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Bank rules and their impact on inequality

Banking regulation ha a profoundeffed onlevds of longterm finarcial inclusion aroundthe world; USengaged in afailed ‘lottery ticke’
effort by the USto dffer houwsing to the poa.
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When most people consider the effeds of govemment padicy onemnanmic inequality they think of taxes, welfare programmes, charter schods or
student loans. But, as we show in our new study d the history of pditics in shaping kanking pdicies aroundthe world —Fragile by design: the
pdliti cal origins of barking crises andscarce credit (Princeton 2014 —inequality can be affeded by the rules of the game uncder which banks
operae. Those rules define, among aher things, who getsto be a banker, who gets accessto credit and who pays for bank bailouts.

‘ ‘The accessto subsidised mortgage
credit was the financial equivalent of telling
a strugding family that the govemment
would orly help them if they agreed to
devote all of their income to buyinga
massive, subsidised lottery ticket that had a
chance of paying df big, bu a much higher
chance of wipingthem out completely

Although tanking pdicies and inequality outcomes arelinked in al courtries, the nature of those links differs across various types of pditicd
regimes. In autocrades, banking pdicy tends to be used to preserve the pditicd and econamic power of €lites, and to tax everyone else. The
nature of thase pdicies and their consequences for inequality depend onthe fundamental structure of the autocratic regime and, in particular, on
whether autocratic power is centralised or decentralised. In democrades, onthe other hand, pdential debtors can vate and they aretherefore able
to pwsh for pdicies that increae accessto credit.

Democrades arealso lesslikely to expropriate banks, becaise thereareveto gates that chedk the authority and dscretion d any sinde pulbic
official. The result tends to be alarger banking system that provides abundant and more broadly distributed credit, and therefore tends to promote
faster growth and geaer equdity. But, predsely becaise pditicians must respondto demands for increased accessto credit, democrades can and
do make dedsions regarding banking pdicies that produce credit boamsand busts— whose consequences are negative for inequality.

Inflation tax banking under weak autocracies

Let us take a canonicd case of a highly unequal society, Brazl. As we discussin Fragil e by design, Brazl has been govemed by we&k autocras
for most of its history. Its vast geography, isolated locations of initial settlement and prevalence of slave-based cultivation limited the power of the
national govemment and bocsted the relative power of locd elites. Week national govemments in Brazl foundit difficult to raise tax revenue.
They were however, often able to control bank chartering pdicies. Lacking aher resources, the central govemment used its power over the
banking system as a means of inflating its currency <o that it could sharein the profits of an ‘inflation tax'.

Inflation taxation works througha simple mecdhanism: the govemment prints money to fundits expenditures. The resultinginflation devalues assets
held in the form of cash; which meansit is implicitly atax on cash and cash-like instruments (like zer-interest chedkingacouns). In an
inflation-tax econamy, banks areforced to hdd primarily govemment-produced assets, espedally zero-interest cash.

Banks and govemments sharethe inflation tax that is eaned onchedingacourts. When an individual depaosits her money in a cheding acourt,
inflation starts to ea away at its value. The bank eans income simply by the fact that the chedingacourt is yielding a negetive red rate of
interest Some of this income has to be shared with the govemment — the exadt amourt depending onthe deposit-reserve ratio set by the central
bank — bu the battom line is that the banks become the partners of the govemment in administering the inflation tax.

Econamistshave long nded that inflation taxation is highly regressive. Poor people tend to hdd much, if nat all, of their wedth in cash assets
beaingzem interest, and thus arethe ones who bearthe brunt of inflation taxation. The elite, onthe other hand, can investin land, foreign assts
and financial as<ets that pay interest and dvidends, thereby enabling them to avoid much of the effed of the inflation tax. It was nat a coincidence
that Brazl's banking regulation contributed to its enormous inequality of wedth, and that for most of Braalian history €lites did na strongy
ohjed. The increasingy unpopuar accéerainginflation rate was a major contributor to pubic demands for democragy and fiscd reform, which
ultimately produced a new democraic constitution in 1989and the succesgul control of inflation since 1994.
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Banking under centralised autocratic networks

