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RESUMO 
 

 

Desenvolvemos a literatura existente relativa a reformas institucionais a partir da análise 

de um tipo diferente de reforma que é bastante comum nos países da América Latina: as 

reformas de mercado transitórias. Durante reformas transitórias, o período de incerteza 

é mais duradouro devido às oscilações mais frequentes entre orientações de mercado 

opostas, reduzindo assim a capacidade das firmas de estimarem seus níveis de risco. 

Nossas hipóteses propõem que reformas transitórias possuem um efeito negativo sobre 

a lucratividade das empresas e que essa relação é negativamente moderada pela 

convergência institucional, durante a qual os agentes de mercado já compreenderam as 

novas regras institucionais, mas ainda não as internalizaram plenamente em suas 

estratégias. Testamos essas relações em uma amostra de 22.066 observações de 1.005 

empresas brasileiras e encontramos suporte para nossas hipóteses. Mecanismos de 

reformas são posteriormente analisados e discutidos, bem como suas implicações para 

a teoria. 

 

Palavras-chave: reformas de mercado transitórias; estrutura institucional; convergência 

institucional; Brasil; rentabilidade. 

 

 

 

 

 

 

 

 

 

 

 

 



 

ABSTRACT 
 

 

We improve upon existing literature on institutional reforms by analyzing a different type 

of reform that is very common in Latin American countries: the transitory market reforms. 

Under transitory market reforms, uncertainty lasts longer due to the more frequent shifts 

between opposing market orientations, thus reducing firms’ capacity to estimate their risk. 

We hypothesize that transitory reforms have a negative effect over firms’ profitability, and 

that this relationship is negatively moderated by institutional convergence, in which market 

agents have already comprehended the new institutional rules but are still internalizing 

them in their strategies. We test these relationships in a sample of 22,066 observations 

from 1,005 Brazilian firms and find support to our hypotheses. Reforms mechanisms are 

further analyzed and discussed, as well as their implications for theory. 

 

Keywords: transitory market reforms; institutional framework; institutional convergence; 

Brazil; firm profitability. 
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INTRODUCTION 
 

 

Over their development processes, emerging economies conduct a series of market-

oriented reforms in the set of laws and regulations aiming at opening domestic factor, 

capital and product markets, and at reducing government intervention in the economy 

(Cuervo-Cazurra & Dau, 2009; Chari & David, 2012; Manikandan & Ramachandran, 

2015). Reforms vary from privatizing state-owned companies to introducing international 

financial mechanisms and liberalizing access to foreign capital and are known in extant 

literature as market-oriented, structural or pro-market reforms (Cuervo-Cazurra & Dau, 

2009; Xavier, Bandeira-de-Mello & Marcon, 2014; Manikandan & Ramachandran, 2015). 

 

The relationship between firms' profitability and pro-market reforms has been broadly 

addressed by extant literature. The findings indicate a positive relationship between 

reforms and profitability due to the growth in opportunities for domestic firms (Cuervo-

Cazurra & Dau, 2009). Further studies show that this relationship is U-shaped, with a 

negative immediate effect followed by increasing returns over time (Chari & Banalieva, 

2015); and that the reforms have a negative relationship with the sustainability of profits, 

due to the increased competition that comes after the pro-market transformations (Chari 

& David, 2012). 

 

In developing countries, reforms meant moving from a failed Import Substitution model to 

the Washington Consensus perspective, which proposed the opening to the international 

market, privatization of state-owned enterprises and securing of property rights (Cuervo-

Cazurra & Dau, 2009; Williamson, 1990). For transition economies, the reforms focused 

on gradually moving from a communist system towards an open economy, where the 

government wouldn't be the only economic driver anymore and market forces would 

become more relevant in defining production levels and governance (Chari & David, 

2012). In both cases, pro-market reforms and the supporting of global integration always 

walked side by side. 
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Since the early 2000s, however, movements like the Brexit, Donald Trump's election in 

the United States and a series of counter-global measures in Asia and the Eastern Europe 

have shown that the former belief in globalization that took part in leaders' speeches 

during the XX century is now obscured and fading away. Cuervo-Cazurra, Mudambi and 

Pedersen (2017) argue that there might be a rising skepticism about globalization, clearly 

demonstrated in recent policies aiming re-raising protectionism and market barriers from 

several countries, such as the United States and the United Kingdom. However, what may 

be called reversals of pro-market reforms have taken part in emerging economies for 

some time by now, especially in Latin America, where countries like Venezuela, Argentina 

and Bolivia have already restarted regulating private enterprises and nationalizing 

industries (Cuervo-Cazurra, 2016). It seems like emerging economies are slowly losing 

their trust in pro-market reforms. 

 

This environment of continuous shifts between pro-market and reversals turns out to be 

very common in Latin American countries (Weyland, 2004). Nevertheless, the recent pro-

market movements were the strongest in their history, and the reversion of the 

transformations have occurred not a long time after the beginning of the economic opening 

process. As a consequence, several countries have entered a phase of transitory reforms, 

in which pro-market reforms and reversals occur very fast and alternately -sometimes both 

movements happen in the same decade. The result is a setting of high uncertainty and 

institutional instability that strongly influences the capacity of domestic agents to act 

strategically.  

 

Despite all the efforts made towards understanding the relationship between pro-market 

reforms and profitability, previous research has not yet explored the effects of the 

transitory reforms over firms' profitability, a phenomenon of extreme importance for 

understanding the behavior of Latin American firms in relation to the institutional shifts 

they must face. Also, few studies have grasped into the mechanisms through which those 

changes affect firms and how those mechanisms work under different market orientations. 

Xavier, Bandeira-de-Mello and Marcon (2014) study how changes in different types of 

market failures (capital, labor, regulatory and product market) affect the performance of 
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private business groups. However, there is still little evidence regarding the impacts of 

each reform on firms’ profitability in different market-orientation periods. 

 

The present study intends to fill both gaps by analyzing the effects of different types of 

reforms over Brazilian firms’ profitability, and by comparing the profitability of the firms 

during an interregnum of institutional convergence with their profitability in the surrounding 

institutional friction periods. We test for the effects of transitory market reforms in a sample 

of 22,066 observations from 1,005 Brazilian firms and find that transitory reforms have a 

negative effect over firms’ profitability due to increases in uncertainty that are 

consequential of the frequent shifts between opposing market orientations. Also, we find 

that the relationship between transitory reforms and firms' profitability is negatively 

moderated by institutional convergence. 

