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Key questions

What fundamentally drives the evolution of countries’ financial structure?

Why does political power account for cross-country and intertemporal variation?

What is the relative importance of contracting institutions versus political institutions,

and how do they interact in shaping financial structure?

Does democracy matter for financial development?

1



Conceptual framework
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Source: Lambert and Volpin (2018 [17])
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Foundations of financial

development across countries



Legal environments and capital markets across countries

Source: La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1997 [16])

From La Porta et al. (1997 [16]):

• Similar findings for the number of

listed firms and IPOs

• Their findings also apply for debt

markets (debt securities + loans)

A good legal environment:

• mitigates expropriation risk faced

by investors

• enhances their willingness to

provide external finance

• ultimately fosters capital market

development 3



Legal origins and investor protection

Source: La Porta et al. (1998 [26])
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Legal origins

LLSV’s seminal work: countries with Common Law tend to have more developed

financial systems than those with Civil Law

Their argument:

• Stronger investor protection (minority shareholders and creditors)

• Better enforcement and less rigid courts

• More market-supporting regulation (more favorable to private contracting over

state control)

→ Deeper capital markets and greater access to finance
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Legal environments and financial structure across countries

Source: Beck, Demirgüç-Kunt and Levine (2003 [6])

Source: Langfield and Pagano (2016 [19])
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The “great reversals”

Source: Rajan and Zingales (2003 [27])

Reversals per country
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The “great reversals”

Source: Rajan and Zingales (2003 [27])

Reversals per country
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Takeaway

Countries (including with Civil Law) already had highly developed financial

systems in 1913, comparable to those in 1980 or 1990, irrespective of the

measurement employed



Financial structure in the 20th century

Source: Langfield and Pagano (2016 [19])
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The “adaptability” channel

Legal origins differ in their formalism and ability to adjust to changing economic

conditions (Gennaioli and Shleifer 2007 [13]):

• Common Law: case law, judicial discretion → flexible

• Civil Law: codified, formalistic → less flexible

Inflexibility creates gaps between legal rules and contracting needs of the economy

More adaptable systems better support financial contracting

Beck et al. (2003 [6]) provide cross-country evidence for the adaptability channel
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Critiques of the legal-origin approach

The critiques:

1. Legal environments and financial outcomes are jointly determined, political

institutions being the link between them → political choice (Pagano and Volpin

2005 [24] and Perotti and von Thadden 2006 [25])

2. Direct influence of political institutions on financial outcomes, larger than

contracting institutions → horse race (Acemoglu and Johnson 2005 [1])

Takeaway

The political economy literature does not refute per se that contracting institutions

(incl. investor protection) have a causal effect on financial development, but argues

that legal origins are not their foundation
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Political institutions as the missing

link



The “great reversal” phenomenon

The existence of correlations between legal origins and financial development is

questionable when examined using historical data (Rajan and Zingales 2003 [27],

Lamoreaux and Rosenthal 2005 [18], and Malmendier 2009 [21])

Political explanations based on:

1. Median voter’s preferences (Perotti and von Thadden 2006 [25])

2. Incumbents’ opposition to reform finance (Rajan and Zingales 2003 [27])
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Perotti–von Thadden: model setup

Continuum of firms and individuals: individual i works in firm i and has firm-specific

human capital

Labor rents are a senior, concave claim on firm returns:

h(Ri ) = min{H,Ri}

Financial wealth is diversified; individual i owns share ai of aggregate financial wealth

F :

Wi = aiF + h(Ri ), Ui = E(Wi )−
A

2
Var(Wi )

Key friction

Financial risk can be diversified, while firm-specific labor income risk cannot
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Governance determines corporate risk taking

Firms choose between two strategies:

s : low mean, low variance, r : high mean, high variance,

with

R̄s < R̄r , Var(Rs) < Var(Rr )

Equity dominance

Equity has convex upside exposure, so it

chooses the risky strategy r

Bank dominance

Bank claims are capped and

downside-exposed, so they choose the

safe strategy s when H is not too high

Politics chooses governance; governance selects the risk profile of firms
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Preferred labor rents: insurance vs. diversification

Given strategy j ∈ {s, r}, utility can be written as

U(ai ,H, j) = ai R̄j + (1− ai )E[min(H,R)]− A

2
Var[min(H,R)]

For ai < 1, the preferred labor rent solves∫ H∗
j (ai )

0
Gj(R) dR =

1− ai
A

.

