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Abstract

In post-communist transition, newly established private firms have shown a greater capacity than have state-owned or privatised firms to raise productivity and lower costs, particularly in the previously over-extended industrial sectors. This has created divergent interest in the non-financial sector in banking reform and development. This paper provides empirical evidence in support of this hypothesis by showing that progress in banking reform and development is positively associated with reforms that liberalise trade and that reduce the share of industry in total employment. That is, banking reforms have advanced when vested interests from the previous regime in the real sector have been weakened. However, this association holds only for reforms that liberalise interest rates, improve banking regulation and supervision, and expand private ownership of banks. There is no such association with reforms that increase role of foreign banks.  
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1. 
Introduction
Sustained economic growth through productivity gains and investment versus institutional and economic backwardness and macroeconomic instability is a divide that separates transition economies in Eastern Europe and Central Asia one from another, as emphasised by Berglöf and Bolton (2002). Many transition economies countries have crossed the divide and embarked on the path of sustained growth, much as the industrialised countries of Western Europe, North America and East Asia have done at earlier points in their economic histories, but others have not. Like other recent papers on the politics of financial development, this paper analyses the timing and pace of banking reform and development in the post-communist transition by examining who benefits and losses from these changes in the post-communist transition. 
Recent literature on the politics of financial development in market economies emphasises in part the link between financial development and intensity of competition in the non-financial sectors of an economy and the distributional consequences of policies that enhance product market competition. One link with product market competition can arise from the impact of financial development on market entry in non-financial sectors. In particular, Rajan and Zingales (1998) argue that financial development reduces the correlation between credit allocation and a borrower’s collateral and reputation, which in turn facilitates the entry of new firms in the markets for goods and services and increases the degree of product market competition. In support of this argument, they show that industries which are more dependent on external sources of finance (as opposed to retained earnings) grow more rapidly in countries with more developed financial systems Moreover, they show that much of the difference in the growth arises from an increase in the number of firms rather than in the growth of existing enterprises, suggesting that financial development has a disproportional impact on the growth of new firms.    
In a related cross-country study, Braun and Raddatz (2004) distinguish between manufacturing sectors by how correlated their price-cost margins are to financial development and use the strength of this correlation together with the sector’s share in GDP to develop country measures of the relative strength of business interests in favour of and in opposition to financial development. They then examine how trade liberalisation changes this balance of interests and show that changes in the balance are significantly related to subsequent financial development. In other words, trade liberalisation is seen as an exogenous shock that leads to a new political equilibrium that supports financial reform and a higher level of financial development. The findings of both Rajan and Zingales and of Braun and Raddatz are consistent with a positive association between financial development and product market competition in the non-financial sector, with the former emphasising a mechanism that operates through market entry and the latter a mechanism that operates through differing interests in financial development among incumbent producers.
But what are the specific characteristics of producers that benefit and those that lose from greater competition? A partial answer is that incumbent firms in imperfectly competitive market lose some of their rents to new entrants. Even if all firms had the same costs and products, entry into imperfectly competitive markets (for example, due to geographical distance among producers and transport costs) would be associated with reduction in the total rents earned in the market and redistribution of the remaining rents among firms. A more complete answer would also examine the effects of heterogeneity among incumbent firms and market entrants. In a theoretical model of spatial competition with cost asymmetries, Aghion and Schankerman (2004) analyse the impact of policies that increase competition among firms. They show that policies which increase competition: (i) generate a larger equilibrium market share for firms with lower costs, strengthening market selection; (ii) creates a stronger incentive for lower cost firms to invest in cost saving technology than higher cost firms provide that the cost asymmetry is sufficiently wide, reinforcing the selection effect; and (iii) reduces the incentive for higher cost firms to enter the market, also reinforcing the market selection effect. They also show that the profitability of lower cost incumbent firms increases with competition while that of higher cost firms declines, provided that the differences in costs are sufficiently large. Taken together, these analyses indicate that lower cost incumbent firms and market entrants are potential gainers from competition enhancing policies and that high cost firms are losers from such reforms in terms of the distribution of rents and profits in a sector. The employees of high cost firms are also potential losers from competition enhancing policies.

Financial reform can also have significant distributional consequences within the financial sector itself, as emphasised by Kroszner (1999) in an analysis of bank branching reforms in the United States. This analysis is based on Stigler’s (1971) economic theory of regulation., which emphasises the role of well organised interest industry groups in influencing public policy with the aim of capturing the state and using its authority to appropriate rents (or resources more generally) at the expense less well organised or powerful groups. In the context of liberalisation of bank branching, Kroszner emphasises the role technological change in finance from adoption of information technologies in shifting the balance of private interests and enabling reforms that increased competition in banking that benefit low cost (large) banks at the expense of high cost (small) banks. Using a related framework to analyse reform in emerging markets, Kroszner (1998) also argues that governments in developing countries often use the financial system to direct bank lending to privileged industries or groups at below market interest rates and that such directed lending is part of a wider bargain between the government and banks, including explicit or implicit bailout guarantees. In this case, it is the state that captures the banks rather than private interests within the banking sector exercising undue influence over government policy.  One factor that can disturb this equilibrium in emerging markets and promote financial reform is a banking crisis that exposes the real cost and nature of such bargains.

The level and pace of financial reform are determined not only by their distributional consequences and the political process but also by factors that are exogenous to contemporary policy decisions. The existing literature on financial development has emphasised several such factors. They include the primary origins of countries’ legal systems as emphasised by La Porta et al. (1997, 1998), the nature of European colonisation (Acemoglu and Johnson, 2003), dominant religion (Stulz and Williamson, 2003) and endowment of social capital (Guiso, Sapienza and Zingales, 2004). Rajan and Zingales (2003) have also emphasised the importance of inherent economic openness to international trade (based on countries’ geographical location and size) to financial development and the intensity of competition in markets for goods and services. However, these factors change only slowly over time, if at all, and are therefore unlikely to explain much the observed variation in banking reform and development of the transition economies over the past 15 years. 

This paper investigates the politics of banking reform and development in the post-communist transition in Eastern Europe and Central Asia, using in part a simple model of imperfect competition in the non-financial sector to identify their potential impact on intensity of competition in the real sector. The link is through investments in cost saving technologies and the potential for banking reform and development to facilitate access to finance for such investments. In the post-communist transition, newly established private firms have shown a greater capacity to adapt such innovations than have state-owned or privatised firms particularly in the over-extended industrial sectors, creating potentially divergent interests in the non-financial sector in banking reform. 