 

The article is organized as follows: the next session presents the transitory market reforms 

in Brazil; in sequence, we present the theoretical framework and the hypotheses to be 

tested; then, methodology is introduced, followed by the main results, our heterogeneities 

tests and an analysis of the mechanisms of the reforms; finally, we discuss our results 

and contributions, and end the article with brief concluding remarks. 
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TRANSITORY MARKET REFORMS AND THE BRAZILIAN CASE 
 

 

Brazil has been going through this transitory reform setting over the past two decades. Its 

institutional framework has bounced back and forth between periods of mostly economic 

unfree to moderately free from 1995 to the present day, creating an environment of 

uncertainty for all market agents, including domestic and foreign firms (Heritage 

Foundation, 2017). From 1995 to 1998 and from 2007 until today, the Brazilian institutional 

environment can be considered mostly unfree, with reduced business freedom and 

property rights, alongside high taxes, large government spending and lack of freedom in 

the financial markets. Between 1999 and 2006, on the other hand, this framework shifted 

to one of moderate freedom, with better labor, investment and monetary freedom. Those 

shifts result from the transitional reforms that have taken place in the country between 

1995 and 2007.  

 

The Brazilian case is especially appealing because both periods of pro-market reforms 

and reversals that caused the institutional transitions were exogenous to firms' decisions 

and can be considered once-and-for-all events that set the institutional framework to a 

freedom level that would not go through any discontinuous shift over the couple of years. 

A detailed explanation of the Brazilian reforms and reversals is presented in Table 5 from 

the Appendix, and a brief summary of the transitions is presented next. 

 

Pro-market reforms had been conducted in Brazil since the late 1980s, with the 

introduction of the new federal constitution proclaimed in 1988 as a major reform that 

would be followed by a set of incremental institutional changes over the 1990s and the 

early 2000s, some implemented in a transitional fashion and other ones imposed in a 

more discontinuous way (Xavier, Bandeira-de-Mello & Marcon, 2014). From 1994 to 1998, 

a series of reforms focused on controlling inflation were introduced, right after a period of 

trade liberalization between 1990 and 1995 considered by extant literature as an 

exogenous event (Dix-Carneiro, Soares & Ulyssea, 2017).  
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In 1999, a more discontinuous shock was implemented by the federal government with 

the introduction of a floating exchange regime, which focused on recovering the 

competitiveness of the currency in external markets (Giambiagi et al, 2016). This change, 

complemented by all the previous ones, promoted the first strong transition from a mostly 

unfree institutional framework to a moderately free one (Heritage Foundation, 2017). 

Although the overall effect is a composite one, the shift promoted by the re-orientation of 

the currency is an exogenous shock that characterizes a once-and-for-all and 

unanticipated event that was not reverted afterwards. In 2006, however, with the 

government of president Lula, new changes were implemented. There was no significant 

discontinuous reform such as in 1999, but a change in the mindset that moved the whole 

country much closer to the previous institutional orientation. The Brazilian federal 

government halted several of the market-oriented reforms that were being implemented 

thitherto and began a series of reversal changes aiming at the opposite direction (Heritage 

Foundation, 2017). Overall, taxes were increased and government spending rose 

significantly while surpluses retracted. As a consequence, agents' confidence backlashed 

and hardly recovered afterwards (Giambiagi et al, 2016). Since then, although world and 

local economic crises have interfered in the countries' economic growth, the level of 

reforms has been relatively stable and remained under the mostly unfree institutional 

framework. 

 

Brazil shifted from a period of mostly unfree market to moderate freedom from 1998 to 

1999, especially due to the controlling of the macroeconomic tripod. From 2007 on, with 

the increase in tax burden and reduction of business freedom, the country retracts back 

to an unfree market (Heritage Foundation, 2017). Throughout these two decades, the 

Brazilian institutional framework oscillated due to exogenous periods of pro-market 

reforms and reversals, producing an institutional interregnum that consists in an excellent 

laboratory for analyzing transitory market reforms and their effects over firms' profitability. 

Graph 1 exhibits the interregnum and the surrounding periods. 
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Graph 1 - The Heritage Foundation Index 

 
 

The reforms' mechanisms were very different in the two analyzed periods. However, the 

exogenous characteristic persists in both cases, creating an interregnum of economic 

openness that can be empirically analyzed in order to identify the differences between 

periods of institutional and economic openness or closure. Firms must learn how to deal 

with the transitory characteristic of the market in order to survive, and the strategies firms 

adopt during those periods is certainly different from the ones they put in practice during 

times of pro-market reforms. Over transitional periods, market agents become exposed to 

the uncertainty in relation to the new set of rules and norms that takes place in the 

institutional framework, especially when the new institutional framework is introduced in a 

more discontinuous fashion (Peng, 2003). As a consequence, even though the effects of 

pro-market reforms might be expected to be positive for firms and for the market as a hole, 

uncertainty dissolves the potential outcomes and creates a void of lack of information that 

concerns all market agents. 
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THEORETICAL FRAMEWORK 
 
 
THE IMPACT OF TRANSITORY MARKET REFORMS OVER FIRMS' PROFITABILITY 
 

 

We consider as institutions the set of regulation and norms that govern the economy and 

its agents and help reducing uncertainty in transactions by reinforcing rules, minimizing 

market failures and improving governance (North, 1990; North, 2003). In emerging 

economies, institutions might still be under development, making those economies subject 

to several market failures that can only be corrected through structural reforms (Akerlof, 

1970; Khanna & Palepu, 1997). Structural reforms promote transformations in the 

institutional framework economic agents promote their transactions with the objective of 

reducing transaction costs and facilitating market functioning (Cuervo-Cazurra & Dau, 

2009). During such periods of institutional transition, several fundamental reforms are 

introduced to the formal and informal institutions with the aim of reorienting the economy 

and its agents (Peng, 2003). As a consequence, all organizations and market actors are 

affected by the changes and by the uncertainty caused by the transition to a new 

institutional framework (North, 1990; Xavier, Bandeira-de-Mello & Marcon, 2014). 

