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1 Introduction

Over the past two decades, a large number of developing and socidist countries have
moved towards implementing wide ranging economic reforms amed at introducing or
drengthening economic  freedom and replacing dae interference with the market
economy. Often, economic reforms were accompanied or followed by politicd
liberdization as well. While this trend towards grester politicd and economic liberdism
was paticularly pronounced in Latin American and Centrd and Eagtern Europe, a
number of African and Middle Eastern countries followed suit during the 1990s. The
reforms bore fruit in many countries by ddivering higher growth, low inflation, stable
public finance and, ultimady, grester politicd and economic dability. Yet, reform
programs that origindly appeared as if they dl followed smilar blueprints (typicaly
motivated by the so-cdled Washington Consensus) frequently ddivered very diverse
results. Thus, dl too often, the reform was staled or reversed, painful bet-tightening was
not followed by the hoped-for rapid recovery but instead by prolonged muddling through,
seemingly stable economies were plunged into disarray by currency and banking crises,
and/or reformist governments were democraticadly voted out of the office only to be
replaced by nationalist or populist politicians.

The term reform is generdly used to refer to any substantia departure from
previoudy pursued policies. A reform is efficency enhancing if, in the long term, it
increases socid wefare — by ddivering greater price dability, sound government
finances, higher economic growth and the like A reform often requires a codly
adiugment in the short to medium term and when its bendfits findly arive, they ae
usudly not shared equdly by al members of the society. Therefore, a reform results in
winners and losers, even if the average member of the society is better off, there are some
socio-economic groups who are worse off as a consequence of the reform. Furthermore,
the baance between the winnes and losars may change over time reflecting the
redization of individud gans or losses as wel as changes in uncertainty about the
reform’s outcomes.

An efidency-enhancing  reform, if  successful, should ddiver  subgtantid
improvements in the long term. Yet, any change that brings about benefits to the society



a a whole but has negative consequences for certain minority groups may face
opposition by the later. Often, the losers are aufficiently powerful (economicdly or
politically) and organized to stage considerable oppostion and may even succeed to dow
down or difle the change. Resstance to reform and economic change is not a new
phenomenon. In Western Europe, the indudtrid revolution was strongly opposed by
guilds and workers aike, who saw mechanization of production as a threat to their power
and, indeed, ther very survivd (see Mokyr, 1990; Landes, 1999). Innovation and
technological progress in many respects resemble reform programs. they benefit the
maority of ctizens but cetan minorities suffer from ther introduction. Under certain
conditions, both can be hindered or blocked by interest groups. Yet, resstance to change
is not an inevitable consequence of reform as the groups supporting and opposing the
change can dso find a way of shaiing the benefits so that oppostion is minimized.
Understanding the roles played by the various groups and the interactions between them
thereforeisacrucia step towards understanding why reform programs succeed or fail.

In the following section, we review the theories of lobbying and interest groups
formulated in Economics and Politicadl Science dike and discuss the available empirica
evidence. Section 3 reviews the literature on politicd economy of reform in trangtion and
developing countries. Section 4 presents a summay of key findings that can serve as
guidance when studying individua country experiences with reforms and Section 5 offers

afew conclusons.

2 Theories of Lobbying and Interest Groups

Economigts and politicd scientists dike have devoted much effort to the anayss of
interest groups. The theoretica literature not only retiondizes their emergence but dso
provides a number of explanaions of their activities and drategies. Empirical sudies, on
the other hand, have focused on identifying the various determinants of lobbying as well
as explaning the impact of rent-seeking activities. Note that most theories and empirica
dudies that address lobbying and rent seeking, and thelr impact on economic policy-
making, have been developed in the context of the United States. This however, does not

mean that there are no studies devoted to other countries and in particular to developing



countries. Krueger (1974) and Rama and Tabdlini (1998) are examples of udies that
andyze lobbying in the context of developing countries.

In this section, we andyze the motivations and the activities of groups to get
organized in order to prevent the implementation of the reform or divert it from its
origindly intended purpose. To do that, we fird address the question of why interest
groups try to influence policy-makers. Are they motivated by protecting economic rents
or by avoiding the loss of politicd powers? Do other factors such as uncertainty play
play a role in explaning interes groups actions agang reforms? After briefly andyzing
the implications of uncertainty we focus on the activities of interest groups and the type
of activities and drategies they use to achieve their gods. We dso discuss the impact of
lobbying on welfare. Are interest groups aways detrimenta to economic wefare or may
they play some podtive roles as well? We end this section of the paper by briefly
reviewing the empiricd literature.

2.1 Interest Groups and Stake Holders: Who Are They and How Do They

Come About?

For the purposes of our andyss we understand interest groups as collections of
individuals who share a specific common interest. Various interest groups can overlap.
For ingtance, the same individud can be an entrepreneur, a house owner and an avid golf
player. Stake-holders then are members of an interest group whose interests are affected
by a paticular decison. The aforementioned individuad thus becomes a sake-holder if
the government contemplates discontinue subsidizing and  protecting the domestic
indugtry or if it decides to build a nuclear power plant near the individud’'s area of
resdence. A find important distinction is whether interest groups and steke-holders are
organized — in other words, whether they pursue ther common interes jointly in a
coordinated fashion. Examples of organized interest groups are labor unions, professond
and trade associations, religious groups, clubs and the like.

Before andyzing the activities of interest groups, we will briefly ask who will
engage in lobbying activities. As the reform requires political support to be initiated and
sudaned, identifying losers of the reform in generd but especidly those who ae
politicaly (and otherwise) active as opponents of reform is an important step toward
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successful completion of the reform. At a firgt sght, it seems that stake-holders especidly
will exert pressure on policy makers. This however, needs not to be dways the case
Fird, not dl stake-holders are organized. Since Mancur Olson’s (1965) celebrated book,
socid scentigs have andyzed the logic of collective action. On the one hand, individud
members of a given group have much to gain from pooling their resources and pursuing a
coordinated politicd am. On the other hand, each member is tempted to free ride on
actions of the others. The reason is that the group’s action is akin to a public good. Along
this line of reasoning, one should expect that the smdler the groups the more successtul
they are in overcoming the collective action problem. Second, some members of the
society other than direct stakeholders (i.e. Olsonian coditions againgt changes) may be
opposed the reform. Schumpeter (1950) for instance argued that intellectuas, motivated
by their ideologica beliefs, may resist economic changes, or reforms.

2.2 Why Engage in Lobbying? Political Economy of Pressure Groups

Why do interest groups get organized and exert effort to influence policy-makers?
Why do societies fail to implement the reforms that benefit a mgority of their atizens?
Organized interest groups may have essentidly two motivations. protecting economic
rents and protecting politica power. In addition, if individuds are highly risk-averse, they
may resst changes because of the uncertainty inherent in them.

