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Abstract
We study how three major political and institutional factors—veto players, government’s ideological orientation, and electoral cycle—have impacts on government’s monetary and fiscal policy responses to financial crises, based on the pooled time-series data analysis of 132 countries from 1976 to 2004. We find that governments experiencing financial crises—currency, banking, and sovereign debt crises-- tend to adopt tightening monetary and fiscal policies.  However, the extent and depth of the tightening policy responses have been considerably moderated when there are larger numbers of veto players in the political system, stronger leftist governments, and/or an upcoming election. We find that these political constraints are stronger for fiscal policies than monetary ones. These findings highlight why we often observe that governments under the global financial crisis have only limited budget cuts or even expand their expenditures.   Our findings also show that government policy responses to financial crises are constrained by domestic political and institutional conditions. We suggest two future research agendas as well: One is to study the actual economics effects of different monetary and fiscal policies, and the other is to incorporate the changing macroeconomic policy environment due to the increasing financial integration at the global level.
The ongoing global financial crisis of 2007- 08 has provoked serious debate on government management and prevention of financial crises. Though it is too early to tell how the current crisis will turn out, what is already clear is that we need a better framework with which to understand and predict the actions of governments in response to such events. This is a critical area of study, as financial crises appear to be increasing in both frequency and the scope of their effects. As shown in Figure 1, numerous economies have experienced financial crises since the breakup of the Bretton Woods system in the early 1970s, and the pattern has grown more pronounced in the 1990s and 2000s. The types of crises have changed as well, from debt crises in the 1970s and 1980s to primarily bank and currency crises in more recent decades.
Contemporary commentators often assume that governments under the financial crises would tighten government policies to recover from the crises.  However, scholars and policy makers have long debated on the proper policy tools to recover from financial crises (Bordo et al. 2001; Laeven and Valencia 2008; Reinhart and Rogoff 2009). They have reached no agreement on either what kind of policy (fiscal or monetary) or in which direction (expansionary or contractionary) is most effective for recovery from such crises (Claessens et al. 2004; Evanoff and Kaufman 2005; Honohan and Laeven 2005). As is well known, Keynesians claim that fiscal policy works better than monetary policy, while monetarists argue the opposite (Clarida et al. 1999). Keynesians point to the role in stimulating aggregate demand that countercyclical government spending can play in particular (Taylor 2000; Budnevich 2002; Gordon and Leeper 2005; Alesina et al. 2008). By contrast, monetarists argue that attempts to recover from financial crises through expansionary fiscal policy are at best ineffectual and more likely to cause long-term inflation (De Long 2000). Instead, they favor monetary policy responses, such as lowering interest rates, which they predict to have more immediate and better effects (De Long 2000; Goodfriend 2007).

Given this debate, one may well wonder how governments choose to respond to financial crises. Do they follow the recommendations of the Keynesian economists or the monetarists? Why do they follow one group, and not the other? An intriguing contrast is provided by comparing government response to the Asian financial crisis of the late 1990s to the financial crisis of today. In its attempts to deal with the Asian crisis, the International Monetary Fund (IMF), which believed in the self-regulating nature of markets, recommended contractionary monetary and fiscal policies for the crisis-hit countries in Asia (Fischer 1998; Dreher 2009), and local governments complied. In the current financial crisis, however, most countries have adopted expansionary monetary and fiscal policies, both launching fiscal stimulus packages of tremendous scale and lowering interest rates to provide more liquidity in the financial markets (Taylor 2009; Baldacci et al. 2009; IMF 2009; Claessens et al. 2010). 

These differential responses might result from different economic features of the two crises, but it is plausible that they stem mainly from political variations instead.  For example, if a government facing a financial crisis has a larger number of political players to agree on the policy changes, it will reduce the breath of the changes or delay the approval of the changes.  A leftist government experiencing a financial crisis would also try to have more expansionary (or less contractionary) policy choices than its rightist counterpart.  A government confronting a upcoming election must be more reluctant to tighten monetary policies and/or cut budgets even under the crises. Despite the importance of the political institutions/conditions, there have been few systematic studies on the political constraints on government responses to financial crises.  

In this paper, we examine how government responses to the financial crisis have been shaped by the three most important political institutions/conditions: veto players, government ideology and electoral cycle.  In the pooled time-series data analysis of 132 countries from 1976 to 2004, we find that financial crisis has made governments tighten both monetary and fiscal policies.  However, the width and depth of the tightening have been significantly reduced when there are larger numbers of veto players (or institutional constraints), stronger leftist governments, and/or ongoing elections. These political constraints are even stronger for fiscal policies than monetary policies. Once political effects are introduced, the tightening effects of financial crises on fiscal policies have quickly diminished. 
This paper is organized into five parts. First, we review the theoretical debates on proper government responses to financial crises. Second, we review how domestic political institutions and conditions can constrain government policy choices and present a series of hypotheses in this regard. In the next two sections, we describe the data and empirical models employed in our work. Then, we present our findings and report the robustness tests with the different measurements and empirical models used.  Finally, we conclude by discussing the implications of our results.
I. Financial Crises and Government Responses

Scholars and policymakers hold conflicting views as to whether additional tightening or loosening policies, and of what nature — monetary or fiscal — are most appropriate to recover from financial crises.  As to monetary policy responses, economists have agreed that tightened monetary policy is more effective to handle currency crises.  The fact that currency crises are likely to originate from the sudden withdrawal of foreign investment explains the advocacy of tightened monetary policy.  Governments that adopt high interest rate policies in such circumstances generally succeed in inducing capital inflow and containing capital flight, thereby stabilizing the exchange rate as well as consumer prices albeit at the expense of exports (Eichengreen 1998; Goldstein, Kaminsky, and Reinhart 2000).  However, currency crises in emerging markets have often escalated into a systemic banking crisis, which is called a twin crisis (Hutchison and Noy 2005; Kaminsky and Reinhart 1999) .  Therefore, tightened monetary policy can work against resolving the problem in the banking sector.  

Indeed, a high interest rate policy adopted to deal with a banking crisis can increase the burden to existing loan borrowers from banks, causing higher delinquency rates and bank failures in the end.  By contrast, a low interest rate policy can lessen the burden of existing loan borrowers and new loan borrowers, reducing the bank panic.  To date, there is no conclusive evidence to support the positive contribution of tightened monetary policy (Eichengreen and Rose 2003; Park and Lee 2003). 

