamong the different groups on the
distribution of the costs of reform. Indeed, it tise lack of such agreement that delays
implementation and allows a war of attrition betwéke various groups in society to endure.
Since Drazen and Grilli illustrate their model dyowing how hyperinflation (in contrast to
indexation) could foster agreement on the implestgort of tax reform, most of the recent
discussion on the determinants of reforms is fodus® economic stabilization. Yet, for this
type of reform, agreement among domestic politcabrs may be less necessary because of the
conditionality of foreign loans, or even more fundntally the near absence of losérs.

Following Rodrik’s logic (1996), one would thinkahinter-group agreement could be
more crucial to the initiation dftructural reforms, like trade and labor market liberalizatiom
which typically there may be more losers, each wmtire immediate losses. By triggering a re-
alignment of the different social groups, politicansiderations (political crises as well as
suitable political institutions) may be able to tlysburden-sharing agreements contributing
more substantially than economic crises to theessfal implementation of structural reforfhs.
Indeed, our principal hypothesis is that politicaises are likely to be better at explaining
structural reforms than the conventional wisdomer®mic crises. Our secondary hypothesis is
that because of variations in the relative imparéanf efficiency and equity considerations
from one type of structural reform to another, défiects of political crises may well vary from
one kind of reform to another. Below, we presenpeical support for these hypotheses from

panel data of more than 100 countries over thesy&260-2000.



Existing tests of these various theoretical motelge been limited largely to examining
the effects of economic crises on macroeconomiglstation. One early empirical paper of this
sort is Bruno and Easterly (1996) which shows hiygierinflation (or at least high inflation) is a
more successful driver of macroeconomic stabilatihan say indexation mechanisms (see
also Bruno, 1996). Drazen and Easterly (2001) plwihat is arguably the first direct test of
the ‘crisis begets reform’ hypothesis. Using datamhore than 150 countries in the last 30 years
or so and five year lags, they find only mixed evide for the hypothesis. More specifically,
although episodes of extremely high inflation cadil market premia are indeed followed by
periods of more significant reform measures thaisagles in which these problems are only
moderate, similar results do not obtain for highreat account deficits, large budget deficits or
negative rates of per capita growth. Pitlik and tWif2003) report econometric evidence
suggesting that deep economic crises are conduociwsructural reforms. Their paper also
examines the role of not political crises but astepolitical factors and goes so far as to suggest
that democratic regimes with fractionalized goveents would be more likely to play a
positive role in reform. From our perspective, fhectionalization of government that these
authors observed might have constituted politicedes sufficient to trigger reforms. In any
case, below we provide evidence supporting thetigallcrisis begets reform hypothesis. .

A recent but important development in the literatuon the determinants of
macroeconomic stabilization is that by Alesina, #gda and Trebbi (2006). Using yearly data
on a large sample of developed and developing desnfrom 1960 to 2003, they find that
successful macroeconomic stabilization (in termmfbéition and budget deficits) is more likely
to occur, not only following a crisis, but also @)the beginning of term of office of a new
government, (b) in countries with presidential eys$ and large majorities, and (c) when the
executive faces less binding constraints. We sudbasthis could be interpreted as supporting

a hypothesis that political crises and instituti@as affect economic reform. Note, however,



that, for a sample of Latin American countries sittfte mid-1980s, Lora (1998, 2001) finds that
economic (not political) crises have played an ingodt role in the dynamics (and composition)
of structural reforn?,

Another especially relevant paper is that of Tdrn@998). Although his main
contribution is theoretical, Tornell presents enapair evidence on the relationships among: (a)
drastic political change, (b) a major economicisrand (c) trade liberalization. He estimates
probit models for the start of trade liberalizationa large panel of annual data beginning in
1970 based on the occurrence of economic and galitrises and controlling for a number of
other factors. His main finding, based on the usdumnmy variables for both economic and
political crises in the particular year in whichheir or both these crises take place, is that the
probability of trade liberalization is twice as higvhen both crises occur together compared to
only one occurring. The author recognizes two mmaks in this strategy: one due to possible
mistakes in identifying the exact year in whichteat the events take plaand the other due
to the possibility of reform reversai®ur data shows that reform reversals do occur eiem
5-year averages are used (which should render liggsilikely than with annual data).

The approach we adopt in this paper differs in mlmer of ways from those in the
literature just reviewed: (1) With respect to measwent, wherever possible we use continuous
variables instead of dummies to measure both ref@mal crisis measures and most importantly
we make use of a number of different measures di beforms and crises. (2) Instead of
focusing on a single “easy” reform, we examine mare difficult structural reforms, trade and
labor market liberalization (and the interactioretwieen the two). (3) With respect to the
political environment, we consider both democrgwernance and a wide variety of political
crisis indicators. (4) Our data covers a larger @anof countries for a longer period of time
(allowing us to use homogeneity tests which indegelct the hypothesis that all regions can be

pooled).



In this paper, we focus on the following questiovthat are the determinants of both
labor market and trade liberalization indicators@ fhese structural reform indicators related to
each other and, if so, hoWMow do political institutions and conditions affébe two types of
policy reform indicators in a given country? Istonomic or political crises that are the most
important drivers of structural reforms and do ttheffects differ between trade and labor
market reforms? As noted above, our primary hygsithis that political crises may be more
important determinants of structural reform indiocat than economic crises. Our secondary
hypothesis is that, since labor market liberalaais likely to appear more threatening to more
people than trade reforms, political crises mayehaxeaker effects on labor market reform
indicators than on trade reform indicators.

After summarizing the theoretical framework andcdssing the construction of our
measures and data set, we estimate the determuwfathis reform indicators in two ways: first,
as if the decisions to implement each type of ref@re made independently and, second,
allowing for feedback effects between them. An im@ot result from the data section is that
homogeneity tests strongly reject pooling acroggores. This highlights, what many certainly
suspect, that reform efforts differ markedly acrosgons of the world because of the radically
different institutional and political settings irhwh they are implemented.

With respect to the determinants of the structedrm indicators, our fixed-effects
panel estimates support both of the above hypathesenely, that political crises have stronger
and more positive effects on both types of strattreform indicators than economic crises and
that the effects on trade liberalization are mqmeaaent and stronger than those on labor market
liberalization. In the results presented in thegragnd especially in the WEB Appendix, these
findings are also found to be quite robust to the of a wide variety of indicators of economic
and political crises, the presence or absenceeallgcks between the two types of reform, and

the use of different lag structures in the effeaftdoth crises and interdependencies between



reform types, and different estimation proceduréghere we do find differences in the effects
of the crisis and other determinants is betweenreg®mn and another, both between developed
countries and developing countries and betweerreifit regions of developing countries.

