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Abstract

The workhorse models of democratic political economy assume politicians will re-
spond to widening income gaps with fiscal redistribution, yet prominent accounts of
the global financial crisis have argued the politicians in the United States of both par-
ties responded to widening income gaps and decreased economic mobility with policies
designed to equalize consumption (rather than income) by extending credit further
down the income distribution. We argue that politicians respond to widening income
disparities in the most (politically) cost-effective ways, given the institutional structure
in which they are embedded. Politicians’ responses to exogenously widening income
gaps will be conditional on the electoral system: PR systems will exhibit greater fiscal
redistribution while SMD systems will resort to credit and consumption stimulus. We
examine these expectations using OECD data from 1980-2010 and find that SMD sys-
tems are indeed more significantly likely to expand credit as pre-fisc inequality grows
while no such relationship is visible in PR systems. Our findings have implications
for the financial system risk: SMD democracies are marginally more prone to credit
booms and financial crises than countries functioning under PR systems.
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1 Introduction

Income and wealth gaps in the United States have widened to become chasms separating
the very top from everyone else. In 1976, the top 0.1% of tax payers took home about
2% of national income. That figure had grown to about 8% by 2008 (Piketty and Saez,
2006). The growth in inequality at other points in the distribution, while less dramatic, is
no less important. Over the 1979-2005 period, real pre-tax income growth for an American
household in the bottom fifth of the income distribution was essentially flat, averaging about
1%. Households in the fourth quintile saw their pretax incomes grow about 23% over the
same period while those in the top fifth averaged a 75% increase (Congressional Budget
Office, 2010; Mishel et al., [2012]).

The causes of this shift in relative earnings are much debated. But the consequences are
what concern us here. In high-profile and widely read works, several prominent academics
and journalists have independently argued that the widening income and wealth disparities
were at the root of the 2008-09 financial crisis (Chinn and Frieden| |2011; Hacker and Pierson),
2010; Lewis, 2010; Rajan, 2010). Each emphasized different policy levers (housing finance,
financial market regulation, taxation) pulled by politicians. At the risk of sacrificing nu-
ance, the arguments go more-or-less as follows: widening income gaps will induce pressure
on politicians as voters see themselves falling further behind while others reap spectacular
fortunes. Elected policy makers will respond in the most politically “efficient” ways, i.e., us-
ing policies that cost them or their parties the least in terms of votes or political conflict. It
is argued that policies stimulating immediate consumption—those that extend credit further
down the income distribution—are more politically palatable than fiscal redistribution. For

example, Rajan| (2010:31) states that

[Sltriving to rectify the inequality [through fiscal redistribution| may precipitate

the very conflict the citizenry wants to avoid. Politicians have therefore looked
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for other ways to improve the lives of voters. Since the early 1980s the seductive
answer has been easier credit...Easy credit has large, positive, immediate, and

widely-distributed benefits whereas all the costs lie in the future.
Similarly, |Chinn and Frieden| (2011:15) argue that

[Dlebt-financed consumption had attractive political features for the party in
power. For thirty years working-class and middle-class Americans had seen their
incomes stagnate while the country’s rich and super-rich have gotten even better
off...In this context it is easy to understand why there was so much latent anger
over the gap between the rich and the rest. Access to easy credit and easily

financed consumption helped take the edge off this resentment.

Recent work bolsters the second half of these claims, namely that large, rapid increases in
credit are associated with major financial crises (Jorda, Schularick and Taylor, [2010; Mendoza
and Terrones| [2008; Schularick and Taylor] forthcoming). These arguments become all the
more compelling when we draw parallels with the Great Depression, which was precipitated
by the bursting of an asset bubble inflated by government policies designed to increase
private sector lending—this time to farmers—in a period of high an increasing income inequality
(Eichengreen and Mitchener, 2003). Kumhof and Ranciere (2010) present the most formally
articulated argument linking the distribution of income to financial fragility. They construct
a general equilibrium model in which increased inequality leads to increased savings by the
rich and hence greater credit availability[] “By doing so, they allow workers to limit their
drop in consumption following their loss of income, but the large and highly persistent rise
of workers debt-to-income ratios generates financial fragility which eventually can lead to a
financial crisis.” They conclude that “Because crises are costly, redistribution policies that

prevent excessive household indebtedness and reduce crisis-risk ex-ante can be more desirable

L An important implication of the model is that the needs of both the rich and the poor yield increased
demands for financial intermediation.
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from a macroeconomic stabilization point of view than ex-post policies such as bailouts or
debt restructurings.” (Kumhof and Ranciere, |2010;:3).

But all of this is incomplete, or at least puzzling. If, as Kumhof and Ranciere (2010)
highlight, redistribution is a more efficient means of financial stabilization than ex-post
alternatives, how did we get ourselves into this mess? After all, the workhorse models of
democratic political economy (e.g., Meltzer and Richard (1981)) imply that politicians will
respond to widening income gaps with fiscal redistribution, not credit expansion. The Rajan
Hypothesis, as we dub it, relies on the claim that (American) politicians, especially those
of the center-left, pursued credit-based consumption-enhancing policies because they were
politically blocked from pursuing fiscal redistribution on a sufficiently large scale. Exactly
what these blockages are or how they function is unspecified. Similarly, we have seen greater
dispersion in pre-tax incomes in numerous countries. Why did the financial crisis emerge in
the US, UK, Ireland and Iceland rather than Germany or France?