This inconclusiveness applies to the use of monetary policy to address sovereign debt crises as well.  Sovereign defaults are often associated with high inflation (Reinhart and Rogoff 2009), and under high inflation, governments are supposed to tighten the money supply to financial markets, thereby raising interest rates. High inflation can also be both a cause and a symptom of asset and credit bubbles. Yet higher interest rates have the dangers — increasing the burden to existing loan borrowers and risking bank failures, as well as damaging growth.
Meanwhile, appropriate fiscal policy responses to financial crises have been more controversial than monetary policies.  In the case of sovereign debt crises, fiscal tightening is widely accepted as the natural remedy, at least in part.  Under a sovereign debt crisis, debtor countries often suffer from economic sanctions imposed by creditor countries.  The sovereign debt itself also imposes an extra fiscal burden on debtor governments.  Under such budget constraints, governments are not likely to be able to pursue expansionary fiscal policy (Eaton and Fernandez 1995; Manasse and Roubini 2009).  But, except for the sovereign debt crisis, there is no widely accepted appropriate fiscal policy responses.  An intriguing example is the contrasting fiscal policy recommendation by the International Monetary Fund (IMF) during the Asian financial crisis of 1997-98 and the global financial crisis of 2007-08.  The IMF recommended tightened fiscal policy for those crisis-hit Asian countries in 1997-98, but it did aggressive expansionary fiscal policy to cope with the global financial crisis of 2007-08 (IMF 2009; Dreher, 2009 #3640)}.  Indeed, under the current financial crisis, most advanced economies (e.g. the United States) have adopted expansionary monetary and fiscal policies, launching fiscal stimulus packages of tremendous scale and lowering interest rates to provide more liquidity in the markets (Taylor 2009; Claessens, Dell'Ariccia et al. 2010).  However, monetarists have long been suspicious about the positive effects of expansionary fiscal policy, as it may cause inflation, thus countervailing the short-term boost to the economy (Baldacci, July 2009 #3642}.
These existing debates among economists have not fully paid attention to the constraints imposed by political and institutional conditions.   For example, regardless of actual economic effects, it is politically easier to tighten monetary policies because most modern central banks have the autonomy to contract the money supply and raise interest rates, although the precise amount of autonomy varies. By contrast, it is politically difficult to tighten fiscal policy, because cutting welfare benefits and raising tax burdens causes political resistance from welfare beneficiaries and taxpayers.  It also takes longer time to implement fiscal policy, even if it is necessary, because the changes in fiscal policy usually have to be approved by the legislative branch of the government. By contrast, monetary policy can be changed within a much shorter period of time.  Both Keynesians and monetarists agree that fiscal policy has a longer policy lag than monetary policy (Dreher 2009). 
Despite the intense debate about the “right” government responses to the financial crises, however, few studies have systematically examined how political institutions/conditions have shaped and constrained the government policies.  Most existing studies have focused only on economic determinants, such as inflation and growth decline to explain the variation in policy responses to crises.  However, it is impossible to assume that governments would automatically respond to the crises under the same economic conditions.  The content and effects of government policies often differs and usually varies according to domestic political determinants, even among countries with the same type of financial crises.  Therefore, a more fruitful research approach would identify these important domestic political determinants, instead of focusing on trying to find a mechanistic link between the financial crises and government responses.
For these reasons, we need to test the direction of policy responses--tightening or loosening--for both monetary and fiscal policy responses and the depth of policy change under political and institutional constraints.  Therefore, we hypothesize that governments facing financial crises tend to have both potentials to tighten or loosen monetary and fiscal policies. However, the extent of the tightening is significantly limited for fiscal policies compared to that for monetary policies. 

H1(a): Governments under financial crises are likely to tighten fiscal and monetary policies.
H1(b): Governments under financial crises are likely to loosen fiscal and monetary policies.
H1(c): Governments under financial crises are likely to tighten fiscal and monetary policies.  However, the extent of the tightening is limited for fiscal policies compared to that for monetary policies.  

II. Political Institutions/Conditions and Government Responses to Financial Crises

Government responses to financial crises can be constrained by three major political institutions/conditions; veto players, government ideological orientation, and electoral cycles. First, government policy change is significantly constrained by the number of veto players, the degree of congruence in policy preferences among the veto players, and the degree of cohesion among the policy positions held by each veto player’s constituents (Tsebelis 1995, 1999, and 2002; Tsebelis and Chang 2004). Veto players can be defined as “an individual or collective actor whose agreement (by majority rule for collective actors) is required for a change in policy” (Tsebelis 1995). Several studies show that the existence of multiple veto players with divergent policy preferences can significantly constrain government responses to economic shocks or crises (Cox and McCubbin 2001; MacIntyre 2002). A good example of this phenomenon is legislative gridlock as a result of divided government, in which “no single political party controls all separate powers such as the executive, the legislature, and the judiciary branch of a state” (Cox and McCubbins 2001, 34). Legislative gridlock as a result of divided government can occur across different political systems, such as presidentialism and parliamentarism or unicameralism and bicameralism (Laver and Shepsle 1996; Epstein and O’Halloran 1999). In particular, under a divided-government situation (with strong veto points), governments are more likely to be checked and balanced by opposition parties than under an autocratic (or weak veto points) policymaking situation. Given this theoretical expectation, policy changes (regardless of the direction) under financial crises are likely to be constrained by the number of veto players in policy system.
H2: Governments with a larger number of veto players are less likely to adopt policy changes (either tightening or loosening policies) under the financial crises.
Second, existing literature shows that the ideological orientations of incumbent governments can have significant impacts on government policy options. In the classical model of partisan politics, left governments were assumed to prefer Keynesian macroeconomic policies aimed to smooth the business cycle by stimulating aggregate demand, and to favor larger government. By contrast, right governments were assumed to prefer to avoid inflation and run balanced budgets, and to favor smaller government (Boix 2000). More specifically, left governments are likely to adopt counter-cyclical fiscal policies to reduce unemployment, while right governments to take pro-cyclical fiscal stances (Hibbs 1976). Recent studies have found that leftist parties place more emphasis on broadening social welfare than rightist counterparts in developed (Huber and Stephens 2001; Williams 1990) and developing countries (Ha 2012; Moon and Dixon 1985).  A few studies have also found that monetary policies are heavily influenced by partisan politics in advanced industrial countries (Cusack 2001) and developing countries (Mukherjee and Singer 2008) regardless of central bank independence.  Based on these results, we expect that left governments under financial crises are likely to take more aggressive expansionary (or at a minimum less contractionary) monetary and fiscal policies than right governments.
H3: Left governments under the financial crises are likely to adopt more expansionary (or less contractionary) policies than right governments.
Third, the upcoming election(s) can have significant impacts on government policy responses, especially with regard to fiscal policy (Rogoff and Sibert 1988; Persson 2002; Keefer 2007). Models of the political business cycle in general, and the political budget cycle in particular, have focused on the opportunistic incentives politicians have to be re-elected in upcoming elections (Rogoff and Sibert 1988; Alesina and Rosenthal 1995; Alesian & Roubini 1997, Shi and Svensson 2006). Some existing research has confirmed that governments tend to pursue expansionary monetary and fiscal policy before elections (Alesina and Roubini 1992).  However,  there is another class of models which emphasize electoral accountability.  In more advanced democracy in which political checks and balances work between executive and legislative branches of government, government’s wasteful spending can be far more constrained than in those polities where such checks and balances do not work properly.  Keefer (2001 & 2007) has argued that electoral competition in advanced democracies can significantly reduce wasteful government spending as an election approaches.  

Indeed, both are possible in reality, depending on the level of political institutionalization, and the possibilities multiply with the onset and deepening of a financial crisis.  For example if there are elections immediately after the appearance of a financial crisis, governments may try to increase government spending and lower interest rates to contain the crises, as Keynesians’ policy prescription highlights, to prevent its escalation into a system-wide economic crises. But, expansionary fiscal and monetary policy, especially expansionary fiscal policy, can polarize views on policy options, as it can increase tax burdens of the people in the long run.   Under such circumstances, incumbent governments may try to avoid taking a politically risky option which can cause backlash in the upcoming election. Therefore, we need to test these possibilities empirically.

Despite the conflicting predictions from the opportunistic model and accountability model, however, we hypothesize that governments under financial crises are more likely to adopt more expansionary policies, as governments have various policy options to borrow from the future.  For instance, governments can mobilize increased government spending by issuing government bonds, which do not have to be paid back in full in a short period time, while not necessarily increasing taxes.  The remarkable increase of government debt in Japan for the past two decades (Kang 2011) and the fiscal crisis in the EU area (Kolb 2010; von Hagen 2011) highlight this pattern. 
H4: Governments under the financial crises are likely to adopt more expansionary (or less contractionary) policies confronting an election.
III. Data and Models

Our dependent variables are government responses to financial crises, measured along both monetary and fiscal policy dimensions. 
Monetary policy: The dependent variable, monetary policy, is measured by the central bank interest rate – especially, the discount rate.  The data are drawn from the IMF International Financial Statistics (IFS). Governments reduce money supply in order to increase discount rates, while falling rates by contrast signal the provision of more liquidity to financial markets. So, raising discount rates is considered as monetary tightening, while reducing it as loosening. Other indicators, such as the annual growth of M1, or short-term real interest rates, are also used in other studies to operationalize monetary policy (Alesina et al. 1992, Boix 2000). But we prefer the discount rate as our measure of monetary policy because it is the only interest rate measure widely available for advanced, developing, and emerging market countries alike (Hutchinson et al. 2010). Logged discount rates are used to adjust the skewed distribution.