 

Both pro-market reforms and reversals are types of structural reforms that promote 

changes in the institutions that regulate all economic agents' processes and decision-

making (Peng, 2003). Their effects, however, are neither isolated nor immediate: there is 

a set of complementary changes in formal and informal rules that can only be introduced 

over for the new market orientation to be fully implemented (Ramamurti, 2000). During 

this incremental process, information about the new institutional framework is still not 

complete and thus cannot be adopted by agents in their decision making, creating a void 

of uncertainty and monitoring vacuum (Chari & Banalieva, 2015). Also, the changes in 

rules and norms are not immediately incorporated in domestic firms' processes; it takes 

time for the new rules to be learnt, internalized and, afterwards, to start being part of the 

economic transactions between agents. It is only through repeated exchanges with each 
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other that firms understand the functioning of the new institutional framework and start 

including the new rules in their strategies (Khanna & Palepu, 2000b). 

 

In the case of pro-market reforms, for example, despite the greater efficiency of the open 

market that allows newcomers to start new operations in the country under reforms, the 

lack of information about the domestic culture and the initial resistance of the incumbents 

will avoid transactions during the first periods following reforms initiation (Chari & Gupta, 

2008). Thus, the expected increase in competition followed by improvements in the 

product market won't happen right after the transition. Immediately after the reform, what 

happens is a void of uncertainty that reduces operations and raises agents concerns about 

the new rules. This logic also applies to the opposite case, of reforms reversals: the 

introduction of institutional constraints doesn't lead international agents to an immediate 

escape from the transition country. Their first response is increasing outward foreign 

investments while the new institutional framework is learnt and gradually implemented 

(Witt & Lewin, 2007). Due to uncertainty, the expected effects of the reforms over firms' 

profitability do not occur right after their inception (Chari & Banalieva, 2015).  

 

Besides the learning process of the firms, during the period of transition from the old 

institutional framework to the new one, there is a period of monitoring vacuum, in which 

the monitoring role is still not completely transferred from the government to the market 

forces in the case of pro-market reforms, and vice-versa otherwise. In developing 

countries, pro-market reforms include opening the economy to the international market, 

privatization of state-owned enterprises and securing of property rights, while reversals in 

reforms consist of the opposite movements (Cuervo-Cazurra, 2016; Cuervo-Cazurra & 

Dau, 2009; Williamson, 1990). For these shifts to happen, several of the former 

institutional framework mechanisms must be abandoned so that the new monitoring 

instruments can be adopted, but this transition is not immediate (Zattoni, Pedersen & 

Kumar, 2009). Along this process, uncertainty rises, increasing transaction costs and 

creating barriers to new opportunities (Peng, 2003; Khanna & Palepu, 2010). 
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The main effect of the transitions is on uncertainty instead of risk. Had the institutional 

framework not changed, firms would still be able to estimate their risk and expected 

profitability, remaining active in their investments and backing off only in the case that the 

profits really fell. Within the transitions, however, firms cannot access the information 

required for evaluating risk, having their decision-making capacity diminished. This setting 

causes three main phenomena. The first one is that under uncertainty, risk-averse agents 

tend to postpone their decisions. As most economic agents are risk-averse, firms and 

investors respond to the changes by shrinking their present investments due to the lack 

of information about the new market rules (Langlois & Cosgel, 1993). Secondly, the 

consumption of the families also tends to decrease as a consequence of risk-aversion. 

This decrease has a direct negative impact over firms' sales and revenue. Finally, since 

the transition is still incomplete and creates a void of information on monitoring, agency 

hazards are expected to rise, generating a third negative effect over firms' productivity 

and profitability while their cost function remains the same (Chari & Banalieva, 2015). 

Thus, due to uncertainty, lack of complete information and the monitoring vacuum, firms' 

profitability is expected to be negatively affected by pro-market reforms and reversals: 

 

Hypothesis 1: Transitory market reforms have a negative overall effect over firms' 

profitability. 

 

 

TRANSITIONS, INSTITUTIONAL FRICTION AND CONVERGENCE 
 

 

Although some pro-market reforms might be disruptive and discontinuous such as the 

introduction of the floating exchange regime in Brazil, the process of institutional 

transformation is very incremental, with formal and informal rules being continuously 

changed over the transition period (Ramamurti, 2000). Throughout the whole process, 

agents learn and strengthen the new rules through the repetition of market transactions 

and the gradual incorporation of the new monitoring both in their exchanges and in their 
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strategies (Peng, 2003; North, 1990). The intensity of learning and adapting varies, 

however, along the process. 

 

At the beginning of the transition, there is a stronger need for adaptation and a greater 

lack of comprehension about the new norms and rules. It is during this period that the 

monitoring vacuum is stronger and that the uncertainty it brings is more widespread. This 

period was conceptualized by extant literature as one of institutional friction, in which the 

new institutions are still not strong enough to guide the hole market and must coexist with 

the previously established framework (Kim et al., 2010; Hoskisson et al., 2000). During 

this stage, firms and other agents are more concerned about the changes, since they still 

don't know whether their counterparts in market transactions are already considering the 

new norms, neither how much of the new institutional framework has been absorbed by 

the market. However, after some time of learning and continuous exchanges, comes a 

second stage, this time of institutional convergence, where the new institutions are clearly 

comprehended and legitimated (Kim et al., 2010). In this phase, the new monitoring rule 

is better established and the amount of information is more significant, allowing agents to 

slowly incorporate the new roles in their decision processes. 

 

Ramaswamy, Purkayastha and Petitt (2017) suggest that the institutional reforms actually 

unfold across three time-periods that affect firms' strategic decisions differently. In the first 

one, more discontinuous reforms are implemented, and the consequential lack of 

definitive institutions promotes the period of higher uncertainty among market 

transactions. Throughout this phase, agents are still unable to act freely since information 

is minimal. As a consequence, the effect of the transition tends to be stronger during this 

stage. The second period is one of transition between the institutional friction to the 

institutional convergence, creating opportunities for firms to operate more freely within the 

new market orientation and thus having a lighter effect over firms' profitability. Finally, the 

third period consists of the full establishment of the new market institutions, with greater 

stabilization and only few incremental adjustments to be made in the rules and norms 

(North, 1991). In this last stage, the estimation of firms' risk and expected return becomes 
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independent of the institutional uncertainty, and so the effect of the transition tends to be 

smaller over firms' profitability. 