The most common explanation of lobbying is protection of economic rents. Exigting
powerful interest groups block the introduction of new rules in order to avoid the losses
that they will incur if the reform is implemented. Economic monopolies are an obvious
example. A firm in a monopoly postion, for example, will block the introduction of new
technologies that might enable its (potentid) rivas to enter and eventudly capture the
market. In the context of trade policy, Grossman and Helpman (1994) provide an
explanation for the dructure of trade policy protection and the contributions by different
lobbies that support the policy outcome. In their mode, organized groups provide
contributions in order to influence an incumbent politician’s choice of trade policy. The
interet groups bid for protection with ther campagn support. Politicians wefare
depends on total contributions collected and on the welfare of voters. They aso show that



the lobbies may in some cases prefer to have the government use trade policy to transfer
income, rather than pursue more efficient means.

Protecting economic rents is not the only motivation for resstance to reform. Other
motivations such as protecting political powers or avoiding negative externdities may as
well explan why some groups resst reforms. The corrdaes of reforms create stronger
incentives for intellectuals and the dite in power to resst a change in the society. In
addition, and more importantly, the loss of politica powers maybe a centra incentive for
resstance to changes. Acemoglu and Robinson (2000) develop a modd to show that
exiding powerful interest groups block the introduction of new technologies The man
motivation of the interest groups is not the protection of economic rents but politica
power. In their andyds the introduction of new technologies, or economic reforms,
affect the digribution of politicd power. Politicd dite in power may resst the reform
amply because its members fear that they would be the politica losers. By emphasizing
the role political losers as a barrier to economic development their explandion is in sharp
contrast with a large number of previous studies that focused on the role of economic
losers.

Uncertainty is another important factor that may wdl explan why there is so much
resstance to reforms. Most reform programs are risky in that their outcomes cannot be
identified with certainty beforehand. With risk averson, the uncertainty inherent to the
reform may outweigh its potentid benefits. Therefore, people may rationdly choose to
ress the reform. The role of uncertainty is discussed in greater detail in the second part

of the paper.

2.3 Activities of Pressure Groups

Interest groups engage in a variety of activities to promote their interests. According
to survey findings (see eg. Grossman and Helpman, 2001) activities of organized interest
groups in the United States center on informing and persuading lawvmakers of merits of
the groups postions. The activities of interest groups can be manly classfied into two
categories. Firg, they provide information to policy-makers, and, often, dso to citizens.
Influencing the mass is important especidly in the periods of eections. Second, they
provide contributions to politicians. When policy-makers compete with each other,
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advertisng becomes an important Srategic dement of competition. Consequently, those
politicians who have more access to aufficient financid resources, usudly provided by
interest groups, will have a substantial advantage over competitors.

Because organized interest groups are better informed then the citizery a large,
they can provide key persondities (the government officidslegidators) with inteligence
of vaious kinds. Providing information in a world chaacterized with various
asymmetries of information is of high importance, especidly to those who draft bills in a
legidature. Therefore, interest groups may provide information to lavmakers by giving
tesimony for parliamentary (or congressona) hearings and committees. Interest groups
adso sk informa contacts with legidators and government officids a conventions and
provide them with presentation of research results and technica information. They dso
bresk logrolling desls between legidators® It thus seems tha lobbyists access to
information is the most important eement of their force.

Theoreticd contributions addressng the information-providing role of interest
groups are plentiful. It is beyond the scope of this paper to review exhaudtively the
literature. Nonetheless, it is worthwhile to briefly review some of the most remarkable
contributions. Dewatripont and Tirole (1999) have an interesting paper on advocates.
Advocacy in ther theory can be easly interpreted as lobbying. By assuming that more
information is adways good for better decison making, they show that advocacy (i.e.
lobbying) is good for welfare when it crestes information. But lobbying is bad when it
distorts information. Other notable contributions are Nelson (1976), Prat (1999, 2000),
Rasmusen (1993) and Lohmann (1991).

The literature rationdizing the emergence of interet groups as providers of
contributions to policy-mekers is adso very voluminous. Indeed, when politica
competition for seats is of great consequence, there is a great demand among policy-
makers for contributions. There are two motives why interest groups provide campagn
contributions: an electoral motive, whereby interest groups promote the eectora
prospects of their preferred candidates, and an influence motive, whereby they attempt to

influence the policy-makers decisons. The semind work of Grossman and Helpman

! More detailed information on interest groups activities can be found for instance in Milbrath (1963),
Nownes and Freeman (1998), and Scholzman and Tierney (1986).
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(1994) reviewed earlier focuses on the determination of export taxes and subsides in a
smal open economy. Austen-Smith (1987) and Baron (1989) study policy determination
in a two-paty modd of eectord competition. A podtive theory of how interest-groups
competition shapes the organization of Congress is provided by Kroszner and Stratmann
(1998). Their modd explains campaign contribution patterns in financid services. Given
that interest groups cannot enforce fee-for-service contracts with legidators, legidators
have an incentive to create specidized, sanding committees, which foster repeated
deding between interest groups and committee members. Their modd’s prediction (i.e.
the resulting reputational equilibrium) supports high contributions and  high legiddive
effort for the interest groups. Other excelent contributions are notably Grossman and
Helpman (1996) and Snyder (1990).

Note that most authors have consdered essentidly information provision and vote-
buying (i.e. contributions) by interest groups. While these are the man drategies of
interest groups and can provide interesting insight, cooperation or competition between
dakeholders remained an understudied topic in the literature. Alesna and Drazen (1991)
is an exception to this regard. They provide an explandion for why dabilizations are
delayed. We will come back to this contribution in the second part of this paper.

2.4 A Simple Mode of Lobbying

To illugrate how lobbying is modeed and to emphasize the main messages of a large
number of dudies in the economics and political science literatures, we use a Standard
though smplified modd of lobbying. Following Persson and Tabdlini (2000) and
Grossman and Helpman (2000) we study the dlocation of a publicly provided good by a
government that uses a common pool of tax revenues. Note that public good dlocetion is
conceptudly smilar to underteking a reform program, so that, without loss of generdity
one can see decison on dlocation of a public good as a reform. The benefit of the
publicly provided good is concentrated to well-defined groups. Though smple, the modd
highlights the main features of lobbying. That is, it addresses the following questions:

When ae the interest groups willing to give a contribution in order to influence the

government’ s choice?



What is the implication of interet groups lobbying activity on dlocation of public

goods?

Congder a society with 2 digtinct groups of identica individuas. For smplicity, both
groups are assumed to be of the same size, which is normdized to unity. Suppose the
government has the authority to dlocate a budget of size g to various public services.
Each sarvice benefits a didtinct group of citizens. For example, the service may be road
projects that reduce the transport costs for firms in different regions. One can dso
consder the dlocation of the budget as underteking a reform project that benefits a
mgority of the dtizens An individud who is a member of group j has utility W (g')
over g’ which is the dlocation of the public good or service. We assume that W(.) is
incressing and concave. All groups individua incomes are equa y' =y and a unit of
income can be transformed into one unit of publicly provided good.