Fiscal policy: Another dependent variable, fiscal policy, is measured by budget balance as a share of GDP.  The data are drawn from the Government Financial Statistics (GFS) database provided by the IMF. Budget balance is measured as government surplus or deficit as a percentage of GDP.   If a government tightens budgets by cutting its expenditures and/or expanding revenues, its budget balance in general improves (i.e. reducing budget deficits or increasing budget surpluses). On the other hand, if a government loosens budgets, then the budget balance tends to be worsened.  Therefore, the improvement in budget balance is considered as fiscal tightening, while the worsening it as loosening.

Financial crisis: The financial crisis is measured as a dichotomous variable, where the three years following any financial crises year are coded as 1 and others as 0.  The fact that financial crises are of different types may have varying impacts on the timing and manner of implementation of government intervention as well as the availability of different policy options. Therefore, financial crisis data are categorized into three different types — currency crisis, banking crisis, and sovereign debt.  This was done in order to categorize the different challenges against which governments formulate their reactive policies.
 
Banking crisis, currency crisis, and debt crisis are coded based on definitions from Laeven and Valencia (2008) (called LV hereafter). A country is considered to experience a banking crisis if there is a systemic banking crisis. LV adopt a fairly broad definition of banking crises, considering them to be any systemic episode in which a country’s corporate and financial sectors experience a large number of defaults and financial institutions face difficulties repaying loans on time. LV exclude non-systemic episodes where bank failure is fairly isolated and contained. To cross-check their definitions of crisis timing, LV checked if their crisis onset years coincided with the following events: (1) deposit runs, (2) introduction of deposit freezes/blanket guarantees, (3) extensive liquidity support, (4) bank interventions/bank takeovers, and (5) high proportions of non-performing loans (NPL) which translated into loss of most of the capital in a banking system.

LV in turn adopt the definition of a currency crisis provided by Frankel and Rose (1996), in which a currency crisis year is defined as a calendar with 1) a nominal depreciation of the local currency against the USD of at least 30%, and 2) also at least a 10% increase in the rate of depreciation compared to the year before. For example, if a currency lost 20 percent of its value against the USD in year t and then lost an additional 40% of its value against the USD in year t + 1, then year t + 1 would be classified as a currency crisis year. 
LV constructed their sovereign debt crisis dummy variable by identifying dates of sovereign debt default and restructuring, including years of default to private lending and of debt rescheduling.  The dummies for currency, bank and debt crisis are also coded for the three years following the crises onset years.  
Veto players: When there are more veto points in a political system, it is expected to be harder for a policy change to be agreed upon and happen. To check the impact of such institutional/political constraints, we include a measure of “veto points” generated by Henisz (2002). Henisz (2002)’s “political constraints” data (POLCON) estimate the feasibility of policy changes based on the number of independent branches of government (executive, lower and upper legislative chambers) with veto power over policy changes (Henisz 2002).
 We expect that the range of government responses to crises reduces as the number of veto points, measured by political constraints, in the political system increases.

Leftist power: The leftist power of government is measured by leftist government parties’ seats in the legislature as a share of all government parties’ seats in the legislature. Leftist power in government ranges from 0 to 100% (full leftist power). In general, the leftist share of government would ideally be measured by leftist parties’ share of total government portfolios or leftist parties’ seats as a share of total seats in the legislature. Unfortunately, such data is unavailable for most developing countries. Instead, we use Ha’s (2012) government ideology data which expand The World Bank’s Database of Political Institutions (DPI) and code all of the government parties as left, center, and right based on their names and positions on “state control of the economy”.
 
Election year: As discussed above, governments are expected to be more likely to use expansionary monetary and fiscal policies, as compared to contractionary ones, in response to financial crises in advance of upcoming elections. To measure this effect, the election-year dummy variable for a year t is coded 1 when there is an election in that year, and 0 otherwise.
 
Controls: To isolate the effects of financial crises and political factors from larger macroeconomic patterns, we included the following macroeconomic variables. First, the IMF program participation is likely to force participating countries to tighten monetary and fiscal policies.  When a country receives emergency loans from the IMF, its government typically is required to adjust its macroeconomic policies along the lines of specific policy recommendations called IMF conditionality, and the IMF monitors the compliance of loan-recipient governments regularly. Conventionally, the IMF has recommended both monetary and fiscal tightening policy for these loan-recipient countries. Therefore, if a country participates in IMF structural adjustment programs, it can significantly constrain its government’s fiscal and monetary policies (Vreeland 2007). Following Vreeland (2007), this dichotomous variable is coded 1 if the country has a Stand By, Extended Fund Facility, or Structural Adjustment Facility agreement with the IMF in operation in a given calendar year, and 0 otherwise.
  
Second, we control inflation rate and the “output gap.” According to the Taylor rule (Taylor 1993, 1998), nominal interest rates are a function of inflation and the output gap.  It is widely seen as a successful simple account of the forces shaping central bank behavior (Taylor 1993, 1998; Clarida et al. 1997; Gerlach and Schnabel 1999). Inflation rate is measured by the annual percentage growth consumer prices. Output gap is the long-term growth rate of GDP minus the actual growth rate in a given year. Each country’s long-term growth rate is based on its observed average annual growth rate from 1960 to 2010. Finally, current account balance as a share of GDP is expected to make the government loosen monetary policies.  A number of analysts (Koselkla and Viren 1991; Eijffinger et al. 1996) have shown that current account balance has significantly affected the monetary authorities’ reaction.
Models:
In this paper, we build a series of regression estimates of monetary and fiscal policies between 1976 and 2004 for one hundred and thirty two countries in order to explain cross-national and longitudinal variation in government policies. While a lagged dependent variable has popularly been used in studies of monetary and fiscal policies (e.g., Cusack 2001), other authors such as Achen (2000) and Plümper et al. (2005) have argued that a lagged dependent variable biases significantly independent variables downward, and instead recommend adjusting for serial autocorrelation using an AR(1) process. Following Beck and Katz’s (1995) recommendation, we use panel-corrected standard errors to correct panel-level heteroskedasticity and contemporaneous spatial correlation, and we use an AR(1) process to adjust for serial correlation. Yet, we also report the results with lagged dependent variables to show that the results are robust. Country dummies are also included to control for unmeasured country-specific effects, such as long-term political history and the size of population and territory. In all, the models to be tested can be written as follows:
Model 1:
Government policyi,t = β1 Financial crisis + β2 Political constraints + β3 Leftist power 
                      + β4 Election year + Σj βj Control + Σk βk Country + μ1,i,t
Model 2:
Government policyi,t = β1 Currency Crisis + β2 Bank Crisis + β3 Debt Crisis  
                      + β4 Political constraints + β5 Leftist power
                      + β6 Election year + Σj βj Control + Σk βk Country + μ2,i,t
Model 3:
Government policyi,t = β1 Financial crisis + β2 Financial crisis×Veto Players
                     + β3 Financial crisis×Leftist power + β4 Financial crisis×Election year 
                     + β5 Political Constraints + β6 Leftist power + β7 Election year
                                 + Σj βj Controls + Σk βk Country + μ3,i,t
The models above are used to analyze the effects of financial crisis and political institutions/conditions on government policies. In each equation, Government policy is measured via monetary policy (i.e discount rate) or fiscal policy (i.e. budget balance as a share of GDP). The subscripts i and t denote, respectively, the country and year of the observations. The j and k indicate, respectively, controls and country dummies. In identifying the model, the intercept is suppressed. Model 1 first examines how financial crises regardless of the type of the crises are associated with government policy.  Model 2 tests if the effect of financial crises is different according to the type of financial crises: currency, bank and debt crisis. Model 3 finally examines how domestic political institutions and conditions, specified as veto players, leftist power and election year, have constrained the effects of financial crises on government monetary and fiscal policies.
IV. Results of Pooled Time-Series Regression Analysis
The results are summarized in Tables 1, 2, and 3.  Table 1 presents our results on the effects of financial crises on government monetary policies (i.e. discount rate).  The result in regressions [1] and [2] show that financial crisis is strongly associated with monetary tightening and that the tightening effects are especially significant under currency crises. The result is substantively meaningful. According to the result in regression [1], if a country experiences a financial crisis, then it is likely to tighten monetary policies by 0.071 (3.37% of the average logged discount rate in the sample countries). On the other hand, the political conditions and institutions have little impact on monetary policies, while IMF program participation is strongly associated with tightening monetary policies. Following the Taylor’s rule (Taylor 1993; 1998), inflation and output gap are positively and negatively associated with logged discount rate.  Current account surplus is also associated with loosening monetary policy as expected.
Although political conditions and institutions have little impact on monetary policies in general, they may have significant impacts on the policies when countries undergo financial crises and implement unusual tightening policies. Regression [3] reports the interactive effects of financial crises and political conditions (financial crisis × veto players, financial crisis× leftist government power, financial crisis × election year) on monetary policies. Financial crises are strongly and positively related with monetary policies, while the interaction terms between financial crises and veto players, leftist government power and election year are negatively associated with monetary policies. 
While the interaction terms of financial crisis and political instiutions/conditions on monetary policies are not statistically significant, the appropriate test for an interactive model is to look at the specific shape of the 95% confidence interval (Brambor et al. 2006). Figure 2(a), (b), and (c) depict the conditional effect of financial crisis on monetary policies. First, Figure 1(a) graphically illustrates the finding that a country experiencing a financial crisis is likely to tighten monetary policies by 0.159 (7.54% of the average logged discount rate in the sample countries).  However, as veto players in the political system (or institutional constraints) increases, the tightening effects produced by financial crises decline as the institutional constraints increase and become insignificant roughly at 0.26.  Figure 2(b) also demonstrates that the tightening effects of financial crisis on monetary policies decline as leftist government power enlarges and become insignificant when leftist government has largest power (100%). Similarly, Figure 2(c) shows that the tightening effect of financial crisis becomes insignificant when there is an election in the country. The crisis and its interactive variables are also jointly strong (P<0.05).  At the extreme end, if a crisis-hit country has a strong leftist government (100%) along with strong institutional constraints (0.7) and a undergoing election (1), the combined effect of government responses will be significantly limited and become zero (-0.07).   These results all suggest that financial crisis has forced governments to tighten their monetary policies, but the breadth and depth of the policy tightening was narrower when the government is constrained by different political players, more left-oriented and/or expecting an upcoming election.
   The results are also robust to the inclusion of lagged monetary policies (Regressions [4]-[6]).
  