 

In Brazil, reforms unfold in three periods: from 1995 to 1998, the strongest pro-market 

reforms where implemented, following a period of transformations that came along since 

1988; between 1999 and 2006, there is the opening interregnum, in which market agents 

better absorb the new institutional rules, especially after the signaling of the government 

through the establishment of the floating exchange regime that the direction to be followed 

is one of economic openness, and start incorporating them in their strategies; and from 

2007 onwards, a series of reversals in pro-market reforms are suddenly introduced, 

breaking agents' expectations and promoting a second period of uncertainty and lack of 

adaptation to the institutional framework. Both periods before and after the opening 

interregnum are characterized by deeper, discontinuous institutional reforms that relate 

with the first type of reforms proposed by Ramaswamy, Purkayastha and Petitt (2017), 

with the predominance of uncertainty for business and institutional friction. It is only during 

the interregnum that firms can operate with an institutional convergence that facilitates 

transactions and increases competitiveness of domestic firms, given that they have 

already internalized the rules from the new market orientation and have more information 

about the domestic market than the international newcomers.  

 

As a consequence, firms' profitability during the interregnum, the only period of 

institutional convergence, is expected to be better than in the surrounding periods of 

institutional friction, despite the negative overall effect of the reforms over firms' 

profitability. 

 

Hypothesis 2: Institutional convergence negatively moderates the relationship between 

transitory market reforms and firms' profitability. 
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DATA, MEASURES AND METHODS 
 
 
SOURCE, DATA AND SAMPLE 
 
 

To test the hypotheses, we use annual firm level data ranging from 1995 to 2016 obtained 

from the software Economatica, a platform focused on collecting and managing market 

data from Latin American companies. Data from Economatica has been adopted in 

previous Business research and is often used by market investors and the press that rely 

on the trustworthiness of the information. Market data is updated daily, while financial 

indicators are updated every quarter, allowing for the analysis of several confounding 

effects. We analyze a total of 22,066 observations from 1005 Brazilian firms, considering 

key financial and ownership information from state-owned and private domestic 

companies. Foreign multinationals are not considered in our sample. Brazil is an excellent 

laboratory for our present study since both pro-market reforms and reversals occurred 

recently, in a time-window that can be empirically analyzed and tested. 

 

 

MEASURES 
 

Dependent variable 
 

 

Our dependent variable, firm profitability, is measured as Return on Assets, which has 

been widely adopted in strategy literature (Xiao et al., 2013). To mitigate deviant effects 

caused by outliers, instead of dropping abnormal values as in previous studies (Chari & 

David, 2012), we winsorize the variable at the 2,5 and the 97,5 percentiles. 
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Independent variable 
 

 

We consider two independent variables of interest-Reform Index and Reform Dummy- 

and their interaction in our analysis. The first and the second variables are used to test 

Hypothesis 1 by capturing the overall effect of the reforms and reversals over the firms' 

profitability, while their interaction is included to estimate the difference between the 

overall impact of the reforms during a period of moderate economic freedom (greater 

occurrence of pro-market reforms) and periods with lack of economic freedom, thus 

testing Hypothesis 2. 

 

The Reform Index variable is the full version of the Index of Economic Freedom (IEF) from 

the Heritage Foundation, which is an annually calculated index that considers four key 

dimensions of the institutional and the economic environment that influence market 

agents' decisions: rule of law, government size, regulatory efficiency and market 

openness. The IEF has been widely adopted by extant research in business strategy and 

has passed validity tests that show its convergence with the results of other indexes of 

institutional reforms, such as the Pro-market Reforms Index for Latin America, the 

Measure of Economic Freedom of the World and the Composite Heritage-Morley Index 

(Cuervo-Cazurra & Dau, 2009; Gwartney, Lawson & Easterly, 2007; Sahay & Goyal, 2006; 

Lora, 2001). 

 

The IEF comprises 12 components related to business and economic freedom, which are 

measured in a 0 to 100 scale and equally averaged to produce the overall index of 

economic freedom. Table 1 summarizes the detailed analysis made and the sources used 

for each of the 12 components. 

 

 

 

 

 



 23 

Table 1 - The Heritage Foundation Index of Economic Freedom 

 
 

In the Brazilian case, not all variables of the IEF are estimated for all considered years: 

Judicial Effectiveness and Fiscal Health are not calculated in any year; and Labor 

Freedom starts being estimated only in 2005. We do not consider the 2 absent variables 

in our analysis of the mechanisms of the reforms, and we also calculate a robust version 

of the Reform Index variable to test for the robustness of our findings.  

 

The Reform Dummy divides the years from the sample in two different types of periods: a 

treatment period in which the environment is considered to be moderately free (1999 to 

2006); and two control periods in which it is mostly unfree (1995 to 1998 and 2007 to 

2016). The criteria used to determine the periods is set by the IEF itself (Heritage 

Foundation, 2017). 
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Control variables 
 
 

The control variables are factors that either affect firms' profitability and/or might work as 

confounding effects to the effect of the reforms over the Return on Assets variable. We 

use the Fixed Assets over Equity measure as a proxy for firm size, since this variable has 

been relevant in previous literature (Chari & David, 2012). Also, we control for Investments 

over Equity and Net Sales, measured as the amount of sales after the deduction of 

allowances and discounts, in order to mitigate the potential confounding effects related to 

the total investments and the variations in consumption of the firms' products and services. 

Finally, we include the logarithm of Market Value as a proxy of the firms' market share 

(Cuervo-Cazurra & Dau, 2009), as there is no other available measure that could capture 

this effect. We also control for firms unobserved individual effects by adopting Fixed 

Effects models (Xavier, Bandeira-de-Mello & Marcon; 2014). 