Now suppose that one group (eg. group 1) becomes organized to influence the
dlocation of the public good in their favor but the other is not. The organized group
provides politician with campaign funds. The objective of the organized group is to
maximize the net welfare of the group W (g') - ¢, where ¢ is the per capita contribution
that members of the group give to the government conditiond on the chosen policy. The
contribution can be to acampaign fund or any other kind of politica gift.

The government chooses g in order to maximize the weighted sum of socid wefare
and the gains it derives from recaiving contributions:

G(g,0) =h[W (g")+W(g- g")]+(1-h)c,
where h is the weight the government aitaches to socia welfare reaive to contributions.
The equilibrium dlocation must be jointly efficient for the organized group and the
government. In other words, it must maximize the utility of one, given the wdfare of the

other. Thusmaximizing W (g*) - ¢ subject to G(g,c) 3 G, where
G =h max #W (") +W(g- g")]=2hW(g/2)

is the same as maximizing W (g') +hW(g- g') so asto satisfy W (g') =hW (g- g').

In the absence of lobbying, or when the government attaches no importance to campaign



contributions, the dlocation that maximizes socid wefare is the one that divides the
budget equaly, i.e. g'=g/2. But when the government attaches postive weight to
campaign contributions, the dlocation to the unorganized group is lower than the one
without lobbying. Given these dlocations, the moded dso predicts the size of equilibrium
contribution. It can be easly shown that the equilibrium contribution is given by

c=1f‘—h[2vv (9/2)- W(gh)- W(g- gV)].

It is interesting to observe that the equilibrium contribution does not monotonicaly
repond to the government’s taste for the contribution. If the government attaches no
importance to the wefare, i.e. h =0, then contribution is zero. That is, the organized
group does not gain by giving contributions to a government that does not attach any
importance to socid wefare. Contribution is dso zero when the government cares only
about socid welfare. In that case, it is too codly for the interest group to influence the
government. They thus refran from trying to give any contribution. Usng the same
framework it is dso possble to show that the fird best alocation is reached when
everybody in the society gets organized and tries to influence the policy-makers. That is,
lobbying is a problem only when a fraction of the ditizens are paliticaly inactive?. It is
important to note that this concluson would not hold if one assumes that the act of
lobbying was codtly. The firs implication of this in the case of reforms is that reform
implementation will be esser when the pro-reform faction is as politicdly active and
organized as the anti-reform one. There is thus room for government intervention for
discouraging the anti-reform organized groups to take actions. Alternatively, if that
turned out to be too codlly, the government can encourage al stakeholders, specidly the
would-be ganers from reforms, to become politicaly active. The second implication of
the analyss concerns the attitude of government towards the socid welfare as opposed to
the contribution. The government’'s commitment in pursuing the socid wefare would
discourage the anti-reform parties from being active.

Before reviewing the empirica literature one may wonder whether a strong date

(eg. an autocratic or dictatorid regime) is more successful a reducing lobbying and

2 See Persson and Tabellini (2000) for more details.
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implementing reforms. A priori, it seems tha a drong date tha takes a firm pogtion
agang interest groups will enhance the implementation of reforms. But a strong
government may aso prevent reform if it fears a change of power as a result of
introducing innovation. Higtory tells us that powerful governments took a firm sand
agang the opponents of change such as the Luddites and even actively encouraged
technologica progress. According Mokyr (1992), Britan's edge during the Industrid
Revolution rested on its government consgently and vigoroudy sding with innovators.
In Itay, by contrast, where the guild sysem remaned particularly srong, its rigidity is
blamed for the falure of the rich Northern city-states of Venice, Florence and Genoa to
adjust to changing demand and new technologica opportunities and thus largdy miss out
on Indusrid Revolution (Landes, 1999, p. 174). In any case, states that build up
reputation for being “tough” on implementing reform may do better, though it is less
obvious how easy it isto build such reputation in the short run.®

2.5 The (In)Efficiency of Lobbying

The economic literature on (in)efficiency of lobbying is dominated by a controversa
debate between, on the one hand, Chicago school and, on the other hand, the Virginia
school. The Chicago view is that politicad competition between interest groups leads
political leaders to take efficient decisons. The Virginia school, on the other hand, argues
that lack of information on the pat of voters induces policy makers to favor inefficient
methods of redistributions(see Coate and Morris (1995) for more details).

Within the Chicago school, Becker (1983) builds a modd of competition among
pressure groups. In his modd, individuds belong to groups that use politica influence to
enhance the wel-being of their members. Politicad parties, politicians and voters are
assumed to transmit the pressure of active groups. Competition among these groups
determines the equilibrium sructure of taxes, subsides, and other politica favors. Stigler
(1971) develops a theory of economic regulation. Another notable contribution is due to

Wittman (1989) who argues that democracies produce efficient results. According to

% The importance of institutions is emphasized by Douglas North (1990) who argued that efficient
institutions play an important role in implementing reforms. But he also argued that good institutions might
not be adopted by those elites that have political power. See also Krueger (1974).
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these scholars, politicAd competition between pressure groups ensures that the most
efficient method of redigribution is chosen. Thus if a politicdan takes an inefficient
decison he or she will be voted out of office.

The Virginia school tekes a diffeeent view by emphaszing the importance of
imperfect information in explaning the inefficdent form of redidributions by policy-
makers (see e.g. Nelson 1976, Tullock 1983).

In addition, political scientits have addressed the question of the powers and
efficiency of the interet groups actions Susanne Lohmann (1998) provides an
information rationde for the power of specid interest groups. After observing tha
“politicd  decisions are often biased in favor of specid interests a the expense of the
generd public, and they are frequently inefficient in the sense that the losses incurred by
the mgority exceed the gains enjoyed by the minority” she explains the bias in terms of
information asymmetries and the free-rider problem. According the modd, the incumbent
policy makers increase their redection chances by biasng policy toward specific groups
that are better able to monitor ther activities. In addition, because smaler groups are
better able to overcome the free-rider problem of costly monitoring, policy will be biased
in their favor. Interestingly, the andyss shows that inefficiencies crested by the policy
bias are offsaet by a pogtivdy vaued sdection bias. That is, incumbents who demondrate
competence are more likely to survive voter scrutiny.

In a closy related paper, Lohmann (1993) develops a s€ignading modd of
informative and manipulative mass political action. She shows that sdf-interested
individuds may engage in codly politicad action despite the free-rider problem. Ther
politicd actions can be informative to policy-makers or may intend to manipulate the
politica leaders.

2.6 Empirica Evidence

On the empiricd front, the literature is again dominaed by sudies focusng on the
experience of the United States. The empirica contributions typicaly used two types of
dependent  variables behavior of individud policy-makers, and actud policy choices.
Within the former approach, most dudies use roll cdl votes from the US House and
Senate to investigate whether interest groups exert a dgnificant influence on legidators
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voting behavior. The latter strategy uses a large aray of policy variables ranging from the
level of expenditure on a specific sector to the overall government budget.

