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IntroductIon

What explains financial development? Why are some countries 
more likely to liberalize their financial systems by reducing bar-

riers to entry into the financial services sector and allowing market 
mechanisms to govern the supply and price of capital? Why are some 
more likely to promote transparency, protect property rights, and en-
force contracts in ways that promote efficient financial intermediation? 
 these questions matter greatly. the immediate consequence of fi-
nancial development is a ready supply of capital at reduced cost that 
matches the demand for it. the ultimate outcome is consistent eco-
nomic growth.1 specifically, a large, sophisticated financial sector in 
which capital is readily available and allowed to flow to its most pro-
ductive uses has been linked to long-term development through several 
mechanisms that include the accumulation of productive factors and 
increased productivity.2 moreover, financial development expands the 
economic opportunities of disadvantaged groups and reduces persistent 
inequality.3 improved access to low-cost capital allows entrepreneurs to 
enter markets they would otherwise be excluded from because of their 
inability to finance innovation and supply chains.4 

* victor menaldo would like to thank stephen Haber for his entire body of work on the link be-
tween institutions and finance, and for countless conversations about finance, regime types, and meth-
odology. this article would not have been possible without access to either of these resources. Daniel 
yoo would like to thank margaret levi and yoram barzel for their comments on earlier versions of 
this article. the authors take full responsibility for any errors.

1 beck, levine, and loayza 2000; Fisman and love 2003; King and levine 1993; rajan and 
Zingales 1998; levine, loayza, and beck 2000; arcand et al. 2012. although, see cecchetti and 
Kharroubi 2012, who argue that increases in financial development at the highest levels of financial 
depth reduce growth.

2 For an exhaustive list see becerra, cavallo, and scartascini 2012, 626. 
3 Demirgüç-Kunt and levine 2009.
4 banerjee et al. 2013.
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5 see barth, caprio, and levine 2006; bordo and rousseau 2006; Keefer 2007; Quintyn and ver-
dier 2010; Haber, north, and Weingast 2008; calomiris and Haber 2014.

6 bordo and rousseau 2006.
7 Keefer 2008.
8 Girma and shortland 2008. one might also argue that the “factor endowment” paradigm con-

firms the democracy-finance nexus. acemoğlu, Johnson, and robinson 2001 show that exogenous 
differences in disease environments due to climate in former european colonies explain contemporary 
differences in the political institutions associated with financial development, a finding that has been 
extended by beck, Demirgüç-Kunt, and levine 2003 to account for financial outcomes themselves. 
but the problem with instrumenting political institutions with time-invariant factor endowments and 
similar legacies, as rajan and Zingales 2003 point out, is that levels of financial development have 
varied widely within countries over time, and one cannot explain a time-varying phenomenon with a 
factor that is a constant. although rajan and Zingales 2003 advance this point to undermine the legal 
origins view of finance, in which common law is purported to be better for financial development than 
civil law (see la porta et al. 1998), it also applies to the factor endowments view. 

9 yang 2011.

one theoretically compelling answer to the question of what de-
termines financial development is regime type. For mutually reinforc-
ing reasons, democracies should have larger and more sophisticated 
financial systems than nondemocracies.5 on the one hand, there is a 
powerful demand-side reason for this: the majority of the population 
benefits from access to formal banking and reliable and cheap credit. 
on the other hand, there is an elegant supply-side reason: elected offi-
cials face systematic incentives to provide the legal, administrative, and 
political infrastructure needed to underpin the transactions that make 
access to affordable finance possible. these incentives are the result of 
increased political competition and the checks and balances associated 
with democratic governments.

the empirical evidence that supports these contentions has never-
theless been the subject of considerable debate. some researchers have 
uncovered evidence that purports to show that democracy promotes 
financial development. Focusing attention on developed Western 
countries, michael bordo and peter rousseau find that more frequent 
elections and female enfranchisement are correlated with larger finan-
cial sectors.6 broadening the analysis to include developing countries, 
philip Keefer finds that the number of continuous years of competitive 
elections is a significant determinant of financial sector development.7 
similarly, sourafel Girma and anja shortland find that autocracies are 
less likely than democracies to establish financial markets, and even if 
they do, financial development is not likely to follow.8 

there is also reason to be skeptical that democracy is tantamount to 
financial development. benhua yang finds that in a panel of develop-
ing and developed countries, once country fixed effects are controlled 
for, the positive relationship between democracy and financial develop-
ment disappears.9 yongfu Huang notes that democratic transitions are  
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10 Huang 2010.
11 campos and coricelli 2009. 
12 this idea is consistent with that of becerra, cavallo, and scartascini 2012. 
13 see musacchio 2009.
14 montenegro 1997, 28.

typically followed only by a short-lived boost in financial develop-
ment.10 and focusing attention on former communist countries, nauro 
campos and Fabrizio coricelli find that financial development fails to 
take off in the first years after democratization.11

to help reconcile these contrasting findings, we introduce and test 
a theory that advances a conditional relationship between regime type 
and finance. it explains why pressure for financial reforms to benefit 
the majority translates into financial development only in some de-
mocracies. Democracies in which the median voter has a strong hand 
in writing the rules of the game, which we proxy for with the adoption 
of their own constitution after transition, enact financial policies that 
benefit the majority by increasing the supply of capital and reducing its 
price. specifically, these “popular democracies” should be more likely to 
liberalize their financial systems, provide greater access to banking, sup-
ply more credit, and have larger stock markets. by contrast, democracies 
in which the elite have imposed these rules, which we proxy for with the 
adoption of a constitution inherited from the previous autocracy, should 
exhibit contrary policies and outcomes. in those democracies, oligarchs 
can stifle the growth of the financial sector to maximize rents via barri-
ers to entry into the financial system that rations capital.12 

empirically, we focus on latin america and caribbean countries 
(henceforth, latam) and do so for three reasons. First, there have been 
several drastic historical changes in the financial systems in that re-
gion. brazil, for example, experienced a dramatic reversal at the turn 
of the twentieth century, in which a vibrant financial market was re-
placed by severe financial repression.13 and while latam was populated 
by some of the most financially repressed places on earth up until the 
mid-1980s, the general pattern has been financial liberalization across 
the region since then, especially after painful bouts of structural adjust-
ment and the dissemination of a neoliberal policy agenda.14 yet prog-
ress has been uneven: only a few latam countries have truly developed 
financially. second, we can conduct several before-and-after compari-
sons of the effects of regime transitions in this region because it has 
experienced frequent cycling between political systems. third, we ex-
pect not only a change toward greater promajoritarian policy after the 
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establishment of popular democracy in latam, but also that the magni-
tude of the effect will be quite large, given that latin american coun-
tries are considerably unequal. these countries’ high levels of asset and 
income inequality mean that the median voter is relatively poor, and 
thus the demand for greater access to consumption and investment op-
portunities, which are afforded by more and cheaper credit, is relatively 
high. 

our theory is corroborated through the use of an original panel 
data set that identifies the constitutional legacy of latam’s numerous 
post–World War ii democratic experiments. We code institutional  
arrangements that range from majoritarian democracy to elite-biased 
democracy. our results hold across several measures of financial devel-
opment. they are robust to a host of potential alternative explanations, 
the inclusion of country fixed effects, year fixed effects, country-specific 
time trends, and instrumental variables estimations. We also explore the 
particular constitutional features that inhibit financial development un-
der democracy, such as the banning of left-wing parties. the financial 
repression practiced by elite-biased democracies in latam reconciles 
the fact that region-wide democratizations since the 1970s have often 
failed to promote development.

the polItIcal economy of fInance

the demand for fInancIal development

the median voter—and hence the majority—wants redistribution and 
greater economic opportunities.15 therefore, the median voter desires 
access to a sizable quantity of credit at low interest rates that does not 
require too much collateral.16 such credit unleashes more consumption 
and investment opportunities.17 Without access to credit, poor indi-
viduals usually cannot afford to pay up front for their homes, consumer 
durables, higher education, and job training.18 