[Tables 1 and 2 are about here]
Table 2 reports the effects of financial crisis on fiscal policies (i.e. budget balance (%GDP)).  In the regressions [7] and [8] the financial crisis dummy variables are not statistically strong nor do the type of crisis dummy variables.  On the other hand, different from the insignificant effects on monetary policies, the political institutions and conditions have significant effects on fiscal policies. Governments with larger institutional constraints tend to tighten fiscal policies, while those with stronger leftist power and upcoming elections tend to loosen fiscal policies.  The results imply that the fiscal policy is strongly affected by political institutions/conditions even when governments do not experience financial crises.  Inflation rate has little impact on fiscal policies, while output gap has a significant tightening effect on fiscal policies. Governments confronting growth decline seems to cut their expenditures to make balance meet.  
Regression [9] reports the interactive effects of financial crises and political conditions on fiscal policies. Interestingly, the results show that financial crises are in fact strongly associated with fiscal tightening policies, while the tightening effects are significantly dampened by larger veto players, leftist power and/or upcoming election. Figure 3(a), (b), and (c) depict the conditional effect of financial crisis on fiscal policies. Figure 3(a) illustrates the finding that a country experiencing a financial crisis is likely to tighten fiscal policies by 0.874 (% GDP), which is about 12 (% GDP) higher than the average budget balance ( - 3 (% GDP) in the sample countries).  However, as veto players in the political system (or institutional constraints) increase, the tightening effects produced by financial crises quickly decline and become insignificant.  Similarly, Figure 2(b) also shows that the tightening effects of financial crisis on fiscal policies rapidly weaken as leftist government power increases and becomes insignificant when leftist power is about 40 percent. Figure 3(c) demonstrates that the budget tightening effect of financial crisis becomes insignificant when there is an election in the country. The crisis and its interactive variables are also jointly strong (P<0.001).  At the extreme end, if a crisis-hit country has a strong leftist government (100%) along with strong institutional constraints (0.7) and a undergoing election (1), the combined effect of government responses will be even expansionary (-1.922 (%GDP)).   These results suggest that financial crisis in fact has pressured governments to cut budgets, but the contraction was minimal and even overturned to expansionary policies when governments confronted strong institutional and political constraints.
  The results are also robust to the inclusion of lagged monetary policies (Regressions [10]-[12]).
[Tables 3 is about here]

Table 3 tests the robustness of our results with different groups: developing countries and crisis-hit countries.  Although political instiutions/conditions have significant effects on governments’ monetary and fiscal policies under the financial crises, our results may have been driven by the effects in established democracies.  Given that the financial crises do not happen randomly, the results may also not be held in the crisis-hit countries.  However, regressions [13]-[20] show that the results are held even when we include only developing countries or crisis-hit countries.  While we do not report, the marginal effect graphs are also similar to the results with all of countries in the sample.
V. Discussion and Conclusion

In this paper we examined how governments have responded to financial crises and how political institutions and conditions have constrained the monetary and fiscal policy responses. Our results show three major patterns in government policy responses to financial crises.  First, governments under financial crises tend to tighten monetary and fiscal policies. Second, the tightening effects of financial crises on monetary and fiscal policies are significantly reduced when (1) the number of veto players is larger in political system, (2) leftist partisan power is stronger in government, and/or (3) there is an ongoing election.  Finally, the policy constraints by the political institutions/conditions are stronger for fiscal policies compared to monetary policies. Once the institutional/political conditions are introduced, the tighten effects of financial crises on fiscal policies are disappeared faster than those in monetary policies. With strong leftist governments combined with institutional constraints and ongoing election(s), it is very likely that the countries will take expansionary policies overturning the tightening pressure from the crisis.

This result provides a few interesting points to be highlighted.  On the one hand, as monetarists have recommended, governments under financial crises do tend to tighten monetary policies to fight inflation or tackle the asset or credit bubbles usually created by oversupply of money. Indeed, since government monetary easing causes the bubbles and excessively risky investments which trigger most financial crises in the first place, it looks reasonable to adopt tightened monetary policies to manage these crises. This is especially true in cases of “liquidity traps”, in which monetary authorities cannot reduce real interest rates further and expansionary monetary policy is ineffective. 
Notably, these two policy instruments can produce conflicting economic outcomes. This highlights the fact that governments do not react to financial crises automatically, or based on pure economic rationality. Instead, governments respond to financial crises with both political and economic motivations in mind. As we discussed before, monetary policymaking is relatively more insulated from partisan or political pressures than fiscal policymaking. Therefore, considering the politics behind the monetary and fiscal policymaking, we can understand the adoption of these conflicting policy instruments. 
We also need to note that policymakers are often misled in assessing the seriousness of the crisis due to the lack of appropriate information.  In particular, when an appropriate institutional scheme is lacking — such as proper loan disclosure and transparency in financial statements — it is almost impossible for policymakers to assess the actual scale and seriousness of a banking crisis. For example, in the Japanese case, it took a longer time to identify the actual scale and seriousness of the banking problem in the 1990s due to the lack of an appropriate disclosure scheme. Under the circumstances, Japanese banks continued to provide additional loans to underperforming firms, a practice called “zombie lending” (Caballero et al. 2008; Hoshi and Kashyap 2004), and this aggravated the banking problem, intensifying the misallocation of credit (Peek and Rosengren 2005; Hamada et al. 2011). 
Our analysis demonstrates that political institutions matter. Under banking crises, most countries which took both monetary and fiscal tightening policies are developing countries(e.g. Botswana in 1985 and Venezuela in 1996), while those which took both monetary and fiscal loosening policies are often established democracies (e.g. Finland in 1993, Norway in 1993 and Sweden 1993).  Notably, it is a tricky task to measure the quality of political institutions, as the quality or degree of institutionalization of stable democracy is very different from new democratic countries or non-democratic political regimes. As shown in our analysis, countries confronting an election have significantly reduced discount rates and enlarged government expenditures even under crisis. When a new government is elected due to a financial criss, the new incumbents may obtain latitude to pursue unpopular policy measures such as welfare cuts while blaming the previous government for causing the crisis and avoiding the direct political responsibility. While we examined the effects of veto players just as aggregate institutional constraints, there are various aspects of veto players – the ideological distance between veto players and “alternation” of veto players (Tsebelis 2002; Tsebelis and Chang 2004) – that we could not explore because of the data availability.  Until the data become available for developing countries, we instead need to conduct more context-specific case studies that can highlight the different aspects of political institutions that contribute to rapid economic recovery from financial crises. 
Our study calls for two important studies in the future. First, we need to study the actual economic effects of different monetary and fiscal policies. Specifically, which strategies bring the most favorable outcomes? If tightening monetary and fiscal policies are more effective to recover from the financial crisis as many believe, the constraints induced by political conditions/institutions will slow down the policy process and worsen the harmful effects of financial crisis.  Indeed, during the global financial crisis of 2007–08, scholars and policymakers have debated the most effective policy tools to employ, and the controversy between Keynesians and monetarists has revived.  As before, there has been no conclusive evidence provided by either side and consensus on optimal monetary and fiscal policies is still elusive.  Furthermore, governments faced with different economic and political situations have taken different fiscal and monetary policies.  These cases highlight that any future research agenda should be directed to the study of the actual results of monetary and fiscal policies.