Mexico is another example of a courtry with alongtradition o autocragy, which made the transition to democragy in the late 199Gs. In contrastto
Brazl, Mexican autocrag/ often took the form of a highly centralised elite network that controlled pditi cs, econamic privileges and the right to
own and operae banks. In the late 1&th and eaty 20th centuries, that network was run bythe dictator, Porfirio Diaz

After numerous revolutions and intemal strugdes, a new powerful network emerged, arganised by the Institutional Revolutionary Party (PRY),
which daminated Mexico for seven decales. Under bath incamations, banks, na surprisindy, served the credit needs of the €lite network,
contributing to the wedth gap between rich and poa.

China's banking pdicies today areanather example of the capture of a banking system by an autocratic network. The severd hunded elite
families that govem China today depend upontheir control of the major Chinese banks to finance paditi cdly important lossmaking state-owned
entemprises that could na otherwise oktain funding. For more than a decale, the Chinese govemment has recgrised the econamic advantages of
liberdisingits banking system, bu banking regulation canna serve two masters: competitive banking, with market-determined loan allocaions and
deposit interest rates would spur growth and oppatunity for new businesses, but would also make it impaossble to maintain ungrofitable
state-owned enterprises and their existing employment levels, which arecrucial for maintaining control by locd communist party off icials.

Competitive banking under democracy

In contrast with autocrades, democrades tend to produce relatively abundant credit, which, acordingto a substantial body d acalemic researd,
has tended to play an important role in spurringecmnamic growth. Lesswell-known pethaps is the evidence showing the linkage within
democrades between bank credit and a narrowing inequality gap.

Take Canada as an example. AlthoughCanadian banks weretaxed by the govemment, bank charteringwas nat monopdised and banks werenat
overly burdened by the needs of the state. A competitive banking system able to provide credit to all regions promoted econamic development,
and made credit accessble to all parts of Canada, includingto immigrants settlingin remote parts of its interior. The regulatory system has also
proved to be effedive at promoting competition and prudence Canada revises its bank charters and its banking law every five yeass, which keeps
bankers on a short leash. More importantly, the paliticd processthat underiies that regulation is constitutionally structured to limit cgpture by
bankers or other factions that would seek to use banking regulation to shift resources to themselves from the broader pubic.

Canada’s history paints to broader pattems that have been documented by a large body d econamic researd: paicies promoting competitive
banking na only guicken econamic growth, they also reduce inequality. For example, one study d bankingin 58 developing courtries, by
Thorsten Bed, Asli Demirguc-Kunt and Maria Soledad Martinez+Peria, pubished in the World Bank Econamic Revew, found pdicies that pemit
relatively free bank entry —atendency of developing-courtry democrades — nd only result in geder private credit relative to GDP, they
espedally promote accessto banking bythe poa, as refleded in higher patticipation rates of the popdation in barowing a hdding benk deposit
acourts.

The banking literaure also shows a clearlink between democrdtic pditicd institutions and the tendency for freerentry in banking.

This link between competitive banking and reduced inequality is nat limited to poa courtries. Various studies of the effeds of relaxing the limits
on kank branchingin the US find that when states dropped their restrictions, interest rates fell becaise banks wereforced to compete. As a result,
new businessformation and econamic adivity increased. A recent paper by Thorsten Bed, RossLevine and Alexey Levkov pubished in

the Journal of Finance goes even further. it shows that one of the big winners from this regulatory change was low-waged, low-skilled workers,
who saw a 5% increase in their incomes, hddingall other changes constant. Low-wage workers benefited na becaise they recaved bank credit
diredly, bu becaise business entermrises wereable to oltain more credit at a lower cost, expand their operaions and hre more workers. That is
to say, the govemment affeded income inequality by removingthe barriers to competition in banking.