The paper is organized as follows. Section 2 hyripfesents the Drazen-Grilli model
and makes the case that political crises may hgdfam its workings. Section 3 discusses how
we measure trade and labor reforms and politicdl @onomic crises over time and across a
large sample of countries. It also examines thegticeiship between these reforms and economic
performance over time and across regions, pregghésic statistics of the other variables used
in our analysis. Section 4 discusses the main m@tents of the various components of labor
market liberalization and trade reform, includiagg in these relationships and robustness tests.

Section 5 concludes with suggestions for furtheeaech.

2. Conceptual framework
In this section, we provide a brief outline of theoretical framework developed in Drazen and
Grilli (1993) and make the case that political esiswould provide a better (or at least,
alternative) way to set the model in motion. AsedbBbove, the Drazen and Grilli model
develops the normative implications of Alesina &vdzen (1991). While the earlier model is
framed in terms of a war-of-attrition in which salcgroups disagree on the implementation of a
tax reform or macroeconomic stabilization that s both inflation and accumulation of
government debt, the more recent model assumesrgoeat debt to be constant (indeed, zero
for simplicity).

In Drazen and Girilli, therefore, government expamess are covered by either
monetization of the deficit or (non-distortionatgxation. The monetization of a fractiprof
the government budget arises because social goupst agree owhich (group) will bear the

costs of the tax reform. The delay in agreeinghenliurden of reform propels inflation. It can



be shown that, prior to the macroeconomic stahibna the equilibrium rate of inflation is a
function of the fraction of government expenditulieanced by seigniorage.

The model assumes that there are two groups whiahe sequally the distortionary
burden until stabilization occurs at tinie The group that concedes must agree to pay a larger
share of the costs than the other (non-concedirmgipg The utility functions of the individuals
in each of the two groups increase with consumpdimh decrease with inflation. They differ on
the losses each group attaches to inflation. Theofvattrition is driven by asymmetric
information: each group knows its own loss, buttfa other group knows only the distribution
of the losses that this group could incur. The e@spntative individual chooses a time path of
consumption as well as a date on which to beargeiashare of the cost of reform (the optimal
time to concede depending on the group-specifis fasm inflation). Differentiating expected

utility with respect to the optimal concession tjmelds the following first-order condition:
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whereF(0) is the cumulative distribution @f (the loss each group assigns to inflatid()) is
the associated density functianjs the discount ratey is government expendituresg,is the
share of the burden paid by the group that concédgdandr is inflation.

The term in brackets on the left-hand side is thebability that the other group
concedes at tim&(f) (conditional on its being the first to concede),lethe second term is the
present (discounted) value ©{0). The left-hand side therefore represents the exgpdmtaefit
the group enjoys from waiting to concede. The riggud side reflects the associated costs,
where the first term is the loss from inflation tire absence of reform and the second term
reflects the inflow of taxes generated once theigmoncedes.

Equation (1) can be rearranged to give an exmmedsri the optimal concession time as

a differential equation, which in turn can be sdifer the optimal concession time for each



representative agent in each group. The solutippats the war-of-attrition interpretation of

delays in adopting a welfare-enhancing change licips (a “reform”): the group that benefits

from reform tries to “wait the other group out” ithe expectation that the other group would
benefit even more from the reform. Put differenttythis framework one group tries to learn
about the costs that the other group suffers (bevas it suffers) from the continuation of the
distortions associated with the delay in implemamtihe reform at hand. The war-of-attrition
ends when one of the groups agrees to bear a lsingez of the burden of reform.

It is important to stress that one implication fréme Drazen and Grilli (1993) model is
that the higher the rate of inflation (that is, @eater the distortions in the economy or the
larger the scope for reform), the larger will be thsses each group assigns to perpetuation of
the status quaand the faster one group will concede (by agre®ngay a larger share of the
costs). The comparative statics is straightforwardleterioration of thetatus quo(a crisis)
shortens the implementation delay in the reformazen and Grilli show that crises can be
welfare-enhancing because they accelerate agreeamanhg the social groups over the
distribution of the cost burden of the reformsréty also speeding up the pace of reforms. A
crisis fosters reform because it “convinces” onectft group to bear a larger share of the
costs. In this light, we suggest that a politicasis, or a realignment of the political power of
the different groups in society, would serve thensand of “convincing” one of the groups to
bear a disproportionate share of the costs. Althab would hold for any type of reform, such
realignment would seem to be especially conduavihé structural reforms under study here.
But, because the pressures against reform on aicoboancerns about equity may be greater in
labor market reforms than trade reforms, we sugdpestthe effects of political crises could be

much weaker (or even perverse) in the case of lataoket reforms.



3. Measuring Trade Liberalization, Labor Market Deregulation and Crises

In light of existing data availability constraint® accomplish our objectives we have had to
make several limiting choices. A crucial one iséttle for using five year periods since most of
the labor market reform data (e.g., Blanchard aradféks, 2000, and Forteza and Rama, 2006)
is available only for five year periods.

Since stabilization reforms have already been aedlyrather extensively and are
perhaps the easiest to accomplish, we focus onkeyostructural reforms: labor market and
trade liberalization& In the case of trade liberalization, being unawafrany single data set
that contains the required information for all pels and countries of interest, we use several
different data sets to further extend the Sachsvdacher (1995), (henceforth S-W) measure of
trade openness (0 for “closed” and 1 for “opeh”)that was already corrected and extended
from 1970-1989 to 1990-99 by Wacziarg and WelclO80As is well-known, this measure of
openness has the distinct advantage of being gutiroriented reform index in that it is
exclusively based on policies, as opposed to theestf imports and exports in GDP the more
commonly used “output” oriented index In extendihg time coverage backward before 1970,
we took advantage of the temporary liberalizati@niqds, many of which dated back to the
1950s, of Appendix 2-B of Warcziarg and Welch (2088d pushed forward in time from their
Appendices 3-A and 4. In a few other cases, wedadditional raw data allowing us to apply
the S-W criteria to additional time periods. Ineavfcases however, when the raw data on some
of the components was incomplete, we also extetitetime and country coverage on the basis
of similar indexes from th&conomic Freedom of the Wortdirveys published by the Fraser
Institute (Gwartney, Lawson and Damira, 2000) dmel ¢lassifications “Free” for “open” and
“Repressed” for “closed” for relevant years in fhede openness component of the Index of
Economic Freedom reports.