Comparative statics

• Lower ai : labor income matters more ⇒ higher desired H

• Higher ai : financial returns matter more ⇒ lower desired H

• If ai ≥ 1, the voter prefers H = 0: income is better received through diversified

financial claims
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The median voter’s financial stake is decisive

Let am be the median voter’s financial wealth share; under the regularity condition,

there exists a cutoff ā ∈ [0, 1) such that:

am < ā:

• High labor rents

• Bank dominance

• Safe corporate strategies

am > ā:

• Low labor rents

• Equity dominance

• Riskier, higher-return strategies

Intuition

• When the median voter has little financial wealth, she wants to insure labor

income risk and politically supports bank control

• When she has enough financial wealth, she prefers diversified financial returns and

supports equity control
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Hyperinflation and great reversals

Source: Perotti and von Thadden (2006 [25])
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Hyperinflation and great reversals

Source: Perotti and von Thadden (2006 [25])
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Takeaway from Perotti and von Thadden (2006 [25])

Hyperinflation eroded the financial wealth of the middle class (the median

voter), shifting preferences away from equity markets toward safer, more

protective institutions



The role of suffrage: historical case studies

Calomiris and Haber (2014 [8])

Following a series of gradual expansions of suffrage in

19th-century Britain, Calomiris and Haber (2014 [8],

p.128) describe the period as follows:

“By 1904, there were over 15,000 branches of the

Post Office Savings Bank and roughly 400 offices

of trustee savings banks. These new institutions

reflected the rise of the middle class as both an

economic reality and a political force seeking its

own sources of financing.”

Benmelech and Moskowitz (2010 [7]): enfranchised elites

exploited usury laws to limit access to credit and to

control entry in 19th-century America
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Suffrage institutions and financial structure: cross-country evidence

Source: Degryse, Lambert, and Schwienbacher (2018 [9]) 18



Suffrage institutions and financial structure: cross-country evidence

Source: Degryse, Lambert, and Schwienbacher (2018 [9]) 18

Takeaways from Degryse et al. (2018 [9])

• Political institutions (suffrage) shaped financial structure over time by

shifting the location of the median voter

• Empirical support for Perotti–von Thadden mechanism



Rajan–Zingales: the role of incumbents

Benefits of stronger institutions often accrue to the broader population

Incumbents (industrialists, financiers) may be hurt (e.g. higher entry rates) → creating

a motive to stall reforms

Economic elites have de facto political power → creating opportunities for influence

Rajan and Zingales (2003 [27]): the great reversals arise from changes in dominant

elites’ ability to shape policies on access to external finance (prevent new entrants)

Key factors are:

1. trade openness

2. financial openness
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Financial development in 1913

Source: Rajan and Zingales (2003 [27]) 20



Financial development over time

Source: Rajan and Zingales (2003 [27]) 21



Financial development over time

Source: Rajan and Zingales (2003 [27]) 21

Key results of Rajan and Zingales (2003 [27])

• Financial development is positively correlated with trade openness,

especially in periods when cross-border capital flows are free

• Empirical support for private interest theory of financial development



How does legal origin matter?

Source: Rajan and Zingales (2003 [27])
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How does legal origin matter?