We believe that if the Rajan Hypothesis is on the right track then there is an institutional
story to be told. The highly developed literature on the political economy of electoral institu-
tions contains a possible solution to the puzzle. First, there is abundant empirical evidence
(Persson and Tabellini, 2005) as well as elegant theoretical models (Austen-Smith, [2000)
showing that fiscal redistribution is substantially easier and more common in countries with
proportional representation (PR) electoral systems compared to those with plurality/single
member district (SMD) institutions. Second, other scholars argue that policies in SMD coun-
tries tend to be more responsive to the consumption preferences of the median voter than in
PR countries(Chang et al., 2010; Rogowski and Kayser, [2002; [Rosenbluth and Schaap}, 2003]).
PR countries tend to provide a greater role for organized economic interests, especially labor
market insiders. An implication receiving some empirical support is that SMD countries will
have lower overall prices, including for financial services, than countries with proportional

electoral institutions.
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Our argument is simple: elected politicians will respond to widening gaps in market
income and consumption opportunities in the most politically cost-effective ways, given the
institutional structure in which they are embedded. While there will surely be a mix of
both fiscal redistribution and government credit policies in all countries, at the margin fiscal
redistribution is an easier path to follow in PR countries when income and consumption
gaps widen. SMD (majoritarian) systems make redistribution more difficult, but policies
that increase credit and reduce financial regulation are easier to enact. It is also worth
noting that PR countries tend to have labor marketf] and corporate governance institutions’]
that reduce the growth in pre-fisc income inequality. We therefore expect the relationship
between inequality in market income and private sector credit to be conditional on electoral
institutions. Our claim that politicians must respond to widening income gaps, yet may
still fail to engage in significant fiscal redistribution resonates with the astounding lack of
empirical support for the standard political-economy models of inequality and redistribution.

Evaluating the Rajan Hypothesis requires a comparative perspective, rather than simply
a narrative about policy and credit in the United States. To that end we construct a panel
time series data set to test these propositions, examining the interactive effect of economic
inequality and electoral system on aggregate credit supply, conditional on a variety of other
plausible relationships. In this admittedly preliminary version of the paper we try a variety
of modeling approaches to deal with the dependence and likely endogeneity issues. While we
begin the process of evaluating the empirical models here, future iterations of the paper will
include further refinements and present a more unified statistical voice. Nevertheless, across
the three major families of models we explore we find strong evidence that pre-tax inequality
is only related to the availability of private sector credit in countries with SMD /majoritarian

electoral institutions. We conclude with implications for our understanding of the relative

Zstrong unions and more coordinated wage bargaining (Ahlquist, 2010; Hall and Soskicel 2001} [Iversen
and Soskice, 2009; Rueda and Pontusson) [2000)
Sfor example, worker representation on corporate boards (Gourevitch and Shinn) |2007])
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roles of credit and redistribution in shaping voter welfare in an era of increased inequality.

2 The political economy of electoral institutions and
credit

In this section we examine existing work on the connections between electoral institutions
and (a) redistribution and (b) price levels before developing our argument about the trade-
off between redistribution and credit provision and how it is differentially resolved under

varying electoral circumstances.

2.1 Existing Literature

There is voluminous literature on the purported effects of electoral institutions. Two strands
of this literature inform our analysis: the relationship between electoral institutions and fiscal
policy, especially redistribution and the link between electoral institutions, regulation, and,
ultimately, consumer prices. The first draws connections between proportional representation
and higher levels of redistribution. Much of this literature builds on the well-known Meltzer-
Richard (MR) model of redistributive preferences and the size of government (Meltzer and
Richard, [1981).The MR model predicts (a) that poorer citizens (those with income below the
mean) will demand higher redistributive spending under any non-targeted tax and transfer
system (e.g. a flat tax and lump sum subsidy or public good), and that (b) this demand
will be increasing in inequality (the gap between mean and median incomes), producing
the basic hypothesis that higher inequality will lead to higher redistribution. This simple
prediction has not met great empirical success (Goodrich, unpublished; Milanovic, 2000;
Perotti, [1996; Rodriguez, |1999; [Saint-Paul and Verdier, 1996). Nonetheless, even if the

direct connection between inequality and redistribution has ambiguous empirical support, a
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series of corollaries of the MR model have proven more robust (Kenworthy and Pontusson),
2005; Milanovic, |2000).

In particular, scholars have argued that political groups or electoral institutions that bet-
ter represent poorer citizens will be associated with higher levels of public spending. In the
former case, this means left-wing parties, with most scholars finding a strong positive cor-
relation between left-party government and public spending of various stripes (for example,
Ansell, 2010; Bradley et al., |2003). In the latter case, this means that proportional elec-
toral systems may have higher redistributive spending because they encourage ‘log-rolling’
across electoral districts and mean that poorer citizens do not find their votes ‘wasted’” by
candidates targeting the median voter as in SMD systems (Austen-Smith} [2000; |[Persson and
Tabellini, 2005). An important work by [Iversen and Soskice (2006, 2009) connects these
two hypotheses by suggesting that proportional electoral systems are in fact associated with
higher spending because they make it more likely that center-left parties will win election
than is the case in SMD systems. In general, the message we take from this literature is
that proportional systems are more likely to have higher redistributive spending, whatever
the precise mechanism, and that this spending can at least smooth over income differen-
tials caused by growing inequality - even if growing redistribution is not a direct functional
response to growing inequality as suggested in the MR model.

The second literature we draw on is inspired not by the MR model but by another long-
standing economic model - the Stigler-Pelzman model of regulation (Peltzman), |1976; [Stigler,
1971)). Stigler’s original insight was that government regulation often ends up protecting the
very industries that it is supposed to be monitoring - a process referred to as ‘capture’.
Accordingly, businesses are likely to be interested in capturing regulators and where pos-
sible will push politicians for regulation that creates monopolies and the associated rents.
Peltzman’s generalization of Stigler noted that politicians are thus in a position of trading

off support from businesses, who want high monopoly prices, and consumers who want lower
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competitive prices.