15 see acemoğlu and robinson 2006.
16 Hoffman, posten-vinay, and rosenthal 2007.
17 see Galor and moav 2004.
18 see Karlan and Zinman 2010. to be sure, the median voter’s preferences for access to credit 

may, ironically, create room for a possible trade-off between conventional transfers and financial de-
velopment. politicians might face incentives to deploy credit to fend off redistributive demands. see 
ahlquist and ansell 2014. even if the greater availability of credit may partially substitute for welfare 
spending in a democracy, however, the former is unlikely to fully crowd out the latter. providing greater 
access to economic opportunities for those who lack savings or are not politically connected ultimately 
calls for creating a more sophisticated financial system, no matter the strength of the social safety net. 
see Greenwood and Jovanovic 1990; and Demirgüç-Kunt and levine 2009. 
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the development of a country’s financial sector entails greater ac-
cess to financial services. such access is accomplished by expanding the 
supply and reducing the price of banking and credit. the existence of 
a larger number of financial intermediaries involved in channeling sav-
ings to investments, in a process priced by market mechanisms, makes 
credit more widely available and cheaper. increased competition be-
tween banks reduces the spread between the interest charged for loans 
and the interest earned on savings. therefore, the majority of the popu-
lation should prefer banking liberalization. 

the median voter should also desire strong asset markets. vibrant 
stock markets are a natural, albeit more sophisticated, extension of a 
strong banking system.19 For this reason, enrico perotti and ernst-
ludwig von thadden developed a formal model that avers that the me-
dian voter will tend to support stock markets when the expected rates 
of return on equity warrant it, although that voter will show greater 
support for bank finance if he or she relies on labor income alone or if 
pension systems are not capitalized.20 similarly, it has been argued that 
because capital markets constitute an arms-length source of finance par 
excellence, they should be supported by the majority if the majority fears 
that the banking system can be captured by oligarchs, thus rendering it 
relationship-based.21 in addition, philip Hoffman, Gilles postel-vinay, 
and Jean-laurent rosenthal argue that the middle class, in particular, 
will favor securities markets and financial innovation because both re-
duce the cost of capital by increasing competition and diversification.22

the supply of fInancIal development

policymakers can engage several levers to generate financial develop-
ment. the bank chartering process can be liberalized and bank branch-
ing allowed, thereby lowering barriers to entry and forcing banks to 
compete for deposits and over loans. this competition should broaden 
the supply of credit and reduce the margins in financial services, thus 
reducing the price of capital. improved contract enforcement, the cre-
ation of property registers, and modern bankruptcy law may incentivize 
banks to loan more money since they will be able to repossess collateral 
in the case of default.23 modern accounting standards and greater ac-
cess to information transparency also matters; these measures mitigate  

19 see Haber, razo, and maurer 2003, 81–82; and Haber, north, and Weingast 2008.
20 perotti and thadden 2006.
21 Girma and shortland 2008, 575.
22 Hoffman, postel-vinay, and rosenthal 2007, 85.
23 Haber, north, and Weingast 2008 and calomiris and Haber 2014 discuss these ideas. 
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information asymmetries, allowing depositors and investors to bet-
ter assess risk and trust the integrity of bank lending. moreover, more 
reliable credit monitoring, rating, and reporting induce banks to lend 
money to a greater number of debtors by reducing the problems of ad-
verse selection and moral hazard.

legislation that might induce the growth of stock markets is similar. 
stephen Haber, Douglass north, and barry Weingast, and Hoffman, 
postel-vinay, and rosenthal outline some relevant policies.24 in gen-
eral, greater property-rights security and more reliable and impartial 
contract enforcement is a boon for a stock market. more concrete re-
forms that would precipitate the growth of a stock market include poli-
cies that promote stronger corporate governance, which in turn might 
facilitate risk taking and reduce informational asymmetries and trans-
action costs. some examples are the compulsion of firms to maximize 
profits, limited liability, and corporate bankruptcy laws in which firms’ 
liabilities can adversely affect a purchaser only to the extent of the share 
price. other examples include sounder accounting standards and regu-
lations that promote transparency, such as mandatory disclosure, and 
laws that make it illegal to engage in insider trading.

For finance to be readily available and efficiently allocated, the incen-
tives of those writing the financial conventions must be aligned with the 
incentives of those who benefit from allocating capital to its best use. 
if these incentives are aligned, institutions should function on behalf 
of the majority of the population. in other words, they should favor 
those individuals who are more likely to be entrepreneurs, less likely 
to finance investments by recycling profits, and more likely to need to 
smooth consumption. 

regIme types and fInancIal development

in theory, democracy should be that incentive-aligning mechanism.  
it putatively allows for the majority to express its preference for finan-
cial services politically and for politicians to respond accordingly. De-
mocracy potentially strengthens the political voice of individuals who 
lack the assets and profits necessary to finance investments in physical 
and human capital and to smooth consumption. it stands to reason that 
politicians respond to these demands if they wish to win and retain of-
fice. 

to explain why some democracies have cultivated large sophisti-
cated financial systems while others have not, it is necessary to unpack  

24 Haber, north, and Weingast 2008; Hoffman, postel-vinay, and rosenthal 2007.
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democracy—specifically, to identify whether the median voter is able to 
influence economic policy or whether a smaller subset of the popula-
tion, the economic elite, has the power to write the rules of the game. 
if it is the latter, and the economic elite can monopolize the rules of the 
game after democratization, usually by imposing their own constitu-
tion, then policymakers may not have incentives to make credit widely 
available at a reduced price. 

fInance In elIte-BIased democracIes

an elite-biased democracy is one in which the economic elite strategi-
cally shape a new democracy’s institutions to promote policies biased 
in their favor.25 it often entails institutions that enshrine laws and poli-
cies opposed to those preferred by the majority of the population. the 
elite can adopt rules that lead to the institutional overrepresentation of 
their interests and that tie the hands of would-be populists who seek 
to win electoral support by redistributing or by reforming the economy 
in ways that undermine the elite’s rents. the latter includes liberalizing 
the financial sector.

there are several ways in which the elite can codify their prefer-
ences. they can codify proscriptions against socialist parties and other 
left-wing organizations, such as labor unions. they can maximize the 
effect of cross-cutting cleavages by creating multiple veto points that 
vouchsafe the interests of wealthholders. this includes holding indirect 
elections for the executive branch, such as through an electoral college. 
it can include imposing a bicameral legislature. and it might entail 
enshrining clauses that call for appointing senators with conservative 
persuasions, such as military officers.26 

When a small group of elite runs a democracy and controls its econ-
omy, in part by exploiting the aforementioned constitutional tools, it 
may have fewer incentives to generate large and efficient financial sys-
tems. it might instead choose to curtail the supply and allocation of 
capital. the elite may benefit from the politicized creation of rents asso-
ciated with erecting barriers to entry to the supply of capital. to achieve 
this end, policymakers may ration bank charters and award them to 
political insiders who can then artificially ration credit to widen the 

25 the elite are a small segment of the population that enjoys a disproportionate share of economic 
and/or political power. it is a simplifying assumption consistent with acemoğlu and robinson 2006, 
although there is certainly heterogeneity within this group in practice. rajan and Zingales 2003 refer 
to this group as incumbents in the financial sector and in industry. 