Second, future research must take into account the changing dynamics of international financial markets. Our analysis in this paper for example is based on nationally-bound governments’ monetary and fiscal policies. But, the financial crisis of 2007 – 08 has revealed a structural imbalance in global capital markets. In particular, after the Asian financial crisis in 1997 – 98, global capital flows — including debt, portfolio equity, and direct investment-based financing — have shifted further to financial markets in advanced countries, especially to those in the U.S. (IMF March 2010, April 2010). As the ongoing global financial deleveraging highlights, preventing and managing financial crises is far beyond of capacity of individual governments (IMF April 2009). With only conventional monetary and fiscal polices at their disposal, single governments cannot manage systemic financial risks successfully.  Therefore, the ongoing global financial crisis and the following policy controversies leave an urgent research agenda to figure out clearly why the current financial crisis is different from the old ones, not only in its origins, but also in regard to government policy responses, and how we can recover from it. 
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Table 1. The Impact of Financial Crisis and Political Conditions on Monetary Policies, 1976-2004

AR(1) Lagged dependent variable

Notes: 1. The dependent variable is monetary policies measured by the logged discount rate.  The logged 

discount rate ranges from -3.00 to 16.09 with a mean = 2.11 and a standard deviation = 0.92. See Appendix 1 for 

detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel 

heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity 

and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and 

the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; 

*P<0.10. 
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Table 2. The Impact of Financial Crisis and Political Conditions on Fiscal Policies, 1976-2004

Notes: 1. The dependent variable is fiscal policies measured by the budget balance as a share of GDP.  The 

budget balance (% GDP) ranges from -66.25 to 68.67 with a mean = -3.00 and a standard deviation = 5.73. See 

Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected 

for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for 

heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not 

shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. 

*** P<0.01; **P<0.05; *P<0.10. 
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Table 3. Robustness Tests

Monetary policies Fiscal Policies

Developing Countries Crisis Countries Developing Countries Crisis Countries
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� Budget balance (%GDP) may increase not necessarily because governments tighten fiscal policies but because economic growth declines (i.e. the decline of GDP).  However, given that governments do not adjust budgets in response to the growth decline, the increase in budget balance (%GDP) can still be considered as a budget tightening.


� For instance, the Latin American debt crisis of the 1980s was a crisis of both currency and sovereign default, while the Asian financial crisis of the late 1990s was triggered by abrupt foreign exchange rate depreciations (i.e., a currency crisis) and escalated into a systemic banking crisis (Radelet et al. 1998). 


� There is an alternative data source for banking crisis by Reinhart and Rogoff (RR). RR defines banking crises as two types of events: 1) Bank runs that lead to the closure, merger or takeover by the public sector of one or more financial institutions and 2) In the event of no bank runs, banking crisis is defined by the closure, merger, takeover, or large-scale government assistance for an important financial institutions that marks the start of a string of similar outcomes for other financial institutions. Based on these definitions, RR identifies 66 episodes of banking crises from 1945 – 2007. By contrast, LV’s definition is broader than that of RR. RR focus more on bank runs and bank takeover/government assistance, while LV focuses on the loss of capital in the financial system and correspondingly, the failure of financial institutions to repay their obligations. Because LV’s bank crisis data cover a broader set of countries and time and is presented based on a more robust set of criteria, they have been widely used in the study of banking crisis (Joyce 2010). Given that two data are strongly correlated, we have decided to use LV’s data on systemic banking crisis that cover a larger number of countries and periods. Of course, there are many different types of currency crises, for more details, see Kaminsky (2006).


� Please see Henisz (2002) for detailed data generating process.


� We do not control the central bank independence in our regressions because the data are not available for most developing countries.  However, it should be noted that the veto player variable (i.e. institutional constraints) indirectly capture the strength of central bank independence in developing countries.


� Parties are coded “Right” when the terms “conservative” or “Christian democratic” appear in their names, or the label “right-wing” was found in the cross-check sources. Similarly, parties are classified as “Left” if their names show them to be “communist, socialist, or social democratic,” or if they are labeled as “left-wing” in the cross-check sources. Parties are coded as “Center” when their names assert centrist affiliation or if their position can be described as centrist, emphasizing the strengthening of private enterprise within a social-liberal context but also supporting a redistributive role for government. All the cases which do not fit into the categories above are treated as missing (see Beck et al. 2001 and DPI 2010 for detailed coding rules). See Beck et al. (2001), DPI (2010), and Ha (2012) for detailed coding rules.


� While not reported, we also checked the effect of elections before (t – 1) and after (t + 1) the financial crisis, but we could not find consistently significant effects on government policy responses in the sample.


� We also interacted the crisis variables with the IMF participation dummy.  However, the interaction terms were insignificant, while the IMF participation dummy itself held strong statistical significance. Given that most countries under the IMF participation were crisis countries, the IMF dummy seems to capture most tightening effects.


� We also tested the interactive impact of IMF program participation on monetary and fiscal policies.  However, none of the interaction terms were significant, while not affecting the main results. Because most of the countries participated in the IMF program under financial crises, the interaction terms do not seem to capture any significant effects other than the independent ones.


� While not reported, the marginal effect graphs for regression [6] provide similar but even stronger evidence for our argument.





� We also tested the interactive impact of IMF program participation on monetary and fiscal policies.  However, none of the interaction terms were significant, while not affecting the main results. Because most of the countries participated in the IMF program under financial crises, the interaction terms do not seem to capture any significant effects other than the independent ones.
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monetary policy

		Table 1. The Impact of Financial Crisis and Political Conditions on Monetary Policies, 1976-2004





				AR(1)						Lagged dependent variable



																		

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		

				[1]		[2]		[3]		[4]		[5]		[6]



		Financial crisis		0.071				0.159		0.017				0.130

				(0.037)				(0.055)		(0.029)				(0.053)

		Currency crisis 				0.060						0.049		

						(0.046)						(0.039)		

		Bank crisis 				0.010						-0.131		

						(0.061)						(0.052)		

		Debt crisis 				0.033						0.004		

						(0.095)						(0.081)		

		Financial crisis × Veto players						-0.190						-0.208

								(0.136)						(0.126)

		Financial crisis × Leftist power						-0.001						-0.001

								(0.001)						(0.001)

		Financial crisis × Election year						-0.041						-0.085

								(0.054)						(0.069)

		Veto players		-0.147		-0.143		-0.092		-0.203		-0.196		-0.154

				(0.114)		(0.115)		(0.113)		(0.085)		(0.084)		(0.081)

		Leftist government power		0.001		0.001		0.001		0.0002		0.0002		0.0003

		(0-100)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Election year		0.002		0.001		0.009		0.004		0.005		0.021

		(Election year=1, otherwise=0)		(0.015)		(0.015)		(0.014)		(0.019)		(0.019)		(0.019)

		IMF program participation		0.092		0.092		0.090		0.083		0.090		0.079

				(0.025)		(0.025)		(0.025)		(0.023)		(0.023)		(0.023)