The unintended consequences for inequality of redistributive credit policies

Sometimes democratic govemments try to use banking pdicies as a means of diredly addresshginequality. In US history, the initial target of such
pdiicies was subsidising agricultural mortgage credit. More recantly, as the centre of US popuation hes shifted to cities, residential mortgage credit
subsidies for low-income Americans becane a major focus of credit subsidies. In essence the ideais to encourage hame ownership for people with
litte or no existingwedth, as a means of jump-starting their wedth acaimulation (through gowth in hame equity) and improving locd
communities by gving citizens a greaer stake in thase communities.

Aff ordable howsing pdicy has used a variety of tools to encourage credit to flow to high-risk mortgages for low-income Americans. During the
transition from singe-office (‘unit') bankingto nationwide branch bankingin the 199G, a coalition d bankers seekingto creae too-big-to-fail
megabanks and adivistswho sougtt to buld their organisations was formed. The adiviststestified at Fed Heaings on behalf of the bank mergers,
while the bankers channelled hundeds of billi ons of ddlarsin howsing and small businesscredit throughthe adivist groups. T his coalition was
strenghened by legislation that induced govemment-sponsored entities (GSES) Fannie Mae and Freddie Macto purchase risky mortgage loans —a
paint made clearby the adivists themsalves in testimony kefore the Senate Banking Committeein 1991.

Fannie and Freddie wereinitialy reluctant to join this coalition, bu seangthat they werebeing ouflanked agreed to a compromise, which was
emboded in the GSE Act of 1992.They would puchase loans to low- and very low-income borrowers, in exchange for which Fannie and Freddie
would be allowed to bad their partfolios with paper-thin levels of capital and would be supervised by a depatment of the Office of Housingand
Urban Development, which had noexperience as a bank regulator. Over time, the mandated levels of loan purchases by Fannie and Freddie were
raised, to the paint that by 2007the vast mgjority of their purchases fell into the mandated low-income caegories.

The increase in these mandates, which took gaceacrmssbath the Bill Clinton and George W Bush administrations, forced Fannie and Freddie to
reduce their underwiiting standards on mortgages — which led to the acceptance of much lower, and sometimes ze, dovn payments and the
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willi ngressto accept undaumented claims of applicants' employment and income. The Federd Housing Administration, which insures mortgage
credit for low-income Americans, aso relaxed its underwriting standards.

The prosped of profiting from housing frice appredation encouraged many (not just the urban poa) to dowhatever it tookto get accessto highly
subsidised mortgage credit, including exaggeraingtheir incomes. The mortgage underwriting standards adopted by Fannie and Freddie in order to
med their affordable lending mandates had to apply to everyone, na just low-income, urban barowers. A two-tiered underwriting system was nat
possble, as it would have been an explicit reaogntion that the loans the GSEs werepurchasingwereof low quality. Thus, mortgage standards
becane debased for everyone, and alamge swathe of the US midde class alongwith low-income Americans, weregven powerful incentives to
gamble —and to engage in outright fraud — by virtue of the fact that they could buya suburban dreamn house with nomoney down and no
documentation d their income and employment.

Bankers and the GSEs played aongwith this approach because they recéved benefits for doing so, including approval of proposed bank mergers,
lax regulation (low capital ratio requirements for bath banks and GSES) and too-big-to-fail protedion, which becane apparent when the banks and
GSEs werebailed ou by taxpayers.

In contrast to the evidence abou the inequality reductions that attend competitive banking pdicy, these govemment credit programmes that
targeted inequality nat only failed to promote a broadening o home ownership, they had disastrous unintended consequences for the poa that
have exacebated inequality. In the wake of the housing collapse, many low-income Americans with large mortgage ohbligations have faced
foredosure and the lossof bath their homes and their acauimulated savings, which has orly made inequality more pronourced.