26 this is not an exhaustive list. other tools include malapportionment that overrepresents the 
rural elite, for example. see albertus and menaldo 2014a and albertus and menaldo 2014b for a dis-
cussion of this and other measures.
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spread between the interest rates they pay on savings deposits and what 
they charge for business and consumer loans.27 

the elite may also benefit from the politicizing of credit in indirect 
ways if it earns rents from protected firms or subsidized industries. it 
may favor the creation of agencies and practices that channel bank lend-
ing at subsidized rates to protected sectors and use financial repression 
to accomplish this task. policymakers may turn to tools like extremely 
high reserve requirements on ordinary lending coupled with subsidized 
loans and compulsory investments—either directed by the central bank 
or the public treasury or forced upon commercial banks—to favored 
sectors or the outright nationalization of the banking system. While 
the ostensible reason for this type of directed credit may be to advance 
development objectives or protect strategic sectors, this is a tool often 
used to prop up politically influential firms.28 

popular democracy

Democracy biased toward the elite, however, clearly does not always 
obtain. While an elite-friendly democracy may be expected to be better 
for the economic elite than more uncertain autocratic rule, the elite can-
not always manipulate the timing and circumstances of a democratic 
transition. Unexpected moments of elite weakness may elicit pressure 
for democratization, leading to a transition despite the inability of the 
elite to guarantee a credible commitment to its rights and interests un-
der democracy. in cases in which the elite are caught off balance, they 
are pressured to rush into a transition bargain more quickly than they 
would otherwise have done, thus reducing their ability to manipulate 
the transition process to safeguard their interests after democratization. 

examples of democratic consolidation amid elite weakness are of 
two types. First, they comprise transitions that occur when an incom-
ing democratic regime overturns the old order by writing a new con-
stitution that empowers the majority and sidelines erstwhile oligarchs. 
second, they comprise extant democracies that, at some point after 
a transition, find a way to rewrite the social contract to favor popu-
lar sectors. in both cases, democracies will tend to adopt economic  

27 a reduction in the barriers to entry to the supply of credit not only reduces the spread on inter-
est rates, the primary source of profit for financial institutions, but also undermines other privileges: 
established lending relationships among the elite and human capital premiums earned by the elite. 
petersen and rajan 1995; rajan and Zingales 2003. 

28 see Haber, razo, and maurer 2003. an exception to this general rule might be if capitalists 
benefit from the aggregate accumulation of human capital. in this case, the returns to the elite might 
depend on ameliorating capital market imperfections that prevent the poor from borrowing to finance 
education. Galor and moav 2006. 
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policies that favor the median voter, including ones that regulate fi-
nance to make it more readily available and cheaper.

maIn hypotheses

the theory detailed above posits that there are scope conditions that 
explain why some democracies promote financial development—rela-
tively large and sophisticated credit and capital markets—whereas oth-
ers do not. the legacy of the transition to democracy influences the 
relative power of the elite versus the masses after democratization. it 
therefore predicts whether economic policies will be promajoritarian or 
elite biased. We expect to see a reduction in the barriers to entry into 
the financial sector and a concomitant increase in the size of credit and 
capital markets after democratization only when the new democracy 
follows a transition process in which the elite is weak.

Here we explain the various financial outcomes predicted by the the-
ory in the sequence in which they should unfold. First, although popu-
lar democracies should be more likely to reduce the barriers to entry 
into the financial services sector, elite-biased democracies should be less 
likely to do so. liberalizing the bank charter process and reducing the 
spread between savings rates and interest rates on consumer loans—thus 
reducing the rents earned by banks—should result in greater liquidity.29 
second, popular democracies should cultivate larger banking sectors 
because of liberalization and because they should be better than elite-
biased democracies at protecting property rights and enforcing con-
tracts for a larger share of the population. they should be more likely 
to enforce property rights to collateral, abstain from expropriating liq-
uid assets, refrain from forgiving the debt of influential borrowers, and 
enact prudential financial regulation. third, and by extension, because 
market mechanisms should guide the allocation of capital, the avail-
ability of private credit will be greater in popular democracies. Fourth, 
and similarly, stock markets should be larger in popular democracies as 
well. Fifth, one of the chief mechanisms by which popular democra-
cies will usher in a greater volume of capital at a reduced price in latin 
america in particular should be through financial reforms that reduce 
entry barriers, privatize the banking system, and promote the growth of 
securities markets. in the sections below, we empirically explore these 
hypotheses and some ancillary implications. 

29 Greater liquidity means that a larger number of transactions are settled with the same number 
of funds transferred.
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research desIgn

We evaluate the empirical implications by generating an original time-
series, cross-section latam data set that observes twenty-two countries 
between 1965 and 2006: argentina, bolivia, brazil, chile, colombia, 
costa rica, Dominican republic, ecuador, el salvador, Guatemala, 
Haiti, Honduras, mexico, nicaragua, panama, paraguay, peru, Uru-
guay, venezuela, Jamaica, trinidad and tobago, and Guyana.

dependent varIaBles: measurIng fInancIal development

Here we explain how we measure the dependent variables that opera-
tionalize financial development. We also disclose their relevant sum-
mary statistics. the first four variables are from thorsten beck, asli 
Demirgüç-Kunt, and ross levine, and except for the last one, whose 
coverage begins in 1989, they are available from 1965.30 We discuss the 
sources and coverage for the fifth variable last. 

Liquidity is measured as liquid liabilities (currency plus demand and 
interest-bearing liabilities of banks and nonbank financial intermedi-
aries) as a percentage of gross domestic product (gdp). this variable 
captures financial depth: the size of the financial intermediary sector 
relative to the economy. there are 814 observations. the mean is 29.41, 
the standard deviation is 13.82, the minimum is 5.41, and the maxi-
mum is 91.83. 

Total deposits is measured as demand, time, and saving deposits in 
deposit money banks and other financial institutions as a percentage of 
gdp. it is a generic measure of banking sector development. there are 
844 observations. the mean is 24.04, the standard deviation is 13.68, 
the minimum is 2.01, and the maximum is 83.08. 

Private credit is measured as credit issued by deposit money banks as 
a percentage of gdp. it is perhaps the most common measure of finan-
cial development and indicates the ability of financial intermediaries to 
mobilize savings, allocate resources, and conduct exchanges. there are 
844 observations. the mean is 23.27, the standard deviation is 13.90, 
the minimum is 1.82, and the maximum is 97.32. 

Stock market capitalization measures the size of the stock market qua 
the value of listed shares as a percentage of gdp. this variable captures 
how developed and sophisticated the equity market is. there are 250 
observations. the mean is 24.22, the standard deviation is 26.12, the 
minimum is .46, and the maximum is 122.81.

30 beck, Demirgüç-Kunt, and levine 2010.
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last, financial reforms is an index of financial system liberalization. 
it has coverage from 1973 onward. to construct this variable we use 
data from abdul abiad, enrica Detragaiche, and thierry tressel.31 We 
add together three financial liberalization variables from that data set 
to create an ordinal measure that varies from 0 to 9, with higher values 
denoting greater liberalization.32 the first component is the reduction 
in barriers to entry in the financial sector. the second is the privatiza-
tion of banking, and the third is policies promoting the development of 
securities markets. Financial reforms comprises 561 observations. the 
mean is 3.73, the standard deviation is 2.74, the minimum is 0, and the 
maximum is 9.

Independent varIaBles

across the models that are reported and discussed below, we include 
three key independent variables: regime type, democracy with autocratic 
constitution, and democracy amends autocratic constitution. 

constructing democracy with autocratic constitution and democracy 
amends autocratic constitution requires us to first decide what counts 
as a regime transition. We use the binary, electoral version of regime 
type provided by José antonio cheibub, Jennifer Gandhi, and James 
vreeland.33 a country is coded democratic if the chief executive and 
legislature are elected, there is more than one political party, and there 
is political alternation. 