Rogowski and Kayser| (2002) developed a well-known extension of the Stigler-Pelzman
model to argue that electoral systems fundamentally shape the ‘slope’ of this tradeoff. Since
electoral systems make politicians more or less responsive to the median voter - with SMD
systems producing very high seat-vote elasticities in tight elections - they make them more
or less responsive to the preferences of consumers in general - making the assumption that
the median voter and consumers in general can be analogized. Accordingly, SMD systems
with more consumer-responsive politicians are predicted to have lower price levels (lower
rents to industry), a finding subjected to considerable empirical testing in [Rogowski, Chang
and Kayser| (2008) and |Chang et al.| (2010]) as well as criticism in Iversen and Soskice| (2010)).

The story told by Rogowski and his co-authors, however, is one that relates to the prices
of tradable goods. How can this be connected to credit provision? A simple extension,
made in Rosenbluth and Schaap| (2003) is to note that interest rate spreads provide the
financial market equivalent of the gap between competitive and monopoly prices emphasized
in Rogowski et. al’s work. Where interest rate spreads are higher, banks are more profitable
and the cost of borrowing is higher for consumers. According to Rosenbluth and Schaap| this
gap is more pronounced in countries with proportional representation or mixed systems such
as Germany and Japan (pre-1995) with lower spreads and more consumer-friendly regulation
in the UK and the USA, which have SMD /majoritarian electoral systems. And while very
few will argue that the American banking regulators were not “captured” by the big banks
in the 1990-200s, the more dramatic difference between the USA and UK, on the one hand
and continental Europe on the other is in the extent of banking de-regulation, both on the

consumer and investment sides.
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2.2 Our Expectations

The discussion of existing literature above suggests a series of interlinked conclusions, from
which we derive our expectations over how politicians will use credit as a political solution
to rising inequality but will do so only in majoritarian electoral systems. We make the
argument in three stages, emphasizing demand, capacity, and responsiveness in turn.

First, countries with proportional electoral systems have long had higher public spending
than their counterparts with majoritarian electoral systems. Accordingly, there is a potential
substitute for credit smoothing policies in such countries - direct income smoothing through
the fiscal tax and transfer system. Accordingly, only in countries with majoritarian systems
will there remain a large and unfulfilled demand for policies that increase the consump-
tion of less well-off citizens, since these needs are met by explicitly redistributive policies
in proportional systems. As inequality rises, the demands increase from relatively poorer
citizens (including the median voter) for a rise in their living standards, even in the face of
stagnant or declining real wages. Whereas proportional electoral systems have longstanding
redistributive programs that fill the gap between gross wages and net consumption by pro-
viding transfers, SMD/majoritarian systems have (a) less developed automatic stabilizers
and transfer regimes, and (b) do not appear to translate growing inequality into growing
popular demand for redistribution (perhaps because of the dominance of center-right parties
as in |Iversen and Soskice (2006]) or perhaps because citizens in such countries are not habit-
uated to highly visible tax and transfer systems). Thus over the long-run we expect higher
redistribution to be the solution to inequality in proportional systems.

Second, following Chang et al. (2010); Rogowski, Chang and Kayser| (2008);|Rogowski and
Kayser| (2002)) and Rosenbluth and Schaap| (2003), because majoritarian systems are expected
to be more consumer-friendly in terms of regulatory policies, credit should be generally
cheaper in these countries. That is, even before the contemporary rise in income inequality,

these countries had banking systems with lower interest rate spreads, fewer restrictions on
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access to mortgages, and fewer regulations on refinancing and borrowing against equity (see
also |Schwartz (2009)). Thus the capacity to provide accessible credit was much greater
in majoritarian countries. Reversing our long-run reasoning for redistribution, we expect
greater credit supply in the majoritarian countries as the baseline solution to inequality.
Finally, and again following the Stigler-Pelzman model in |Chang et al.[ (2010); Rogowski,
Chang and Kayser| (2008); Rogowski and Kayser| (2002), we expect policymakers in majori-
tarian systems to be more immediately responsive to demands made by citizens than their
counterparts in proportional systems, and to be particularly responsive to demands made
by the median voter. That is, we expect increased inequality, in as much as it relates to the
median voter feeling relatively more pinched in terms of their consumption, to have a much
stronger effect on politicians in electoral systems that force them to be more immediately
responsive. This responsiveness argument provides a more dynamic, or short-run, account
to pressure created by inequality for consumption smoothing. Not only do majoritarian
systems have the right tools to provide credit (capacity) but they also have the short-term

incentive to do so (responsiveness).

3 Empirics

In this section we examine our hypotheses about inequality, credit, and electoral systems.
We begin by discussing the data. We present some graphical and descriptive statistics of
the relationship between income inequality and credit provision across eighteen OECD coun-
tries, showing a generally positive relationship that appears to be stronger in countries with
majoritarian electoral systems. However, without further exploration we have no way of
knowing whether this this covariance is a function of other covariates, unmodeled cross-
country heterogeneity, or temporal dependence. Accordingly, through the remainder of the

section, we examine a variety of empirical models: standard AR(1) panel regressions (both

10
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pooled and fixed-effects), error-correction models, and, finally a Bayesian hierarchical panel
time-series analysis. Across all specifications we find a substantively and statistically sig-
nificant impact of inequality on credit expansions but one that is limited to countries with

majoritarian electoral systems.

3.1 Data & Measurement

To measure the extent of private sector credit we follow the current standard use real credit as
percent of GDP, taken from the 2012 update of the well-known dataset on the financial sector
created Beck, Demirgiic-Kunt and Levine (2000). Our measure includes credit provided by
both banks and non-bank financial institutions. These measures vary substantially across
countries and time periods. We focus on total credit provision since policymakers may
resolve demands for credit either through banking deregulation (or more consumer friendly
regulation) or through policies that produce non-bank financial institutions that challenge
established banking sectors. While those focusing on the United States have zeroed in on
housing credit and mortgage securitization, there is no reason to believe that this is the only
way government can affect domestic credit provision.