The paper provides empirical evidence in support of this hypothesis by showing that progress in banking reforms are positively and significantly associated with reforms that liberalise trade and access to foreign exchange and with reductions in the share of industry in total employment. In other words, banking reforms advanced when vested interests from the previous regime in the real sector are weakened. However, this association holds for only some dimensions of banking reform and not all. In particular, reforms that liberalise interest rates, improve banking regulation and supervision, and expand private ownership of banks have shown this association. However, there is no such link for reforms that increase the foreign bank share of total bank assets.
2.
Legacies of planning in the post-communist transition 
Central planning and communism left a difficult legacy for banking reforms because of the way in which enterprises and banks were linked under planning and the absence of markets in mediating these relationships. The liberalisation of prices and exposure of enterprises to market forces at the start of transition quickly exposed inefficiencies both in enterprises and in how banks allocated financial resources. As emphasised by Fries and Lane (1993), this interdependence meant that reforms of banks and enterprises had to be coordinated by not only abolishing the direction of bank lending and hardening resource constraints on enterprises but also by recapitalising, restructuring and privatising state banks. Part of the early literature on banking reform in transition economies including Berglöf and Roland (1998), Aghion, Bolton and Fries (1999) and Mitchell (2001), focused on how to simultaneously harden budget constraints on enterprises and recapitalise banks which had been a source of soft budget constraints. The inter-dependency between enterprise and banking reforms, however, did not end with the eventual implementation of such measures in most transition economies. To understand the persistent nature of the linkages between these two areas of reform, the nature of the legacies of planning for markets and enterprises and for banks in the post-communist transition are briefly examined.   
2.1 
Markets and enterprises 

As emphasised by Estrin (2003), the planning process was the mechanism to reconcile supply and demand rather than market mediated relationships between input suppliers and producers and between producers and final consumers. State bureaucrats therefore assumed the information aggregation and resource allocation roles of prices and markets, but were unable to perform these functions as efficiently as could the market mechanism. The prolonged absence of market relationships and extensive economic development under planning had the consequence that a significant proportion of existing enterprises at the start of transition were economically inefficient or non-viable at market prices and that the costs of adjusting to markets and competition were large. In the framework of Aghion and Schankerman, markets were dominated at the start of transition by high cost incumbents that would clearly lose from the adoption of competition enhancing policies. Moreover, the losses would fall not only on those that owned and controlled these enterprises, but also on their employees.  

The misallocation of resources under planning relative to what would have occurred under competitive markets was extensive. Perhaps the most glaring misallocations were the over-development of heavy industry and the neglect of services and consumer goods. As shown by Raiser, Schaffer and Schuchhardt (2004), nearly all transition economies had industrial sectors that were large in terms of their share in total employment and market service sectors that were small given their level of development as measured by per capita income. This reflected political preferences for particular outputs under communism, including high military expenditures and extensive development of certain aspects of infrastructure, and the neglect of services for enterprises and households. As a result, a major reallocation of resources through restructuring of existing enterprises and entry of new private firms was required to bring supply into line with consumer demands and market prices once markets were liberalised and entry of new private firms was permitted.

Under planning, the enterprise sector was dominated by large state-owned or socially owned enterprises and there was no competition among them. To ease the informational demands of planning, enterprises were large in size and excessively vertically integrated relative to what would occur in a market economy (Ellman, 1989). This organisation distortion added further to the costs of adjusting to markets and competition. Moreover, rivalry among firms was precluded by this structure, as was the entry into or exit from markets by enterprises. In addition, the political system fostered close relationships between government officials and enterprise managers and in the waning years of the communist regime they became a particularly powerful lobby in some countries (Åslund, 1995). The lack of a culture of competition and close ties between incumbent enterprises and government officials contributed to predatory behaviour of the state towards new market entrants in the post-communist transition (Frye and Shleifer, 1997). 
2.2
Banks
Under planning, the state directed credit allocation with scant regard for repayment capacity, using state banks to channel funds to state (or socially) owned enterprises for inputs and investments authorised under planning. To allocate resources in this way, banks specialised by economic sectors, rather than diversified across them. State savings banks specialised in collecting deposits from households, although most savings was forced and done by the state. The payment system consisted of a cash circuit for households and commercial transfers among enterprises handled by the central bank. At the same time, inputs used by state banks were not necessarily of the scale and mix that minimised costs, because there was no incentive for them to maximise profits. Because of the structure of socialist banking systems, they had to restructure fundamentally both their outputs and use of inputs with the onset of transition. The pace and extent of these changes, however, depended partially on fundamental changes in the economies’ non-financial sectors of the economies (and vice-versa) because they altered significantly resource allocations, including support for economic activities that were loss making at market prices for outputs and inputs.

The macroeconomic environment in which banking reforms took place was also very difficult. Most East European and Central Asian economies inherited significant macroeconomic imbalances from waning years of the command economy in the form of large consolidated state sector deficits and forced savings in the household sector through accumulation of monetary balances, fixed prices and rationing. Following liberalisation of markets and trade, this monetary overhang turned into open inflation. Firms and households responded to accelerating inflation by reducing their demand for money and increasing their demand for goods, including hoarding and use of barter to undertake transactions. The early stages of transition where therefore characterised by extensive disintermediation due to the collapse in demand for money with high inflation and severe recessions.  
Governments and central banks adopted several policies to promote the transformation of socialist banking systems into market-oriented ones, in addition to macroeconomic stabilisation. Banking systems were liberalised by freeing interest rates and decentralised by transferring commercial banking activities from the central bank to state banks, restructuring and privatising state banks and allowing entry of new private banks, both domestic and foreign. Moreover, to enable arms-length lending relationships between banks and their borrowers and to foster confidence of depositors in banks, the legal framework, including commercial codes and laws on secured transactions and bankruptcy, were overhauled or introduced and the system of prudential regulation and supervision was initiated. The timing and sequence of these reforms, however, differed significantly across countries, as did progress towards macroeconomic stabilisation which is a precondition for effective financial reform.  