There ae a lage number of empirica contributions examining the actions and
drategies of interest groups and the consequences of ther interventions on economic
welfare. Kau, Keenan and Rubin (1982) specify a model in which paliticians, condituents
and campaign contributors smultaneoudy decide on behavior. Condituents and
contributors desre to influence the voting behavior of politicians (i.e. legidators);
politicians, on the other hand, want to be elected and vote accordingly. They empiricaly
tes ther modd using ral cdl voting on eight bills deding with economic regulation.
Their results show that part of the voting behavior of politicians can be explained by non
economic factors (i.e. ideology).” Interestingly, they dso find that unions and businesses
as campagn contributors are sometimes influentid. They show tha unions are more
often influentid than firms Findly, ideologicd factors are dso important in explaning
voting. Other examples of empirica gudies in the literature are Kau and Rubin (1978),
Kat and Zupan (1984) and Poole, Romer and Rosenthad (1987). Kau and Rubin (1978)
dudied the determinaion of the minimum wages. Kdt and Zupan (1984) assess the
nature and dgnificance of capture and ideology in a paticular ingance of economic
policymaking: U.S. Senate voting on cod dgrip-mining regulaions. Findly, Poole, Romer
and Rosenthd (1987) andyze the “reveded’ preferences of politica action committees.
These papers typicdly find that while interest groups pressure is important, ideology is
an equaly important determinant of policy-making activity.

2.7 Summary Findings

To summaize the man findings of the empiricd literature on interest groups we
borrow extensvely from Potters and Soof (1996):

1 Campagn contributions and lobbying dter legidators behavior, paticulally with
respect to bills with narrow focus and low public vishility.

% |deology’ s measure is given by the percentage of votersin the Congressman'’ s district who voted for
the right-wing candidate (i.e. Ford in the 1976 presidential election).
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2 The draegy of ideologicad groups is oriented toward supporting like-minded
legidators, corporate groups focus more on changing legidators postions, labor
groups employ an intermediate Srategy.

Larger organized groups have more palitica influence.
A group’'s dake in influencing the policy can explain both its politica activity and its
SUCCess.

5 The redion between the number of potentid participants of collective action and
their influence is characterized by two opposng forces free-riding and the
availability of resources.

6 The presence of an oppostion (codition) force in the politicd arema hurts (helps) a
group’s casein palitics.

7 Strong dectord pressures on the polity and the presence of a wel informed
electorate reduce the organized groups' influence.

3 Winners, Losers and the Political Support for Reform

The early contributions on policy reform and trangtion was largely normdive in nature
and typicdly equated the reformist government with a benevolent socid planner that
seeks to maximize socid wdfae and implements  efficency-enhancing  reforms
accordingly. This literature, accordingly, focused primarily on formulating a lig of policy
precriptions that a benevolent government should follow (see, for example, Lipton and
Sachs, 1990) in order to achieve its noble objectives. Yet, governments are not adways
benevolent — ingtead, officids may pursue ther own private ams, as public choice tells
us (see Mudler, 2003). Moreover, even when the government intends to implement
efficdency-enhancing palicies, its ability to do so is condrained by the need to obtain and
sugtain support for the reform program from the eectorate a large and the various
holders of veto power (Roland, 2000; Drazen, 2000; and Persson and Tabdlinni, 2000).
The notion of a benevolent government implementing a reform dong a Jcurved
trgectory therefore does ittle justice to the complex nature of the issues at hand. In this
section, we discuss the various factors that underlie successes or falures of reforms. The

following lig collects some of the key issues reating to the politicd economy of large-
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scae reform programs, which are then discussed in greater detall in the remained of this
section:®

1

Reform is often associated with a high degree of aggregete uncertainty in that the
required duration and the overdl outcome of the reform is uncertain.

The government (or certain interest groups) may possess superior information about
the reforms outcome but may be unable to communicate this information to the
votersin amanner that is credible.

There is ds0 condderable individud uncertainty about the identity of winners and
losers. The net gains from implementing the reform different across the various
S0Ci0-EeconomiC groups.

The dtuation before the reform is often one of progressve deterioration and as such
is not sustainable in the long term. Crises beget reforms. Nonetheless, a reform may
be procragtinated until the Stuation deteriorates into afull-blown criss.

Ex ante acceptability of the reform can be ensured by a promise tha the losers will
be compensated ex post. However, such commitment may not be credible.

In order to be implemented and sustained, reform needs sufficient political support
ex ante and ex pos. The naure of the winning codition can change as the reform
progresses.

Interest groups representing narrow segments of the overal population often enjoy
politicad influence that is more than proportiona to ther sze, thus dlowing them to
cgpture the government. The naure of the initid politicd equilibrium determines
which polices get implemented subsequently, thus giving rise to virtuous or vicious
circles.

Reforms initiated and implemented by an authoritarian regime do not result in better

performance or have a greater probability of success.

®> Dewatripont and Roland (1996), Tommas and Velasco (1996) and Rodrik (1996) present early

surveys of literature on political economy of reform. See also Buiter (2000) and Roland (2000, 2002) for
more recent surveys. The volumes edited by Bates and Krueger (1993a), Williamson (1994a) and Rodrik
(2003) present a number of case studies drawing mainly on the experience of developing countries.
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3.1 Uncertainty and Signding

Before the reform is completed, there is considerable uncertainty about its outcome or the
length of period required for its successul implementation. This uncertainty arises
because the reform’'s outcome depends on a number of exogenous factors, frequently
referred to jointly as states of nature: initid conditions, externa developments (including,
for example, availability of foreign assistance), response of various economic actors to
the reform (for example remova of price controls may result in monopoly rents for the
incumbent firms, or massve entry of new firms into the industry) and the like. Another
source of uncertainty is the nature of interactions between various partid reforms. The
individua eements of reforms may be largely independent of each other or highly
complementary (for example, liberdization of cgpitd flows may result in an inflow of
foreign invesment if it is accompanied by improvements in qudity of the rule of law and
enforcement of property rights, and in capitd flight otherwise). With uncertainty, voters
may reect an efficiency-enhancing reform before it can be implemented because of
pessmidic expectations. Smilaly, once a reform is implemented, it may fal to ddiver
the hoped-for improvement and may have to be reversed.

Dewatripont and Roland (1995) argue tha in presence of aggregaie uncertainty, a
gradud reform may have an advantage over a big bang one because implementation of
each reform step reveds patid information about the find outcome. Consder a reform
program that conssts of two reform measures that can be carried out Smultaneoudy or
sequentidly, such as price liberdization and privatization). The outcome of the full
reform and of each partid reform measure is not known beforehand. Once the reform is
implemented, it can be turned back but reversa is costly — for example, re-indating price
controls  dtifles competition and dso undermines credibility of future reforms). Findly,
reverang the full reform costs more than reversng a single partid reform messure. The
outcome of the reform program crucidly depends on the state of nature (e.g. the response
of the nascent private sector: either the reform results in a host of new entrepreneurs
sepping forward to take advantage of the new opportunities, or it ends up in inflation and
bankruptcies of undercapitalized privatized firms).