 

 

SUMMARY STATISTICS AND CORRELATIONS AMONG VARIABLES 
 
 

Table 2 shows the descriptive statistics for the dependent and independent variables, 

considering means, standard deviations, minimum value, maximum value and bi-variate 

correlations. Correlations between independent variables are low except by the 

correlation between the Reform Index and the Reform Dummy, which is high and 

significant (0.82, p < 0.01). This correlation, however, is expected since both variables 

consider the variation of the effects of reforms over the same period. In order to avoid 

potential collinearity problems, we do not include year dummies in our model so that the 

year effects might be captured by the Reform Dummy and the overall effect of the reforms 

is captured mainly by the Reform Index and the interaction between the two variables. 
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Table 2 - Descriptive statistics and correlations 

 
 

 

EMPIRICAL STRATEGY 
 

 

The main challenge in estimating the causal effects of reforms over firms' profitability is 

solving the potential endogeneity caused by omitted variables. Thus, the main challenge 

of this exercise is to credibly find exogenous variation in the transitory reforms performed 

in Brazil. The Brazilian institutional change in 1998, which considers a discontinuous 

shock as a consequence of the implementation of the floating exchange regime, provides 

this opportunity. We explore this change as a source of exogenous variation that shifts 

the Brazilian market from a relatively unfree orientation to a moderately free one.  

 

Formally, we do not control for several time-invariant variables adopted by previous 

research, such as firm industry, region and ownership because those effects are already 

captured by the individual Fixed Effects estimators. In the Base Model, year dummies are 

also not included because of collinearity with other independent variables, and the results 

are not affected in their absence (Chari & Banalieva, 2015). In the OLS and in the no-

interaction models, however, year dummies are inserted in order to control for year effects 

while capturing the overall effect of the reforms. The Base Model regression is as follows: 
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Where y_i,t, is the Return on Assets of the firms. The subscript i denotes individual firms, 

and t denotes time in years. We employ firm-level panel data to test our hypotheses, 

adopting a clustered time fixed effects model in order to avoid misspecifications related to 

variations in individual correlations across time and to eliminate firms' unobservable 

idiosyncratic effects over the dependent variable (Cameron & Miller, 2015). Also, we use 

the Reform Dummy as a control for the interregnum, which is exogenously set by the most 

discontinuous reforms. The covariates are the set of time-varying variables mentioned 

above. 

 

The Reform Index is composed by the several subindexes presented in Table 1, and each 

one of them has a different effect over firms' performance. It is relevant to analyze these 

diverse effects so we can better understand the composition of the overall effect of the 

reforms. In order to test for the isolated effects of each type of reform, we also develop a 

mechanism model that includes the Reform Dummy, the same control variables, fixed 

year and firm effects. We do not include the interaction term between the mechanism and 

the Reform Dummy because our focus in this analysis is to check for the overall effects of 

each specific reform, and not the effects of the institutional convergence over this relation. 

As reforms are complementary to each other, some of them might not have different 

effects under different institutional orientations and thus those results do not contribute to 

the present analysis. The mechanism model is as follows: 

 

 

 
 

Where y_i,t is the Return on Assets of the firms. The subscript i denotes individual firms, 

and t denotes time in years. We use time and firm fixed effects, and keep the same 

covariates adopted in the Base Model. 
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RESULTS 
 
 

Table 3 presents the results of the Hypotheses tests for the Base Model (equation 1). We 

test for the overall effect of the reforms over firms' profitability in Models 1 to 6, starting 

from a basic model including the Reform Index and the Reform Dummy in order both to 

capture the effect from the reforms and to control for unobserved time factors that might 

affect firm profitability depending on the amount of economic overture (models 1 and 4). 

We then include the remaining control variables to mitigate the potential confounding 

effects from those variables (models 2 and 5) and finally add the interaction between the 

Reform Index and the Reform Dummy (models 3 and 6), which allows for comparisons 

between the two analyzed stages of institutional openness.  

 

Models 1 to 3 are measured with OLS, while models 4 to 6 follow the same structure but 

are estimated with time clustered Fixed Effects. The comparison between the results from 

the OLS models and the Fixed Effects models allows for better understanding the potential 

omitted variable biases of the estimations. We start from a basic model without any control 

variables (models 1 and 4) and then include them (models 2 and 5) in order to test 

Hypothesis 1. Finally, we add the interaction between the Reform Index and the Reform 

Dummy (models 3 and 6) to test Hypothesis 2. Year dummies are included in models 4 

and 5 to mitigate year effects from the analysis of the Hypothesis 1 but excluded in model 

6 because of multicollinearity with the independent variable of interest for Hypothesis 2. 

 

Results in model 5, which considers the overall effects of reforms over firms' profitability, 

strongly support Hypothesis 1 (Reform Index = -4.01, p < 0.01), indicating that transitory 

reforms effectively have a negative effect over firms' profitability. The Reform Dummy 

presents a positive and significant result (21.75, p < 0.01) when year dummies are 

included, showing that firms' profitability was actually better during the period of greater 

economic freedom. Model 6, our full model, tests for the effect of reforms during the period 

of greater reform alignment against their effect during the surrounding periods. The results 

support Hypothesis 2 (Interaction term = 2.57, p < 0.01), indicating that institutional 



 28 

convergence is actually better for firms' profitability than institutional friction. All models 

have significant F statistics (p < 0.01). 

 

Table 3 - Pro-market reforms and reversals effects over firms' profitability 

 
 

Potential confounding effects, such as firms' sales and market share (represented by the 

log of Market Value), have expected results, with sales having a positive effect over firms' 

profitability and a greater market share also being beneficial for firms' profits (p < 0.01 for 

both effects). Results for fixed assets are opposite to the findings of previous research, 

being positive while the expectancy would be of a negative effect (Chari & David, 2012). 

The results, however, are not significant (p > 0.1) and might be related to the fact that, as 

firms reduce their capital expenditures during uncertainty, depreciation resulting from a 

greater amount of fixed assets might have a positive influence in firms' free cash flow, 

promoting better profitability during the period. Although the fixed assets results might not 
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represent a concern for our analysis, we deepen our analysis about its effects in our 

heterogeneity tests. 

 

 

HETEROGENEITY TESTS 
 
 

In order to better understand the potential outcomes of differences in firms' sizes on the 

effect of transitory reforms over firms' profitability, we perform 2 heterogeneity tests. The 

first one consists of a series of quantile panel regressions with the Base Model, 

implemented due to the great amount of outliers in the sample, to check whether there is 

any difference in the effects of the reforms at different regression points, other than the 

central tendency captured by the mean. This test allows us to better understand the effects 

of the reforms for firms in different Return on Assets levels, i.e., different profitability levels, 

offering a perspective to the analysis that has been overlooked by previous studies 

(Cuevo-Cazurra & Dau, 2009; Chari & David, 2012). Results show that for any quantile, 

the impact of the reforms over firms' profitability is negative and significant (p < 0.01). 