3.
Model and empirical methodology
Given the significant distributional consequences associated with banking reform in the post-communist transition, the paper now turns to an analysis of the factors that influence reform choices in the sector. Following broadly the theoretical framework of Aghion and Schankerman and the empirical modelling strategy of Braun and Raddatz, the approach seeks to identify and measure the balance of interests in the non-financial sector between those who would favour and those that would oppose policies that promote banking development based on the impact such reforms would have on the non-financial sector. In the context of the post-communist transition, the main interests in the non-financial sector that would have lost from banking reform were those associated with the over-extended industrial sector, including managers and employees of these legacy enterprises. The main interests that would have gained from such reforms were those associated new market entrants. The balance between these interests is likely to have shifted over time in the transition through policy such as trade liberalisation and measures, cuts in budgetary subsidies and increases in energy prices.  
Empirical support for these arguments is provided in two ways. First, the determinants of banking reforms are examined by investigation the correlations between progress in banking reforms on the one hand and trade liberalisation and reductions in industry’s share in total employment on the other. The change in industrial employment is used as an indirect measure of policies that reduced the flow of subsidies to industrial enterprises from the previous regime and exposed them to greater competition from new domestic producers. Second, we examine the relationship between banking reform and banking development as measured by the spread between bank lending and deposit interest rates. This spread measures the financial terms on which borrowers can access funds. Moreover, Fries, Neven and Seabright (2005) show that a reduction in banking spreads in transition economies is significantly associated with productivity gains in the banking sector, an indication of overall development of the sector. 
3.1
Imperfect competition in the real sector and banking reform
The links between competition in the real sector and banking reform can be developed more formally with a simple model of monopolistic competition in non-financial product markets. The profit of a representative firm is given by   
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 Fixed costs are assumed to be zero without loss of generality. Assume further that each firm faces an inverse demand function of the type 
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Faced with this demand specification, each firm maximises profit by solving the following first order condition 
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Summing up the first-order conditions for all firms yields 
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 is the number of firms in the market. The output in equilibrium is therefore 
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The comparative static properties of the equilibrium with respect to the fundamental parameters of the model are straightforward to calculate. For equilibrium profits it is possible to show that a firm’s profitability increases with in its ability to control its costs, 
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. This is primarily because firm i would lose market share to the other firms. A profit maximising firm would therefore seek to control its costs and to limit the ability for other firms to reduce their costs. However, in terms of this model, financial reform is a doubled-edged sword in the sense that it facilities not only an individual firm’s ability to reduce its costs by easing a potential financing constraint on investment, but also that of other firms.

So which firms would favour and which would appose financial reform? An answer to this question can be found by investigating the expression 
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, where dBR denote changes in banking reform. Let us assume initially that financial reform impacts on the costs of all firms in the same way by uniformly easing financing constraints on cost saving investments, so that 
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. In other words, all firms would favour banking reform if it uniformly increased access to cost saving investments. Now relax the assumption that banking reform impacts on the costs of all firms in a uniform way. It is then possible to show that firms with sufficient potential to implement cost savings investments if financing constraints were eased would favour banking reform those without would oppose such reform. A similar analysis could be performed linking investment that increased demand for a firm’s product rather reduced production costs. This simple model of monopolistic competition therefore indicates that those firms that are sufficiently able to reduce their cost or to increase their demand relative to that of other firms in the market would favour banking reform. Firms without such capabilities would oppose it. 
The implications of this model of imperfectly competitive market equilibrium for the politics of banking reform in the post communist transition are twofold. First, while all profit-maximising firms have an incentive to reduce their costs, not all firms necessarily have the capacity to do so. The experience of the post-communist transition, as surveyed by Djankov and Murrell (2002), shows that in this particular context newly established private firms (market entrants) were on average more able to generate productivity gains and reduce their costs than were state-owned or privatised enterprises and that these ab initio firms grew more rapidly than did legacy enterprises. This difference in performance probably may well have reflected a high cost of restructuring existing enterprises relative to that of starting new firms. Different types of firms in the post-communist transition are therefore likely to pursue different strategies with respect to banking reform. Entrepreneurial firms may well have supported banking reforms that facilitated investment in new technologies and products, while the legacy enterprises may have sought to impede such developments. 
Second, the resistance to banking reform by legacy enterprises is likely to have diminished as total costs in the market decline from the entry of low cost producers (and the exit of high cost one). This is consistent with the comparative static properties of the model and the fact that 
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 is a decreasing function of c. This decrease results from the fact that the market share of firm i falls as the costs of other firms decline. The profit from opposing banking reform and impeding the reduction in costs of other firms therefore becomes correspondingly smaller. This analysis suggests that an exogenous shock that lowers costs or increases demand in the non-financial sector would help shift the balance of interests more towards supporting banking reform and away from opposing it.     
3.2
Banking reform, its dimensions and determinants

We now seek to model empirically the level of banking reform in given country c at time t, 
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(1)

In empirical implementation of equation, we use contemporaneous as well as lagged explanatory variables (omitted for notational simplicity) and allow country-fixed effects that capture exogenous factors which can influence the pace of banking reform such as legal origin, religion or social capital but which are largely invariant over time (if at all). Such factors may affect not only the equilibrium level banking reform, but also the speed of adjustment to a new equilibrium level of reform following a disturbance.
Regarding the dependant variable in (1), we focus on three dimensions of banking reform. One is the liberalisation interest rates and reform of banking institutions and regulations. A second is the transformation of ownership in banking through the entry of new private banks and privatisation of state banks. A third is the degree of openness to competition, in particular from entry of foreign banks through either establishment of new banks or acquisition of existing banks (including state-owned banks). 

We use three corresponding measures to gauge the extent of banking reform in given country at a particular point in time. One is the EBRD transition indicator for banking reform published annually in the EBRD Transition Reports. This ordinal index of reform essentially partitions the post-communist reform of the banking sector into three broad steps. The first is the separation of commercial banking activities from the central bank and partial liberalisation of interest rates and credit allocation. The second is establishment of framework for prudential regulation and supervision, full liberalisation of interest rates and credit allocation, while the third is significant progress towards implementation of Basle Committee core principles and banking regulation and supervision. The index also allows for no change from the previous regime, an index value of zero. The maximum value of the index is ten, which corresponds to a full liberalisation and institutional transformation of the sector. Each of the three broad steps in banking reform is further partitioned into three smaller steps, giving the total of ten. 