Source: Rajan and Zingales (2003 [27])
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Takeaway from Rajan and Zingales (2003 [27])

“[Legal origin / institutions] might matter, not so much in directly

favoring or disfavoring financial development, but in filtering the impact of

interest groups and the forces that affect their incentives.” (p.43)



Incumbent banks

Kroszner and Strahan (1999 [15]) examines

the interest group theory of deregulation:

lifting of bank branching restrictions in the

U.S.

They show that:

• small banks lose out most on branching

deregulation (increased competition)

• insurance companies would also be

natural opponents (in states where banks

can sell insurance)

Source: Kroszner and Strahan (1999 [15])
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The relative role of contracting and

political institutions



Factor endowments, institutions, and long-run growth

Engerman and Sokoloff (1997 [12]) argue that initial factor endowments (e.g. climate,

soil quality, and suitability for plantation agriculture) shaped the degree of inequality in

colonial societies

Colonies characterized by high inequality (e.g. plantation economies relying on slave

labor) developed institutions that concentrated political and economic power in the

hands of elites

In contrast, colonies with more equal factor endowments developed broader access to

economic opportunities and more inclusive institutions

These institutional differences persisted over time and contributed to divergent paths

of growth
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Colonial origins of comparative growth

Acemoglu, Johnson and Robinson (2001 [2]) extend this argument by focusing on the

mode of European settlement

Core idea:

• Low settler mortality (e.g. United States, Australia): Europeans settled

permanently and established stronger property rights and inclusive institutions

• High settler mortality (mostly in Central America, the Caribbean, South Asia, or

Africa): Europeans avoided settlement and established extractive institutions

Identification strategy:

• Instrument for institutions: historical settler mortality rates Reduced form

• Assumption: settler mortality affected modern income only through institutions

• Result: Better institutions causally lead to higher income per capita
25



Unbundling institutions

Contracting institutions

• Support private contracting and

exchange

• Improve enforcement of contracts

• Reduce transaction costs

• Govern “horizontal” relations

• Examples: courts, commercial law,

legal enforcement

Political institutions

• Constrain governments and elites

• Protect citizens against expropriation

• Support secure property rights

• Govern “vertical” relations

• Examples: constraints on executive

power, rule of law, protection

against expropriation

Acemoglu and Johnson (2005 [1]) study development using settler mortality and legal

origin as instruments for political and contracting institutions, respectively
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Empirical strategy

Second stage:

Yc = αFc + βIc + Z ′
cγ + εc

First stages:

Fc = δ1Lc + η1Mc + Z ′
cγ1 + u1c

Ic = δ2Lc + η2Mc + Z ′
cγ2 + u2c

• Lc : English legal origin

• Mc : log settler mortality or log population density in 1500

Identification requires: Cov(εc , Lc) = 0 and Cov(εc ,Mc) = 0
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Samples of former European colonies (N = 71)

Source: Acemoglu and Johnson (2005 [3]) 28



First-stage results

1. English legal origin has a large and

precisely estimated effect on legal

formalism and no significant effect on

constraint on executive

2. Settler mortality and population

density (in 1500) have a large effect

on the constraint on executive and no

impact on legal formalism

3. Robust with the other two measures,

respectively

Source: Acemoglu and Johnson (2005 [3]) 29



Main result: economic and financial outcomes

Source: Acemoglu and Johnson (2005 [3])
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Interpretation

One interpretation is that private agreements or reputation-based mechanisms can

adjust to weak contracting institutions, but alternative arrangements cannot

compensate political institutions against the risk of expropriation → the state is the

ultimate arbiter of contracts

E.g. banks can increase interest rates, provide closer monitoring, or develop credit

relationships, when it is more difficult for them to collect on their loans

Modigliani and Perotti (2000 [23]) show that bank-based financial systems emerge in

weak legal environment as banks are bound by some form of private enforcement
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Additional (reduced-form) evidence

Beck et al. (2003 [6]) also examine whether factor endowments (proxying for political

institutions) and legal origins predict financial development

Legal origin only appears to matter for stock market development but not for baking

sector development → consistent with Acemoglu and Johnson (2005 [3])