Also, we find that institutional convergence is effectively better for firms' profitability than 

institutional friction, as the interaction term is always positive and significant (p <0.01).  

 

In the second test, we include 2 dummy variables representing different Fixed Assets 

sizes: the Low Fixed Assets dummy considers 1 for the 25% firms with the smaller fixed 

assets and 0 otherwise; the High Fixed Assets dummy considers 1 for the 25% firms with 

the bigger fixed assets and 0 otherwise; the remaining 50% of the firms are the base for 

our comparison. We interact the dummy variables with the interaction term of interest 

(Reform Index x Reform Dummy) to test whether there is any difference in the effects of 

the reforms for different firm fixed assets levels. This test helps in understanding the 

effects of firms' size on the relationship between reforms and profitability, a factor that 

might be determinant for firm adaptation to new frameworks (McKee, Varadarajan & Pride, 

1989). Results show no significance, indicating that there is no difference in the effects of 

the reforms for different fixed assets levels. Thus, we confirm that the fixed assets' original 
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results do not represent a concern for our analysis. Results are presented in Tables 6 and 

7 of the Appendix. 

 

 

ROBUSTNESS CHECKS 
 
 

We conducted a series of additional tests to ensure the robustness of our findings. Three 

tests were applied to check for the validity of the results: first, we re-tested our Base Model 

with more winsorized samples in order to check for the validity of the winsorization 

procedure; second, we substitute our Reform Index for a robust version that considers 

only the sub-indexes available for all the years in our panel; and third, we execute placebo 

tests, backwardly and forwardly including year effects in our Reform Dummy variable to 

check for the exogeneity of the most discontinuous reforms in relation to our dependent 

variable. Results for the tests can be found in Tables 8 and 9 of the Appendix. 

 

For the first test, we adopted 10% and 15% winsorized versions of the Return on Assets 

as our dependent variable. Results are consistent with the original findings, showing that 

as we increase the exclusion of outliers, coefficients remain almost equal and the power 

of explanation of the model (Adjusted R squared) increases. Thus, the procedure is valid 

for the present analysis. In the second test, by substituting the original Reform Index for a 

robust one that does not include Labor Freedom in the analysis due to the lack of data 

between 1995 and 2004, we obtain very similar results as in the case of the Base Model: 

models 29 to 31 present the results and show that the findings persist. Finally, for the 

placebo tests, we backwardly include effects from 1998 and 1997 in the Reform Dummy 

(models 32 and 33, respectively). For both cases, the impact of the reform is smaller than 

for the overall basic effect, indicating that the impact from reforms is incremental and 

actually greater during the interregnum. For models 34 and 35, that include 2007 and 

2008 in the Reform Dummy, tests are inconclusive, showing that although the increase in 

the amount of years in the sample also increases the effect over the firms' profitability, the 

results are not statistically different from the ones from the Base model. Even so, the 
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coefficients might offer insights on how the re-entering in a period of institutional friction 

can negatively affect firms' profitability. 

 

  

REFORM MECHANISMS 
 

 

Previous studies have also explored the various dimensions of the effects of pro-market 

reforms over profitability and the moderating factors that influence this relationship, such 

as being part of a business group, marketing and R&D investments, property, operations, 

and knowledge (Dau, 2016; Chari & Banalieva, 2015; Cuervo-Cazurra and Dau, 2009a;). 

In special, Xavier, Bandeira-de-Mello and Marcon (2014) study how changes in different 

types of market failures (capital, labor, regulatory and product market) affect the 

performance of private business groups, showing that reforms improve firms monitoring 

in all markets, helping at the reduction of inefficiencies and consequentially promoting a 

propitious environment for firms' profitability. However, there is still little evidence 

regarding the specific effect of each type of reform on firms' profitability. Apart from the 

complementarity of the different types of reforms and the aggregate overall effect, we 

expect each type of reform to impact firms differently.  

 

In the labor market, for example, pro-market reforms allow the introduction of more robust 

compensation and hiring programs, thus generating incentives for firms' employees to 

seek superior performance (Cuervo-Cazurra & Dau, 2009). In capital markets, reforms 

promote improvements in efficiency and increase the amount of transactions due to the 

growing number of market agents (Chari & Banalieva, 2015). Also, with the expansion of 

the external monitoring, firms' investments become safer and more strategical, promoting 

performance improvements (Cuervo-Cazurra & Dau, 2009). As for the product markets, 

regulatory restrictions to new entrants and international transactions are reduced during 

reforms (Cuervo-Cazurra & Dau, 2009). This lowering of barriers increases competition 

both from domestic and foreign firms, inducing firms to reduce inefficiencies as a matter 

of survival (Chari & David, 2012; Dau, 2012). At the same time, the increased competition 
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helps lowering production factors' prices, promoting new business opportunities that can 

improve firms' profitability. Those opportunities, however, also become available to new 

market entrants and current rivals, further increasing the threat of competition (Chari & 

David, 2012). 

 

All kinds of reforms happen to influence, at least indirectly, the three markets explored 

above (Cuervo-Cazurra & Dau, 2009). Nevertheless, many reforms are clearly focused 

on transforming the institutional rules of one of those markets, and the impact over the 

other two is merely a side-effect. The lowering of trade barriers and liberalization of the 

financial markets, for example, are more connected with the capital market than the other 

ones; strengthening the regulation on property rights protection and improving business 

venturing laws is deeply related to the product market; and rearranging labor laws and 

rights towards a more market-oriented perspective is clearly a labor market transition. 

 

There is, however, an additional type of reform that affects all of the analyzed markets 

simultaneously and that governments usually implement in parallel with the other formal 

and informal transformations. Those reforms are especially aimed at the reduction of the 

size of the government in the economy. In the present study, we call them the Government 

Reforms. With the reduction of the intervention of the government in the economy and a 

retraction of government expenditure that helps lowering its burden, firms are expected to 

act more freely in their market transactions and the overall business confidence is 

expected to rise, respectively (Taylor & McNabb, 2007). Thus, we expect government 

reforms to have a positive effect over firms' profitability. 