The two further measures of banking reform are the share of private banks in total bank assets and the share of majority foreign owned banks in total assets. The former measures the extent to which entry of new private banks and privatisation of state banks have progressed in transforming the sector from a monolithic state monopoly into a private banking sector, while the latter serves as a proxy for the extent of competition in the provision of banking services. Empirical evidence from Bonin, Hasan and Wachtel (2005) and Fries and Taci (2005) indicates that foreign banks are low cost service providers in the post-communist countries and that their presence in the system is associated with increased competitive pressure in these sectors. The measures of majority private-owned banks in total bank asses and of majority foreign-owned banks in total bank assets are from the central banks of the countries covered by this paper. 

Regarding the explanatory variables, we use three variables that are likely to be correlated with the balance of non-financial interests in favour of and opposition to banking reform. Following Braun and Raddatz and others, we use a measure of trade liberalisation as a proxy measure for a change in the balance of non-financial interests in promoting financial reforms. In context of our model of monopolistic competition, an increased openness to trade means that low cost foreign firms enter the market and that high cost domestic firms lose market share and may exit the market altogether. The high cost firms that remain in the market will see their market shares and profits fall. As a result, both their incentive and financial capacity to impede banking reform diminish. At the same time, the proportion of firms that remain in the market that have the capacity to make investments in new technologies and products is likely to increase through the market selection effect. This is likely to strengthen interests in financial reform. 
We use as an indicator of trade and foreign exchange liberalisation published in the EBRD Transition Reports. Similar to the banking reform indicator, this ordinal index partitions current account liberalisation into a series of steps, including liberalisation of quantitative trade controls, current account convertibility, progress towards uniformity in tariffs and WTO membership. We use this indicator to construct a threshold variable to indicate when trade has been liberalised to the extent that quantitative controls have been abolished, tariffs have become more uniform and restrictions on current account convertibility of the domestic currency have been lifted.   


Another measure of the balance of interests in favour of and in opposition to banking reforms is the share of industry in total employment, reflecting the pervasive legacy of over industrialisation in the post-communist transition. To estimate the extent of this misallocation of resources, Raiser, Schaffer and Schuchhardt compared the actual shares of industry in total employment for 22 transition economies in Eastern Europe and Central Asia against an estimated benchmark for industrial employment shares based on Chenery-type regressions for 50 developing and developed market economies.
 This type of regression relates the structure of economic activity by broad economic sector, such as employment shares in industry, agriculture and services, to the level of development measured by per capita income at purchasing power parity exchange rates. Raiser, Schaffer and Schuchhardt show that nearly all transition economies at the start of transition had employment shares in industry above their estimated benchmarks and that over time most converge towards the estimated benchmarks. This progress towards the employment share benchmarks occurred primarily through declines in the share of industry in total employment. The decline in over-industrialisation in the post-communist transition is also likely to have been associated with shifts in the balance of interest in favour of banking reform and development as high-cost, poor-quality and low-productivity incumbent enterprises either restructured or existed from the market. 

Table 1 reports the evolution of overall banking reform in the 22 countries covered by this paper. The initial values of the index in 1990 are close to or equal to zero for all countries. However, by 2003, there is wide variation in the level of banking reform. Some countries such as Czech Republic, Estonia and Hungary have scores close to ten, while others have scores that remain in the range of two to three, such as Belarus and Russia. For the countries most advanced in banking reforms by 2003, the average annual change in the overall banking reform index is about 0.7. For the countries where the pace of reform has been slower, the average annual change in the overall reform index is about 0.2. It is this wide variation in reform choices that we seek to investigate. Basic summary statistics and pairwise correlations of changes in the measures of banking reform and in their potential determinants are shown in Table 2. 
3.3
Banking development and reform

The second part of our empirical approach examines the relationship between banking development and reform. An assumption in the preceding analysis is that banking reform is instrumental in promoting banking development. This is central to link between banking reform and competition in the non-financial sector. We now test whether this link can be empirically substantiated by regarding the level of banking development in country i at time t, 
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(2)
While they are excluded here for notational simplicity, empirical implementation of equation (2) uses both contemporaneous and lagged values of the explanatory variables to allow for more complex interactions between them and the dependent variable. 

In contrast to other cross-countries empirical studies of financial development referenced in this paper, we use as a measure of banking development the change in the spread between bank lending and deposit rates rather than the change in the ratio of bank credit to private sector to GDP. In the post-communist transition, an easing of financing constraints in the non-financial sector was not necessarily reflected in increased scale of bank lending to the private sector for at least two reasons. First, the privatisation of state-owned enterprises led to significant increases in the ratio of bank loans to the private sector to GDP even in the absence of reform and development in the banking sector. Second, reform of socialist banking was aimed both at reducing the scale of misdirected lending (including to privatised enterprises) and promoting the application sound banking principles to the making of new loans. As a result, an easing of financing constraints in the non-financial sector that may have been associated with banking reform and development took the form of changing the composition of bank assets and improving loan quality, rather than simply expanding the scale of bank lending. We therefore use the spread between bank lending and deposit rates as the measure of banking development, since this related to an improvement in access to finance by new borrowers and improved productivity of banks. In addition, country-level control variables that may be related to short-run changes in banking interest rate spreads are changes in GDP growth and in inflation. We also allow for country fixed effects to allow for the influence of country factors that do not change significantly over time but that may nevertheless affect the pace of banking development. 

Table 3 reports the data for the spread between bank lending and deposit rates, our measure of banking development, for the post-communist countries covered by this paper. There are missing observations for most of the countries in the early years of transition. These years were periods of pronounced macroeconomic instability in many of the countries. For years for which there are data, a trend towards lower interest rate spreads is apparent in most countries, however this is not a linear process and there are years in which interest rate spread rise or fall sharply due to renewed bouts of macroeconomic instability, such as Bulgaria in 1996 when the interest rate spread soared to 269 per cent. Despite this volatility, interest rates spread by 2003 had declined to less than 10 per cent in 16 of the 22 countries by 2003. In that year, the lowest interest rate spreads were in Estonia, the Czech Republic and Hungary, in the range of 2.5 to 3.0 per cent. The highest spreads, in the range 14 to 23 per cent, were in Armenia, Georgia, the Kyrgyz Republic and Romania.  Basic summary statistics and pairwise correlations of changes in interest rate spreads and in the measures of banking reform and macroeconomic control variables are shown in Table 2. 