Our key covariates are pre-tax inequality, and indicators of electoral institutions. We use
the Piketty-Saez top income shares database, specifically the top 1% income share, as our
indicator of inequality, updated to 2008 (Piketty and Saez, [2006). In addition to being a
pre-tax measure of market income inequality, the top income shares data have the virtues
of better cross-country availability and comparability and better longitudinal coverage than
any other alternative. The top 1% measure also resonates with the the theoretical arguments
of Kumhof and Ranciere| (2010)).

Following |Chang et al.| (2010); |[Rogowski, Chang and Kayser| (2008); Rogowski and Kayser
(2002)) we use an indicator for majoritarian electoral systems, taken from Golder| (2005)) and

extended through 2008 for the OECD cases under study here.

11
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We also include a slate of additional covariates meant to conform with other studies and
account for other plausible drivers of private sector credit availability. We include log per
capita GDP, growth in per capita income, logged total population, and the investment share
of GDP (all from the updated Penn World Tables (Heston, Summers and Aten, 2002)),
the harmonized unemployment rate, the government budget deficit (negative numbers imply
deficits, positive imply surpluses) and the capital account balance. We expect growth to
have a negative impact on credit/GDP since it increases the denominator. A larger budget
deficit may crowd out private borrowing and a capital account surplus should be associated

with greater credit availability, all else equal.

3.2 Descriptive Statistics

Tables [1] and [2] provide the basic descriptive statistics for our variables in the full 1961 to
2009 sample and in the restricted 1980 to 2008 sample, when including capital account and

budget deficit information.

Table 1: Descriptive Statistics: Full Sample

mean sd min  max count
Credit / GDP 0.856 0.413 0.177 2.187 607
Top 1 pct 7.745 2477  3.490 18.29 607
Majoritarian 0.451 0.498 0 1 607
Log GDP per cap 10.08 0.307 8.822 10.81 607
Log Population 9.881 1.343 7.797 12.63 607
Unemployment Rate 6.274  3.837 0 21.33 607
% GDP Growth 2.253 2533 -7.868 11.61 607
Investment Share 21.63 4.734 11.50 35.46 607
Year 1988.2 11.88 1961 2009 607

In order to examine relationships among these variables, we begin by examining a series
of bivariate scatter plots of inequality and credit provision for our eighteen countries under

analysis. Figure [I| demonstrates these relationships for the period 1961 to 2009 (we have

12
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Table 2: Descriptive Statistics: Restricted Sample

mean sd min  max count
Credit / GDP 0.971 0.390 0.248 2.107 360
Top 1 pct 8.203 2.840 3.490 18.29 360
Majoritarian 0.394 0.489 0 1 360
Log GDP per cap 10.20  0.239 9.548 10.81 360
Log Population 9911 1.287 8.062 12.63 360
Unemployment Rate 7.468 3.724 1.542 21.33 360
% GDP Growth 2.087 2.062 -7.447 9.812 360
Investment Share 21.56 4.148 13.81 33.04 360
Capital Account 0.198 0.489 -2.181 2.468 360
Budget Deficit -1.936  4.476 -12.26 18.48 360
Year 1994.5 7.507 1980 2008 360

ten countries with data for 1961, expanding to thirteen by 1963, and eighteen by 1982).
Countries with proportional electoral systems are colored in pink, those with majoritarian
systems in blue and those with mixed electoral systems in green.

A striking distinction is apparent when comparing the scatterplots for majoritarian coun-
tries to the other countries. In most of the majoritarian countries, particularly noticeably
in the USA and Great Britain, we see a strongly positive relationship between the two in-
dicators. By contrast in the proportional and mixed systems there is either no relationship
(Spain, Denmark) or a negative one (Finland, Sweden). Only in Ireland, likely because of
its close financial relationship with Great Britain, is there an obviously positive relationship.
We now move to examining a more rigorous fashion, how robust this bivariate relationship

is to a more fully modeled specification of credit provision.

3.3 Baseline Panel Analysis

Time series cross-section (TSCS) data, common in in comparative and international political
economy, present thorny modeling challenges. Our data are no different, exhibiting signifi-

cant cross-country heterogeneity as well as dependence over both space and time within and

13
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Figure 1: Credit to the Private Sector and Inequality

across countries. Rather than treat these attributes as a nuisance, as is commonly done, we
choose to model them explicitly, exploring a series of modeling strategies, beginning with a
simple panel model.

We begin our panel analysis with a series of pooled and fixed effects models before turning
to an error-correction model. We then switch tacks and present a (preliminary) Bayesian
hierarchical model. The analysis in this section can accordingly be considered a series of
baseline models that examine standard Prais-Winsten cross-sectional time series estimations
of the relationship between credit, inequality, and electoral systems, with subsequent analyses
refining assumptions related to the dynamic process of credit provision (the error correction

model) and panel heterogeneity (the Bayesian panel model). The baseline models reported

14
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in Table [3] can be written as:

vir = (o) + (%) + o + B'wy + ug (1)

Uig = PUj—1 + € (2)

Each observation is observed in country ¢ at time ¢. The outcome variable - credit as a
proportion of national income - is denoted y;;. The z;; and 3 are k— vectors of covariates and
regression parameters, respectively. The observation specific error term wj; is autoregressive
of order one, with autocorrelation coefficient of p.

A few words are in order about the country “fixed effects” specifications. We are fun-
damentally interested in whether institutions mediate how countries respond to increasing
economic polarization. Institutions—electoral institutions specifically—change rarely. In our
dataset the only major shift out of SMD into PR was New Zealandf_f] We also saw less drastic
or more short-lived changes in France, Italy, and Japan. In all other countries electoral insti-
tutions are fixed during the period under analysis. This implies that identifying country fixed
effects relies on a small number of within-country changes in four cases. This is one reason
to consider the more flexible Bayesian approach below, but we report initial results here for
comparison. We also attempted to construct a “synthetic control” (Abadie, Diamond and
Hainmueller, 2010) for comparison with New Zealand but “pre-treatment” covariate values
for the donor cases (Australia, Canada, UK, and USA) were sufficiently different to prevent
the construction of a comparable synthetic New Zealand.