 

In a broad sense, although reforms uncertainty might negatively influence firms' 

profitability, a pro-market orientation in the labor and capital markets is expected to have 

a positive effect over firms' profitability, as does the reduction of the size of the government 

in the economy. On the other hand, although product market reforms promote reduction 

of prices and create new opportunities, they also increase competition and take time to 

be fully absorbed by the firms' strategies. Thus, product market reforms are expected to 

have a negative effect over firms' profitability.  
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We test for the effects of all mechanisms tested in Models 7 to 16, each containing one 

specific reform dimension from the Heritage Foundation Index. These tests help us in 

understanding how each mechanism impacts firms' profitability, and also improves our 

comprehension about the overall market-orientation effect of the reforms during the 

studied period in the following fashion: if the effects of the reforms work as expected by 

previous literature, then the overall orientation during the period is pro-market, indicating 

that an openness process occurred. If the the opposite effects happen, then the overall 

orientation is a against market one. 

 

In order to test each mechanism, we divide the IEF sub-indexes into 4 categories: Labor 

Freedom for testing Labor Market effects; Monetary Freedom, Trade Freedom, 

Investment Freedom and Financial Freedom for testing Capital Market effects; Property 

Rights and Business Freedom for testing Product Market effects; Government Integrity, 

Government spending and Tax Burden for testing Government reforms effects. Judicial 

Effectiveness and Fiscal Health were not considered due to the lack of index data. The 

results are presented in Table 4. 

 

Table 4 - Mechanisms effects over firms' profitability 
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Results show that each analyzed mechanism has a different effect over firms' profitability, 

and that this difference is not limited to the mechanisms, but can also be extended to the 

four analyzed dimensions delimited above. Labor market and Government reforms have 

a positive and significant effect over firms' profitability (coefficients for Labor Freedom, 

Government Integrity, Government spending and Tax Burden > 0; p < 0.01). Capital 

markets, on the other hand, have a significant and negative effect over firms' profitability 

(Monetary Freedom, Trade Freedom, Investment Freedom and Financial Freedom < 0; p 

< 0.01), contradicting the pro-market reforms effects expected by extant literature. Finally, 

product market reforms have an uncertain effect over firms' profitability (Property Rights 

> 0, Business Freedom < 0; p < 0.01), probably due to the high uncertainty related to the 

overture of the market to new competitors: while property rights have a positive effect over 

profitability, business freedom doesn't show a positive aggregate effect, supporting the 

idea that when institutional changes are being performed, firms might want to postpone 

their actions to avoid unknown risks. 
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DISCUSSION 
 

 

CONTRIBUTIONS 
 
 
Over the past decade, previous research has enlightened the phenomenon of pro-market 

reforms and its impact on firms (Cuervo-Cazurra & Dau, 2009; Chari & David, 2012; Chari 

& Banalieva, 2015). Extant analyses, however, do not investigate the effects of the 

transitory market reforms, a different type of reform that is very typical in Latin American 

countries and thus worth investigating (Weyland, 2004). In the present paper, we analyzed 

the effects of this type of reform and came to four theoretical contributions.  

 

First, we empirically attest a very important phenomenon that has been overlooked by 

extant literature (Chari & Banalieva, 2014, Cuervo-Cazurra & Dau, 2009): reforms do not 

happen necessarily in a pro-market direction or in the reverse order; they can also occur 

in a transitory fashion, and this perspective is very relevant for the analysis of Latin 

American firms and their relation to local institutions, especially because during transition 

periods the effects of the reforms can’t be assessed easily. The uncertainty that takes 

place during this type of transition makes agents postpone their actions and the effects of 

the reforms can only be identified afterwards. Thus, considering the possibility that reforms 

might be transitory and that the transition itself might have an effect over firms’ profitability 

is fundamental for the understanding of related phenomena. 

 

Second, we empirically analyze the effects of the transitory market reforms to find, in 

accordance with the institutional theory, that the transitional periods increase uncertainty 

in the market and create a monitoring vacuum that is harmful to firms’ profitability (Peng, 

2003; Hoskisson et al., 2000; North, 1991). The findings shed light on the potential 

negative effects reforms might have over firms’ profits while the transition is not yet 

concluded or completely internalized by market agents and contribute to a better 



 36 

understanding of the theorized U-shaped relationship between pro-market reforms and 

firm profitability (Chari & Banalieva, 2015). 

 

Third, we improve upon extant research by empirically analyzing the moderating effects 

of different stages of institutional transition in the relation between transitory reforms and 

firms’ profitability (Ramaswamy, Purkayastha & Petitt, 2017). Our contribution here is 

twofold: from a theoretical perspective, we improve literature by introducing the transitory 

market reforms analysis to the study of institutional stages of transition and by finding that 

firms can actually benefit from periods of institutional convergence in comparison to 

periods of friction; and from a methodological perspective, we refine the use of fixed 

effects models by adopting a comparative analysis between the effects of reforms within 

the interregnum of institutional convergence and the surrounding periods of institutional 

friction, a technique that might be useful for future studies. 

 

After studying the relevance of the institutional convergence, we also perform 

heterogeneity studies to check whether reforms and the institutional transition stage have 

different effects for firms’ different profitability levels. Previous research has made a lot 

effort to understand the effects of reforms under several firm heterogeneities, such as 

being part of a business group, the type of control (state or private-owned) and country of 

origin (Cuervo-Cazurra & Dau, 2009a; Dau, 2012; Manikandan & Ramachandran, 2015). 

The analysis of heterogeneous profitability levels, however, had not yet been addressed. 

We test for this possibility and find that the effect of the transitory reforms is the same for 

all firms. 

 

Finally, we try to deepen our understanding on how different mechanisms of the reforms 

affect firms. Extant literature has commonly considered only the aggregate effect of the 

reforms (Cuervo-Cazurra & Dau, 2009; Chari & David, 2012), understating the potential 

impact different types of reforms might cause. Only few studies have grasped into the 

effects of the reforms mechanisms and found that firms have greater freedom to operate 

businesses following product market liberalization (Kale & Anand, 2006) and that capital 

market, labor market, regulatory market and product market failures have a positive effect 
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on the performance of private business groups, with groups' political connections 

positively moderating this effect (Xavier, Bandeira-de-Mello & Marcon, 2014). We think 

that using the aggregate index of reforms might offer good insights for theory, but as a 

broad understanding of the overall effect of the reforms has already been achieved, we 

feel confident to go further and contribute to theory by investigating the effects of the 

reforms’ mechanisms. 