		Inflation rate 		0.001		0.001		0.001		0.001		0.001		0.001

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		-0.015		-0.016		-0.015		-0.009		-0.010		-0.009

				(0.003)		(0.003)		(0.003)		(0.003)		(0.003)		(0.003)

		Current account balance (%GDP)		-0.004		-0.004		-0.004		-0.006		-0.006		-0.006

				(0.002)		(0.002)		(0.002)		(0.001)		(0.001)		(0.001)

		Logged discount rate (t-1)								0.723		0.728		0.723

										(0.053)		(0.052)		(0.053)



		Number of observations		2,476		2,476		2,476		2,432		2,432		2,432

		Number of countries		132		132		132		132		132		132

		R-squared		0.813		0.814		0.814		0.974		0.974		0.974

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000



														

		Notes: 1. The dependent variable is monetary policies measured by the logged discount rate.  The logged discount rate ranges from -3.00 to 16.09 with a mean = 2.11 and a standard deviation = 0.92. See Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; *P<0.10. 





fiscal policy

		Table 2. The Impact of Financial Crisis and Political Conditions on Fiscal Policies, 1976-2004





				AR(1)						Lagged dependent variable



																		

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		

				[7]		[8]		[9]		[10]		[11]		[12]



		Financial crisis		-0.176				0.874		-0.227				0.729

				(0.210)				(0.358)		(0.172)				(0.319)

		Currency crisis 				0.053						-0.010		

						(0.271)						(0.225)		

		Bank crisis 				-0.139						-0.063		

						(0.290)						(0.232)		

		Debt crisis 				-0.042						-0.114		

						(0.456)						(0.341)		

		Financial crisis × Veto players						-2.407						-2.048

								(0.903)						(0.805)

		Financial crisis × Leftist power						-0.005						-0.004

								(0.004)						(0.003)

		Financial crisis × Election year						-0.632						-0.683

								(0.284)						(0.344)

		Veto players		1.651		1.644		2.335		1.216		1.196		1.761

				(0.713)		(0.713)		(0.778)		(0.559)		(0.558)		(0.601)

		Leftist government power		-0.007		-0.007		-0.006		-0.002		-0.002		-0.001

		(0-100)		(0.003)		(0.003)		(0.003)		(0.002)		(0.002)		(0.002)

		Election year		-0.237		-0.236		-0.114		-0.254		-0.254		-0.119

		(Election year=1, otherwise=0)		(0.106)		(0.106)		(0.116)		(0.131)		(0.131)		(0.141)

		IMF program participation		0.186		0.170		0.170		0.370		0.346		0.358

				(0.189)		(0.188)		(0.189)		(0.165)		(0.166)		(0.165)

		Inflation rate 		-0.0003		-0.0003		-0.0003		-0.000		-0.000		0.000

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		0.067		0.068		0.068		0.089		0.090		0.090

				(0.016)		(0.016)		(0.016)		(0.015)		(0.015)		(0.015)

		Budget Balance (t-1)								0.619		0.621		0.616

										(0.043)		(0.043)		(0.043)



		Number of observations		2,490		2,490		2,490		2,430		2,430		2,430

		Number of countries		136		136		136		135		135		135

		R-squared		0.365		0.366		0.368		0.750		0.750		0.751

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000



														

		Notes: 1. The dependent variable is fiscal policies measured by the budget balance as a share of GDP.  The budget balance (% GDP) ranges from -66.25 to 68.67 with a mean = -3.00 and a standard deviation = 5.73. See Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; *P<0.10. 





Robust test

		Table 3. Robustness Tests





				Monetary policies								Fiscal Policies

																						

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		Developing Countries				Crisis Countries				Developing Countries				Crisis Countries



		

				[13]		[14]		[15]		[16]		[17]		[18]		[19]		[20]



		Financial crisis		0.187		0.163		0.165		0.131		0.696		0.652		0.826		0.711

				(0.058)		(0.055)		(0.056)		(0.053)		(0.367)		(0.326)		(0.366)		(0.324)

		Financial crisis × Veto players		-0.197		-0.212		-0.181		-0.193		-1.650		-1.430		-2.460		-2.158

				(0.153)		(0.144)		(0.138)		(0.127)		(0.970)		(0.860)		(0.920)		(0.826)

		Financial crisis × Leftist power		-0.001		-0.001		-0.001		-0.001		-0.003		-0.004		-0.004		-0.004

				(0.001)		(0.001)		(0.001)		(0.001)		(0.004)		(0.004)		(0.004)		(0.004)

		Financial crisis × Election year		-0.064		-0.100		-0.055		-0.102		-0.649		-0.794		-0.599		-0.666

				(0.061)		(0.075)		(0.056)		(0.071)		(0.327)		(0.377)		(0.304)		(0.360)

		Veto players		-0.076		-0.129		-0.088		-0.169		2.199		1.658		2.415		1.911

				(0.122)		(0.089)		(0.126)		(0.092)		(0.808)		(0.634)		(0.850)		(0.678)

		Leftist government power		0.001		0.001		0.001		0.000		-0.012		-0.006		-0.008		-0.002

		(0-100)		(0.001)		(0.000)		(0.001)		(0.000)		(0.004)		(0.003)		(0.004)		(0.003)

		Election year		0.020		0.027		0.024		0.040		-0.101		-0.046		-0.153		-0.152

		(Election year=1, otherwise=0)		(0.019)		(0.025)		(0.019)		(0.024)		(0.161)		(0.187)		(0.143)		(0.171)

		IMF program participation		0.104		0.083		0.103		0.089		0.149		0.362		0.191		0.399

				(0.026)		(0.023)		(0.026)		(0.024)		(0.190)		(0.167)		(0.200)		(0.172)

		Inflation rate 		0.001		0.001		0.001		0.001		-0.000		-0.000		-0.000		-0.000

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		-0.017		-0.013		-0.018		-0.013		0.065		0.074		0.066		0.083

				(0.003)		(0.003)		(0.003)		(0.003)		(0.017)		(0.016)		(0.017)		(0.016)

		current account balance (%GDP)		-0.003		-0.005		-0.003		-0.005

				(0.002)		(0.001)		(0.002)		(0.002)

		Logged discount rate (t-1)				0.678				0.714

						(0.060)				(0.055)

		Budget Balance (t-1)												0.578				0.575

														(0.048)				(0.046)



		Number of observations		1,860		1,820		1,926		1,887		1,893		1,835		1,975		1,922

		Number of countries		110		110		110		110		114		113		112		111

		R-squared		0.852		0.974		0.821		0.973		0.397		0.725		0.378		0.734

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000		0.000		0.000



																		

		Notes: The dependent variable is monetary policies and fiscal policies.  See notes in Table 1. 






monetary policy

		Table 1. The Impact of Financial Crisis and Political Conditions on Monetary Policies, 1976-2004





				AR(1)						Lagged dependent variable



																		

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		

				[1]		[2]		[3]		[4]		[5]		[6]



		Financial crisis		0.071				0.159		0.017				0.130

				(0.037)				(0.055)		(0.029)				(0.053)

		Currency crisis 				0.060						0.049		

						(0.046)						(0.039)		

		Bank crisis 				0.010						-0.131		

						(0.061)						(0.052)		

		Debt crisis 				0.033						0.004		

						(0.095)						(0.081)		

		Financial crisis × Veto players						-0.190						-0.208

								(0.136)						(0.126)

		Financial crisis × Leftist power						-0.001						-0.001

								(0.001)						(0.001)

		Financial crisis × Election year						-0.041						-0.085

								(0.054)						(0.069)

		Veto players		-0.147		-0.143		-0.092		-0.203		-0.196		-0.154

				(0.114)		(0.115)		(0.113)		(0.085)		(0.084)		(0.081)

		Leftist government power		0.001		0.001		0.001		0.0002		0.0002		0.0003

		(0-100)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Election year		0.002		0.001		0.009		0.004		0.005		0.021

		(Election year=1, otherwise=0)		(0.015)		(0.015)		(0.014)		(0.019)		(0.019)		(0.019)