Since Rodriguez and Rodrik (2000) and Rodrigue®§2@rovide a powerful critique of



the efforts of (S-W) to relate their “open” measuoecross-country growth rates, we have
incorporated their views to improve the measurenmnthis reform. One of their major
objections was that the S-W cross-sectional evied@mcgrowth rates relied on only two of the
five S-W criteria, namely, export marketing boa(¥#1B) and black market premium (BMP).
In effect, this suggests that the S-W index of oygss, even when extended by Warcziarg and
Welch, has in fact little to do with trade restiocts in the form of tariffs and non-tariff barriers
Rodriguez (2006) also had some specific quarreth wie way XMBs were treated in their
classifications of certain countries and agreedh Witarcziarg and Welch (2003) in the use of a
lower tariff rate threshold (20% instead of the 4@ S-W) to distinguish “open” from
“closed”® Since most countries in the world had fallen betbe 40% threshold by the mid-
1990s, this change has the effect of giving morightdo tariff barriers in the classification.
Therefore, we construct an alternative measure tdies advantage of more recent
information on XMBs (from World Bank and other soes) so as to distinguish between those
marketing boards that in practice discriminate agfaproducers for export markets and those
which do not, as well as these other suggestiomgenGthe importance that Rodriguez and
Rodrik (2000) attributed also to BMP, our preferne@asure of trade liberalization,“Open
Rodriguez” encompasses the lower threshold datéafdfs, new data for BMP, and the other
original components, all aggregated in the same agadyefore). The dataset constructed for this
paper is available on-line and from the authorsnugmuest and, as the sample of countries is
not dissimilar to other cross-country analysesaitkeaire provided in the next section below.
With respect to labor market liberalization, vgaim want an “input” oriented index and
for this reason focus on the labor laws themsehgespposed to an “outward” oriented one such
as the number or percentages of workers coverediffeyent rules and degrees of formality.
Since we find no single series that covers a latgaber of countries and goes sufficiently back

in time, we make use of several different but dipselated measures of labor market
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regulations and rigidities. Although they may inngiple capture somewhat different aspects,
we make use of different indexes for different oagi, in each case choosing the one that we
feel is the most satisfactory for that region: Blaard and Wolfers (2000) for the OECD,
Heckman and Pages (2004) for Latin Amefitand Botero, Djankov, La Porta, Lopez-de-
Silanes and Shleifer (2003) and extended by WoddkB(2004) for the remaining regiors)
important shortcoming of the latter source (thabvptes a Rigidity of Employment Laws
Index) is that its time coverage is restrictedhe years after 1995. For comparability with the
OECD and Latin America for labor reforms and withodher countries for trade liberalization,
it is desirable to extend the World Bank index lve&ids. One way to accomplish this is
through the use of backdating techniques develapede context of business cycles analysis
(Angelini et al., 2004). Therefore, based on théowing regression equation we extend this

index to other countries and time periods:

Rigidity of
Employment laws = French*10.34878 +Socialist *19&1 - English *6.9012 + German*6.09 +
(5.6717) (9.114) (5.85) (5.89)
+ chidlb *.1917 - abolfl * 1.648489 - eqlrem?2.66 + discrm *4.74 +
(2.57) (2.27) (3.28) (3.14)
-loggdp * 2.34 + agrratio * 40.01 + - agratsg *2P2.+ 60.09 (2)
(1.97) (16.79) (16.89) (21.56)

R-squared=0.5312, Adj R-squared =0.4680, Root MSE 10.04

where French, Socialist, Englistand Germanare dummy variables for the respective legal
traditions as defined in La Porta et al. (1998)ldIb, abolfl, eqlrem anddiscrm are time-
varying dummy variables for whether or not the doumhas signed ILO conventions on child
labor, forced labor, equal remuneration by genderdiscrimination in the period under review
(from the data base of Forteza and Rama (200@)agrmratio is the time-varying share of
agriculture in total employment, and agratsq issgaare. The relevance for the legal tradition
and per capita income determinants was demonstmat&btero et al. (2004). The share of
agriculture in total employment and its square iastuded because labor regulations in this

sector tend to be especially light.
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Regarding political crises, of which innumerabléim&ons might be constructed, in the
results presented in the paper we limit attentomthe following three indicators. The first is a
principal components index of social and politigastability formed from the number of
revolutions, coupsl'Etat and political assassinations (per million peoplejing each five year
period’® The data source is Banks (2005). The second isvanse measure taken from Polity
IV reflecting the absence of crisis, specificdlhe duration of the political regime, measured in
years (Regime Durability). The third reflects thgoortance of what is sometimes referred to as
an obstacle to reaching a political agreement ¢orme the Party Fractionalization index. We
regard this as a good measure of political crisecéuse it reflects a huge challenge to being
able to put together a governing coalition and bestay in power for any significant period of
time). But instead of constituting an obstacledform, for two reasons we believe that party
fractionalization could help reform. First, it dduvell provide the incentive for exploring new
coalitions and bases for agreement on burden-ghand thus more ways out of the impasse
over reform. Second, taking into consideration dliféerence between fractionalization and
polarization (Montalvo and Reynal-Querol 2005), ajee fractionalization, indicated by the
presence of many small parties, may have a mucte rpositive effect on reform (via a
constructive search for alternative ways of cortsing a governing coalition) than polarization
represented by relatively equal distribution ofegbr representatives among only two or three
large party blocs, Only in the latter relativeligbtly fractionalized case, does each major party
have an incentive to veto the threatened actibttsecother(s).

For economic crises we include several differenasnees?® namely, the largest single
year GDP fall in percentage points that occurredanh five-year period (Max fall GDP), the
current account balance (CAB)the number of years in debt and currency crisiésiweach

five year period (Currency Crisis and Debt Crisfs).
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As noted below and in the results reported in olBMppendix, we also make use of
five additional indicators of both political andogmmic crises, using each as an alternative to
one of the indicators identified above.

In the discussion above, it should be clear thatshould control for each country’s
levels of political and economic development. Ta&xzounts for our inclusion of both per
capita GDP and the level of democracy in all theults presented below. The measure of
democracy used is that in the Polity IV datasetdoon a 1-10 scale, with 10 indicating a high
level of democracy. The stronger is democracyntbee the median voter might be expected to
exercise influence. Since the median voter is nikety to be a consumer than a member of a
more specialized interest group, we would expeach@acy to have a positive influence on
trade reform but perhaps not on labor market lilbson.

As indicated above, while the trade liberalizatrarasures do reflect liberalization, in
original form the labor market measures are instedices of job security or labor market
rigidity. To transform both measures into indicdsstrengthening the markets and onto a
common scale, we use a formula suggested by L&@3]1 which involves subtracting each
value from the series maximum and dividing this thg series range (maximum minus
minimum value). Once all the variables are colldctiney are aggregated and transformed
using the following aggregation of reform indexespgmsed by Lora (1998) into a 0 to 1 scale
(with 1 indicating further reform):

1 X (ijax _Vjit)
" [v -V, } ®)

i j=1t=1 j max j min

whereVj; is a value of jth variable in ith country in timeand t= 1, 2...n, Wax and Vinin are
the maximum and minimum values of the jth varialblegdm is the number of variables. As a
result, both reform indicators are measures oftdilmEation, with higher values of both indices
reflecting greater liberalization.