Table [3| reports results for a set of initial models. Models 1, 2 and 6 in includes neither
the country-specific fixed effect (a;), nor year fixed effects (v;) - we refer to these as fully
pooled models. Models 3 and 7 include the former, Models 4 and 8 the latter, and Models

5 and 9 include both sets of fixed effects. Finally, in all the models, the estimated standard

4A mixed-member PR system was introduced via popular referendum in 1993; the first election under
the new system was held in 1996.

15
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errors are clustered by country.

The first five models in Table |3| include our independent variables of interest: the top
one percent share, the majoritarian dummy, and their interaction (except in Model 1) -
along with measures of population (logged), GDP per capita (logged), unemployment, GDP
growth, and investment as a percent of GDP. The second four models further add the size
of the capital account as a percent of GDP and the budget deficit, also as a percent of
GDP. Adding these variables reduces the size of the sample from 607 observations to 371
observations and restrict its time coverage from 1961 to 2009 down to 1980 to 2009.

We begin by discussing Model 1, a fully-pooled model which omits the interaction of
inequality and electoral system shows no statistically significant “direct effect” of either
variable on credit supply. Personal income, population size, and (surprisingly) unemployment
are positively correlated with increased credit supply and the growth rate is negatively
correlated. Thus inequality alone does not appear directly related to credit supply. Yet we
see in Models 2 through 9 that once we take into account the conditional effect of electoral
system, pre tax income inequality has a strong association with credit supply. In comparing
Models 1 and 2 alone it is notable that, even in the absence of country and year fixed effects,

adding the interaction term improves model fit (using the Adjusted R?) by over fifty percent.
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Beginning with Models 2 through 5 we find that the interaction term is statistically
significant and positive - suggestive of a complementary relationship between inequality
and majoritarianism on credit supply. However, because interactive models involve three
components (the two direct effects and their interaction), each with their own degree of
uncertainty, it is important to examine whether the combined effects of these variables is
indeed statistically significant (Berry, Golder and Milton, 2012). This can be done through
simulations of quantities of interest and calculating t-tests or presented graphically. We
do this for Model 2, which is easiest to interpret given the absence of fixed effects. For
example, a t-test of whether estimated credit supply is different at top one percent income
shares of five and fifteen percent (approximately the 5th to 95th percentiles of this variable’s
distribution) shows a slight decline in predicted credit supply from 90.4% to 88%, significant
only at a p level of 0.68 - that is, there is no statically significant difference. However the
same test for majoritarian systems shows an increase from 77% of GDP to 108%, significant
at the p < 0.0001 level.

Furthermore, it is not the case that majoritarian systems have distinct levels of credit
supply per se. Although the coefficient on majoritarianism is statistically significant and
negative, this implies only that comparing countries with a zero percent top income share,
majoritarian electoral systems would have lower credit supply - this is, of course, an impossi-
ble income share. Instead, comparing electoral systems at median levels of top income share
(7.75%), we find majoritarian systems with credit supply of 86.1% of GDP and proportional
/ mixed systems with credit supply of 89.7% and moreover, this difference is not statistically
significant at conventional levels. Hence, the basic take home is that inequality and electoral
system matter only in conjunction - it is the combination of inequality and majoritarianism
that affects credit supply.

These same patterns can be viewed graphically in Figure[2], which shows predicted credit

levels as a function of inequality and electoral system, with ninety-five percent confidence
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Credit as Proportion of GDP
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Figure 2: Comparing Credit and Inequality across Electoral Systems
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intervals around the estimates.

These simulations would be somewhat suspect if we found that our results were driven by
unmodeled cross-country or temporal heterogeneity. However, this does not appear to the
case. Models 3 through 5 add country and year fixed effects to the specification in Model 2.
We see consistent findings in the estimates for the interactive effect which sticks in a tight
range of (.029 and .039) with standard errors of .008 or .009, unsurprising given the low level
of within-country variation in electoral institutions.

Models 6 through 9 add two important control variables, the capital account as a percent
of GDP and the budget balance, also as a percent of GDP. Both variables appear negatively
related to capital supply as expected. Even though they reduce the dataset by over one third
in size, they do not dramatically effect the estimates for the conditional impact of inequality
and electoral system. We reiterate that this sample size reduction is purely temporal: it
shrinks the time frame under consideration but does not exclude any countries that were

present in the full analysis.

3.4 FError-Correction Model

Credit availability is dynamically evolving, responding both to long-run differences in market
and political conditions and to short-term opportunities. In order to capture these dynamics
we revisit the initial analysis using an error-correction model to see what more we can learn.

The structure of this model is captured as follows:

Uit = o+ VWit—1 + BuAxy + Blwi—1 + i (3)

Uit = P(i)Uit—1 + €it (4)

The error-correction model assumes that credit supply follows an equilibrium process such

that transitory shocks impact credit supply but then fade out whereas permanent changes
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in predictors have a long-run impact on the level of credit supply. The transitory shocks are
modeled as order-one differences in covariates Ax;, with k coefficients represented by the
vector 5. The permanent effects of predictors come in through the lagged levels term x;_4
with coefficient vector (3;. Finally, the error term is modeled as autoregressive: in Models 1
and 3 of Table 4| we use the same sample-wide estimate of autocorrelation p, whereas Models

2 and 4 use a panel-specific measure of autocorrelation p; [’

Table 4| displays our results, with Models 3 and 4 including the capital account and
budget deficit variables (changes and lagged levels). Immediately apparent is the fact that
few variables are consistently significant predictors across specifications, save for the lagged
dependent variable, the budget deficit and the lagged majoritarian dummy. However, the
lagged interaction of inequality and majoritarianism is significant across all four models
(though variable in magnitude depending on the sample used). The substantive implications
are similar to Table [3]- only in majoritarian systems is there a consistent effect of inequality
on credit supply and this effect remains positive in direction.