Implementing the full reform program then amounts to a lottery: either the outcome

is pogtive and then the reform is sustained, or it is negative and the reform is reversed a
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a cost. In contrast, a gradua approach reveas partiad information about the date of
nature. If that information indicates that the full reform will lead to an adverse outcome,
the partid reform can be reversed at a lower cost than the full reform. Otherwise, the next
reform messure is dso implemented and the full bendfit of the reform program is redized
with adelay compared to the big bang approach.

The option of early reversal can be of critical importance. Because it dlows patid
learning about the outcome without implementing the full reform, it can hep save the
higher cogt of reverang an inefficient reform. Dewatripont and Roland (1995) show that
this option has an unambiguoudy pogtive vaue and therefore can make an otherwise
unattractive reform program politicaly acceptable. This argument is even stronger when
conddering a reform program consging of multiple deps, where gradudism entals
improved precison of the sgnd about the find outcome after each individud step, with
the option of early reversd a any point in the course of the reform program. Note that the
vaue of the option of early reversd is higher when uncertainty is greater or reversa of
the full reform more coslly.

Countries contemplating undertaking reform can dso learn from  obsarving
experience of other countries with implementing Smilar reforms. Severd  ingances of
such informational cascades — with reform programs gradudly gathering momentum and
eventudly sweeping through a number of countries — can be brought from recent higtory:
hyperinflation dabilizations in Latin America and Isradl, the movement towards greater
economic and eventudly aso politicad liberdization throughout much of the developing
world during the 1980s and early 1990s, privetization and deregulation in Western
Europe during the 1990s, trade liberdization and the rise of regiond preferentid trade
aress throughout the world, and, most notably, the domino-like end of communism
throughout Eastern Europe and the former Soviet Union. Such waves of reform are not
merely cases of copycat practices or herding behavior. By obsarving the experience of a
few frontrunners, the laggards update and improve the precison of their expectaions so
that by the time they too join the bandwagon, they have a much better idea as to what the
reform will bring to them. Therefore, observing the experience of others aso can affect
the choice of the reform drategy. The front-runners face a high degree of uncertainty and
therefore a gradud reform may be the only politicaly feasible gpproach. In contradt, the
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late reformers benefit from the experience of others and therefore support for a big bang
reform may be easer to muder. Fidrmuc et d. (2002) argue that the different degree of
uncertainty explans why Hungary chose a gradud reform in 1990 wheress
Czechodovakia, which had been able to observe the early outcomes in Hungary and
Poland®, chose abig bang reform in 1991.

The amount of uncertainty that various groups and actors in the society face often
differs. The government has teams of expert advisors a its disposd and therefore is in a
better pogtion to predict the outcome of the reform. As obtaining reevant information is
codly, organized interest groups have an advantage over individua unorganized voters.
Groups can pool members resources and exert expense to obtan information and
therefore have superior knowledge about future outcomes of dternative policies. Clearly,
voters benefit if the government or interes groups disclose their information about the
reform’'s outcome, however, such disclosure must be credible the government and
interest groups may disclose incorrect information in order to induce voters to adopt the
reform that they favor.

The issue of credible sgnaing is tackled by Cukierman and Tommas (1998). They
ague that the ability of the government to Sgnd information about the reform’s outcome
depends dso on the government’s politicd orientation. Conventiona wisdom  suggests
that market-oriented reforms ae more likdy to be implemented by right-wing
governments. This bdief reflects the fact that the naturd condituency of right wing
paties — the middle class, entrepreneurs and rdaively affluent voters — stand to gain
most from economic liberdization, reduction of the tax burden and deregulation.
Therefore, right-wing paliticians have an a priori ideologicd bias towards implementing
market-oriented policies. This a priori bias, however, may play agang the government
when it comes to sdling the reform to the public. Because right-wing politicians may be
pursuing a paty agenda, the voters cannot digtinguish whether the government is
proposng a reform because it knows tha it will increase efficiency or because of its
ideologicd bias.

® Unlike Hungary, Poland started the reform under conditions of near hyperinflation, which
necessitated radical and rapid reform measures.
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To see how the government’s ideologicad background can affect the credibility of its
signds, Cukieman and Tommes formulate the following modd’: utility of voter i
depends on the disgtance between the policy implemented by the government, x, and his
preferred point dongside a single-dimensond policy spectrum, c¢i+g, or, with superscript

e denoting expectations U, =-|x° - (ci +ge). The voter's preferred point, in turn,

consds of a congant term (for example the voter's ideologicd bias), ¢, and a state-of-
nature variable g. The voter's preferred policy thus depends on the state of nature, but the
voter observes g only after the eection. The kind of policy that a party implements if
elected depends on the state of nature but dso on the party’s ideologica postion. The
utility thet perty | derives from being in office then is U, = h- |x, - (c, +e, +g], where
h is the paty's benefit from holding office, x; is the policy the paty implements if
elected, ¢ is a party-spedific condant term and, findly, € is a shock to the party’s
ideologicd pogtion — for example a specific ideologca bias of the current leadership.
Both gand e are white-noise stochastic variables with zero mean and variance sgand s
respectively, and their distributiona properties are publicly known.

Suppose now that the government observes that the state of nature is such that it
should optimdly implement a market-oriented reform. Then, when it proposes such a
reform to the voters, it may be interpreted in two ways tha the dtate of nature indeed
requires a pro-maket reform, or that the current redization of the party-specific
ideologicd shock, e, merdly moved the paty further to the right. In other words, a
proposed policy change entails a sgna about the current sate of nature but the Sgnd is
noisy — and the true naure of the sgnd will only be reveded &fter the eection.
Cukierman and Tommas show that when shocks to party ideology are more voldtile than
date of nature shocks, then dramatic departures from previous policies (reforms) are
more likely to be implemented by an unlikdy paty — a right-wing reform by a left-wing
paty and vice versa (athough their argument centers on parties and governments, the
same argument goes forth for interest groups that support specific policies or policy
reforms). The intuition is sraightforward. Congder a case when a right-wing government

" While their paper only discusses the political orientation of the incumbent government, the same
argument can be applied to ideologically oriented interest groups.
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proposes a market-oriented reform. Because party ideology is more volatile than the date
of nature, voters will interpret this policy change largely as a move by the paty to the
right. If, on the other hand, a left-wing party proposes such a policy reform, the sgnd
entalled initismore credible.