		IMF program participation		0.092		0.092		0.090		0.083		0.090		0.079

				(0.025)		(0.025)		(0.025)		(0.023)		(0.023)		(0.023)

		Inflation rate 		0.001		0.001		0.001		0.001		0.001		0.001

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		-0.015		-0.016		-0.015		-0.009		-0.010		-0.009

				(0.003)		(0.003)		(0.003)		(0.003)		(0.003)		(0.003)

		Current account balance (%GDP)		-0.004		-0.004		-0.004		-0.006		-0.006		-0.006

				(0.002)		(0.002)		(0.002)		(0.001)		(0.001)		(0.001)

		Logged discount rate (t-1)								0.723		0.728		0.723

										(0.053)		(0.052)		(0.053)



		Number of observations		2,476		2,476		2,476		2,432		2,432		2,432

		Number of countries		132		132		132		132		132		132

		R-squared		0.813		0.814		0.814		0.974		0.974		0.974

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000



														

		Notes: 1. The dependent variable is monetary policies measured by the logged discount rate.  The logged discount rate ranges from -3.00 to 16.09 with a mean = 2.11 and a standard deviation = 0.92. See Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; *P<0.10. 





fiscal policy

		Table 2. The Impact of Financial Crisis and Political Conditions on Fiscal Policies, 1976-2004





				AR(1)						Lagged dependent variable



																		

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		

				[7]		[8]		[9]		[10]		[11]		[12]



		Financial crisis		-0.176				0.874		-0.227				0.729

				(0.210)				(0.358)		(0.172)				(0.319)

		Currency crisis 				0.053						-0.010		

						(0.271)						(0.225)		

		Bank crisis 				-0.139						-0.063		

						(0.290)						(0.232)		

		Debt crisis 				-0.042						-0.114		

						(0.456)						(0.341)		

		Financial crisis × Veto players						-2.407						-2.048

								(0.903)						(0.805)

		Financial crisis × Leftist power						-0.005						-0.004

								(0.004)						(0.003)

		Financial crisis × Election year						-0.632						-0.683

								(0.284)						(0.344)

		Veto players		1.651		1.644		2.335		1.216		1.196		1.761

				(0.713)		(0.713)		(0.778)		(0.559)		(0.558)		(0.601)

		Leftist government power		-0.007		-0.007		-0.006		-0.002		-0.002		-0.001

		(0-100)		(0.003)		(0.003)		(0.003)		(0.002)		(0.002)		(0.002)

		Election year		-0.237		-0.236		-0.114		-0.254		-0.254		-0.119

		(Election year=1, otherwise=0)		(0.106)		(0.106)		(0.116)		(0.131)		(0.131)		(0.141)

		IMF program participation		0.186		0.170		0.170		0.370		0.346		0.358

				(0.189)		(0.188)		(0.189)		(0.165)		(0.166)		(0.165)

		Inflation rate 		-0.0003		-0.0003		-0.0003		-0.000		-0.000		0.000

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		0.067		0.068		0.068		0.089		0.090		0.090

				(0.016)		(0.016)		(0.016)		(0.015)		(0.015)		(0.015)

		Budget Balance (t-1)								0.619		0.621		0.616

										(0.043)		(0.043)		(0.043)



		Number of observations		2,490		2,490		2,490		2,430		2,430		2,430

		Number of countries		136		136		136		135		135		135

		R-squared		0.365		0.366		0.368		0.750		0.750		0.751

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000



														

		Notes: 1. The dependent variable is fiscal policies measured by the budget balance as a share of GDP.  The budget balance (% GDP) ranges from -66.25 to 68.67 with a mean = -3.00 and a standard deviation = 5.73. See Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; *P<0.10. 





Robust test

		Table 3. Robustness Tests





				Monetary policies								Fiscal Policies

																						

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		Developing Countries				Crisis Countries				Developing Countries				Crisis Countries



		

				[13]		[14]		[15]		[16]		[17]		[18]		[19]		[20]



		Financial crisis		0.187		0.163		0.165		0.131		0.696		0.652		0.826		0.711

				(0.058)		(0.055)		(0.056)		(0.053)		(0.367)		(0.326)		(0.366)		(0.324)

		Financial crisis × Veto players		-0.197		-0.212		-0.181		-0.193		-1.650		-1.430		-2.460		-2.158

				(0.153)		(0.144)		(0.138)		(0.127)		(0.970)		(0.860)		(0.920)		(0.826)

		Financial crisis × Leftist power		-0.001		-0.001		-0.001		-0.001		-0.003		-0.004		-0.004		-0.004

				(0.001)		(0.001)		(0.001)		(0.001)		(0.004)		(0.004)		(0.004)		(0.004)

		Financial crisis × Election year		-0.064		-0.100		-0.055		-0.102		-0.649		-0.794		-0.599		-0.666

				(0.061)		(0.075)		(0.056)		(0.071)		(0.327)		(0.377)		(0.304)		(0.360)

		Veto players		-0.076		-0.129		-0.088		-0.169		2.199		1.658		2.415		1.911

				(0.122)		(0.089)		(0.126)		(0.092)		(0.808)		(0.634)		(0.850)		(0.678)

		Leftist government power		0.001		0.001		0.001		0.000		-0.012		-0.006		-0.008		-0.002

		(0-100)		(0.001)		(0.000)		(0.001)		(0.000)		(0.004)		(0.003)		(0.004)		(0.003)

		Election year		0.020		0.027		0.024		0.040		-0.101		-0.046		-0.153		-0.152

		(Election year=1, otherwise=0)		(0.019)		(0.025)		(0.019)		(0.024)		(0.161)		(0.187)		(0.143)		(0.171)

		IMF program participation		0.104		0.083		0.103		0.089		0.149		0.362		0.191		0.399

				(0.026)		(0.023)		(0.026)		(0.024)		(0.190)		(0.167)		(0.200)		(0.172)

		Inflation rate 		0.001		0.001		0.001		0.001		-0.000		-0.000		-0.000		-0.000

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		-0.017		-0.013		-0.018		-0.013		0.065		0.074		0.066		0.083

				(0.003)		(0.003)		(0.003)		(0.003)		(0.017)		(0.016)		(0.017)		(0.016)

		current account balance (%GDP)		-0.003		-0.005		-0.003		-0.005

				(0.002)		(0.001)		(0.002)		(0.002)

		Logged discount rate (t-1)				0.678				0.714

						(0.060)				(0.055)

		Budget Balance (t-1)												0.578				0.575

														(0.048)				(0.046)



		Number of observations		1,860		1,820		1,926		1,887		1,893		1,835		1,975		1,922

		Number of countries		110		110		110		110		114		113		112		111

		R-squared		0.852		0.974		0.821		0.973		0.397		0.725		0.378		0.734

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000		0.000		0.000



																		

		Notes: The dependent variable is monetary policies and fiscal policies.  See notes in Table 1. 






monetary policy

		Table 1. The Impact of Financial Crisis and Political Conditions on Monetary Policies, 1976-2004





				AR(1)						Lagged dependent variable



																		

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		

				[1]		[2]		[3]		[4]		[5]		[6]



		Financial crisis		0.071				0.159		0.017				0.130

				(0.037)				(0.055)		(0.029)				(0.053)

		Currency crisis 				0.060						0.049		

						(0.046)						(0.039)		

		Bank crisis 				0.010						-0.131		

						(0.061)						(0.052)		

		Debt crisis 				0.033						0.004		

						(0.095)						(0.081)		

		Financial crisis × Veto players						-0.190						-0.208

								(0.136)						(0.126)

		Financial crisis × Leftist power						-0.001						-0.001

								(0.001)						(0.001)

		Financial crisis × Election year						-0.041						-0.085

								(0.054)						(0.069)

		Veto players		-0.147		-0.143		-0.092		-0.203		-0.196		-0.154

				(0.114)		(0.115)		(0.113)		(0.085)		(0.084)		(0.081)

		Leftist government power		0.001		0.001		0.001		0.0002		0.0002		0.0003

		(0-100)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Election year		0.002		0.001		0.009		0.004		0.005		0.021

		(Election year=1, otherwise=0)		(0.015)		(0.015)		(0.014)		(0.019)		(0.019)		(0.019)