Figure [3| displays the estimated dynamic effects of inequality in various electoral systems
on credit provision over a six year period. Starting from the same average level of credit
provision (95.4% of GDP), we see a striking pattern emerge. In majoritarian electoral systems
(solid lines), inequality has a much larger dynamic effect on credit provision than in non-
majoritiarian systems (dashed lines). At low levels of inequality (10th percentile - top one
percent share of 4 percent of national income) credit provision is actually expected to decline
to just over 80% of GDP after six years. Conversely in median inequality (top income share of
8 percent) and high inequality (90th percentile - top income share of 12.5 percent) countries
credit provision is expected to increase, in the latter case up to nearly 140% of GDP within

six years[S]

5Results are largely robust to the inclusion of country and year dummies.
6Standard errors for the predictions are not shown, but do not overlap after two years have elapsed,
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Table 4: ECM Analysis of Majoritarianism and Inequality

(1) (2) 3) (4)
Lagged DV 0.898*** 0.887***  0.899***  0.875***
(0.023) (0.024)  (0.034)  (0.034)
L. Top 1 pct 0.002 0.001 -0.001 -0.001
(0.004) (0.004) (0.005) (0.005)
A Top 1 pct -0.003 -0.003 -0.002 -0.001
(0.004) (0.004) (0.004) (0.003)
Majoritarian -0.066* -0.087** -0.094* -0.116**
(0.040) (0.040) (0.052) (0.054)
L. Top 1 X Maj. 0.009* 0.011** 0.012** 0.016**
(0.005) (0.005)  (0.006)  (0.007)
A Top 1 X Mayj 0.006 0.006 0.010 0.009
(0.007) (0.006) (0.009) (0.008)
L. Log GDP per cap 0.069*** 0.073*** -0.004 0.022
(0.022) (0.023) (0.044) (0.052)
A Log GDP per cap -2.686 -2.728 -4.956 -5.057
(4.569) (4.294) (10.978) (10.267)
L. Log Population 0.005 0.004 0.007 -0.007
(0.004) (0.005)  (0.007)  (0.009)
A Log Population -0.336 -1.413 0.008 -2.130
(0.904) (0.932) (1.470) (1.564)
L.Unemployment Rate -0.001 -0.003* -0.004* -0.006***
(0.001) (0.001) (0.002) (0.002)
A Unemployment Rate 0.002 0.002 -0.004 -0.004
(0.004) (0.003) (0.005) (0.005)
L. % GDP Growth 0.024 0.023 0.045 0.046
(0.045) (0.042) (0.106) (0.099)
A % GDP Growth 0.023 0.023 0.045 0.045
(0.045) (0.042) (0.106) (0.099)
L. Investment Share 0.004*** 0.004*** 0.003 0.003
(0.001) (0.001) (0.002) (0.002)
A Investment Share 0.004 0.005** 0.004 0.005
(0.002) (0.002) (0.004) (0.004)
L. Capital Account 0.020 0.022
(0.015) (0.015)
A Capital Account -0.019 -0.017
(0.013) (0.013)
L. Budget Deficit 0.004** 0.004*
(0.002) (0.002)
A Budget Deficit -0.005* -0.005**
(0.002) (0.002)
Constant -0.733***  -0.721*** 0.075 -0.018
(0.211) (0.232)  (0.412)  (0.466)
Observations 575 575 339 339
Adjusted R Sq. 0.907 0.958 0.901 0.953
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By sharp contrast, in proportional systems there are almost no dynamic differences in
credit provision at very different levels of inequality. Essentially, credit provision remains

flat in non-proportional systems regardless of both inequality and the passing of time.

<
~—

1.2

Credit as a Proportion of GDP

Years Passed

Black (Low Inequality); Dark Gray (Medium Inequality); Light Gray (High Inequality)
Solid (SMD); Dashed (Non-SMD)

Figure 3: ECM Dynamic Estimates of the Effect of Inequality on Credit Provision

3.5 Bayesian Hierarchical Panel Time-Series Analysis

The previous specifications were consistent with the Rajan Hypothesis—that increasing pre
tax inequality can lead governments to extend credit. They are also consistent with our am-
plification of the argument: if governments are the ones responding to increasing inequality
then we should expect to see credit availability responding in SMD but not in PR countries.

We do indeed see this, but the models above suffer from some weaknesses. Specifically, the

meaning that medium-run dynamic differences are statistically significant.
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standard fixed effects specifications have distinct weaknesses in identifying relationships that
are slow-moving or rarely changing and there is still evidence of residual dependence in the
data. A fully Bayesian hierarchical framework provides a more flexible framework in which
to continue to investigate these issues. Here we build a preliminary Bayesian hierarchical
linear-Normal model. We include country effects and country-specific error variances to
model persistent cross-country heterogeneity in domestic credit levels. Time effects account
for commonly experienced shocks across countries and the 1-period within-country autore-
gressive error term models the possibility that these shocks may not all be experienced

contemporaneously. We can formally express the model for country ¢ in year ¢ as

Yie ~ Ny, o 12 )
[t if #t, =1
pit + pei—1 i F#ti > 1
pe = [T+ o+
et = Ou—Yu
a; ~ N(0,02)

o N(O’O-?y)

where x;; is a vector of time varying covariates, #t; = 1 refers to the first observation for
country 7. (3 is a vector of to-be-estimated regression coefficients and p is the to-be-estimated
autoregressive parameter. We put diffuse Normal priors on 3 and diffusd] uniform priors on
the variance components, o7, o2, and 2. The autoregressive parameter has a uniform prior

on (—1,1)f

7(0,100]

8Future iterations of the paper will explore country-specific autocorrelation structures, a more complicated
lag structure, the possibility of additional spatial dependence in the data, and using imputation tools to
extend the time frame of the analysis. JAGS code is available from the authors.
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The model was fit using MCMC techniques. We ran three chains for 10,000 iterations
each, discarding the first 2,500 draws as burn-in. Visual inspection of the trace plots and the
Gelman-Rubin R statistics indicate that the chains in fact converged. Data were sample-
centered and standardized to speed MCMC convergence | Hence the coefficient estimates are
not directly comparable in magnitude to those in Tables [3| and [4f We examine two particular
specifications corresponding to Models 2 through 5 and 6 through 9 of Table [3], that is,
excluding and then including the capital account and budget deficit variables.