Hence, contrary to the conventiond wisdom, right-wing government is not a
necessry condition for successfully implementing a maket-oriented reform, and may
even make the government’'s job of ganering support for the reform more difficult.
Indeed, the evidence on politicd color of parties implemented mgor policy reforms in
developing countries is very mixed. Williamson (1994) finds that among the 13
reforming countries surveyed in Williamson and Haggard (1994), only in three cases the
government implementing the reform progran was a right-wing one. Among the
remaining eght cases of successful reforms, five were initiated by centrig governments
and three by left-wing ores, whereas the two faled reforms were both carried out by
centri¢  governments. In trangtion countries, a least initidly, reform programs were
typicdly initiated by right-wing parties (or a least by parties that were percelved as right
wing a the time) — athough given that these parties replaced the communigt regime, this
is not dl that surprisng. Later on, however, a number of important reform steps were
implemented by left-wing paties — the former communists caried out panful fisca
auderity measures, including privatizing penson insurance, in Hungary after 1995, and
the socid democrats in the Czech Republic privatized much of the banking sector in the
late 1990s.

Uncertainty about individua outcomes of the reform may aso induce voters to reject
a reform that is socialy optimal, as shown by Fernandez and Rodrik (1991). Consder a
reform tha results in two types of outcomes. winners and losars (with dl winners
redizing the same outcome and likewise for losers). The reform will be supported ex ante
if the expected gain is postive (i.e if pg+(1- p)l >0, with p being the probability of
being a winner and g>0 and I<0 representing the net payoffs of winners and losers,
respectively. The reform will be supported ex post if the winners represent a mgority of
the population, i.e. if p>0.5. A reform that meets both conditions will be initiated and
then sustained once implemented. Yet, when ether of the two conditions is not met, the
reform will ether not be atempted a dl, or may be implemented only to be reversed
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agan laer. Specificdly, a reform may benefit a mgority ex pog, i.e. p>0.5, but carry a
negative expected payoff ex ante, pg+(1- p)l <O, in this case, the reform will not be
attempted but would be sustained if implemented. Alternatively, the reform may have a
positive expected outcome, pg+(1- p)l >0, but a mgority incurs a negeive payoff,
p<0.5, and would therefore favor reversing it ex post (or, if reversa is codly, this case
too will result in reluctance to undertake the reform). The latter case is interesting adso
because the reform could be made acceptable if the winners can credibly commit to
compensate the losars ex podst. Without credible redisribution schemes, individud
uncertainty resultsin astatus quo bias.

Reducing the uncertainty, however, does not dways make the reform more likely to
succeed. Consder the following ample example, a reform will benefit 60% who will
redize a gan of 10 while the remaining 40% will make a loss of —12. A clear mgority
will benefit from implementing the reform and the expected gain is 1.2 so that the reform
proposa is approved. However, suppose that the identity of a third of the winners is
revealed beforehand so that 20% know for sure that they will gain and will therefore vote
in favor of the reform proposad. This reduction of uncertainty, however, has rather
dramatic consequences for preferences of the remaning 80% who are now equaly likey
to gan and lose from implementing the reform. The expected payoff for them now
becomes —1 and the reform will be rgected by an overwhdming mgority of voters. This
kind of resolution of uncertainty thus reinforces the satus-quo bias.

3.2 Digtributional Concerns

Reform programs are frequently undertaken to halt on-going economic decline before it
deveops into a full-blown crigs. The datus quo is therefore usudly not ataingble in the
long term and the choice is between the reform and a further continuing deterioration (or
in the words of Anaoli Chubas, an erdwhile Russan reformer later turned oligarch,
there is “the road to reform and the other road™®). Yet, reforms bring about substantial
adjusment cods, especidly in the short teem and these cogts are often asymmetricaly

distributed across the various socio-economic groups. Because of this, reforms can be
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dayed inefficiently, frequently until the underlying economic problems develop into a
ful-blown criss. This has lead to the common observation that crises beget reform (see
Williamson, 1994; and Drazen and Eagterly, 2001): only after experiencing a mgor criss,
the public a large will acquire a feding of urgency necessary to make a cosly reform
politically acceptable. In fact, Williamson (1994) goes as fa as speculating that a criss
might be desirable because a combination of a criss and a subsequent reform is superior
to continued muddling through. Alesna and Drazen (1991), on the other hand, emphasize
the role of asymmetric didribution of the costs of reform. Condder a Studion where
there are two groups, each powerful enough to block the reform. The status quo is costly
for both groups and therefore unattainable in the long term. Y, the group that espouses
the reform firsg will bear an asymmetric share of the cogts (for example, once one group
endorses the proposed reform, the government can sway the remaining group by offering
it more favorable terms). Therefore, even though ddaying the reform is codly in the long
term, by holding out a group increases the probability that the other group gives in fird.
In the end the reform is postponed through a war of attrition until a further delay becomes
unbearable for one group, which then concedes defeat and the reform is implemented.
Hence, in contrast to the conventiona wisdom, the reform may be postponed even if dl
segments of the society agree on the need for change but the various groups stand to gain
by being the last to givein.

When the reform brings about asymmetric outcomes for different groups, a
commitment to compensate the losars may be crucid for ensuring that it is ex ante
acceptable.  Yet, such a commitment may lack credibility: once the reform is
implemented, reversd is cosly or outright impossble and therefore the incentive for
reneging is high. What is more, the reformig government may intentiondly pursue a
scorched earth policy to make a reversd prohibitively costly and thus bind the hands of
its successors in office® As Dewatripont and Roland (1992a,b) argue, because of this lack

8 International Herald Tribune, January 2, 1996.

® For example, after Estonia adopted a currency board, the government entered into a number of long-
term futures contract that would make departures from the adopted parity very costly. Bias and Perotti
(2002) argue that mass privatization at bargain prices, as undertook in the UK and later in the Czech
Republic, leads to wide-spread share ownership and thus creates a powerful constituency against
renationalization. Earle and Gelbach (2000) find empirical evidence that Czechs who participated in mass
privatization and retained shares indeed show greater support for market-oriented reform.
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of credibility, the losers may require compensation ex ante, which imposes a consderable
fiscd burden on the reformist government. Moreover, when the losers are not known in
advance, the fiscd burden is even greater because dl potential losers need to be
compensated —for example, employees of state-owned firms may have to be offered
generous severance packages in order to accept privatization, even if some of them will
eventudly recelve better paying private sector jobs or dtart their own businesses and thus
will end up as winners rather than losers. Therefore, the reform program will likely
recelve greater political support ex ante when there are edtablished frameworks for
compensating losers such as an effective sysem of unemployment insurance and/or when
there are aufficient provisons for upholding the losers interests (eg. through a broadly
representative system of government).