Democracy with autocratic constitution captures whether a democracy 
is elite biased or not. it is coded as 1 when a democracy operates accord-
ing to a constitution inherited from the previous authoritarian period. 
it is coded as 0 if the constitution is a democratic constitution in place 
before the previous period of dictatorship or if the democracy passes a 
new constitution sometime after democratization.34 since we seek to 
examine how the conditions under which countries democratized af-
fect their subsequent financial development, elite weakness on the eve 
of transition is a legacy variable. 

popular democracy is the obverse of elite-biased democracy. a de-
mocracy is considered as operating under a democratic constitution—
and is thus a popular one—if the following conditions hold. it either 
creates a new constitution upon democratization; operates according 

31 abiad, Detragaiche, and tressel 2008.
32 the original measures in abiad, Detragaiche, and tressel 2008 vary from 0 to 3. each is coded 

as 3, fully liberalized; 2, largely liberalized; 1, partially liberalized; or 0, heavily regulated.
33 cheibub, Gandhi, and vreeland 2010.
34 the coding switches to “democratic constitution” starting the year of annulment.
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to a prior democratic constitution that was in place before the previ-
ous period of dictatorship; passes a new constitution sometime after 
democratization; or amends an autocratic constitution adopted on the 
eve of democratization. this means that we must also operationalize a 
variable called democracy amends autocratic constitution. it is coded as 1 
if a democracy amends an autocratic constitution that it had previously 
inherited and 0 otherwise. 

table 1 identifies all the instances of democracy in latam since 1950, 
whether the democracy inherited a constitution from the previous au-
tocracy, and the most important constitutional impediments to ma-
joritarianism associated with these elite-biased charters.35 specifically, 
the table outlines which constitutions prescribed executive elections 
through indirect means, such as unelected electoral colleges or the leg-
islature, bicameralism, the appointment of senators opposed to populist 
policies, and the banning of left-wing parties. the table reports more 
than thirty transitions to democracy since 1950. it also reveals that 71 
percent of democracies that transitioned during this time (twenty-two 
out of thirty-one) were elite biased—although several of these regimes 
annulled their autocratic constitutions at some subsequent point.36 

control varIaBles

For ease of exposition, we focus our analysis on covariates that are 
also linked to policies preferred by the median voter under democracy. 
those variables are the most likely to be correlated with our measures 
of popular and elite-biased democracy. We note that the results across 
the regression tables are robust to the inclusion of a host of macroeco-
nomic policies and outcomes. these include the degree of capital ac-
count liberalization, for example. they are also robust to controlling for 
the sectoral composition of the economy, party ideology, and the role of 
the international monetary Fund (Imf).37 because the main results do 
not really change when these other controls are included and because 
their effect on the outcomes of interest tends to be negligible, we omit 
these regressions from this article.38

35 several primary and secondary sources were used to identify these parameters. chief among 
them is elkins, Ginsburg, and melton 2010, which codes the formal characteristics of written consti-
tutions for independent states since 1789.

36 brazil, colombia, ecuador, paraguay, and venezuela annulled their autocratic constitutions sev-
eral years after their democratization. 

37 sectoral composition is operationalized as the share of the economy represented by manufac-
turing; party ideology is operationalized using EXECRLC, from beck et al. 2001. this variable codes 
whether the executive branch is controlled by right-wing parties versus centrist parties versus left-wing 
parties. the role of the Imf is a dichotomous measure of whether or not a country has adopted an Imf 
standby agreement, and is from chwieroth 2007. 

38 they are available upon request.



taBle 1
constItutIonal engIneerIng under latIn amerIcan autocracIes,  

1950–2006a

Country
Democratic 

Transition Year
Autocratic 

Constitutionb Elite-Biased Measures

argentina 1958 yes bicameralism, indirect elections
argentina 1963 yes bicameralism, indirect elections
argentina 1973 yes bicameralism, indirect elections
argentina 1983 no
bolivia 1979 yes
bolivia 1982 yes
brazil 1979 yes (1988) bicameralism, indirect elections,  

 left-wing parties banned
chile 1990 yes bicameralism, appointed senators,  

 left-wing parties banned
colombia 1958 yes (1991) bicameralism, left-wing parties banned
Dominican  
 republic

1966 no

ecuador 1979 yes (1984) bicameralism
ecuador 2002 no
el salvador 1984 yes left-wing parties banned
Guatemala 1958 yes left-wing parties banned
Guatemala 1966 yes left-wing parties banned
Guatemala 1986 no
Honduras 1957 no
Honduras 1971 yes indirect elections
Honduras 1982 no
Jamaica 1962 no
mexico 2000 yes bicameralism
nicaragua 1984 no
panama 1952 yes
panama 1989 yes
paraguay 1989 yes (1992) bicameralism, appointed senators
peru 1956 yes bicameralism
peru 1963 yes bicameralism
peru 1980 yes bicameralism, appointed senators
peru 2001 yes bicameralism
Uruguay 1985 no
venezuela 1959 yes (1961) bicameralism, indirect elections

a  table includes all cases of democratic transitions in latin america from 1950 to 2008 as coded 
by cheibub, Gandhi, and vreeland 2010. 

b autocratic constitution adopted prior to democratic transition. year of annulment following a 
transition is in parentheses. the peruvian senate was eliminated in 1993 and the venezuelan senate 
was eliminated in 1999.
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 in our workhorse models, we include the following controls. Real 
per capita income (logged) is included because wealthier countries have 
a greater demand for banking, credit, and public goods. We control 
for economic growth because higher growth rates may stimulate credit 
and asset booms. We include log(population) because the scope of both 
credit markets and government regulation may be characterized by 
economies of scale. Total resources income per capita (logged) is included 
because foreign direct investment into the energy sector might depress 
the demand for domestic capital.39 Trade openness, measured as exports 
plus imports as a percentage of gdp, from Penn World Table 6.3,40 is 
included because it might bolster market-based mechanisms for capital 
allocation. Old-age ratio, from the World bank Development indica-
tors, is the percentage of the population above sixty-five years of age; 
an older population may drive down both the savings rate and demand 
for credit. We lag all of these controls by one period to mitigate reverse 
causation.

evIdence

prelImInary analysIs

before performing our regression analysis, we assess some representa-
tive—and not-so-representative—cases. We first identify relevant fi-
nancial outcomes, including changes in private credit, for several latam 
countries that democratized with popular constitutions or in the wake 
of subsequent constitutional reforms. We then examine the trajectories 
of the financial system for two of latin america’s biggest economies, 
argentina and brazil, in the aftermath of their democratizations. We 
also address the anomalous case of chile, which experienced rapid fi-
nancial development after democratization despite the fact that it in-
herited a constitution from the preceding autocratic period.

consider the following cases of financial development in the wake of 
popular democratizations. in argentina, which adopted a constitution 
after democratization, the ratio of private credit to gdp increased by 
15 percent (from 13.44 percentage points to 15.51 percentage points) 
after the transition (1983–2006) compared to the autocratic period 
(1976–82). in Honduras, the ratio increased by 13 percent (from 27.5 
percentage points to 31 percentage points) after the transition (1982–
2006) compared to the autocratic period (1972–81). in brazil, private  

39 all these variables are from Haber and menaldo 2011.
40 Heston, summers, and aten 2009. 
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credit increased by 94 percent (from 16.23 percentage points to 31.51 
percentage points) after the government annulled a constitution inher-
ited from the autocracy in 1988. in colombia, private credit increased 
by 21 percent (from 22 percentage points to 26.65 percentage points) 
after it annulled its autocratic constitution in 1991. moreover, a series 
of financial reforms in argentina and brazil and their associated out-
comes are consistent with expectations. 

after pegging its exchange rate to the Us dollar in 1991, argen-
tina undertook many reforms intended to liberalize its banking sector,  
including privatizing several banks and allowing foreign ownership, 
which spurred increased competition by lenders, concomitantly broad-
ening access to credit. this action led to an increase in banking system 
assets from 20 percent of gdp in 1991 to 40 percent in 1999.41 the 
average annual growth in private credit between 1995 and 1999 was 
6.1 percent.42 

these observations by no means minimize the damage that was done 
to argentina’s financial system in the wake of the currency and banking 
crisis of 2001—a shock precipitated by a bank run due to increasing 
concerns about the sustainability of the argentine currency board. the 
damage included the imposition of capital controls, the insolvency of 
some banks, and the nationalization of others.43 one can argue that a 
principal reason for this crisis was not financial liberalization per se, but 
rather not enough of it, because one of the main risks that eroded con-
fidence in the dollar peg was the fact that several important provincial 
banks remained in state hands and engaged in politicized lending that 
weakened their balance sheets.44 indeed, had the argentine govern-
ment fully completed its privatization plan sooner, the crisis might have 
been avoided.45 

brazil has a similar, if not more successful, story. its financial liberal-
ization began in the late 1980s, shortly after it annulled a constitution it 
had inherited from the previous authoritarian regime. included within 
these reforms was the opening of competition in the banking sector to 
foreigners, which increased access to credit and reduced interest rates. 
the average annual growth in private credit between 1990 and 1994 was 
5.8 percent.46 although in 1994 brazil suffered a banking crisis simi-
lar to argentina’s (outlined above), financial liberalization continued  