We display the resulting parameters and 95% credible intervals in Figures 4| and [5l As
in the models in Table [3| we find strong evidence of a positive conditional effect of inequal-
ity and majoritarian electoral systems. We also find substantial evidence of cross-country

heterogeneity, with a sizable country variance term, and of autocorrelation of over 0.8.

Parameters & 95% BCI
Population -

Capital Investment o
GDP per capita -
Growth —
Maijoritarian —_—
Top 1% —-
Top 1% x Majoritarian ——
Unemployment -
rho -
Country Variance ——

Year Variance -

-04 0 0.20.40.60.8

Figure 4: Parameter posterior means with 95% Bayesian credible intervals. N = 607, number
of countries = 18, DIC = 46. Excludes capital account and budget deficits.

9Note that this centering was variable by variable for the whole sample not country by country, which
would be equivalent to a “within country” model.
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Parameters & 95% BCI

Budget Balance -
Capital Acct .
GDP per capita ——
Growth .
Majoritarian —
Top 1% ——
Top 1% x Majoritarian ——
Unemployment -
rho -
Country Variance ——
Year Variance 4

Figure 5: Parameter posterior means with 95% Bayesian credible intervals. N = 371, number
of countries = 18, DIC = 46. Includes capital account and budget deficits.
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4 Conclusion

Rising income inequality and the credit boom and bust were perhaps the two key economic
stories of the first decade of the 21st Century. We build on existing arguments that their joint
emergence was not a coincidence. In fact, policies that expand credit appear closely related to
changes in income inequality but only in those countries with majoritarian electoral systems.
We claim that such policies performed an important role in tamping down the concerns of
median voters experiencing stagnant or declining wages over the past few decades even as
inequality rose, by providing credit as a salve that allowed citizens to maintain consumption
growth even as their incomes failed to rise.

The finding that the relationship between top income shares and credit availability is
conditional on electoral institutions is important for two main reasons. First, it makes it
quite difficult to sustain the argument that the increased availability of credit is simply the
result of increased credit demand as poorer citizens attempted to maintain consumption in
the face of stagnant real wages. Indeed, if credit availability were purely a demand-driven
occurrence then we should see higher prices for credit and financial services as wages and in-
comes diverge as the demand curve shifts outward, something not seen. There is little reason
to think that consumer demand for credit correlates with electoral institutions, except insofar
as countries with PR systems also generate policies that generate growing real wages for more
people and/or reduce consumption gaps through other policies, namely redistribution. Thus
we can more confidently construe our findings as evidence for government policy reacting to
economic polarization in distinctly different ways that are conditioned by the incentives fac-
ing politicians in different institutional environments. Second, the finding has implications
for future financial stability, both in the developed and developing world. As gaps between
rich and poor continue to grow (or at least not shrink) in the largest economies in the world,

how governments respond has implications for global financial stability. If governments in
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the largest economies continue to pursue the myopic policies of stimulating consumption via
the provision of credit, whether through housing and equity borrowing policies, bankruptcy
laws, and (de)regulation of the financial sector, the prospects for more frequent and danger-
ous financial crises increase. And we have all learned that spillover can be rapid and deep.
Large developing countries are now implicated as well, as we see inequality increasing in
China. Interestingly, Brazil, long one of the most unequal countries in the world, has suc-
ceeding in actually decreasing its economic polarization in recent years while also enjoying
an unprecedented period of rapid and stable growth.[zgl

The paper as it stands has several shortcomings we hope to address in future iterations.
The most glaring are in refining the empirical models to better account for remaining tem-
poral dependencies. We will also endeavor to better model the dependence across countries
in credit provision, especially among the Eurozone countries. Finally, a case study of the

New Zealand experience seems warranted.

Oysing fiscal transfers in the context of a mixed PR system.

28



Ahlquist & Ansell Preliminary—do not cite

References

Abadie, Alberto, Alexis Diamond and Jens Hainmueller. 2010. “Synthetic Control Methods
for Comparative Case Studies: Estimating the Effect of California’s Tobacco Control
Program.” Journal of the American Statistical Association 105(490):493-505.

Ahlquist, John S. 2010. “Building Strategic Capacity: the political underpinnings of coor-
dinated wage bargaining.” American Political Science Review 104:171-88.

Ansell, B.W. 2010. From the ballot to the blackboard: The redistributive political economy of
education. Cambridge Univ Pr.

Austen-Smith, David. 2000. “Redistributing Income Under Proportional Representation.”
Journal of Political Economy 108(6):1235-69.

Beck, T., A. Demirgii¢-Kunt and R. Levine. 2000. “A new database on the structure and
development of the financial sector.” The World Bank Economic Review 14(3):597-605.

Berry, W.D.,; M. Golder and D. Milton. 2012. “Improving Tests of Theories Positing Inter-
action.” Journal of Politics .

Bradley, D., E. Huber, S. Moller, F. Nielsen and J.D. Stephens. 2003. “Distribution and
redistribution in postindustrial democracies.” World Politics 55(02):193-228.