The accessto subsidised mortgage credit was the financial equivalent of telling a strugding family that the govemment would orly help them if
they agreed to devote al of their incometo buyinga massie, subsidised lottery ticket that had a chance of paying df big, bu a much higher
chance of wipingthem out completely. The lottery ticket was the mortgage. The subsidy was the lax underwriting standards and generous lending
terms granted by a banker. The prize was home ownership. The partion d the ticket funded by the family was the income strean they had to
devote to the mortgage. By design, many o the families drawn into programmes like this could na win: howsing markets are volatile, and the
income streams of the poa are by definition, low and urcettain.

Why democracies make predictable mistakes in dealing with inequality

Reserve Bank of India govemar Raghuram Rajan's 2010 bookFault Lines, referred to this indired approach to addresshginequality as a
"let-them-ea-credit" pdicy. As Rajan and many ahers since have recogrised, this highly indired and risky approach to addresshginequality
refleced the conscious choiceto use mortgage credit subsidies, rather than ather govemment programmes, to addressinequality. Prominent
paliti cians of bath parties —including Bill Clinton, George HW Bush, George W Bush, Bamey Frank and Newt Gingrich —were enthusiastic
suppaters of the lottery ticket approach. In retrosped, these pdicies seem to have been very unwise, arguably even cruel. Why were paiiti cians
willi ng to take this approach?

Severd insights from pdiiticd science and econamics are useful for uncerstandingwhy and hov mortgage lottery tickets becane favoured as the
means to addresshg American inequadity in the 199G and 2006. First, pditicians tend to be short-sighted. Massie pulic investments in
education might reduce inequality much better in the longrun, bu pditi cians arein the businessof winning eledions in the short run. In fad, if
they fail to win the nex eledion their pditica carees aimost always come to an abrupt end. We canna emphasise the importance of this simple
ideastrondy enough pdiiticians arenat in the business of maximising social welfare they are and must be, in the businessof getting elected.

Now add to this ore of the central discoveries of cogritive psychoogy: people (also known as voters) tend to heavily discourt the future (i.e. they
will chocse to accept a small amourt of money today, over alarger amourt a yearfrom now). The implication is that any pditician brave or
foolish enoughto fashion a campaign onthe basis of what he or she is gangto dofor the eledorates’ grandchildren will lose to a candidate who
campaigns on the basis of what he or she will dofor the eledorate ri ght now.

If you pu these basic insights together you can seewhy American pditi cians have strongincentives to frame pdicies that will result in the
redistribution d income in the very nearterm. They have to offer an immediate solution to a problem that is salient to a broad swathe of the
eledorate, even if that solution might be courter-productive in the longrun. If they fail to doso, they will be defeded by a candidate with far
weaker scruples.

Therewas ancther important factor that favored mortgage lottery tickets over other inequality-reducing pdicies, such as educaional investments —
namely, lower pditicd cost The fundngfor the mortgage lottery tickets was nat included in the federd budggt. Paliticians did na have to vate for
onrbudget expenditures that might raise the ire of taxpayers. Instead, they could provide a combination d mandates and protedions that entailed
substantial, but unrecognised, pubic expenditures.

The elecorate, in the US and elsewhere is al too susceptible to claims that govemment credit subsidies arefree lunches. The temptation to make
such claimsis all the greaer when govemment debts read ursustainable levels. In the US, the overextended nature of federd govemment
entitlement programmes and the unsustainable implied levels of future federd debts, have redoutded oppaition against major new expenditure
progammes of any kind. This will make it all the more attractive to pusue off- budget solutions to inequality.

A similar problem is now visible in the UK, which recently enaded its ‘ help to buy programme of govemment mortgage guarantees. The UK's
govemment —which has also been strugding to address problems of inequality in Britain — nd coincidentally passed ‘help to buy while
simultaneously enading an austerity budggt.

Unfortunately, mortgage credit subsidies often end bedly for the poa, and therefore, can be a wasteful and short-sighted palli ative for addressihg

inequality. They areno substitute for the creaion d sustained improvements in the skills and job pgrospeds of workers, and the promation o
competitive markets — including credit markets — that provide broad accessto econamic oppatunities.
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