In general, the indexes of trade and labor madke¢gulation per region shown in the
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Appendix reflect greater progress in trade libeatlon than in labor market deregulation, with
some interesting differences across regions.

Appendix Table 1 presents the correlation matmxoag the variables used in the
analysis. It reveals that most of the pair-wisereations are fairly low, mitigating concerns
with multicollinearity, with a couple of exceptionghich we try to avoid by rerunning the

regressions without one of the more highly coreslatariables in other appendix tables.

4. Empirical results

In this section, we discuss our main empirical teswith respect to the effects of the two types
of crises on both trade and labor market liberibraindicators in our large sample of both
developed and developing countries. Our princigglothesis is that in the appropriate context
of over-time changes political crises (by realignpolitical forces) may cause one group to
accept a larger portion of the costs of reform meadily than would economic crises. Our
secondary hypothesis is that because labor maitketalization would be more likely to
generate concerns for equity, the impact of paliticrises on labor reforms would be less
uniform, hence its coefficient could be less digant (or even negative) than for trade
reforms.

We first estimate fixed-effects panel data modelsvhich we specify our indexes of
labor and trade reform to be separate functiortsotif economic and political crises (as well as
the other standard controls identified above.) éc@al result in dictating our estimation strategy
is derived from parameter homogeneity or poolabtists (e.g., Hsiao and Sun, 2000, Hsiao,
2003.) These tests strongly reject the hypothésisdata can be pooled across all regions. This
is an important result in itself, indicating thafarm efforts differ markedly across regions (as
we show, in large part because of the differentitiutgonal and political settings in which

reform efforts operate). In this light, while weport results for all countries pooled together,
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more weight should be given to the separate res$oftghe following different regions:
Developed, Africa, Asia, Latin America and the ®aeran (LAC), MENA and Transition.

We also check the robustness of our inference girdwo types of sensitivity analysis:
(1) using alternative measures of economic andtigallicrises, and (2) using alternative
estimation procedures so as to account for feedbbetwveen the two reform equations. In no
case do we find the main results concerning theivel importance of the two types of crises to
be sensitive to these differences.

We begin by using the fixed-effects panel estimédoinvestigate the relative roles of
political and economic crises in explaining the ayrcs of trade liberalization and labor market
deregulation. Our econometric model takes the form:

Re=a+BR. +BE +Xyt+e (4)
whereRy is reformi at time period in countryc, Py reflects the intensity of political crises at
time periodt in countryc, E reflects the intensity of economic crises at tpeeiodt in country
¢, and X, is a vector of key control variables (that is, disv of political and economic
development). As noted, we examine two reformsm refer to labor market deregulation or
to trade liberalization. The subscript t referato-year period, where the measure is the average
over the period, and the periods included are: 119884, 1965-1969, 1970-1974, 1975-1979,
1980-1984, 1985-1989, 1990-1994 and 1995-2800.

Tables 1 and2 provide our baseline estimates degpiirade Liberalization and Labor
Market Reform, respectively. We begin with the effeof the economic crisis variables,
followed by those of the political crisis variablkesd finally by those of the remaining variables.

In order to confirm the ‘crisis begets reform’ hyfpesis in the case of economic crises,
we would need to find positive effects for the tfiteo economic crisis measures (Max fall
GDP, Currency Crises) and negative ones for thrd iftihe inverse measure CAB) in the two

tables. Yet, the only cases for which any suchltreswbtained is the negative and significant
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effects of Current Account Balance in the smallnBiaon Economy Region in both Tables 1
and 2. In quite a few of the region specific colenah Table 1 (6 of the 7 for Currency Crises
and 2 of 7 for Current Account Balance), the eBect these crisis measures are actually
opposite to those suggested by the conventionallomsof the economic crises begetting
reform thesis. In Table 2, significant perverdeat can be seen in 3 of the 7 columns for both
Maximum fall of GDP and Current Account Balané®.

Next, we turn to the results for our three measuwe political crises, the inverse
measure Regime Durability (the length in years bt tlife of the regime), Party
Fractionalization and the Political Instability eyddescribed above. For these, confirmation of
the ‘political crisis begets reform’ hypothesis ueggs a negative coefficient in the case of
Regime Durability and positive ones for both Pdftactionalization and Political Instability.
For reasons given above, this effect could be d@rpeto be weaker or even reversed for labor
market regulation. For Trade Liberalization in T@ldl, the coefficients are generally of the
expected sign and statistically significant. Tlisspecially true for all three of these political
crisis measures for “All” countries, 2 of the 3 Ideveloped countries, and for 1 of 3 in all the
remaining regions except the LAC region. The oniynificant effects going against our
political crises beget reform hypothesis are thtiseRegime Durability in the Developed
country sample of the second column and Politicstability in the Africa sampl€.

As noted above and suggested by Robinson (200@)eircontext of democracy, the
hypothesis about crises and reforms should be#ten&asured with panel data and estimated
with fixed effects as we have done in Tables 1 2ridr the two liberalization indicators. To
sharpen the distinction between results obtaingtl panel data and fixed effects and those
obtained in the earlier international cross-secsitudies, in Tables A2.1 and A2.2 of the WEB
Appendix we present for comparison purposes theesponding results obtained when the

over-time variations in the variables are suppmrsseusing only the average values over all
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the years for each country and variable. In eask taere is again but one region (Africa in the
case of Table A2.1), and Asia in Table A2.2) ané esonomic crisis measure (the inverse
measure Current Account Balance) where the econamsts measure has a positive and
significant effect on the reform indicator as swsgjgd in the standard crisis begets reform
literature. In the case of Trade Liberalizatioralfle A2.1) none of the political crises has the
hypothesized positive and significant effects o téform indicator. In Table A2.2 for Labor
Market Reform, however, all three of the politiaaisis variables have the conventional
negative and significant effects in the full samfitee “All” column) and also in some region-
specific samples. This suggests that much of thegirezal basis for the conventional negative
effect of political crises on reform may have beem to the cross—country differences, not the
more relevant over time effects captured in ourldald and 2 of the paper itself. Consistent
with our secondary hypothesis, for Labor Marketdetation, the coefficients of the political
crisis measures are less positive and indeed eggatime and significant in several region-
variable cases of Table 2. In particular, Regimeability has positive and significant effects
on the Labor Market reform indicator in four of tieregions, and Party Fractionalization a
negative and significant effect in the Asia regiand Political Instability negative and
significant effects in the full sample and the A&isample. It would seem that labor market
reforms take place primarily only under favorabt®mnomic and political conditions in which
sitting governments are in a stronger position ushpsuch reforms and concerns about their
equity effects are likely to be weaker.