41 cohen et al. 2004, 35.
42 laeven and valencia 2008.
43 laeven and valencia 2008.
44 cohen et al. 2004, 35.
45 vo and Williams 2013, 51.
46 laeven and valencia 2008.
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apace after the government engaged in bank recapitalizations and  
liquidations.47 Further reforms under Fernando cardoso (1995–98) in-
cluded the privatization of several state banks. the result was rapid fi-
nancial development. bank lending increased by 44 percent from 1994 
through 1995 alone in the wake of a stabilization plan called the real 
plan.48 Financial deregulation was then intensified during cardoso’s 
second term (1999–2002) and luiz inácio lula de silva’s first term 
(2003–6). the size of the banking sector in terms of assets and clients 
has trebled in size since 2000.49

What about chile? its recent history is an aberration from the per-
spective of our theory. chile democratized in 1989 with a constitution 
that was a holdover from the previous autocratic regime, having been 
imposed by a military junta in 1980. yet rather than observe financial 
repression and politicized finance benefitting a few oligarchs at the ex-
pense of the majority after democratization, financial liberalization and 
development ensued. the ratio of private credit to gdp increased by 67 
percent (from 31.52 percentage points to 52.66 percentage points) post-
transition (1990–2006) compared with the autocratic period (1973–89). 

What explains this puzzle? the chief reason is the original impetus 
behind augusto pinochet’s dictatorship, which wrested power from 
salvador allende in 1973 after a violent coup. the military’s inter-
vention was a direct and strong reaction against the communist poli-
cies that the allende regime had adopted, ensuring that the pendulum 
would swing wide in the opposite direction. besides the serial violation 
of property rights under allende, in which entire sectors, including 
banking, were expropriated and nationalized, a wave of populist mac-
roeconomic policies spurred stagflation and destroyed living standards, 
precipitating a severe economic and political crisis.50 

With support from the wealthy, the middle class, and the United 
states, pinochet proceeded to stabilize and privatize the economy, in 
part by adopting policies that deregulated the economy and financial 
sector. to reverse the damage done by the economic distortions en-
gendered by the allende regime, chile’s new dictatorship eliminated 
interest-rate and credit-allocation controls, reduced reserve require-
ments, and privatized the banks.51 Despite a financial crisis induced 

47 baer and nazmi 2000.
48 vo and Williams 2013, 52.
49 roett 2011, 122.
50 larraín and meller 1991.
51 Despite this move toward privatization, chile’s banks were auctioned off to the country’s busi-

ness elite, or grupos económicos, in a patently illiberal fashion: they were allowed to purchase the banks 
at low prices with loans from the banks themselves and with the collateral constituting bank shares. 
barandiarán and Hernández 1999. We thank an anonymous reviewer for pointing this out.



 democracy and fInancIal development 17

in part by exchange-rate overvaluation and a too-rapid expansion of 
credit in 1981, financial liberalization was consolidated in the wake of 
recapitalizations and liquidations,52 creating a coalition of bankers who 
had a strong stake in perpetuating neoliberal policies.53 the coalition’s 
influence endured after democratization, in part because of the 1980 
constitution. moreover, several reforms adopted by pinochet had a lin-
gering impact after the transition, including stronger property-rights 
protections and the rule of law;54 the privatization of the pension sys-
tem, which created incentives to reinforce a vibrant financial sector; and 
enhanced credit reporting.55 

in the next section, we adduce strong evidence that shows that chile 
is the exception that proves the rule. it is popular democracies, not elite-
biased ones, which usually evince financial development. 

econometrIc analysIs

We now estimate a series of static fixed-effects models via ordinary least 
squares (ols) with Driscoll-Kraay standard errors to test the relation-
ship between regime changes and financial development. this tech-
nique addresses heteroskedasticity, serially correlated errors, and spatial 
correlation.56 the models share this structure:

 yit = αi + λt + βXit-1 + (ϕ × αi)ξ + uit,  (1)

in which yit is the estimated value of the outcome variable of interest 
for country i in year t; αi addresses time-invariant country fixed effects 
and λt addresses country-invariant year fixed effects both potentially 
correlated with X, a vector of k explanatory variables lagged by one year 
in most cases; β  are estimated parameters; ξ are estimates of country- 
specific time trends produced by the interaction between ϕ, a linear time  
trend, and αi; and uit, an error term.57 

52 laeven and valencia 2013.
53 Díaz-alejandro 1985.
54 Haber 2009.
55 the pinochet regime eventually reprivatized chile’s banks following the damage wrought by 

the banking crisis of the early 1980s. indeed, in the aftermath of the crisis, financial development had 
cratered, and the government was forced to reprivatize the banking system with real capital. this ac-
tion catalyzed a rapid increase in private credit to gdp—which was not entirely surprising given the 
very low baseline levels—that preceded the reprivatization. this trend then continued after democra-
tization. barandiarán and Hernández 1999.

56 this technique involved making a newey-West adjustment to the error term, the lag length of 
which was determined via arellano-bond tests of serial correlation.

57 controls for country fixed effects, year fixed effects, country-specific time trends, and several time-
varying controls allow us to expunge multiple sources of both time-invariant and time-varying 
omitted variables. on one hand, they exploit the data’s within-country variation, thus ruling out
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across the models, x always includes the three main independent 
variables noted above: regime type, democracy with autocratic constitution, 
and democracy amends autocratic constitution. each enters the regres-
sion equations in levels. this means that the raw coefficient on democ-
racy with autocratic constitution is the difference in financial outcomes 
between countries that transitioned to democracy with an autocratic 
constitution and those that democratized with their own constitutions. 
across the regression tables, we also report changes in these outcomes 
induced by different types of transition. 

the calculation of these changes is made possible by the fact that 
simple, linear transformations of the estimated beta coefficients allow 
us to produce theoretically meaningful estimates. adding the coeffi-
cient on regime type and the coefficient on democracy amends autocratic 
constitution yields an estimate of the change in financial outcomes pro-
duced by a popular democratic transition, one in which no autocratic 
constitution is inherited. meanwhile, adding the coefficient on regime 
type, the coefficient on democracy amends autocratic constitution, and the 
coefficient on democracy with autocratic constitution yields an estimate 
of the change in outcomes produced by an elite-biased democracy that 
inherits an autocratic constitution.58 For ease of interpretation, we omit 
the raw coefficients for regime type and democracy amends autocratic con-
stitution and instead report these transformations.59 

 table 2 presents the results of these models. all regressions control 
for country fixed effects, year fixed effects, and country-specific time 
trends. the even-numbered models include all the time-varying con-
trol variables outlined above. the odd-numbered models are restricted 
to three main independent variables. although we center our discus-
sion of the results on the unrestricted specifications (even-numbered 
models), the results across the models are consistent with theoretical 
expectations. 

elite-biased democracies are less financially developed than de-
mocracies with their own constitutions. specifically, democracies that 
operate under autocratic constitutions have smaller banking systems 
as measured by deposits, allocate a smaller amount of private credit, 
have smaller stock markets, and are less likely to have liquid financial  

country-specific heterogeneity that is constant over time. said heterogeneity includes religion, culture, 
legal origin, factor endowments, and history. on the other hand, across all our models we include a 
series of time-varying factors that influence both the demand for, and supply of, finance. yet because 
the results may nonetheless be confounded by the omission of other, unobserved, and time-varying 
variables, we also include country-specific time trends. 