		IMF program participation		0.092		0.092		0.090		0.083		0.090		0.079

				(0.025)		(0.025)		(0.025)		(0.023)		(0.023)		(0.023)

		Inflation rate 		0.001		0.001		0.001		0.001		0.001		0.001

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		-0.015		-0.016		-0.015		-0.009		-0.010		-0.009

				(0.003)		(0.003)		(0.003)		(0.003)		(0.003)		(0.003)

		Current account balance (%GDP)		-0.004		-0.004		-0.004		-0.006		-0.006		-0.006

				(0.002)		(0.002)		(0.002)		(0.001)		(0.001)		(0.001)

		Logged discount rate (t-1)								0.723		0.728		0.723

										(0.053)		(0.052)		(0.053)



		Number of observations		2,476		2,476		2,476		2,432		2,432		2,432

		Number of countries		132		132		132		132		132		132

		R-squared		0.813		0.814		0.814		0.974		0.974		0.974

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000



														

		Notes: 1. The dependent variable is monetary policies measured by the logged discount rate.  The logged discount rate ranges from -3.00 to 16.09 with a mean = 2.11 and a standard deviation = 0.92. See Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; *P<0.10. 





fiscal policy

		Table 2. The Impact of Financial Crisis and Political Conditions on Fiscal Policies, 1976-2004





				AR(1)						Lagged dependent variable



																		

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		

				[7]		[8]		[9]		[10]		[11]		[12]



		Financial crisis		-0.176				0.874		-0.227				0.729

				(0.210)				(0.358)		(0.172)				(0.319)

		Currency crisis 				0.053						-0.010		

						(0.271)						(0.225)		

		Bank crisis 				-0.139						-0.063		

						(0.290)						(0.232)		

		Debt crisis 				-0.042						-0.114		

						(0.456)						(0.341)		

		Financial crisis × Veto players						-2.407						-2.048

								(0.903)						(0.805)

		Financial crisis × Leftist power						-0.005						-0.004

								(0.004)						(0.003)

		Financial crisis × Election year						-0.632						-0.683

								(0.284)						(0.344)

		Veto players		1.651		1.644		2.335		1.216		1.196		1.761

				(0.713)		(0.713)		(0.778)		(0.559)		(0.558)		(0.601)

		Leftist government power		-0.007		-0.007		-0.006		-0.002		-0.002		-0.001

		(0-100)		(0.003)		(0.003)		(0.003)		(0.002)		(0.002)		(0.002)

		Election year		-0.237		-0.236		-0.114		-0.254		-0.254		-0.119

		(Election year=1, otherwise=0)		(0.106)		(0.106)		(0.116)		(0.131)		(0.131)		(0.141)

		IMF program participation		0.186		0.170		0.170		0.370		0.346		0.358

				(0.189)		(0.188)		(0.189)		(0.165)		(0.166)		(0.165)

		Inflation rate 		-0.0003		-0.0003		-0.0003		-0.000		-0.000		0.000

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		0.067		0.068		0.068		0.089		0.090		0.090

				(0.016)		(0.016)		(0.016)		(0.015)		(0.015)		(0.015)

		Budget Balance (t-1)								0.619		0.621		0.616

										(0.043)		(0.043)		(0.043)



		Number of observations		2,490		2,490		2,490		2,430		2,430		2,430

		Number of countries		136		136		136		135		135		135

		R-squared		0.365		0.366		0.368		0.750		0.750		0.751

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000



														

		Notes: 1. The dependent variable is fiscal policies measured by the budget balance as a share of GDP.  The budget balance (% GDP) ranges from -66.25 to 68.67 with a mean = -3.00 and a standard deviation = 5.73. See Appendix 1 for detailed variable descriptions. 2. The estimation is by least squares with standard errors corrected for panel heteroskedasticity. 3. The parentheses denote a panel-corrected standard error (adjusted for heteroskedasticity and contemporaneous correlation). Each regression also includes country dummies (not shown for space), and the constant variable is suppressed. 4. Statistical significance is based two-tailed tests. *** P<0.01; **P<0.05; *P<0.10. 





Robust test

		Table 3. Robustness Tests





				Monetary policies								Fiscal Policies

																						

hae: hae:

Dependent variable: Budget balance (%GDP)
Sample: all countries
Crisis: Three years following the crisis (t+1, T+2, T+3)

The results show that crisis has little impact on fiscal policies.  The type of crisis variables also show the crisis has little impact on the crisis year regardless of the type of crisis.  

The interaction wtih political variables (c and f)  show that countries confronting financial crisis in fact tend to tigthen fiscal policies in crisis onset year.  

However, on the crisis onset year, the tightening poliy becomes insignificant when there are larger numbers of veto players, stronger lefist governments, and/or an election.

Note: Problem is that GDP growth gap has a positive relationship with budget balance.  This means that countries tend to tighten their fiscal policy when economy is not good??????  PROBLEM.		Developing Countries				Crisis Countries				Developing Countries				Crisis Countries



		

				[13]		[14]		[15]		[16]		[17]		[18]		[19]		[20]



		Financial crisis		0.187		0.163		0.165		0.131		0.696		0.652		0.826		0.711

				(0.058)		(0.055)		(0.056)		(0.053)		(0.367)		(0.326)		(0.366)		(0.324)

		Financial crisis × Veto players		-0.197		-0.212		-0.181		-0.193		-1.650		-1.430		-2.460		-2.158

				(0.153)		(0.144)		(0.138)		(0.127)		(0.970)		(0.860)		(0.920)		(0.826)

		Financial crisis × Leftist power		-0.001		-0.001		-0.001		-0.001		-0.003		-0.004		-0.004		-0.004

				(0.001)		(0.001)		(0.001)		(0.001)		(0.004)		(0.004)		(0.004)		(0.004)

		Financial crisis × Election year		-0.064		-0.100		-0.055		-0.102		-0.649		-0.794		-0.599		-0.666

				(0.061)		(0.075)		(0.056)		(0.071)		(0.327)		(0.377)		(0.304)		(0.360)

		Veto players		-0.076		-0.129		-0.088		-0.169		2.199		1.658		2.415		1.911

				(0.122)		(0.089)		(0.126)		(0.092)		(0.808)		(0.634)		(0.850)		(0.678)

		Leftist government power		0.001		0.001		0.001		0.000		-0.012		-0.006		-0.008		-0.002

		(0-100)		(0.001)		(0.000)		(0.001)		(0.000)		(0.004)		(0.003)		(0.004)		(0.003)

		Election year		0.020		0.027		0.024		0.040		-0.101		-0.046		-0.153		-0.152

		(Election year=1, otherwise=0)		(0.019)		(0.025)		(0.019)		(0.024)		(0.161)		(0.187)		(0.143)		(0.171)

		IMF program participation		0.104		0.083		0.103		0.089		0.149		0.362		0.191		0.399

				(0.026)		(0.023)		(0.026)		(0.024)		(0.190)		(0.167)		(0.200)		(0.172)

		Inflation rate 		0.001		0.001		0.001		0.001		-0.000		-0.000		-0.000		-0.000

				(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)		(0.000)

		Output gap		-0.017		-0.013		-0.018		-0.013		0.065		0.074		0.066		0.083

				(0.003)		(0.003)		(0.003)		(0.003)		(0.017)		(0.016)		(0.017)		(0.016)

		current account balance (%GDP)		-0.003		-0.005		-0.003		-0.005

				(0.002)		(0.001)		(0.002)		(0.002)

		Logged discount rate (t-1)				0.678				0.714

						(0.060)				(0.055)

		Budget Balance (t-1)												0.578				0.575

														(0.048)				(0.046)



		Number of observations		1,860		1,820		1,926		1,887		1,893		1,835		1,975		1,922

		Number of countries		110		110		110		110		114		113		112		111

		R-squared		0.852		0.974		0.821		0.973		0.397		0.725		0.378		0.734

		Probability < Chi-squared		0.000		0.000		0.000		0.000		0.000		0.000		0.000		0.000



																		

		Notes: The dependent variable is monetary policies and fiscal policies.  See notes in Table 1. 