Further, note that both Log GDP per capita andtémocracy index have positive and
significant effects on trade liberalization in mosgions (Table 1). The Log GDP per capita
term has a negative and significant effect in tlevddoped Country sample and Democracy a
positive and significant one on labor market del&tpn in the Transition Country sample in

Table 2.
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Naturally, these results showing the much greatgarct of political crisis variables than
economic crisis variables on trade reform but fardesser extent on labor market reform are
limited to the particular indicators of economiaapolitical crises usetf Yet, in Tables A3.1a-
A3.1le of the WEB Appendix we present alternativenestes of the results for each region for
trade liberalization when alternative measurescohemic crises (such as an inflation (or CPI)
crisis, a debt crisis, the number of years of déafj GDP per capita within any 5 year period,
an economic crisis that requires a loan prograrh Wie IMF or other international agency, or
an exchange rate crisis represented by the Blackeéti®remium (BMP)) are used and in
Tables A3.2a —A3.2e when different measures oftipali crises (e.g., number of executive
changes, cabinet changes, purges, strikes, orllguesrfare) are used. But with only very
minor exceptions, the results summarized abovedbase Table 1 are unaffected. Similar
robustness checks are performed with these sarmefatternative crisis measures in Tables
A3.3a-A3.3e and A3.4a-A3.4e for Labor Market Lidemaion. Once again, these changes
result in only minor differences in these resultisitive to those presented in our Table 2.

The one notable change is for the new politicadisrvariable, Civil War Intensity. For
this variable the effect on trade liberalizationnisgative and significant for “All” countries,
Africa, Asia and LAC. Its effects on labor marketréigulation are also generally negative but
not significant. This finding suggests that theunatand intensity of political crises vary not
only between reforms but also from one measurentther (i.e., between Civil War Intensity
on the one hand, and Regime Durability and Politicatability on the other.) Whereas the
latter measures of political crises seem to stiteuteade but not labor market reform, the
former more severe form seems to hinder both res6fm

A related potential explanation that we have ingased is that political and economic
crises do not need to be independent over timenorge strongly put, that the chain of events

should not be from either political or economicses directly to reform. Consider the case in
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which the occurrence of a severe economic crisistailizes the government (thereby
generating a political crisis) which responds te tlew pressures by implementing economic
reform packages. This possibility led us to invgste the temporal relationship among our
various types and examples of crises. Of all péssibmbinations, we only found evidence of a
relationship between (one-period lagged) currentses and political instability. For a large
number of other types of economic and politicabes, we were not able to uncover any such
signs of similar relationships. This suggests tthet effects of political crises on reforms
dominate those from economic crises and, equalpomantly, that they are not indirect. That
is, it does not seem the case that economic chiggger political crises and the latter trigger
reforms. Admittedly, this could well be a conseqesof our use of 5-year periods. Yet the
investigation of this issue is left for future wookice annual data should become available on
labor market reforms.

As another important sensitivity check, in Tablesa®d 4 we allow for (lagged)
feedbacks from one reform to the other. This ingptlee addition of af.1,cterm on the right
hand side of our estimating equation (3) abovehe@tise we use the same specifications as in
Tables 1 and 2, respectively. One important commiugom Table 3 is that, even allowing for
the lagged response, there is no evidence of diymwdgeedback going from labor market
deregulation to trade liberalization. Indeed, ire aagion (MENA) the effects are negative and
statistically significant, suggesting that in theégion lagged labor market deregulation seems to
hinder trade reform. A second important implicatmiTable 3 is further confirmation of the
lack of empirical support for the ‘economic crisisgets reform’ hypothesis. Once again, our
data seems to support the oppostesenceof currency crises fosters economic reform. A third
finding is that, once we take into account the &f@gffect of labour reform, the effects of
regime durability and political instability remastrong: political instability igositively (and

regime durability isregatively associated with the implementation of trade mafor
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Finally, the results allowing for the lagged effeaft trade reform on labor market
deregulation in Table 4 reveglositiveand significant effects of lagged trade reform aior
market deregulation for “All” countries (the poolsdmple), and for countries in the African
and Asian samples butnggativeand significant effect for the Developed countaynple. Note
also that with the single exception of Currencys€siin Asia, economic crises again have no
positive effects on labor reform and in severaksgserverse (i.e., negative effects).

The results of Tables 3 and 4 support the notiaat the sequence in which the
governments choose to implement these reforms reatte particular, for most regions a
preceding labor market deregulation deters traftemein Table 3(though significantly only in
the MENA sample), in three of the samples in Tahla preceding trade reform has a positive
and significant effect on labor market liberalipati Note also that with a few exceptions,
economic crises again have little effect on laledom.

Tables A5.1 and A5.2 of the WEB Appendix preserg tlesults of still another
robustness check, namely, when the two reform epstre jointly estimated using two-stage
panel estimators. This implies adding (and endayeg) the current period value of reform j
(Ric) to the right hand side of equation (3). Note thetause we have so far specified the two
reform equations with an identical set of explanateariables, to achieve identification this
requires some changes in specification. Hencdjartriade liberalization equation, we exclude
the Max fall GDP (but include labor market liberaliion), while in the labor market
deregulation equation we exclude Currency CrisesGhB (and include trade liberalizatiof).
Once again, all the previous results are left lgrgetact.

In sum, by re-estimating our baseline specificatibom Tables 1 and 2 after subjecting
them to sensitivity analysis with respect to the ov$ lagged feedbacks between reforms in
Tables 3 and 4, different measures of economicpatitical crises, different measures of the

reform indicators, , and simultaneous feedbackieausof lagged ones in the various Tables of
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the WEB Appendix the initial results are generallygtained. In particular, political conditions
(political crises as well as political institutignseem to be significantly more important

determinants of structural reforms, especiallyrafié reforms, than economic crises.

5. Conclusions

This paper contributes to the debate on the effeicéiss of reform programs across the world
by attempting to measure and explain (to the bésiuo knowledge for the first time) two
important structural reforms (trade liberalizatiand labor market deregulation) over several
decades across developing, transition and developentries alike. To that end we construct
indicators of both labor market deregulation ardlerliberalization and measures of potentially
relevant determinants of these reforms (includimgtedifferent indicators of political crises,
eight different measures economic crises, andchwartables for the level of economic as well
as political developments) for more than 100 caestfin 5-year averages)

We try to explain the two reform indexes separatahygl find that our measures of
political crisis seem to have more important eBatian those of economic crises. Indeed, with
a couple of minor exceptions of specific measure®ne region or another, the effects of
economic crises on the two structural reforms atleee weak and non-significant or more
frequently perverse, i.e., they inhibit rather thagger reform. In the case of political crises,
these effects on reform vary between reforms amadsn indicators. They are often strong and
positive in the case of trade reforms but freqyen#gative and significant in the case of the
very difficult labor market reforms. Similarly, imost regions the levels of economic and
political development (the latter represented bsaleracy) have positive influences on trade
reform indicators but rarely on labor market refandicators. With a few minor exceptions, the
results are rather robust to a number of sensitieftecks, including the use of alternative

measures of economic and political crises andtutgtnal constraints, estimations methods and
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the use of lagged as well as simultaneous feedbibests.