 

 

PRACTICAL RELEVANCE 
 
 
Institutional transitions are inescapable for firms operating in emerging economies. 

Domestic firms from those countries are usually more familiarized with the lack of 

institutional stability and thus develop adaptation capabilities that help them in fast 

reacting to changes (Casanova, 2009). Foreign firms, on the other hand, don’t have the 

same capabilities, but are much better prepared to deal with an increasing competition, 

thus possessing an advantage over the domestic firms, which are usually more protected 

in their home countries (Ramamurti & Singh, 2009). For both types of firms, understanding 

the effects from transitions and from transitory reforms is of extreme relevance for their 

operations and strategic decision making (Hoskisson et al., 2000; Peng, 2003). We 

contribute to this process by shedding light on the negative relationship between transitory 

reforms and firm profitability, and by showing that the impact of the reforms is significantly 

less harmful for firms during periods of convergence than during periods of institutional 

friction. Thus, firms must be able to adapt and to internalize as much information as 

possible so that the market can advance faster to a stage of institutional convergence that 

facilitates their transactions. For domestic firms, this fast-paced adaptation is relevant in 

order to deal with the newcomers and for the entrant firms the internalization of information 

helps in developing transaction relationships and taking advantage of opportunities before 

domestic firms can fully adapt (Chari & Banalieva, 2015). 

 



 38 

As risk is less measurable during periods of transition and uncertainty takes place, the 

more information firms can gather in order to make their decisions, the better (Langlois, 

1993; Citroen, 2011). Thus, our findings related to the reforms’ mechanisms are also of 

great importance for firms, so that they can better understand the potential effects of 

specific reforms they come to face.  Product market reforms have an uncertain effect over 

firms’ profitability, probably due to the high uncertainty related to the overture of the market 

to new competitors: property rights have a positive effect over profitability but business 

freedom doesn’t show a positive aggregate effect. Therefore, few information can be 

grasped in relation to product market reforms. For capital market, labor market and 

government reforms, however, the effects are clear: labor market and government reforms 

have a positive impact over firms’ profitability, while capital markets present a negative 

effect. Under both positive types of reforms, firms can better react to the transition by 

taking advantage of the reduction of the government’s interference in the market and by 

increasing their operations during their adaptation process, since the reforms are 

expected to have a positive result that will compensate their expenses during the period. 

For the case of capital market reforms, on the other hand, the negative effect of the 

reforms might reduce investors participation in the market at least in the short-run. Firms 

might get along with this phenomenon by compensating the lack of investments with a 

reduction in the activities, for example, or by postponing their decisions until a better 

comprehension of the new institutional rules becomes available. 

 

 

POLICY ADVICE 
 
 
Transitory reforms are different from pro-market reforms, and although they can’t be 

anticipated by firms, policymakers should take the transition effects into account when 

planning new reforms. During periods of transition, governments should put their focus on 

aligning their plans and information with the market prior to the beginning and during the 

reforms so that the period of institutional convergence can start earlier. The increase in 

the volume of information accelerates the transition process towards the new desired 
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market-orientation and allows firms to have more inputs to make their decisions. This way, 

the institutional friction dissipates faster and the strong negative effect of the transition 

lasts less. Also, transitory reforms should be avoided, both because transitions take time 

to be internalized in firms’ strategies and thus have an overall deteriorative effect over 

firms’ profitability, and because the sudden shifts to different institutional frameworks set 

the market back to periods of institutional friction that are more detrimental for business 

than more advanced stages of convergence. 

 

 

LIMITATIONS AND FUTURE RESEARCH 
 
 
Concerning the limitations of our study, we recognize that multi-country tests could lead 

us to a stronger external validity of our findings, but Brazil was actually an excellent 

laboratory for the proposed analysis. Future studies might consider testing our findings in 

different environments so that different socioeconomic factors can be considered, such 

as differences that might exist between developing countries (Latin America) and 

transition economies (Asia and Eastern Europe). Also, the findings from the product, 

capital and labor market reforms exhibit only the perspective of the mechanism from the 

reform side. It would be very interesting to also have a microeconomic look on which are 

the firms’ mechanisms of reaction to each type of reform. For example, to check whether 

firms increase or decrease their investments during transitional capital market reforms. As 

another study extension, further investigations could test the impact of transitory reforms 

over the sustainability of superior profits and other long-term effects related to extant 

literature. Finally, we expect that other researchers will find our methodological approach 

useful and apply it to their studies. 
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CONCLUSION 
 
 

Our study intended to better understand the effects of transitory market reforms over firms’ 

profitability, a period that differs from the pro-market and reversal reforms, which have 

already been largely investigated by extant literature (Cuervo-Cazurra & Dau, 2009; Chari 

& David, 2012; Dau, 2014). During transitory reforms, uncertainty takes place and persists 

for a longer while, since the shifts in the market orientation repeatedly in a short period. 

As a consequence, market agents are not able to properly calculate their risk and tend to 

postpone their actions. We test for the effects of this lasting uncertainty over firms’ 

profitability and find that the result of this process is quite different from the one studied 

by previous research: instead of the U-shaped relationship between pro-market reforms 

and firms profitability (Chari & Banalieva, 2015), transitory reforms actually have a 

negative effect over firms’ profitability. Also, by comparing different stages of institutional 

comprehension by the market, we find that institutional convergence –the period through 

which market agents already comprehend the new institutional framework and are 

beginning to internalize the new rules in their strategies– is significantly better for firms’ 

profitability than periods of institutional friction (Ramaswamy, Purkayastha & Petitt, 2017).  

 

Finally, the present study helps improving the understanding about the effects of different 

reform mechanisms over firms’ profitability: product market reforms have an ambiguous 

impact over firms, since they help firms to improve their operations, but at the same time 

reduce entry barriers to newcomers, thus increasing competition; labor market and 

government reforms have a positive effect over firm profitability since they increase market 

monitoring and reduce the intervention of the government; and capital market reforms 

have a negative effect over firms because this type of transformations are deeply related 

to speculation and investments, which tend to reduce their activities during periods of high 

uncertainty. 
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