Chang, Eric C. C., Mark Andreas Kayser, Drew A. Linzer and Ronald Rogowski. 2010.
Electoral Systems and the Balance of Consumer-Producer Power. New York: Cambridge
University Press.

Chinn, Menzie D. and Jeffry A. Frieden. 2011. Lost Decades. New York: W. W. Norton.

Congressional Budget Office. 2010. Average Federal Taxes by Income Group. Technical
report CBO.
URL: http://www.cbo.gov/publications/collections/collections.cfm?collect=13

Eichengreen, Barry and Kris Mitchener. 2003. The Great Depression as a Credit Boom Gone
Wrong. Technical Report 137 BIS.

Golder, Matt. 2005. “Democratic Electoral Systems Around the World, 1946-2000.” Electoral
Studies 24:103-121.

Goodrich, Ben. unpublished. “Inequality Aversion and Preferences for Redistribution: New
Tests of Political Economy Theories.”.

Gourevitch, Peter A. and James Shinn. 2007. Political Power and Corporate Control. Prince-
ton: Princeton University Press.

Hacker, Jacob and Paul Pierson. 2010. Winner-Take-All Politics. New York: Simon &
Schuster.

29



Ahlquist & Ansell Preliminary—do not cite

Hall, Peter A. and David Soskice. 2001. Varieties of Capitalism. New York: Oxford Univer-
sity Press.

Heston, A., R. Summers and B. Aten. 2002. “Penn world table.” Center for International
Comparisons at the University of Pennsylvania .

Iversen, T. and D. Soskice. 2006. “Electoral institutions and the politics of coalitions:

Why some democracies redistribute more than others.” American Political Science Re-
view 100(02):165-181.

Iversen, Torben and David Soskice. 2009. “Distribution and Redistribution: The Shadow of
the Nineteenth Century.” World Politics pp. 438-486.

Iversen, Torben and David Soskice. 2010. “Real Exchange Rates and Competitiveness: The
political economy of skill formation, wage compression, and electoral systems.” American
Political Science Review 104(3):601-623.

Jorda, Oscar, Moritz Schularick and Alan M. Taylor. 2010. Financial Crises, Credit Booms,
and External Imbalances: 140 Years of Lessons. Technical Report 16567 National Bureau
of Economic Research.

Kenworthy, Lane and Jonas Pontusson. 2005. “Rising Inequality and the Politics of Redis-
tribution in Affluent Countries.” Perspectives on Politics 3:449-471.

Kumhof, Michael and Romain Ranciere. 2010. Inequality, Leverage and Crises. Technical
Report WP/10/268 International Monetary Fund.

Lewis, Michael. 2010. The Big Short. New York: W. W. Norton.

Meltzer, Allan and Scott Richard. 1981. “Rational Theory of the Size of Government.”
Journal of Political Economy 101(49-83).

Mendoza, Enrique and Marco Terrones. 2008. An Anatomy Of Credit Booms: Evidence
From Macro Aggregates And Micro Data. Technical Report 14049 NBER.

Milanovic, Branko. 2000. “The Median Voter Hypothesis, Income Inequality, and Income
Redistribution: an empirical test with the required data.” Furopean Journal of Political
Economy 16:367-410.

Mishel, Lawrence, Josh Bivens, Elise Gould and Heidi Shierholz. 2012. The State of Working
America. Economic Policy Institute.
URL: hitp://stateofworkingamerica.org/charts/household-income-growth-by-income-
group-1979-2005-pre-and-post-tax/

Peltzman, S. 1976. “Toward a More General Theory of Regulation.” Journal of Law and
Economics 19(2):211-240.

30



Ahlquist & Ansell Preliminary—do not cite

Perotti, Roberto. 1996. “Growth, Income Distribution, and Democracy: What the Data
Say.” Journal of Economic Growth 1:149-87.

Persson, T. and G.E. Tabellini. 2005. The economic effects of constitutions. The MIT Press.

Piketty, Thomas and Emmanuel Saez. 2006. “The evolution of top incomes: A historical
and international perspective.” The American economic review 96(2):200-205.

Rajan, Raghuram G. 2010. Fault Lines. Princeton: Princeton University Press.

Rodriguez, F. 1999. “Does distributional skewness lead to redistribution? Evidence from
the United States.” FEconomics and Politics 11:171-99.

Rogowski, Ronald, Eric C. C. Chang and Mark Andreas Kayser. 2008. “Electoral Systems
and Real Prices: Panel Evidence for the OECD Countries, 1970-2000.” British Journal of
Political Science .

Rogowski, Ronald and Mark Andreas Kayser. 2002. “Majoritarian Systems and Consumer
Power.” American Journal of Political Science 46(3):526-39.

Rosenbluth, F. and R. Schaap. 2003. “The domestic politics of banking regulation.” Inter-
national Organization 57(02):307-336.

Rueda, David and Jonas Pontusson. 2000. “Wage Inequality and Varieties of Capitalism.”
World Politics 52:350-83.

Saint-Paul, G. and T. Verdier. 1996. “Inequality, redistribution and growth: A challenge to
the conventional political economy approach.” European Economic Review 40:719-28.

Schularick, Moritz and Alan M. Taylor. forthcoming. “Credit Booms Gone Bust: Monetary
Policy, Leverage Cycles and Financial Crises, 1870-2008.” American Economic Review .

Schwartz, H.M. 2009. Subprime nation. Cornell University Press.

Stigler, G.J. 1971. “The theory of economic regulation.” The Bell journal of economics and
management science pp. 3—21.

31



	Introduction
	The political economy of electoral institutions and credit
	Existing Literature
	Our Expectations

	Empirics
	Data & Measurement
	Descriptive Statistics
	Baseline Panel Analysis
	Error-Correction Model
	Bayesian Hierarchical Panel Time-Series Analysis

	Conclusion