One important finding is that there is considerdi¢erogeneity in the results across
regions, suggesting that the common procedure olirgpacross countries in different regions
may not be justified. Especially in the case ofitpall crises and institutions, the effects are
found to vary considerably between trade and labarket reforms and from one type of
political crisis to another. Yet, despite thesdeddnces, the results rather strongly support our
conjecture that political considerations (politicalkes as well as political institutions) may be a
more important trigger of reforms than economisesi especially in the case of trade reforms.

On the basis of these and the other more detarlddthgs of the previous section, we put
forward the following suggestions for future resdar(l) Since the current analysis has been
conducted in such a way as to determine the levétanle and labor market liberalization
attained in each country and time period, it wdugddesirable to supplement this by analyzing
the determinants of their implementation speeds, the extent to which each general type of
policy has changed in each individual year of & fjear period® (2) Given the differences in
the effects of political crises on reforms from omgion to another, it would be useful to
undertake detailed case studies of political, tastinal and other developments in individual
countries in the attempt to explain such differenc@) Although trade and labor market
liberalization are important structural reformseréh are certainly others (e.g., privatization,
agricultural and financial reforms) which also meénvestigation, specially once the necessary
data become available. (4) Similarly, once reliablenual data on the crisis and reform
measures studied here, more formal attempts tdlestathe direction of causality and to
quantitatively decompose the contribution of thigedént types of crises could attempféd5)
Finally, if appropriate instruments for the criseseamined in this paper could be identified, the
effects of the reforms studies here on growth aheérgperformance indicators might be more

reliably assessed than in existing studies.
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Table 1
The Effects of Political and Economic Crises ondErdiberalization
Panel fixed-effects estimates
All Developed Africa Asia LAC MENA Transition
Log real per capita GDP 0.154*** 0.00539 0.348** .0877* 0.282*** 0.138 -0.527
[0.023] [0.048] [0.055] [0.050] [0.059] [0.087] 7]
Democracy 0.0166** -0.00903 0.0355** 0.00971 0.0391| 0.0728 0.0482
[0.0074] [0.0097] [0.016] [0.017] [0.019] [0.045] [0.028]
Maximum yearly fall of GDP 0.0000176  0.0000547 .77E-06 2.86E-06 0.000166 3.55E-06 0.0000686
[0.000012] | [0.000047] [0.00014] [0.000012] [0.000 [0.00030] [0.000054]
Currency crises -0.0444*%  -0.0428** -0.0382* -031 -0.0702** -0.130* -0.104*
[0.013] [0.019] [0.023] [0.027] [0.029] [0.075] 7]
Current account balance 0.00498¢ -0.00854 0.00685* -0.0026 0.00604 0.00282 -0.0431*F
[0.0028] [0.0064] [0.0035] [0.0071] [0.0082] [0&J1 [0.016]
Regime durability -0.00311** 0.00566*| -0.0113**f {00188 0.00233 0.00242 0.00682
[0.0015] [0.0031] [0.0028] [0.0048] [0.0035] [0.18) [0.0096]
Party fractionalization 0.0218*** 0.025 0.0154 0aB3* -0.0205 0.0235 0.0874*
[0.0077] [0.020] [0.014] [0.018] [0.020] [0.023] 0.p47]
Political instability 0.107*** 0.114* -0.150* 0.058 0.113** 0.498*** -0.0595
[0.034] [0.068] [0.090] [0.090] [0.055] [0.16] 8]
Constant -0.764*** 0.517*** -1.950*** -0.302 -1.84%* -0.908 4.207
[0.15] [0.19] [0.36] [0.29] [0.39] [0.63] [3.12]
Observations 707 171 182 98 156 60 40
No. countries 131 22 36 18 21 12 22
R-squared 0.23 0.18 0.42 0.28 0.34 0.38 0.9
Note: Robust standard errors in brackets. * sigaiit at 10%; ** significant at 5% ; *** significarat 1% levels.
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Table 2

The Effects of Political and Economic Crises on drallarket Deregulation
Panel fixed-effects estimates

All Developed Africa Asia LAC MENA Transition
Log real per capita GDP 0.00146 -0.0584*t* -0.00231 -0.000701 -0.00223 -0.00277 -0.0033
[0.0034] [0.018] [0.0078] [0.0076] [0.0072] [0.08)5 [0.077]
Democracy 0.000379 0.00105 0.000939 -0.000084 QZ®H0 0.0027 0.0117*
[0.0011] [0.0037] [0.0022] [0.0024] [0.0024] [0 20 [0.0059]
Maximum yearly fall of GDP -0.0000033* 0.0000011 0.0000211  -0.000004* 0.00000352 0.0000257.00004***
[0.0000019]| [0.000018] [0.000019] [0.0000019] O0@O014] | [0.000019]| [0.000011
Currency crises 0.00146 -0.00387 0.0016p 0.00541 000808 -0.00504 0.00164
[0.0019] [0.0072] [0.0032] [0.0043] [0.0036] [0 4%} [0.0099]
Current account balance 0.00130** 0.00413* 0.00¥5| 0.000235 0.000494 0.000157 -0.00767%
[0.00034] [0.0024] [0.00037] [0.0011] [0.0010] 00094] [0.0034]
Regime durability 0.0008*** 0.00226* 0.000252 0.gap** | -0.000214 0.00112** -0.00125
[0.00023] [0.0012] [0.00040] [0.00074] [0.00044] 0.00048] [0.0020]
Party fractionalization -0.000699 0.0016 -0.00106 0.0105*** | -0.000225 0.00218 -0.0161
[0.0011] [0.0076] [0.0019] [0.0027] [0.0025] [01®) [0.0098]
Political instability -0.0103** 0.00221 -0.0289*¢ 000146 -0.00295 0.000825 0.277**
[0.0050] [0.026] [0.013] [0.014] [0.0069] [0.011] [0.11]
Constant 0.233*** 0.764*** 0.303*** 0.321*** 0.680** 0.185*** 0.198
[0.022] [0.072] [0.051] [0.045] [0.048] [0.041] 6]
Observations 732 171 193 106 162 60 40
No. countries 138 22 41 20 21 12 22
R-squared 0.08 0.23 0.17 0.43 0.01 0.32 0.7

Note: Robust standard errors in brackets. * sigarft at 10%; ** significant at 5% ; *** significarat 1% levels.
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Table 3

