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Key questions

How do financial crises reshape politics?

What is populism and what are its consequences?

How do banking crises and creditor–debtor conflicts contribute to political

radicalization and the rise of populism?

To what extent have banks supported the advent of populist politicians into power,

historically and contemporaneously?
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Politics after financial crises



Financial crises, polarization, fractionalization

Financial crises are typically followed by deep economic contractions and sustained

waves of volatility, often resulting in “secondary” crises (e.g. debt crises following

banking crashes)

Mian, Sufi and Trebbi (2014 [12]) show that not only economic polarization (i.e.

inequality), but political polarization systematically increases around financial crises

Voters become more ideologically polarized and government coalitions weaker (+ party

fragmentation)

Political gridlock and lack of reform/intervention is a natural outcome (e.g. the failure

of the US Congressional Super-committee on deficit is the norm, not the exception)

3



Post-crisis decline of mass at the ideological center

Source: Mian et al. (2014 [12])
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Post-crisis decline in government majority margins

Source: Mian et al. (2014 [12]) 5



Weak governments, strong oppositions

Source: Mian et al. (2014 [12]) 6



Why is this important?

Financial crises increase polarization and political fractionalization, making reform

(including bailouts) more difficult

Crises are occasionally viewed as “critical junctures” that enable reform by disrupting

entrenched interests, but evidence suggests the opposite may occur

Political gridlock delays policy responses and can prolong economic downturns

Gridlock also increases political uncertainty, which can trigger sovereign debt stress

(e.g. the European debt crisis)

When reforms do pass despite gridlock, they tend to reflect the influence of

well-organized political interests (cf. Module 3: banks vs. mortgage debtors)
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Anemic post-crisis reforms

Mian et al. (2014 [12]) apply a similar event-study approach to examine post-crisis

reforms

They study reforms in: (i) interest rate controls; (ii) directed credit and reserve

requirements; (iii) entry barriers and competition policies; (iv) privatizations; (v) capital

account restrictions; (vi) banking supervision; and (vii) securities market liberalization

Large reforms (whether liberalizations or retrenchments) are rare: only around 1 in 10

crises generates a sizeable policy response (e.g. creditor rights reforms)

Cf. Module 3 on Dodd-Frank and other post-crisis reforms

War of attrition
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Instance of polarization in the U.S. experience

Debt contracts are largely non-contingent on macroeconomic conditions

When asset prices collapse and the economy contracts, nominal debt obligations

typically remain unchanged:

• As a result, debtors bear most of the adjustment burden.

• This can generate severe macroeconomic consequences through debt overhang

and deleveraging dynamics

reditors may nevertheless resist renegotiation or debt relief during downturns

A write-down that appears manageable in a boom may become systemically

destabilizing in a recession

These creditors–debtors conflicts can intensify political polarization after crises
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U.S. net worth distribution for homeowners in 2007

Net worth Home value / Financial assets / Debt / Home debt /

($000s) Total assets Total assets Total assets Home value

Quintile 1 32.8 0.821 0.034 0.705 0.709

Quintile 2 115.1 0.752 0.111 0.406 0.505

Quintile 3 234.1 0.659 0.207 0.225 0.306

Quintile 4 443.0 0.515 0.271 0.153 0.250

Quintile 5 1194.7 0.299 0.395 0.059 0.161

Source: Survey of Consumer Finances, 2007; homeowners only; sample split using population weights.
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Further evidence from the long run, 1870–2014

Funke, Schularick and Trebesch (2016 [6]) study the political fall-out from systemic

financial crises over the past 140 years

They construct a dataset covering 20 advanced economies and 800+ general elections

They use LPs to project the path of political variables over a 5 and 10 year horizon,

comparing the political aftermath of crisis recessions to the aftermath of

(non-financial) recessions:
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Going to extremes

Far-right vote shares

Source: Funke et al. (2016 [6])

12



Going to extremes

Far-right vote shares

Source: Funke et al. (2016 [6])
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Takeaways from Funke et al. (2016 [6])

Polarization increases after financial crises (not for other macro disasters):

• On average, far-right votes increase by more than 30% (not pp) in

the 5 years after financial recessions

• Consistent results over 10 year horizon

Governing becomes also more difficult after financial crises:

• Shrinking government majorities

• Strengthening of opposition

• Greater political fractionalization



People also take to the streets

Percentage deviation from trend in the combined number of street protests (general strikes,

violent riots and anti-government demonstrations) per year

Source: Funke et al. (2016 [6])
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Credit and silver in China (1931-1935)

1933: The Roosevelt administration

launched the Silver Purchase Program,

largely in response to domestic

silver-industry lobbying

Source: Braggion, Manconi and Zhu (2020 [3]) 14
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Clever identification of Braggion et al. (2020 [3])

• Rising silver prices triggered a sharp outflow of silver from China,

reducing banks’ lending capacity and causing a credit contraction

• Banks with lower pre-1933 silver reserves were more exposed to the

shock and cut lending more aggressively



Communist mobilization and labor activism

Source: Braggion et al. (2020 [3])
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Political economy of populism



Populism faces
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Brexit

Brexit referendum dynamics and political polarization

“Judges as enemies of the people”
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