58 the baseline in both cases is the autocratic regime category. 
59 standard errors for each of these calculations are estimated via the Delta method.
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systems.60 Democracies with autocratic constitutions also have less  
financial reform oriented toward reducing barriers to entry in the finan-
cial system, privatizing nationalized banks, and cultivating securities 
markets. except for total deposits (model 4), for which the p-value is .11, 
the results are statistically significant at the .05 level or better. 

moreover, the negative effect of autocratic constitutional legacies 
on financial development is substantial. ceteris paribus, liquidity (as 
a percentage of gdp) is 3.1 percentage points smaller for elite-biased 
democracies than for popular ones. the effect on total bank deposits 
is similar. private credit is nearly 7 percentage points smaller for elite- 
biased democracies. stock markets are, on average, 17 percentage points 
smaller for elite-biased democracies. Finally, on a nine-point scale, they 
are almost one point less financially liberalized on the financial reforms 
index. 

similarly, the transition to popular democracy from autocracy is a 
boon for financial development. transitions in which new democracies 
adopt their own constitution unleash more liquid financial systems than 
autocracies and have larger banking systems, a greater share of private 
credit, and larger stock markets. except for the results on the size of 
the stock market, for which the p-value is .02 (model 8), and financial 
reforms, for which it is .13 (model 10), the results are statistically sig-
nificant at greater than the .01 level.61 

the results are also substantively significant. While stock markets 
grow 16 percentage points (as a percentage of gdp) on average after a 
transition to popular democracy, private credit increases by 7 percentage 
points. liquidity increases by an almost identical magnitude. 

the transition to elite-biased democracy from autocracy does not 
make much difference to financial development. although these tran-
sitions stimulate greater liquidity in the financial system and attract a 
larger deposit base at conventional levels of statistical significance, they 
do not encourage the allocation of more credit (in model 6 this param-
eter is negative but not significant) or grow the stock market (in model 
8 this parameter is positive but not significant). nor do these transitions 
produce financial liberalization (in model 10 this parameter is negative 
but not significant). 

60 popular democracies also have much larger private bond markets; but because there is only data 
coverage on seven countries for this variable, we omit these results. 

61 the reason why it is difficult to estimate reliable point estimates when the dependent variable is 
financial reforms is because a great amount of financial liberalization in latam occurred in the 1990s in 
the wake of the international financial crisis associated with mexico’s 1982 sovereign debt default. this 
temporal clustering introduces a high degree of multicollinearity. if we remove the year fixed effects, 
then the results on financial reforms improve beyond the threshold of conventional statistical significance.
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roBustness tests 
We took some additional steps to ensure that our main results are ro-
bust. First, to ensure that these findings are not driven by a particular 
case, we ran a series of panel jackknife regressions that serially drop 
each of our twenty-two countries across each of our dependent vari-
ables (liquidity, total deposits, private credit, stock market capitalization, 
and financial reforms). the results are robust to this procedure; none of 
the findings are materially altered in any substantive or statistical way 
after running these regressions.62 

second, to ensure that the results are not sensitive to the way in which 
we coded cases that might be reasonably coded differently, we reran the 
regressions after recoding the argentine and colombian constitutions, 
respectively. in the case of argentina, we recoded its 1957, 1962, and 
1972 charters as popular constitutions rather than as elite-biased. in 
each of these democratic interludes the new democrats actually restored 
the 1853 constitution, rather than strictly inherit a constitution from 
the previous autocratic regime. similarly, in the case of colombia, we 
recoded the constitution as a popular one between 1958 and 1991, given 
that the national Front arrangement codified that year was juxtaposed 
upon a previous, democratic charter. the results of these experiments 
did not make a material difference to the basic findings. For example, 
after recoding argentina from an elite-biased to a popular democracy as 
outlined above, the point estimate for the difference between elite-biased 
democracy and popular democracy in the regression in which private 
credit is the dependent variable actually strengthens to −8.4, versus −7.6, 
with the same very high statistical significance (p-value <. 01).63 

testIng the mechanIsms

We now empirically test whether the effect of transitions to popular 
democracy on financial development is actually running through the 
mechanisms outlined by our theory, rather than an alternative one. We 

62 these panel jackknife regressions are contained in menaldo and yoo 2015.
63 to address any remaining endogeneity bias, we also estimated a series of dynamic regressions 

using the system Generalized method of moments (gmm). this involved performing several opera-
tions to equation (1): first-differencing the variables to expunge the country fixed effects; instrument-
ing the lagged dependent variable with available lags in levels; instrumenting the regime variables 
we had used hitherto to calculate the effects of interest with available lags in levels; and adding the 
original, undifferenced equation to the system to instrument these variables with lags of their first dif-
ferences. We used the two-step estimator to ensure that the results were robust to autocorrelation and 
heteroskedasticity; year fixed effects addressed spatial dependence. the results are highly significant 
in both a substantive and statistical sense. moreover, a sargan test of the overidentifying restrictions 
returns a chi-square of 13.81 (p-value = 0.61) and an arellano-bond test of ar(2) returns a z-score 
of −0.68 (p-value = 0.50), satisfying the gmm requirement that there be no autocorrelation in levels. 



take a multipronged approach. the first is to rule out alternative expla-
nations. this is accomplished by the regressions represented in table 3.  
the second is to see if an ancillary empirical implication generated by 
our theory is borne out empirically, and table 4 reports the results of 
that experiment. the last action is to serially include each of the con-
stitutional features outlined in table 1 on the right-hand side of the 
regressions to see if they help explain the variation in financial develop-
ment while attenuating the substantive and statistical significance of 
the overall elite-biased measure. table 5 reports the results when private 
credit is the dependent variable.

controllIng for alternatIve legacIes 
the regressions in table 3 satisfy two objectives. the even-numbered 
models test the hypothesis that the correlations between regimes and 
financial development uncovered in table 2 are actually driven by al-
ternative political legacies, not by the constitutional design of the post-
democratization regime. the odd-numbered models test the hypothesis 
that the correlations are instead explained by macroeconomic legacies 
that might be correlated with different constitutional arrangements. 

to measure political legacies, we follow Joseph Wright and abel 
escribà-Folch, and include a bevy of dummy variables that identify 
whether the autocratic regime in place before democratization was a 
single-party regime, military regime, or personalist regime.64 the base-
line category here is transitional regimes in which rulers were in office 
less than one year.65 the logic of this strategy is that it might not be the 
constitution that the succeeding democracy operates under that matters 
after transition but, instead, the de facto legacies of power left over by 
either hegemonic parties or military juntas, for example. While single-
party legacies appear to be good for the financial system after democ-
ratization, the main results in the even-numbered models in table 3 
are robust, both statistically and substantively, to the inclusion of these 
variables. 

What if the actual political parties that thrived under autocracy are 
carried over to the democratic regime? might it be this legacy, and not 
the constitution that is left behind, that enables key players from the 
previous regime to perpetuate financial repression after democratiza-
tion, perhaps by allowing them to win elections under democracy? this 

64 Wright and escribà-Folch 2012.
65 included are variables for whether the leader evidences a single party, military, personalist, or 

“oligarchic” component; the results are also robust to using pure regime types. these variables are from 
albertus and menaldo 2014b. 
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is not the case. the results are also robust to including the number of 
political parties observed at the end of the previous autocratic episode 
(not reported).66

the odd-numbered models in table 3 include a measure of macro-
economic legacies on the eve of democratization, specifically, the degree 
of exchange-rate overvaluation the year prior to democratization.67 the 
logic of including this measure is that countries that had overvalued 
exchange rates under authoritarianism might eventually need to de-
value their currencies at some point after transition. their pegs may 
prove unsustainable and eventually run their course—especially if de-
mocratization is associated with turmoil, uncertainty, and capital flight. 
because the downward adjustment of overvalued exchange rates may 
call upon dismantling capital controls and associated measures of finan-
cial repression, doing so would be associated positively with financial 
liberalization. 

the results in the odd-numbered models in table 3 are robust, both 
statistically and substantively, to this experiment. We note that the re-
sults are also robust to controlling for the rate of inflation on the eve 
of democratization (not reported). We thus conclude that the results in 
table 2 are not being driven by legacies of macroeconomic instability. 