The Effects of Political and Economic Crises ondEr&iberalization
Panel fixed-effects estimates

All Developed Africa Asia LAC MENA Transition
Lagged Trade Liberalization 0.474*** 0.310*** 0.8%* 0.565*** 0.488*** 0.480*** 0.0838
[0.037] [0.055] [0.10] [0.11] [0.0]76 [0.12] [0.20]
Lagged Labor Market -0.145 -0.223 -0.258 -0.287% 318. -5.246** -0.0194
Deregulation [0.18] [0.19] [0.32] 0] [0.86] [2.09] [1.08]
Log real per capita GDP 0.0813**4 -0.0665 0.225**1  -0.00956 0.239*** 0.093 -0.135
[0.022] [0.046] [0.062] [0.048] [0.051] [0.071] HB]
Democracy 0.0129* -0.00477 0.0235 0.0189 0.0274 5310 0.0189
[0.0067] [0.0091] [0.015] [0.015] [0.017] [0.037] [0.064]
Maximum yearly fall of GDP 0.00000788 0.00005%4 .00DO711 | 0.00000198  0.000141 0.00006(18  0.0000835
[0.000011] | [0.000043] [0.00013] [0.000010] [0.000] [0.00024] [0.00014]
Currency crises -0.0238** -0.0432* -0.0115 0.00509 -0.0287 -0.106* -0.0231
[0.012] [0.017] [0.022] [0.024] [0.028] [0.061] [164]
Current account balance 0.002143 -0.00484 0.00313 00181 -0.00116 0.00109 0.00291
[0.0026] [0.0059] [0.0037] [0.0061] [0.0071] [02)1 [0.024]
Regime durability -0.00297** 0.00567* -0.00662  .6D128 0.00241 0.00904 0.0018
[0.0014] [0.0029] [0.0029] [0.0041] [0.0030] [0 [0.0089]
Party fractionalization 0.0860*** 0.085 -0.0836 o5F 0.0861* 0.336** 0.67
[0.031] [0.061] [0.085] [0.080] [0.051] [0.14] 4]
Political instability 0.0226*** 0.0291 0.0223* 0.09* -0.0136 0.0369* 0.132
[0.0069] [0.018] [0.013] [0.016] [0.017] [0.019] 0.086]
Constant -0.358** 0.9271*** -1.212%** 0.216 -0.819 .@B61 0.825
[0.14] [0.23] [0.40] [0.29] [0.65] [0.60] [4.03]
Observations 686 169 175 97 152 60 33
No. countries 130 22 36 18 21 12 21
R-squared 0.41 0.33 0.5 0.48 0.53 0.62 0.99

Note: Robust standard errors in brackets. * sigaiit at 10%; ** significant at 5% ; *** significarat 1% levels.
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Table 4

The Effects of Political and Economic Crises on draldlarket Deregulation
Panel fixed-effects estimates

All Developed Africa Asia LAC MENA Transition
Lagged Labor Market -0.0324 0.408*** -0.00564 -B07 -0.0863 0.229 0.241
Deregulation [0.030] [0.073] [0.048]] [0.096] [0.13] [0.16] [0.63]
Lagged Trade Liberalization 0.0158** -0.0429*f 09B3* 0.0406* 0.0153 0.01 0.0863
[0.0064] [0.021] [0.016] [0.020] [0.012] [0.0094] [0.12]
Log real per capita GDP 0.000549 -0.0342* -0.0108 0.0062 -0.00451 -0.00298 -0.209
[0.0037] [0.018] [0.0094] [0.0092] [0.0078] [0.08)5 [0.27]
Democracy -0.0000746¢ 0.0000622 0.00000824 -0.0008110.000883 0.00191 0.0131
[0.0011] [0.0035] [0.0023] [0.0029] [0.0025] [02a) [0.037]
Maximum yearly fall of GDP -0.0000035*0.00000427| 0.000018| -0.0000038©.00000199| 0.0000245 -0.0000784
[0.0000019]] [0.000016] [0.000020] [0.0000020] 0f@O015] | [0.000019]] [0.000081
Currency crises 0.00325 -0.00543 0.0043p 0.00769* .00@14 -0.00438 -0.011
[0.0020] [0.0066] [0.0034] [0.0045] [0.0042] [0 48} [0.031]
Current account balance 0.000804* 0.00305 0.0009420.000565 0.000115| -0.00000985 -0.0211
[0.00045] [0.0023] [0.00056] [0.0012] [0.0011] (00093] [0.014]
Regime durability 0.00081*** 0.00179 0.000644  0.002* -0.00024 0.000926* -0.00238
[0.00023] [0.0011] [0.00044] [0.00079] [0.00046] 0.00050] [0.0052]
Party fractionalization -0.0125** 0.00569 -0.0270* 0.00369 -0.00348 -0.00279 0.153
[0.0052] [0.023] [0.013] [0.015] [0.0077] [0.011] [0.54]
Political instability -0.000413 0.00421 -0.000212 0.0107*** 0.000287 0.00159 -0.0319
[0.0012] [0.0070] [0.0020] [0.0030] [0.0026] [0 %) [0.050]
Constant 0.247%** 0.449*** 0.347*** 0.373*** 0.752** 0.154*** 1.973
[0.024] [0.087] [0.060] [0.055] [0.099] [0.047] 23]
Observations 686 169 175 97 152 60 33
No. countries 130 22 36 18 21 12 21
R-squared 0.08 0.38 0.15 0.47 0.03 0.37 0.76

Note: Robust standard errors in brackets. * sigarft at 10%; ** significant at 5% ; *** significarat 1% levels.
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ENDNOTES

! Drazen and Grilli (1993) develops the normativeplications of the Alesina and Drazen
(1991) war-of-attrition model. See also Laban artdrZnegger (1994), Acemoglu and
Robinson (2001), Acemoglu et al. (2003), Perss®Z2 and Giavazzi and Tabellini (2005).

2 In their words, “crises and emergencies may béanekenhancing and hence desirable. When
ongoing social conflict implies that an economy kattled in a Pareto-inferior equilibrium,
radical changes are often needed to break thenrsitdeand put the economy on a welfare-
superior path. The necessary introduction of drasteasures (...) is usually unpopular and
forcibly resisted because of distributional consernThe extreme welfare loss that each agent
suffers in a crisis dwarfs the loss he may asseamth an unfavorable distribution of the
burden of a major policy change” (Drazen and Grll893, p. 598.)