4.
Estimation and results

Table 5 reports the regression results for the various dimensions of banking reform and their determinants. The set of regressions includes as the dependent variables annual changes in the overall index of banking reform as well as that of the three components of the overall index. These components are the EBRD transition indicator of interest rate liberalisation and institutional reforms, the share of majority private-owned banks in total bank assets and the share of majority foreign-owned banks in total bank assets. One set of explanatory variables is the contemporaneous and lagged values of changes in an index of trade liberalisation. The length of the lag structure is determined empirically. Another explanatory variable is the contemporaneous change in industrial employment. We also allow for country fixed effects that allow for unchanging factors that can affect the average speed of banking reform in each country. However, these effects are statistically insignificant in all countries and regression.    

The change in banking reform is significantly and positively associated with the change in trade liberalisation variable, however this association holds for only two of the three sub-components of the overall index and does not hold for the overall index itself. The estimations indicate that an increase in the trade liberalisation index by one is associated with cumulative increase in the EBRD indicator of banking reform of 0.89. This association is involves contemporaneous change in trade reform as well as changes lagged one and two years.  While only the contemporaneous change in trade liberalisation and the change lagged two years are statistically significant when the regression includes the change in the share of industry in total employment, the change in trade liberalisation lagged one year is also significant when the employment share variable is omitted from the estimation. This observation together with the correlation matrix in Table 2 suggests the presence of multicolinearity among the contemporaneous and lagged changes in trade liberalisation and changes in industry’s share of total employment.  
The change in the share of private banks in total bank assets is also significantly and positively associated with trade liberalisation. This share increases on average by a cumulative 0.30 (equivalent to a 3.0 percentage point increase in the share) with an increase in the trade liberalisation index of one, however on the change lagged one year is statistically significant. Again, a robustness check suggests the presence of multicolinearity among the contemporaneous and lagged changes in the trade liberalisation and changes in the employment share of industry. When the change in the employment share is omitted from the estimation, both the contemporaneous change and the change lagged one year are statistically significant. Moreover, their estimated coefficients increase significantly in size. 

For the share of foreign banks in total bank assets, the estimated coefficient is negative and statistically significant. An increase in the trade liberalisation of one is associated with a 0.40 decrease in the index of foreign banks share in total bank assets (equivalent to a 4.0 percentage point decline in the share)

Banking reform is in addition significantly and negatively associated with the contemporaneous change in the share of industry in total employment. A decrease in the share of industry in total employment of one percentage point is associated with an increase in the overall index of banking reform of 0.22. Again, this increase is concentrated in two components of the overall index, the EBRD transition indicator for banking reform and the share of private banks in total bank assets. The former is increases on average by 0.28 and the latter by 0.41 with a one percentage point decrease in the share of industry in total employment. Additional regressions were run with the change in the share of industry in total employment lagged one year, but the estimated coefficients on the lagged changes were not statistically significant. It is therefore the contemporaneous changes in the employment share that is significantly associated with changes in banking reform, although changes in this share are significant correlated with current and past changes in the trade liberalisation. 

The overall results therefore indicate that both reforms which liberalise trade and access to foreign exchange and declines in the share of industry in total employment are positively and significantly associated with interest rate liberalisation, improvements in banking supervision and regulation, and bank privatisation and entry of new private banks. However, liberalisation of trade in the real sector is significantly associated with a decreased openness to the foreign bank entry at least in the short run. This may reflect political tactics in which vested interests are tackled selectively rather than comprehensively. In other words, the reform strategies were not pursued competition enhancing policies simultaneously in the real sector and the banking sector.  

Caution must be exercised of course in attributing causation to these associations because the direction of causation can run in both directions. Changes in banking reform could respond quickly to changes in the balance of interests in the non-financial sector. Alternatively, changes in banking reform could contribute to the decline in the share of industry in total employment, however the empirical lag structure between changes in banking reform and changes in interest rate spreads suggest that these impacts associated with banking reform on banking development take several years to materialise fully. 

Table 6 reports the regression results for the change in interest rate spreads, the paper’s measure of banking development. The estimations indicate that an increase in the overall index of banking reform of one is associated with a cumulative decrease in interest rate the interest rate spread of 1.9 percentage points and that this change occurs with a lag of two to three years. However, the association is significant at only the 10 per cent level with the change lagged three years. Again, robust checks indicate the presence of multicolinearity between the lagged changes in banking reform. 
The association between banking reform and subsequent narrowing of interest rate spreads is concentrated in two of the three dimensions of reform, the EBRD transition indicator of banking reform and the share of private banks in total bank assets. An increase of one in the EBRD transition indicator is associated with a cumulative decrease in the interest rate spread of 0.8 percentage points with a lag of two years, while an increase in the index of the share of private banks in total bank assets of one (ten percentage point increase in the share) is associated with 0.8 percentage point decrease in the spread with a lag of three years. There is no significant association between the share of foreign banks in total bank assets and the interest rate spread. 

The estimated coefficients on the macroeconomic control variables in the interest rate spread regressions are statistically significant and plausibly signed. The inflation rate is entered as the percentage point change when this change is less than 300 per cent in absolute terms. When the absolute value of the change is above this level a dummy variable is included the regression to allow for the non-linear relationship between inflation and interest rate spreads. Moderate changes in the inflation rate are significantly and positively associated with changes in the interest rate spread, while changes in the rate of real GDP growth are significantly and negatively associated with the spreads. The variable capturing the extreme changes in inflation is also correctly signed, but only weakly significant. Therefore, both a slowdown in inflation and acceleration in output growth are associated with a narrowing in interest rate margins. The former may reflect a widening of interest margins as inflation accelerates as banks act to preserve the real value of their capital and the latter may be due to declining risks in bank lending as output growth accelerates. This effect should be interpreted in the context of the severe recessions that most post-communist countries experienced in the early years of transition. 
5.
Conclusion

This paper examines the politics of banking reform in the post-communist transition by focusing on the consequences of such reforms for competition in the non-financial sectors of the economy and the associated distribution of gains and losses. In particular, high cost, low productivity incumbent producers are identified as the main losers from banking reform and new market entrants as the winners. The empirical evidence provided in the paper provides at least partial support for this political economy perspective on banking reform. It shows that changes in the level of banking reform are positively and significant associated with adoption of policies that liberalise trade and access to foreign exchange for current account transactions and with decreases in the share of industry in total employment. However, the associations are positive and significant for only two of the three dimensions of banking reform considered. The association holds for reforms liberalise interest rates, improve banking regulation and supervision, and expand private ownership of banks. For reforms that expand the share of foreign banks in the system, the association with trade liberalisation is significant and negative. This indicates that reform strategies in the post-communist transition did not simultaneously pursue enhanced competition in the banking and non-financial sectors.