InequalIty, regIme type, and fInancIal systems

as another test of the theoretical mechanisms outlined above, we now 
check to see whether the effect of the distribution of income on finan-
cial outcomes is conditioned by regime type. the logic is as follows. 
When income inequality is high, asset inequality tends to be high as 
well.68 and even after controlling for absolute levels of wealth, greater 
income and asset inequality usually mean that there are fewer opportu-
nities for the poor majority to generate and reinvest the profits required 
to finance important investments. thus, we should expect to find that 
heightened inequality under popular democracy leads to a greater range 
of financial outcomes preferred by the poor majority, most particularly 
abundant and cheap credit. but increased inequality under elite-biased 
democracy should make no difference to financial development. 

in table 4 we test this hypothesis through a series of models that 
include the interaction of income inequality and our different regime-

66 this variable is from albertus and menaldo 2014b.
67 the degree of exchange-rate overvaluation is an index of the overvaluation of the real exchange 

rate from the Global Development network Growth Database, at http://www.nyudri.org/resources 
/global-development-network-growth-database/, accessed may 25, 2015. the results are robust to 
calculating several moving averages instead.

68 easterly 2007.
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type categories: popular democracy and elite-biased democracy.69 We 
measure income inequality as the Gini coefficient, which ranges from 0 
to 100; larger values denote greater inequality. this variable is from the 
standardized World income inequality Database, which standardizes 
differences in Gini coefficients across countries vis-à-vis the scope of 

69 these models include all the control variables, including the alternative political legacies, for 
example, whether the previous regime was a single-party dictatorship, and macroeconomic legacies. 
We drop the country-specific time trends because they are nearly perfectly correlated with the varia-
tion over time in the Gini coefficients.

taBle 4
panel regressIons: exclusIon of Income InequalIty as an alternatIve 

explanatIon, 1965–2006a

Dependent Variable
 Model 1 
Liquidity

Model 2 
Total  

Deposits

Model 3  
Private 
Credit

Model 4  
Stock Market 

Capitali- 
zation

Model 5  
Financial 
Reforms

income inequality 
under popular 
democracy

1.277**
(0.490)

1.405***
(0.438)

1.545***
(0.504)

8.716***
(3.177)

0.118
(0.082)

income inequality 
under elite-biased 
democracy

−0.109
(0.397)

0.117
(0.298)

0.252
(0.381)

4.217
(4.286)

0.259***
(0.062)

income inequality 
under autocracy

0.680***
(0.141)

0.825***
(0.103)

1.337***
(0.169)

3.527
(3.175)

0.179***
(0.0346)

personalist 
dictatorship legacy

5.978***
(1.327)

6.772***
(1.223)

10.05***
(1.562)

94.07
(123.9)

−1.563***
(0.324)

military dictatorship 
legacy

3.679**
(1.337)

5.360***
(1.396)

−0.839
(1.737)

−123.1
(181.7)

1.016***
(0.287)

single-party 
dictatorship legacy

−9.390***
(1.814)

−9.451***
(1.670)

−7.660***
(2.130)

−67.1
(49.57)

−0.339
(0.315)

overvalued exchange-
rate legacy

−2.725***
(0.772)

−1.680**
(0.681)

−1.626**
(0.747)

−19.68
(27.52)

0.539***
(0.126)

Full set of controls 
from table 2

yes yes yes yes yes

country fixed effects yes yes yes yes yes
year fixed effects yes yes yes yes yes
observations 567 567 567 182 433
number of countries 17 17 17 14 14

* p<0.1, ** p<0.05, *** p<0.01
a intercept estimated but not reported. Driscoll-Kraay standard errors estimated with a newey-

West, one-lag adjustment. country fixed effects netted out via within transformation. Full set of 
controls from table 2 estimated but not reported: log(per capita income), real growth rate, log(natural 
resources per capita), log(population), old-age ratio, and trade openness, all lagged one year.
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coverage, income definition, and reference unit.70 because the beta co-
efficients on the dummy variables used to operationalize regime types 
are estimates of the effect of the distribution of income when the Gini 
coefficient equals zero (and to conserve space), we omit them from the 
regression tables. We instead report and focus only on the slopes of 
inequality for each regime type: popular democracy, elite-biased de-
mocracy, and autocracy (the latter can be gleaned directly from the beta 
coefficient of income inequality).71 

the results yielded by this experiment corroborate our theoretical 
mechanism. Greater degrees of income inequality do consistently yield 
more financial development, but only in popular democracies. as the 
distribution of income becomes more skewed in these regimes, it in-
creases liquidity, bank deposits, private credit, and the size of the stock 
market, effects that are both substantively and statistically significant 
(the coefficient on financial reforms is positive but not statistically sig-
nificant at conventional levels); for example, increasing the degree of 
income inequality by 1 point in popular democracies yields an increase 
of 8.7 percentage points in the size of the stock market. 

the effect of specIfIc constItutIonal features

as a final test of the theoretical mechanisms outlined above, we esti-
mate a set of additional regressions in which we add to the right-hand 
side of the regression equation the distinct constitutional features found 
in latam’s elite-biased democracies. specifically, the features that are 
introduced include those identified in table 1: bicameralism, indirect 
elections, banning of left-wing parties, and appointment of senators. 
We inserted each of the constitutional features independently (one at 
a time) into each of the regressions, while also including the origi-
nal set of control variables, country fixed effects, year fixed effects, and 
country-specific time trends (thus mirroring the regression in table 2, 
model 3). 

table 5 shows the results when private credit is the dependent vari-
able. in model 1, we add inherited bicameralism. in model 2, we add ban-
ning of left-wing parties. in model 3, we add indirect presidential elections. 

70 solt 2014.
71 to estimate the effect of inequality across regime types, we perform the following calculations. 

to estimate its effect in a popular democracy, we add the coefficient on income inequality, the coef-
ficient on the interaction between income inequality and regime type, and the coefficient on income 
inequality and democracy amends autocratic constitution. to estimate the effect of income inequality in an 
elite-biased democracy we add the coefficient on income inequality, the coefficient on its interaction 
with democracy with autocratic constitution, and the coefficient on the uninteracted term. standard er-
rors for each sum are estimated via the Delta method. 
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in model 4, we add appointed senators. Finally, in model 5 we add all 
these constitutional features simultaneously and calculate the cumula-
tive impact they make.72 

the results of this experiment are consistent with our theory. al-
though these features reduce the amount of private credit in a democracy, 
introducing them attenuates the substantive and statistical significance 
of the elite-bias variable. each time we add a constitutional feature 
(across models 1 to 4), that particular feature has the expected sign (it 

72 this result is calculated by adding their coefficients together and using the Delta method to 
arrive at the standard error on this point estimate. 

taBle 5
panel regressIons: IntroductIon of elIte-BIased  

constItutIonal features, 1965–2006a

Dependent Variable

Model 1 
Private 
Credit

Model 2 
Private 
Credit

Model 3 
Private  
Credit

Model 4 
Private 
Credit

Model 5 
Private 
Credit

Difference between 
elite-biased and 
popular democracy

−4.172
(2.985)

−6.933***
(2.304)

−7.820***
(2.463)

−6.052*
(2.961)

−2.269
(3.425)

inherited 
bicameralism

−4.917
(3.366)

−3.838
(3.543)

banning of left-wing 
parties

−2.544*
(1.416)

−3.361**
1.455

indirect presidential 
elections

−0.415
(3.151)

−0.325
(1.877)

appointed senators −5.358*
(2.718)

−4.124
(3.087)

mechanisms 
combined

−11.648***
(0.018)

Full set of controls 
from table 2

yes yes yes yes yes

country fixed effects yes yes yes yes yes
year fixed effects yes yes yes yes yes
country-specific time 

trends
yes yes yes yes yes

observations 844 844 844 844 844
number of countries 22 22 22 22 22

* p<0.1, ** p<0.05, *** p<0.01
a intercept estimated but not reported. Driscoll-Kraay standard errors estimated with newey-