Source: Beck et al. (2003 [6]) 32



Inside the black box

Source: Acemoglu and Johnson (2005 [3])
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Some critiques of the settler mortality instrument

Data quality concerns: historical mortality data are incomplete, inconsistently coded,

and partly based on soldiers or bishops rather than settlers, in turn weakening

first-stage results (Albouy 2012 [5])

Exclusion restriction: geography and disease environment may directly affect long-run

development rather than only through institutions (Easterly and Levine 2003 [11])

Human capital vs. institutions: colonial conditions may have shaped education and

human capital accumulation rather than institutions per se (Glaeser et al. 2004 [14])

External validity: evidence is based on a limited sample of former colonies and may not

generalize broadly beyond colonial settings
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What about democracy?



Democracy and credit

Delis, Hasan and Ongena (2020 [10]) look at

the cost of credit and show that:

• Democratization (autocratization) has a

sizable negative (positive) effect on loan

spreads (from syndicated loan data)

• Results are robust to the instrumentation

with regional waves of democratization à

la Acemoglu et al. (2019 [4])

Source: Delis et al. (2020 [10]) 35



Who values democracy?

Source: Miller (2026 [22])

Gordon growth intuition: dividend yield (prior 12-month dividends divided by price) is

discount rate less expected cashflow growth, D/P = r − g
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Redistribution-based model of democratizations (Miller 2026)

1. Risk premia rise during democratizations

• Rule out other explanations: macroeconomic risk and generic political risk cannot

explain the results

• Causal evidence: majority Catholic autocracies have higher average excess returns

after Catholic doctrinal shift favoring democracy (1959–1963)

2. Driven by fear over future redistribution

• Redistribution after successful democratizations: 24% rise in tax revenue-GDP

ratios, 2.1 pp decline in Gini coefficients, 6.2 pp rise in labor share

• Other redistribution: corruption and bribery indices fall and economic competition

rises

• Asset pricing model with democratic transitions: standard redistribution channels

can explain the asset pricing results

• There and back again: model matches asset prices during autocratizations too
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Endogenous democratizations

Obvious endogeneity concerns → creative DID

Doctrinal shift in the Catholic church in favor of democracy from 1959–1963:

• Unexpected election of Pope John XXIII

• Unexpected decision to call the Second Vatican Council

One of the main reasons Third Wave of Democracy occurred

38



Anti-regime civil society organization activity and democratic mobilizations

Source: Miller (2026 [22])
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DID estimates

Excess returnsc,t = αc +αt +β1c,t{Post×Catholic×Autocracy}+ω′Controlsc,t + εc,t

Source: Miller (2026 [22])
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DID estimates

Excess returnsc,t = αc +αt +β1c,t{Post×Catholic×Autocracy}+ω′Controlsc,t + εc,t

Source: Miller (2026 [22])
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Takeaways from Miller (2026 [22])

• Democratizations increase risk premia; same magnitude as financial crises

• Effects appear driven by redistribution risk: democratization lowers

expected payoffs to capital owners (the wealthy), increasing required returns

by marginal investors

• Empirical support for redistribution-based models of democratization

• Any financial history that excludes democratizations is incomplete



Conclusion



Summary

Political institutions are the missing link accounting for the cross-country differences

in, and the time-series variation of, financial development and structure

As pointed out by Levine (1997 [20]) in his appraisal of the finance–growth nexus: “we

will not have a sufficient understanding of long-run economic growth until we

understand the evolution and functioning of financial systems” (pp.720-721)

As argued in this module, a political-economy approach is essential to understanding

the root causes of financial and economic development

This area has never been more relevant: see the next modules ,
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Thank You

thomaslambert.org
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Appendix



Evolution of financial development (banking sector + stock market) per country

Source: Rajan and Zingales (2003 [27])

Back



Reduced-form relationship between income and settler mortality

Source: Acemoglu et al. (2001 [2])

Back
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