The potential link between banking reform and intensity of competition in the non-financial sector is based on the premise that banking reform improve access to external sources of finance in terms of both the increased quantity and lower borrowing costs (interest rate spreads). Since at least part of the period since the start of transition banking reforms had the effect of decreasing the amount of banking lending because of its significant misdirection under central planning and early in the transition, the analysis in this paper focuses on interest rate spreads. The empirical evidence provided here shows that banking reforms tend to reduce significantly interest rate spreads with a lag of two to three years. In particular, reforms that liberalise interest rates, improve banking regulation and supervision, and expand private ownership of banks have had this effect. However, there is no such association between reforms that increase the foreign bank share of total bank assets.

In summary, the paper provides partial support for the hypothesis that the timing and pace of banking reforms in the post-communist transition were shaped by the impact that these reform have on competition in the non-financial sector. However, this basic hypothesis does not explain well banking reforms that expanded the role of foreign banks in the system. For such reforms, their impact on the distribution of winners and losers in the banking sector itself may have been more significant than those in the non-financial sector. In particular, high cost, low productivity banks would have had an interest in preventing entry foreign banks, which available empirical evidence indicates had significantly higher productivity than the domestic banks. One factor that may have shifted the balance of interest to open the systems to significant foreign entry is capital account liberalisation and increased exposure to foreign competition through cross-border capital flows. This is a topic for further research.   
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Table 1. Evolution of banking reform
(Index, scale of 0 to 10)

	
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003

	Albania
	0.33
	0.33
	0.36
	0.72
	1.41
	1.52
	1.54
	1.67
	2.29
	2.59
	4.01
	4.39
	4.73
	4.84

	Armenia
	0.33
	0.33
	0.33
	2.09
	3.85
	5.12
	5.81
	6.22
	6.16
	6.36
	6.39
	6.92
	6.81
	6.73

	Azerbaijan
	0.33
	0.33
	0.71
	0.99
	1.08
	1.98
	2.08
	1.97
	2.48
	1.92
	2.80
	2.96
	3.07
	3.33

	Belarus
	0.33
	0.33
	0.33
	0.85
	1.36
	2.61
	1.89
	1.87
	1.76
	1.54
	1.61
	2.14
	2.15
	2.85

	Bulgaria
	0.33
	0.43
	1.20
	1.63
	1.73
	1.83
	1.93
	3.13
	4.54
	5.08
	7.52
	7.43
	8.04
	8.74

	Croatia
	0.33
	0.79
	1.25
	2.70
	3.49
	3.61
	4.16
	4.35
	4.30
	5.68
	8.61
	8.81
	9.21
	9.25

	Czech Republic
	0.33
	1.67
	3.01
	3.34
	3.60
	3.83
	3.97
	4.19
	4.76
	5.91
	7.25
	9.18
	9.04
	9.11

	Estonia
	0.33
	0.33
	0.33
	2.58
	4.82
	4.74
	5.40
	5.50
	6.96
	8.75
	9.06
	9.58
	9.59
	9.58

	Georgia
	0.33
	0.68
	1.08
	1.00
	1.44
	3.20
	5.18
	5.89
	5.77
	5.75
	5.47
	5.38
	5.41
	6.16

	Hungary
	1.19
	2.45
	2.50
	3.41
	4.03
	5.23
	6.70
	8.59
	8.31
	8.46
	8.66
	8.58
	9.14
	9.20

	Kazakhstan
	0.33
	0.33
	0.33
	1.17
	2.02
	4.01
	4.01
	3.88
	4.86
	4.98
	5.59
	5.79
	6.30
	7.39

	Kyrgyz Republic
	0.33
	0.37
	0.61
	0.85
	2.09
	2.34
	4.50
	5.60
	6.18
	4.69
	5.29
	5.54
	6.36
	6.80

	Latvia
	0.33
	0.33
	2.36
	3.40
	5.43
	6.49
	7.15
	7.80
	7.69
	8.05
	8.05
	8.07
	7.63
	7.96

	Lithuania
	0.33
	0.33
	1.11
	2.88
	3.07
	3.61
	4.80
	5.39
	5.88
	5.51
	6.19
	7.87
	8.87
	8.85

	Macedonia
	0.33
	0.89
	1.51
	2.46
	3.74
	5.03
	5.65
	5.73
	5.67
	5.63
	7.08
	6.99
	6.73
	6.84

	Moldova
	0.33
	0.33
	0.33
	4.64
	4.65
	4.65
	4.65
	4.65
	5.74
	5.88
	6.00
	5.82
	5.78
	5.66

	Poland
	1.47
	1.61
	1.75
	2.89
	3.10
	3.42
	3.82
	4.48
	4.98
	6.81
	7.62
	7.59
	7.47
	7.53

	Romania
	0.33
	0.50
	0.66
	0.82
	1.99
	2.86
	2.97
	3.05
	2.99
	5.11
	5.22
	5.53
	5.64
	5.81

	Russia
	0.33
	0.33
	0.33
	0.79
	2.24
	2.69
	3.16
	3.99
	3.61
	3.40
	3.38
	3.33
	3.64
	3.61

	Slovak Republic
	0.33
	1.66
	2.65
	2.98
	3.10
	3.29
	3.95
	4.35
	4.46
	4.45
	5.45
	8.45
	8.76
	9.16

	Slovenia
	0.33
	0.91
	2.49
	4.07
	4.47
	4.44
	4.49
	4.51
	4.45
	4.76
	5.09
	4.88
	6.12
	6.20

	Ukraine
	0.33
	0.33
	0.33
	0.91
	1.49
	3.06
	3.64
	4.49
	4.52
	4.60
	4.64
	4.68
	5.01
	5.08


Sources: EBRD, Transition Reports, various issues, and central banks.
Note: The index is the simple average of three variables. One is the EBRD transition indicator for banking reform, which has been adapted to a scale of one to ten. The second is the share of private banks in total bank assets, adapted to a zero-to-ten scale. The third is the share of foreign banks in total bank assets, also adapted to a scale of zero to ten. For some countries, the data on the share of private banks in total bank assets and in foreign banks in total bank assets are missing in some of the early years of the sample period. In this case, we make a simple linear interpolation of the data from the starting point in transition to the first reported observation.   