West adjustment. country fixed effects netted out via within transformation. Full set of controls 
from table 2 are estimated but not reported: log(per capita income), real growth rate, log(natural re-
sources per capita), log(population), old-age ratio, and trade openness, all lagged one year.
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is negative) and is statistically significant (although never under the 5 
percent level) or just shy of being statistically significant. moreover, as 
expected, the point estimate on the difference between popular and 
elite-biased democracy is always reduced (see table 2, model 3 for the 
benchmark comparison) and loses statistical significance. in model 5,  
in which each variable is entered simultaneously, the cumulative effect 
of all variables is a reduction of 9.27 percentage points in private credit 
(p-value = .02) compared to the −2.98 coefficient on the difference 
made by elite-biased democracy, which is now no longer statistically 
significant (p-value = 0.51).73

conclusIon

many researchers argue that democracy induces financial development 
via the efficient, market-based allocation of capital. yet the empirical 
evidence that supports this claim has been, at best, mixed. to make 
sense of this fact, we introduce a theoretical framework that ties a de-
mocracy’s constitutional origins to the ensuing trajectory of its financial 
system. Democracies with legacies that incentivize policymakers to ap-
peal to the median voter, which we proxy for with the adoption of their 
own constitution after transition, adopt financial reforms that benefit 
the majority by increasing the supply of credit and reducing its price. 
conversely, elite-biased democracies in which the economic elite were 
able to impose, before the transition, a constitution that overrepresents 
their interests, erect barriers to entry in the financial sector and ration 
capital—maximizing rents but retarding financial and, thus, economic 
development. 

We corroborate these predictions empirically in latam between 
1965 and 2006. this region is an ideal laboratory to test our theory 
because we are able to exploit the sizable variation over time there in 
both financial development and political institutions, in particular, the 
changes from autocracy to different types of democracy. as expected, 
we find that democratic countries with constitutions imposed on them 
by outgoing autocrats are less likely to liberalize their financial system. 
in turn, they discourage deposit banking, exhibit less-liquid financial 
transactions, have a smaller supply of credit, and have smaller stock 
markets. in contrast, democracies that adopt their own constitutions 

73 it is not a surprise that some of the constitutional features are not statistically significant at 
conventional levels across models 1 to 4, given how highly correlated they are with the elite-biased 
variable. the correlation for bicameralism and the latter is 0.67 (p-value < .01); the correlation for ban-
ning of left-wing parties is 0.60 (p-value < .01); the correlation for indirect presidential elections is 0.18 
(p-value < .01); and for appointed senators is 0.35 (p-value < .01). 
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develop a larger and more sophisticated financial system. therefore, 
while we have generally ratified the thesis that institutions and, most 
particularly, regime types, matter for financial development, we have 
also shown that not all democracies are created equal.
 our paper raises several questions for future research, including 
whether popular democracies are more likely to suffer from banking 
crises than elite-biased ones. other research could include whether our 
main predictions hold outside of latin america. 

Do democracies that have their own constitutions tend to have a 
higher likelihood of experiencing a financial crisis than democracies 
with constitutions inherited from their autocratic predecessors? While 
we conducted some preliminary analyses to evaluate this question, the 
findings are far from conclusive.74 the results of these experiments 
suggest that, somewhat surprisingly, popular democracies with their 
own constitutions are not more likely than elite-biased democracies to 
experience a banking crisis, despite the fact that they are more likely 
to usher in credit booms. moreover, democracies of both types are no 
more likely to experience banking crises than autocracies.75

Why are popular democracies seemingly not more likely to experi-
ence banking crises in latin america? one possibility is that these 
countries’ tax systems are highly regressive and any bailouts and similar 
government subsidies applied in the wake of a banking crisis would be 
financed by the median voter. this might diminish the majority’s sup-
port for reducing lending standards too much or for pushing banks to 
make loans that are too risky. it might also incentivize the median voter 
to support prudential regulation.76 

While this intuition seems to be corroborated by the fact that popular 
democracies have more reserves than elite-biased democracies, which 
is suggestive of the fact that the median voter may prefer prudential 
regulation of the financial system to avoid incurring the costs of bank-
ing crises, we leave it to future research to test this conjecture more 

74 to capture this concept, we used the measure of systematic banking crises conceptualized and 
coded by laeven and valencia 2013.

75 We estimated a series of conditional logit regressions (clogits) via maximum likelihood to con-
trol for country-specific, time-invariant heterogeneity, as well as pooled regressions using a population 
averaged approach suited for panel data with an adjustment for serial correlation. Unrestricted speci-
fications included the controls and year fixed effects. 

76 consider that the ratio of indirect taxes (sales and excise taxes) to direct taxes (income, prop-
erty, and capital gains) in latin america is the highest in the world according to data from the Imf’s 
Government Finance statistics Database (1972 to 2006), at http://elibrary-data.imf.org/FindDa 
tareports.aspx?d=33061&e=170809, accessed may 25, 2015. While this ratio averages 0.60 for the 
twenty-one high-income organization for economic cooperation and Development (oecd) coun-
tries and 0.69 for non-oecd countries outside of latin america, it averages 0.74 for the twenty-two 
latin american countries. the average for all non–latin american countries is 0.66 (n = 127). 
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systematically.77 such work would require looking at the relationship 
between different types of democracies and banking crises beyond latin 
america. it might very well be the case that if median voters can exter-
nalize the costs of bank bailouts and associated subsidies, because they 
find themselves in a country with a progressive tax structure, they would 
very well push for policies that stoke credit booms that ultimately prove 
unsustainable; conceivably, this incentive would be strengthened if the 
voters could also secure debt relief in the aftermath of a banking crash. 
 along these lines, another question that suggests itself is whether our 
main results travel beyond latin america. let us consider a few repre-
sentative cases. indonesia transitioned to democracy in 1999 under the 
auspices of a constitution inherited from the previous autocratic regime. 
portugal transitioned to democracy in 1976 and then adopted a popular 
constitution. spain transitioned to democracy in 1977, and although it 
did so under the auspices of an autocratic constitution, it annulled that 
charter a year later. Greece transitioned to democracy in 1974 and then 
adopted a popular constitution. Finally, there is south africa. its 1993 
charter outlined a transitional power-sharing agreement from 1994 to 
1999 in which the african national congress agreed that the national 
party, the ruling party under white rule, would form part of the gov-
ernment during this period. While cabinets were obliged to arrive at 
consensus decisions, minority groups were awarded a veto in local gov-
ernments over policies that affected them. moreover, a sunset clause 
protected military, police, and civil service members from being ousted 
after apartheid ended. basically, this federal structure created a “hos-
tage” game between white-run provinces, including the Western cape, 
and the central government elected by the black majority, allowing the 
elite to block policies that countered their interests.78 

a cursory evaluation of the evidence bears out our predictions. as 
expected, in indonesia, the ratio of private credit to gdp decreased by 
33 percent (from 32.19 percentage points to 21.57 percentage points) 
after democratization (1999–2006) compared to the autocratic period 
(1960–99); in portugal, it increased by 47 percent (from 58.05 per-
centage points to 85.24 percentage points) after its transition (1976–
2006) compared to the autocratic period (1960–75). in spain, private 
credit increased by 8 percent (from 76.70 percentage points to 82.64  

77 We measured reserves as regulatory capital to risk-weighted assets (available from the archival 
Federal reserve economic Data set at http://alfred.stlouisfed.org/, accessed may 25, 2015). because 
this data runs only from 1998 to 2006, we ran pooled ols models with year fixed effects and the set 
of control variables.

78 see inman and rubinfeld 2008. 
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percentage points) after it annulled a constitution inherited from autoc-
racy in 1978; in Greece, private credit increased by 136 percent (from 
16.28 percentage points to 38.42 percentage points) after democrati-
zation. While these patterns are highly suggestive and imply that our 
theory might travel beyond latin america, we leave it to future re-
search to find out if this is indeed the case.79

supplementary materIal

supplementary material for this article can be found at http://dx.doi.org.10.1017 
/s0043887115000192.
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