% Drazen notes that “it is useful to distinguish saareforms which are expected to be of
general benefit (for example, macroeconomic stadtilbn) from those for which there are
clearly defined losers ex ante (for instance, hregpkup a monopoly). (...) The former,
associated with the launching of reform progranasjehmore immediate payoffs and widely
distributed political costs; from an economic ardlitcal point of view, they are easier to
implement. The latter are associated with the datestton of a reform program and generally
concern deeper structural reforms. Their benetitsuee only over the longer term and require
the elimination of advantages of some special @stst from both a technical and a political
point of view, they are more difficult” (2000, p03).

* Another advantage of this hypothesis is that iheahat mitigates Rodrik’s critique that the
relationship is tautological: “There is a strongreént of tautology in the association of reform
with crisis. Reform naturally becomes an issue avityen current policies are perceived to be
not working. A crisis is just an extreme instanéeaolicy failure. That policy reform should

follow crisis, then, is no more surprising than gedollowing fire” (Rodrik, 1996, p. 26-27).
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® There is also an emerging literature on the bnoadenomic effects of democratic transitions
examining, inter alia, whether or not changes ie political regime (from dictatorship to
democracy) generate economic crises. Notably, Radril Wacziarg (2005) provide evidence
suggesting that democratic transitions do not predsuch crises. This is an important result
for our argument as it suggests that the possilwfitendogeneity of economic crises vis-a-vis
political crises is remote, a proposition that wstéd with our data and find little supporting
evidence.

® In other words, the year attributed to the traberhlization may not correspond to the year of
maximum severity of crisis or maximum implementataf the reform in question.

" Tornell's treatment does not allow for the fadtatt: (1) trade liberalization takes time to be
fully implemented, (2) governments often adoptyopértial reforms, and (3) governments
may decide to reverse the reforms.

® Huang and Temple (2005) is one of the first paper®ok at this issue empirically, while
Giavazzi and Tabellini (2005) is one of the firetdtudy the relationship between political
reforms and economic liberalization (the latterxped by an index of trade liberalization
similar to ours).

to economic (not political) crises.

19 Loayza and Soto (2004) provide a thorough disomssif the issues underlying the
measurement of economic reforms.

1 More specifically, these authors defined a couasyclosed (i.e., open =0) if it had any one
of the following: (1) an average tariff rate of $@r cent or more, (2) non-tariff barriers
covering 40 per cent or more of trade, (3) a blaekket exchange rate that is depreciated by
20 percent or more relative to the official exchangte, (4) a state marketing agency or board
for major exports, and (5) a socialist economidesys(as defined by Kornai 1992).

12 gpecifically, previously non-classified Bahraicelland, Lebanon, Oman, Qatar and UAE are
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classified as “open” for some years based on saifrég“Free”) or at most 2 (“Mostly Free”),
while Cambodia, Laos, Libya, Sudan and Surinamewkssified as “closed” based on scores
of 5 (Repressed) on the same Trade openness contpairibe index for some years.

13 This was used to show something that Warcziarg \&edth (2003) had already shown,
namely that the positive relation between growtth apen found by Sachs and Warner (1995)
and others disappears when the lower thresholdad ar when the period studied is that after
1990.

4 This index reflects the costs of job security taan and is computed as the expected
discounted cost at the time a worker is hired simiésing the worker at some time in the
future based on existing labor law (but excludinhg tosts of court actions). It makes use of a
common discount rate of 8 percent, an assumedvearmate of 12 percerand cost (inclusive

of those related to seniority) of dismissing a vesrfor either justified or unjustified reasons).

15 This is an up-date version of the index used irsila and Perotti (1996), Campos and
Nugent (2003) and Campos, Nugent and Robinson §2001

% For a review, see Furman and Stiglitz (1998) lshthara (2005).

" CAB is, of course, an inverse measure of crisis.

8 The “Currency Crisis Indicator” is constructedrfr data on nominal official exchange rates
against the U.S. dollar as follows: first, movingeeages and standard deviations on a basis of
five years are calculated. Then standardized s@eesalculated using these moving averages
and standard deviations, where the standardizegk sscequal to the value of the nominal
exchange rate in a given year minus the averagetbgdast five years (up to the given year)
divided by the standard deviation over the sam@sgeilhe next step is that a threshold value
for the crisis is chosen arbitrarily (2.0 by the AM2003). Finally, a dummy variable is
constructed taking the value of 1 when the stangeddscore exceeds the threshold and zero

otherwise.
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9 1t is important to keep in mind that the mains@m for this somewhat limiting choice is that
most of the labor market reform data (e.g., Blanthend Wolfers, 2000, and Forteza and
Rama, 2006) is available only averaged over fivar periods.

0| ora (2001) finds support for the role of economiises on various reform indicators using
annual data for a sample of Latin American coustbetween 1985 and 2000. We re-estimated
his specifications using our data with and with@mlarging them with our measures of
political crises. Although we do find some effeteconomic crises on our reform indicators
for Latin American countries using our data, theftects vanish once we introduce our
measures of political crises (with the resultingefécients on the latter highly statistically
significant).

2L We have also studied whether the effects of diffees in levels of political development
(democracy) would be better captured by accourfongnteractions between democracy and
each of our three key political variables (politioestability, fractionalization and durability).
Our findings are qualitatively the same once thateraction terms are introduced. These are
available from the authors upon request.

%2 In light of the Rodrik and Rodriguez (2001) critigjof the available empirical measures of
trade liberalization, we constructed and testedimber of variants of our main index above.
Notably, we collected additional primary data oa &xchange rate black market premium and,
following Rodrik and Rodriguez’s suggestions, cleztkvhether using this as our measure of
trade liberalization would change our results. \iie it does not. We also investigate whether
a categorical version of the black market premienies would be more successful. Again, we
find it does not (our results are robust to thelsanges). Finally, we followed Rodrik and
Rodriguez’'s suggestion and computed a trade refodex based solely on black market
premium and existence of a marketing board (the vaables they claim to be the only

components of openness with positive effects onvtirpo We find that our conclusions are
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qualitatively the same as those reported in thgepa

3 Because of the much smaller number of observatishich for instance does not allow us
to estimate comparable results for the transitmmnemies) and because the main results are
almost identical, again in the interest and alsotfe sake of space, these results are not
reported here (but are available from the authgrsnurequest). The results also seem to
suggest that future research would benefit fromtexicl data of the type that would provide a
more comprehensive understanding of the effectiseointensity of political crises.

4 In addition to these being the less frequentlyistteally significant explanatory variables,
another basis for such an exclusion is that ones@sgpthat international policy variables
reflected in the trade reform index would seem niiedy to be affected by the international
dimension of crises while labor reform indicatoreuld seem more likely to be affected by
domestic macroeconomic variables (mostly relatadshemployment).

> Godoy and Stiglitz (2006) discuss this issue &dpecific context of transition economies.

%% For some applications to year by year changeimaméial reform indicators and institutional

factors see Calderon and Liu (2003) and Chong aide@n (2000).
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