Table 2. Banking reform, its components and determinants
Panel A: Summary statistics

	
	Mean
	Standard

Deviation
	Maximum
	Minimum
	Observations

	Change in overall banking reform index
	0.463
	0.668
	4.31
	-1.49
	308

	Change in EBRD banking reform indicator
	0.403
	0.962
	3.00
	-3.00
	308

	Change in private bank share of total bank assets
	0.597
	1.188
	9.93
	-1.70
	308

	Change in foreign bank share of total bank assets
	0.391
	0.914
	6.14
	-2.24
	308

	Weighted change in index of trade liberalisation
	0.207
	0.297
	1.50
	-0.59
	264

	Change in industry’s
share of total employment
	-1.157
	1.426
	4.10
	-5.50
	203


Sources: EBRD, Transition Reports, various issues, national central banks, national statistical agencies and Raiser, Schaffer and Schuchhardt (2004).
Note: the weighted change in the index of trade liberalisation uses a weight of 0.5 on the contemporaneous change, 0.25 on the change lagged one year and 0.25 on the change lagged two years. These weights reflect the estimated coefficients in Table 5.
Table 2. Banking reform, its components and determinants (continued)

Panel B:  Pair-wise correlations between changes in banking reform and its determinants
	
	Change in overall banking reform index
	Change in EBRD banking reform indicator
	Change in private bank share of total bank assets
	Change in foreign bank share of total bank assets
	Weighted change in index of trade liberalisation

	Change in overall banking reform index
	1.000
	
	
	
	

	Change in EBRD banking reform indicator
	0.644
	1.000
	
	
	

	Change in private bank share of total bank assets
	0.768
	0.235
	1.000
	
	

	Change in foreign bank share of total bank assets
	0.414
	-0.045
	0.013
	1.000
	

	Weighted change in index of trade liberalisation
	0.258
	0.402
	0.180
	-0.148
	1.000

	Change in industrial employment
	-0.365
	-0.361
	-0.365
	0.128
	-0.398


Sources: EBRD, Transition Reports, various issues, national central banks, national statistical agencies and Raiser, Schaffer and Schuchhardt (2004).
Note: the weighted change in the index of trade liberalisation uses a weight of 0.5 on the contemporaneous change, 0.25 on the change lagged one year and 0.25 on the change lagged two years. These weights reflect the estimated coefficients in Table 5.
Table 3. Evolution of banking development

(Spread between bank lending and deposit rates, in per cent)

	
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003

	Albania
	--
	3.0
	7.0
	7.0
	3.5
	7.3
	9.7
	14.5
	8.5
	16.7
	16.0
	4.2
	6.7
	2.9

	Armenia
	--
	--
	--
	--
	--
	48.7
	34.2
	28.1
	23.2
	7.1
	10.5
	12.8
	13.9
	14.0

	Azerbaijan
	--
	--
	50.0
	223.0
	0.0
	17.0
	20.0
	10.0
	16.8
	6.5
	6.8
	10.2
	9.0
	7.9

	Belarus
	--
	--
	--
	6.5
	58.9
	74.2
	29.9
	16.2
	12.7
	27.2
	30.2
	12.8
	10.0
	6.6

	Bulgaria
	--
	26.2
	19.3
	30.1
	45.5
	26.1
	269.0
	10.8
	10.0
	10.8
	8.4
	8.2
	6.6
	6.3

	Croatia
	--
	--
	1898.5
	31.6
	10.4
	16.2
	14.3
	9.7
	12.0
	9.3
	7.1
	6.8
	9.4
	10.3

	Czech Republic
	--
	--
	7.0
	7.1
	6.0
	5.8
	5.7
	5.5
	4.8
	4.2
	3.8
	3.6
	3.0
	3.0

	Estonia
	--
	--
	--
	--
	8.7
	7.1
	3.4
	0.4
	7.4
	-0.3
	2.1
	5.7
	2.9
	2.7

	Georgia
	--
	--
	--
	--
	--
	51.9
	27.2
	36.9
	29.0
	18.8
	20.8
	19.3
	22.2
	22.7

	Hungary
	3.6
	6.1
	12.7
	9.0
	6.8
	7.8
	5.4
	4.5
	4.4
	7.5
	2.9
	2.6
	2.3
	2.5

	Kazakhstan
	--
	--
	--
	--
	--
	13.9
	24.3
	10.8
	2.5
	7.3
	3.2
	2.5
	3.1
	4.0

	Kyrgyz Republic
	--
	--
	--
	--
	--
	--
	28.3
	9.8
	37.7
	25.3
	33.5
	24.8
	18.9
	16.8

	Latvia
	--
	--
	--
	42.4
	18.0
	16.1
	10.3
	6.8
	9.9
	8.3
	7.6
	4.2
	2.2
	2.8

	Lithuania
	--
	--
	77.9
	68.5
	14.5
	3.1
	10.5
	9.0
	7.1
	8.5
	9.7
	7.4
	5.8
	4.8

	Macedonia
	--
	--
	665.0
	45.0
	42.3
	21.9
	8.8
	9.8
	9.4
	8.7
	8.3
	9.1
	8.5
	7.8

	Moldova
	--
	--
	--
	--
	--
	9.5
	11.3
	9.8
	9.1
	8.0
	8.9
	7.8
	9.3
	6.7

	Poland
	8.0
	4.0
	7.0
	10.0
	5.0
	4.5
	3.5
	4.5
	7.6
	7.4
	7.2
	8.3
	8.6
	7.7

	Romania
	--
	--
	--
	43.9
	12.3
	12.1
	17.7
	12.1
	18.6
	20.5
	20.8
	19.6
	18.3
	15.4