3.3 Palitics of Reform

Reform programs ingigated through a democratic process often displays specific
dynamics of politicad support. Initidly, the public shows a large degree of support for the
reform (sometimes referred to as the honeymoon effect, see Williamson, 1994). Yet, as
the reform proceeds, popular support gradudly disspates, often to the point tha the
reformist government is voted out of office. This may result in a hat or complete reversd
of the reforms, dthough frequently the new government only changes the course or speed
of reform, without completely abandoning it (this has for ingance, been the case when
former communists and socidids returned to government in the post-communist
countries). Such politicd developments, however, need not indicate that the public at
large has turned againgt the reform. Rather, the dynamics of political support for the
reform reflect the gradud learning on behdf of the voters about the reform’s outcomes
and ther individua redizations and adjust their politicd behavior accordingly. Rodrik
(1995) and Fidrmuc (1999) present formal modds of such political dynamics. Consider
agan a reform that will result in two groups, winners and losers. Assume tha the reform
is socidly optimd, i.e the expected gain is podtive Such a reform will receve
unanimous support ex ante — every individua expects to gan and therefore voters will
support  implementing the reform as rapidly as possble Over time as individud

outcomes become reveded, the preferences of the losers are likely to change. Yet, as the
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reform is socidly optima, reversng it is not dedrable, even for the losars. Ingtead, the
losers can partake of the winners gains by voting for parties that support grester income
redigribution — the various left wing parties. Hence, the pendulum-like swings in politica
support between pro-reform and left-wing paties may just as well reflect the gradud
learning about the reform’s outcomes rather than a risng sentiment againgt the reform.
The reform gives rise to condituencies of winners who continue to support further rapid
reforms and losers who support parties that will tax the winners gains and thus secure
that the losers losses are (partidly) compensated.

Congdiituencies of winners or losers sometimes gain political influence that is more
than proportiona to ther dze, ther privileged postion being atributable to their
inherited political contacts or the financid means they acquired in the course of the
reform. This may have important consequences for the further progress of the reform
program. Narrow interest groups, by definition, represent narrow interests (see Olson,
1982 and 2000) and may therefore force through actions and policies that are not in the
interest of the population a large. This may lead ether to virtuous or vicious circles, as
agued by Krueger (1993) and Hellman (1998). Ealy reform measures often entall
condgderable benefits to specific groups whose gains are crucidly dependent on the
further progress (or lack thereof) of the reform. A vicious circle arises when the initid
patid reform gives rise to rents to certan ssgments of the society (such as the new
owners of previoudy dsate-owned firms that enjoy monopoly postions or indudries that
benefit from continued protection againg import competition under incomplete trade
liberdization). Ther rents disspate once liberdization is completed and therefore the
winners of partid reform have a drong incentive to capture the government to secure
their rents and block further reforms or support reforms that further increase ther gains.
A virtuous crde aises in a smilar way, dthough the find outcome is dramdicaly
different with respect to efficiency and overdl socid wdfare. Therefore, the question of
sequencing is crucid — reforms that benefit reatively broad socio-economic  groups
andlor that ae highly complementary with subsequent reform measures ae likdy to
cregte a condituency in favor of further reform and thus give rise to a virtuous circle. In
contrast, reforms that yield extraordinary but temporary rents for narrow groups are likely

to result in State capture resulting in avicious circle.
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It has been often argued that a fundamentd policy reform has a better chance of
success when carried out by an authoritarian regime — a sort of benevolent dictator
(again, this is one of the hypotheses proposed by Williamson, 1994b; see aso Cheung,
1998; and Intriligator, 1998). The reformids, it is argued, need to be shieded from the
politicd backlash caused by the short-term costs of reform. Once the reform darts
bearing fruit, the dictator presumably will depart to make way for politica liberdization.
There are a number of reasons why this argument is flawed. Developing and post-
communist  countries experienced numerous dictators — yet, only a handful of those
turned out to be benevolent. Authoritarian government frequently tend to pursue narrow
interests. As argued by Olson (2000), broadly representative democratic governments
have a much greater degree of encompassing interest than any authoritarian regime or a
democratic regime captured by narrow interest groups. Fidrmuc (2003) studies this issue
empirically in a cross section of post-communist countries and finds that democracy
improves growth peformance, dbet indirectly by facilitating economic liberdization
(which in turn is associated with higher growth). Thus, countries that implemented
gregter degree of politicd liberdizaion in tun found it easer raher than more difficult
to implement economic reform measures and, therefore, eventualy outperformed those
countries that chose a lower degree of political freedom.

Fndly, Doyle and Fdrmuc (2003) subject the theoreticd modds of politica
condraints to an explicit empirical test. They utilize a sequence of 11 opinion surveys
conducted during the first eight years of the Czech trangtion (1990-98) to andyze the
changing nature of political preferences. They find that varigbles that reflect economic
outcomes of the reform program, such as individud income and employment status and
regiond unemployment rate, do not seem to affect voting preferences in the early surveys
but become increasngly important later on, once the gains and losses from the reform
have been reveded. This pattern is consstent with the theory on the impact of uncertainty
on support for the reform. Early on, while uncertainty is high, the identity of winners and
losers from the reform is not known. Later on, as the underlying uncertainty gradudly
disspates, coditions of winners and losers start emerging and they vote accordingly.
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3.4 Empirical Evidence on Winners and Losers of Reform

Empiricd evidence on interet groups and ther role in facilitating or opposing
reform is scarce, mainly because of lack of suitable data. One gpproach that circumvents
the lack of quantitative data is the writing of case sudies — see the volumes edited by
Bates and Krueger (1993a), Williamson (1994a) and Rodrik (2003). Although the case
dudies are rich in ingght and locd knowledge, they are largely descriptive and it is
difficult to generdlize and determine unambiguoudy the causes and effects of the various
phenomena. Neverthdess, the summary chapters of the aforementioned volumes do an
excdlent job at identifying common patterns.

The extent of public acceptance of reform seems to depend crucidly on economic
outcomes. Lora and Panizza (2002) report that public satisfaction with economic reform
and with democracy in Lain America is podtively correlated with growth and negatively
correlated with income inequdity. Hayo (2003) reports similar findings for the trangtion
economies of Central and Eastern Europe — high inflaion, unemployment and income
inequaity dl tend to drive down public support for market-oriented reform. MacCulloch
(2001) and MacCulloch and Pezzini (2002), smilaly, find that high inequdity and low
growth tend to increase the dedre for radica change through revolutionary action. Usng
regiona data, Pacek (1994), Clem and Craumer, 1995ab, 2000; Bel (1997), Fidrmuc
(1999ab) and Warner (1999) find that areas with adverse macro-economic conditions
(high unemployment, low incomes and low economic growth) tend to have lower turnout
rates and display grester support for parties opposed to economic reform. Not
aurprisingly, when reform fals to ddiver the hoped-for improvements, a politica
backlash occurs — but when the reform bears fruit by deivering stable prices and greater
prosperity, its popularity rises accordingly.

The evidence for developing countries is largdy smilar. Nonetheless, Pacek and
Radcliff (1995) find, somewhat surprisngly, that the impact of macro-economic
conditions on support for the incumbent government is asymmeric. while the
government loses a great deal of support during recessons, it gains little or nothing when
growth is pogtive. A possble explanation for this asymmetry is that in less developed
countries gains from growth are not universaly shared. Rather, economic growth tends to

originate in the manufacturing and service sectors. The workers in these sectors, in turn,
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are the man bendfidaries of economic growth, but they account only for a rdativey
gndl frection of the society. The mgority that remans in the agriculturd sector gains
litle during periods of growth but nonethdess is hurt during recessons (when fdling
incomes in the other sectors spill over to faling demand for agricultural products).
Furthermore, growth in such segmented societies may further contribute to increasing
income inequaity: the rich get only richer whereas the wdl-being of the poor undergoes
litle change s0 tha ther rdative pogtion within the society in fact worsens. Then, the
votes from those in the traditiond sector may largdy canced out the votes from thosein
manufacturing and service sectors.