	Russia
	--
	--
	--
	--
	--
	218.0
	91.7
	15.2
	24.7
	26.0
	17.9
	13.1
	10.7
	8.5

	Slovak Republic
	--
	--
	--
	5.5
	5.2
	6.6
	7.0
	7.5
	5.8
	3.7
	5.2
	5.0
	5.3
	4.2

	Slovenia
	--
	--
	23.9
	12.4
	10.6
	7.2
	7.1
	6.4
	5.3
	5.6
	5.4
	5.2
	4.2
	5.1

	Ukraine
	--
	--
	-5.0
	24.0
	41.0
	53.0
	46.3
	30.9
	32.2
	34.3
	27.8
	21.3
	17.5
	10.9


Source: EBRD, Transition Reports, various issues, and central banks.
Table 4.  Banking development, reform and macroeconomic control variables
Panel A: Summary statistics

	
	Mean
	Standard

Deviation
	Maximum
	Minimum
	Observations

	Change in interest rate spreads
	-1.862
	10.597
	52.4
	-76.5
	215

	Weighted change in overall banking reform index
	0.524
	0.450
	2.156

	-0.551


	242

	Change in real GDP growth
	0.281
	7.898
	33.0
	-30.1
	308

	Change in inflation
	-11.75
	1,289.3
	12,481.1
	-15,443.8
	300


Panel B:  Pair-wise correlations between changes in banking development, reform and macroeconomic control variables
	
	Change in interest rate spreads
	Weighted change in overall banking reform index
	Change in real GDP growth

	Change in interest rate spreads
	1.000
	
	

	Weighted change in overall banking reform index 
	-0.138
	1.000
	

	Change in real GDP 
growth
	-0.302
	-0.020
	1.000

	Change in inflation lagged, omitting changes in inflation above 300 in absolute value 
	0.268
	-0.101
	-0.299


Sources: EBRD, Transition Reports, various issues, and national central banks.
Note: the weighted change in the index of overall banking reform uses a weight of 0.5 on the change lagged two year and 0. 5 on the change lagged three years. These weights reflect the estimated coefficients in Table 6.

Table 5. Change in banking reform regressions
	Dependent variable 
Explanatory variables
	Change in overall 

banking reform 

index
	Change in EBRD 

banking reform 

indicator
	Change in private 

bank share of 

total bank assets
	Change in foreign

bank share of

total bank assets

	Change in industrial 

employment
	-0.224***

(0.074)
	
	-0.187***
(0.051)
	-0.282***
(0.079)
	
	-0.274***

(0.064)
	-0.414**

(0.175)
	
	-0.334***

(0.118)
	0.022
(0.044)
	
	0.047
(0.034)

	Change in trade liberalisation 
	0.058

(0.132)
	0.255***

(0.098)
	
	0.518***

(0.203)
	0.676***

(0.188)
	
	-0.115

(0.262)
	0.279*

(0.148)
	
	-0.228**

(0.107)
	-0.190***

(0.073)
	

	Change in trade liberalisation, 

lagged 1 year
	0.085

(0.078)
	0.187**

(0.81)
	
	0.128

(0.151)
	0.276**

(0.127)
	
	0.298*

(0.171)
	0.461**

(0.189)
	
	-0.170*

(0.099)
	-0.177**

(0.077)
	

	Change in trade liberalisation, 

lagged 2 years
	0.081

(0.090)
	0.131*

(0.074)
	
	0.370**

(0.154)
	0.410***

(0.134)
	
	-0.004

(0.166)
	0.089

(0.134)
	
	-0.122

(0.106)
	-0.127

(0086)
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	0.249
	0.103
	0.185
	0.271
	0.188
	0.137
	0.166
	0.137
	0.063
	0.139
	0.084
	0.089

	Observations
	171
	264
	203
	171
	264
	203
	171
	264
	203
	171
	264
	203


Note: The panel regressions are estimated with country fixed-effects, which are not reported. Robust standard errors are reported in parentheses. A *** denotes statistical significant at the 1 per cent confidence level, a ** at the five per cent level and a * at the 10 per cent level.  
Table 6. Change in banking development regressions
	Dependent variable
Explanatory variables 
	Change in interest rate spreads

	Change in overall banking reform index, lagged 2 years
	-0.372

(0.956)
	
	
	

	Change in overall banking reform index, lagged 3 years
	-1.908*

(1.039)
	
	
	

	Change in EBRD banking reform indicator, 

lagged 2 years
	
	-0.883*

(0.531))
	
	

	Change in EBRD banking reform indicator, 

lagged 3 years
	
	-1.238

(0.812)


	
	

	Change in private bank share of total bank assets, lagged 2 years
	
	
	0.018
(0.820)
	

	Change in private bank share of total bank assets, lagged 3 years
	
	
	-0.818**

(0.411)
	

	Change in foreign bank share of total bank assets, lagged 2 years
	
	
	
	0.067
(0.369)

	Change in foreign bank share of total bank assets, lagged 2 years
	
	
	
	0.068

(0.374)

	Change in real GDP growth 
	-0.462**

(0.208)
	-0.392**

(0.185)
	-0.459**

(0.204)
	-0.408**
(0.186)

	Change in inflation, less than 300 per cent
	0.044**

(0.019)
	0.045***

(0.017)
	0.044**

(0.019)
	0.044**
(0.017)

	Dummy variable for large changes in inflation rates
	12.720*

(7.637)
	13.370*

(7.691)
	12.353*

(7.578)
	12.576

(7.750)
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	0.248
	0.252
	0.242
	0.230

	Observations
	199
	199
	199
	199


Note: The panel regressions are estimated with country fixed-effects, which are not reported. Robust standard errors are reported in parentheses. A *** denotes statistical significant at the 1 per cent confidence level, a ** at the five per cent level and a * at the 10 per cent level.  
� In addition to the impact of competition enhancing policies on the distribution of market rents and firm profitability, political analyses of competition enhancing policies also focus on the impact of competition enhancing reforms on employment, particularly in the post-communist transition. In this context, the introduction of markets was associated with a significant reallocation of labour. This aspect of the politics of market-oriented reform in post-communist countries is central to the analysis of the optimal speed of transition, such as Aghion and Blanchard (1993). 


� The model can accommodate marginal costs that are in general a linear function of the amount of loans.


� See for example Chenery and Syrquin (1975).
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