At the individud levd, those with high income, high education, white collar
occupation, in a reatively young age and those employed in the private sector tend to
show greater support for market-oriented reforms or the parties associated with such
reforms. In contragt, the unemployed, blue-collar workers, the ederly and those with little
education oppose the reform. (see Brainerd, 1998; Jackson et a., 2001; Lora and Panizza,
2002; Hayo, 2003; and Doyle and Fidrmuc, 2003).

These findings hep identify the winners and losers from market-oriented reform. A
reform imposes dramatic changes on the economic sysem. Whether or not economic
agents are able to adjust to them depends on ther flexibility and tranderability of ther
human cepitd. Those with high education and skills ae more likdy to adopt new
technologies and benefit from the new economic environment. Similarly, the young are
more likely to be dle to learn new skills and less likdly to be burdened by legacies of the
past economic sysem (for example, working experience and skills from a highly
regulated shortage economy is not of much use in a liberd market economy). Those who
cannot adjust see ther red incomes plummeting and are may find themsaves dependent
on government transfers such as unemployment benefits that frequently do not keep pace
with inflation. Smilarly, pensons ae often impefectly indexed (in fact, not adjusting
pensons fully for inflation may be pat of an effort to trandform pay-as-you-go pension
sysem into a fully funded one). The winners then favor sustaning and extending the
reform whereas the losers are apposed to it. Nonetheless, as argued above, the opposition
to reform need not necessarily indicate an desire to reverse the reform. Rather, voters

may oppose the reform in order to cast a protest vote and induce the government to pay
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more attention to their concerns (Picketty, 2000, and Castanheira, 2003, argue that voting
for fringe and extremist parties can be explained as sgnaing).

A different category of winners and losers arises when the reform fails to achieve its
intended objectives, for example because it is saled or captured by interest groups (see
Krueger, 1993, Hdlman, 1998, and Hedlman e 4a. 2000). Much of popular
disllusonment about reforms in Lain America and the former Soviet Union sems the
widespread corruption, lack of rule of law and risng crime that followed the reform
measures. Russa is a case in point — Adund (1999) estimates that rent seeking pesked in
1992 a staggering 81% of GDP (rents is computed by adding up the various subsdies,
subsdized credits and tax exemption). Hillman (1999) and Hillman and Ursprung (2000)
gmilaly blame increased rent-seeking for the desp economic decline experienced in
Russia and much of the former Soviet Union.

In case of a captured reform, those who expected to benefit from the reform — and
supported it ex ante — are not the main beneficiaries, or may even end up as losers. Lora
and Panizza (2002) suggest that dissatisfaction with rampant corruption is one of the
crucid reasons why many members of the middle class in Latiin American countries have
recently turned againgt market-oriented reform and democracy. Russan experience is
gmilar — the presdent Putin's recent popularity seems to sem largely from his expressed
commitment to rule in the oligarchs, qudl economic chaos and reindate the rule of law.
The disllusonment with the current Stuation is o greet that mgority of Russans appear
prepared to trade it for arule of strong hand.

4 Suggestions for Country Study Authors
When andlyzing politics of reform and the role of interet group in individua
countries, the following points should be ussfull:

1 Wha were the different interes groups and steke holders involved in lobbying in
favor or againg the reform process? What specific roles, in any, did they play in the
reform program? Did any group succeed in blocking the reform? Were the various
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interest group (whether organized or not) sufficiently represented in designing and
executing the reform program?

Were the various interest groups organized and politicaly active? Organized steke
holders — winners and losars of the reform likewise — are typicaly in a better
postion to obtan relevant information about the benefits and costs of the reform.
Who were they and what actions did they engage in?

Did the reform enjoy a broad support across the various segments of the society
before it was implemented and while it was being caried out, or was the decison
taken by reatively narrow interest groups? Did support for the reform across the
various socio-economic groups change in the course of its implementation? Who
were the winners and losers and where they broadly spread across the society or
concentrated? Was the reform immediately preceded by a change of government and
if 0, how did that change come about?

Uncertainty about the reform’s outcome can be reduced by an active information
campaign by the government or by pro-reform interest groups, or by sequencing the
individual reform measures in a way o that each step reveds information about the
outcomes of further reform steps and the entire program. Simultaneous or recent
experience with reforms in countries in with Smilar initid conditions can a0
reduce uncertainty. Did any of these conditions apply?

Weas the reform accompanied by an explicit and credible scheme for compensating
thelosers? If so, did the government ddliver on its promises of compensation?

Was the reform precipitated by a mgor criss? Did the criss aise largdy
unexpectedly or because a consensus on the reform could not be reached before the
Stuation deteriorated so that avoiding the reform became unfeasible?

What was the politica (ideologicad) background of the government and interest
groups that initiated the reform?

Did any interest groups succeed in capturing the government and shgping the reform
dynamics to their own advantage — to the benefit or detriment of the society at large?
Weas the reform effort captured by groups associated with the pre-reform dlites or by

newly risen beneficiaries of partid, incomplete reform?
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9 Was the reform implemented under a democraticdly eected government or an
authoritarian one? How did the nature of the politicd system contribute to the
success or falure of the reform? Was democracy established (retained) in the long
term? What other indtitutions — political, socid or cultura — shaped the nature of the
reform program?

10 Which interes groups were involved in lobbying ectivities during the reform
process? What was the main reason (economic, politica, ideologica or uncertainty)
for engaging in lobbying activities? And what was the type of lobbying activity
undertaken (financia contributions, provision of information, etc.)?

11 Did lobbying activities influence or dter the reform agenda? If so, did they influence
it in apogtive or negative way?

12 Since lobbying is a problem when a fraction of citizens are politicaly active, what
about the representations of various stakeholdersin the country?

5 Conclusions

Interest groups and stekeholders play a crucid role in determining the outcome of an
economic policy reform. They can initiasle and support the reform but they can dso
oppose the reform effort, attempt to block it or to divert it to serve their own ams.
Depending on the digribution of gains and losses, a reform can unify the society (whether
in support of it or in oppodtion againg it) or polarize it. The implications of a reform can
mobilize exiding interest groups or give rise to new groups. Clearly, jus as no two
reform programs are identical, aso no countries share the same experience with political
support for reform.

In this sudy, we have summarized a number of arguments and observations related
to the role of interest groups in a reform effort. These should not be thought of as a set of
universaly vaid truths as each country’s experience with reform is unique. The
proliferation of reform programs — successful as well as those that faled to ddiver the
expected improvements — provides an excdlent opportunity for geahering further
evidencein thisregard.
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